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Research Study Two

FINANCIAL CRISIS, FINANCIAL SYSTEMS,
AND THE PERFORMANCE OF THE ECONOMY

Hyman P. Minsky*
University of California
‘Berkeley

1 INTRODUCTION

\ Stétement of the Problem

In a dynamic free enterprise economy the financial system
undergoes changes. Financial institutions, financial relations among
‘e various classes of economic units and institutions, and the
.clative size of financial institutions all change. Economic growth
:s usually accompanied by financial innovation; new types of finan-
cial institutions and instruments are invented and put into use.

*This study was prepared during the summer of 1960. After it
was decided to publish this study, the pressures of time allowed
for only the most cursory of revisions. 1 hope the reader bears
n mind that this is a pilotinvestigationusing a particular approach
‘o monetary and financial relations rather than a finished and
wolished study. .
I wish to thank Ernesto Cabrera and Gilbert Bonem for their
viluable aid. Helpful comments on the material in this study were
rcceived from D. Jorgenson, A. Goldsmith and R. A. Gordon. Of
course, only I am responsible for the errors and the conclusions.

.
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This financial evolutioﬂ is 4 respdnse to the growth pattern, and

whether the new financing techniques and relationships perish or

survive depends upon how they affect the functioning of the _economy.
Financial innovations which are believed toabet financial instability

soon disappear or are reduced in importance either as a result of

market processes or legislation. Examples which can be cited are
“accommodation paper” and “low” margin requirements on stock
exchange collateral.l Financial innovations such as consumer. in-
stallment credit which are related to the financing of profitable

growing industries expand and become % permanent part of the f1-'
nancial framework.

Even if the financial institutions and instruments do not change,

the need to finance economic growth can affect the significance, or
weight, of different types of financial instruments and institutions
in the total financial system. During a period in which sustained
economic growth is taking place we expect the financial system to
be subject to two not independent types of change; one due to the fi-
nancing pressures that the particular growth process operating in the
economy places upon the “inherited” institutions, the second due to
the invention and adoption of new financial practices.

Innovational activity in the financial sector is a response to the
profit opportunities which are generated withinan inherited financial

structure as sustained growth takes place and will be related to the

real sectors that are, figuratively speaking, “powering” the growth.2
The pace of financial innovation is a market-induced reaction to the
pace and direction of economic growth; however, the nature of the
financial innovation that occurs will in turn affect the pace and

Int may take a long time for an institution to “prove” to be desta-
bilizing. After all, other things may change so that a usage which
was not harmful becomes harmful.

2In this paper our primary concern will not be with the growth
and evolution of particular financial institutions. Nevertheless it
is interesting to point out that there have been a number of stages
in the evolution of consumer credit and the institutions primarily
related to consumers credit of which the following seem significant,.

1. The spread of consumer credit to products and services
other than the automobile,

2. The development of automatic consumer credit plans: credit -

cards and consumer “overdraft” schemes.
3. The development of financing techniques for consumer credit
houses which decrease their dependence upon commercial banks.
4. The spread of the portfolio of consumer credit houses to
paper that is not the result of financing consumers: this is an ex-
pi Ol\uu on of the techniques' they develored for financing their own
pos. ‘o
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direction of economic growth. Using consumer installment credit
as an examplé, the real growth of the automobile industry made the
consumer paper innovation profitable; the growth and development

_of consumer paper seemingly was necessary for the development
- of truly mass purchasing of automobiles. Of course the precise
nature of the institutional and usage innovations that take place in

a particular environment cannot be forecast, so that the precise
effects upon the functioning of the economy of the institutional
reaction and innovations-inducing situations cannot be predicted.
All that can be forecast is the general nature of the institutional
change that is most likely to occur.

In this study the validity and implications of a number of hy-
potheses relating to the interaction between the financial and real
sectors of the economy will be explored. The broadest hypothesis
is that the behavior of an economic system with respect to the
real variables is not independent of the financial structure of the
economy. A hypothesis more closely related to the terms of
reference of this paper is that the likelihood of a financial crisis
occuring is not independent of the financial structure of an economy
and the financial structure reflects the “past” of the economy. The
third hypothesis is the most precise andisreally a way of phrasing
the fundamental problem of this paper. Itis that the financial changes
that take place during a sustained boom generated by private
demand are such that the domain within which the financial structure
is stable is decreased as the boom progresses, so that the likeli-
hood that a disturbance of the financial system will lead to a fi-
nancial crisis is increased as the boom lengthens. This is due to

"the way in which a sustained boom generated by private demand is

financed. I, in addition, it is assumed3 that a sustained boom will
not be broken by any endogenous large-scale deficiency of demand,
then it follows that if a sustained boom is to be broken it must be
broken by a financial crisis. As stated here the hypotheses are not
restricted to any particular financial usages; however in the ex-
ploration of these problems the effect of particular financial usages
upon the validivy of these hypotheses will be examined.

3In Chapter VI the results of a number of simulation experiments
are presented. These experiments were undertaken in an effort to
determine whether an autonomous decrease in investment was a
plausible cause of a severe recession, It was not possible to generate
a really severe recession without considerable tinkering with the
‘structure of the model.
The results of Chapter VI indicate that “structural” changes are
necessary for a severe recessiontooccur, and within the framework

- of the model, structural changes can bhe the result of a financial

crisis. Hence we can argue that the results of Chapter VI are not
inconsistent with the proposition that afmancml crisis is necessary
for a severe recession to occur.
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Certainly in the short run, and perhaps even in the long run,
institutional arrangements affect the course of events. Inexamining
problems of sustaining economic growth and ameliorating cyclical
instability in an ipherently progressive environment, the nature
and evolution of financial institutions must be considered. This
paper has a number of missions. These are, to examine:

1. The impact of severe recessions upon the financial system;

2. Whether or not at present a significant threat exists that
financial distress will occur;

3. Whether or not the financial system reacts to changes in

aggregate demand in such a way that it functions as an automatic
income stabilizer.

The way in which the missions of this paper have been phrased
makes it natural to think in terms of a two-part system with feed-
back relations between the two parts. One part is a real system
which generates real income and employment. The other part is a
{inancial sector in which the variables are claims, titles and the
money flows which are due tothe structure of claims and titles. The
distribution among types and among owners of financial assets is
affected by the income-generating process. In turn the structure
of financial relations affects the behavior of the various classes
of economic units in their income-determining behavior. The
process of income generation leaves behind a financial residue and

affects financial values; the financial variable feeds back to the
income-~generating sector.

During a period of sustained growth generated by private de-
mand the nature and structure of the financial system changes. These
{inancial changes are such that the reactions of the financial system
‘o the recessions that are assumed to be a normal attribute of
sustained real growth are affected. The feedback from the financial
system to the real sector will tend either to aggravate, dampen
ur not affect the initiating recession. Such feedback relations
between the real and the financial sectors can be self-limiting or
seinforcing. I they are reinforcing downward the result of a rou-
tinely occurring recession can be an explosive movement which
results in a severe financial crisis. (Reinforcing upward movements
would tend to generate hyperinflation.) The reaction of the economy
0 _a turning point, upper or lower, is not independent of the past of
‘he economy as reflected in the financial structure, o

“An interesting ‘and significant aspect of the approach to be ex- . -
imined is thatwe expect financial institutions andusages to'change—" -
doth through market-generated ‘innovations- and legislation. As

] A

insgitutional arrangements are significant in determining how the =~ .
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financial system will respond to any stimulus—and therefore how
the stimulus will affect the income-generating process, we do not
expect one period of sustained growth to be just like another. In
particular we expect that lessons are learned, that legislation
exists and institutions have been created which protects the
economy against the typicalfinancial crises that have been observed.
But this learning from the past can result in a type of “Maginot
Line” mentality, in which the economy is left vulnerable to new
kinds of destabilizing financial reactions. In this paper we will not
only consider the present financial relations and the present threat
of a financial crisis, but we will also try to extrapolate the growth
process under different assumptions, and subject the extrapolated
system to various interruptions of income flows.

General problems of finance, business cycles and economic
growth are taken up in what follows as well as the topic assigned
by the Commission on Money and Credit, which was the possibility
of and the problems that would be associated with a severe fi-
nancial crisis in the United States.. The bréad scope of the paper
proved to be necessary in order to provide a framework which
integrated the possibility of a financial crisis occurring with the
way in which the economy normally functions, Hence a model of
business cycles and growth is presented in which cyclical declines
in income flows act as shocks, not necessarily of great severity,
to the financial system. It is argued that the ability of the financial
system to absorb these shocks without a financial crisis deveIOpipg
depends not only upon the institutional characteristics of the fi-
nancial system but also upon the wayin which economic growth was
financed. It is hoped that the perspective on the relationship be-
tween real and financial variables, as well as the specific frame-
work for interpreting the financial and real aspects of business

“cycles and growth which was developed in order to deal with the

special problem will turn out to be of general use.

In what follows considerations of international financial relations
and international trade and financial variables in generating both
income and employment and the structure and the sensitivity to
crisis of the financial system are not taken up: basically only
problems and relations within a closed economy are considered.
The generalization of the framework to include real and financial
international economic relations is of course a task worth doing.
However, it can be argued that the financial stability as well as the
cyclical and growth behavior of the American economy are still
overwhelmingly: determined by national rather than international

-factors, 80 that no great violence is done to reality by this re-

stricted frame of reference,
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' B. Outline of the Study

This study is divided into t.hree‘ major parts. In the first part,
“.consisting of Chapters II, Il and IV, a theory of financial instability

' _and of the effect of financial instability uponthe over-all functioning

of the economy is presented. These chapters should be interpreted
. as a step in the development of a complete aggregate theory of an
enterprise economy which takes financial factors into account. In
‘the second part, consisting of Chapters V and VI, some evidence of

the effect of financial factors upon the behavior of the economy are-

presented. In the third part, consisting of a single chapter, the role
of the central bank, given that a complexfinancial structure exists,
is explored. In Sections C and D of this chapter, the conclusions and
the recommendations are presented.

In Chapter II the scope and significance of the financial system

is described, financial interrelations and usages are defined, and
the relation of the government to the financial system is examined.
It is pointed out that the financial system is much broader in scope
than the set of organizations called financial institutions; in par-
ticular Jboth corporate finance and household portfolio management
and the government guaranteeing and underwriting activity are a
part of the financial system.

In Chapter III a particular model of economic growth and busi-
ness cycles is presented. In this model the severity of recessions
‘depends upon those aspects of consumption and investment demand
which are related to the behavior of the financial system. If the
financial system is stable, with respect to the shocks it receives
from the intermittently recurrent upper turning points, recessions
will be mild. But if the financial system is unstable, with respect
to shocks of this magnitude, severe recessions will result.4

In Chapter IV a theory of financial distress and financial crisis
is stated. The relation between balance sheets and money flows is
-discussed, and how balance sheets and money flows evolve during
a growth process, or a sustained boom, is analyzed. It is shown
that as a sustained boom powered by private demand is extended in
time, financial relations will change, so that the likelihood that
a regularly recurring downturn will lead to widespread financial

45 ‘constrained accelerator-multiplier model is used to deter-
mine derfi?fid in Chapter II. The use of this formulation for the
determination of demand is not necessary for the general formula-
“ tion of the relation between real and financial factors which is put
~ forth here. The model used in Chapter VI to determine demand is
. not-an accelerator model, as investment is exogenous.
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distress increases, When financial distress becomes so widespread
that almost :all units in the economy are adversely affected by the

~ financial changes which are taking place, then a financial crisis

exists. It is shown how once a financial crisis occurs, the likelihood
that a severe recession will take place increases,

~In Chapter V a number of observations are made concerning
the behavior of the financial system during a sustained boom, a

“severe contraction and its subsequent stagnation, and during short

cycles contained within a strong boom. Although these studies are
not conclusive, they are consistent with the hypothesis that sys-
tematic financial changes take place during sustained booms which
increase the likelihood that a financial crisis will occur. In addition,

~ in Chater V the changing sources of liquidity for financial institu-

tions are examined.

In Chapter VI a simulation study of the effects of an autonomous
decline in investment of different magnitudes upon income and
therefore upon the liquidity of the financial system is presented.
A model of income determination which had fair success in pre-
dicting the behavior of income during a mild recession was subject
to both severe changes in private investment and destabilizing
structural changes. The destabilizing structural changes were not
of the kind that would follow upon a financial crisis, rather the
experiments were carried out to see whether the change in the cash
flows to and from financial intermediaries which accompany a de-
cline in income will lead to financial distress. In the absence of de-
faults, runs, and really severe structural changes it seems as if
financial distress would not take place. However, if, in addition to
the cash flow due to the decline in income, defaults on payments
and a structural change which halves transfer payments are added,
it seems as if financial distress would occur. Of course, in order
to generate this situation, an exogenously determined collapse of
private investment is assumed to occur. This may be a most
heroic assumption to make in the context of financial stability.

In Chapter VII some brief comments dealing with central bank-
ing in the light of the existence of a complex financial structure are
made. The conclusion is that the central bank’s significance as a
guide and director to the economy decreases while its significance
as a lender of last resort to the financial system increases as the
financial system becomes more complex, Various suggestions for
generalizing the lender of last resort functions of the Federal Re-
serve System as well as centralizing government endorsement and
insurance programs within the Federal Reserve are put forth.

C. Conclusions of the Study

At present (fal_l of 1960) there is no real threat of a financial
crisis. The changes in the financial structure, including the
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composition of assets of financial institutions, thathave taken place
since the end of the Second World War have been such that the
likelihood of a financial crisis occurring has been increasing. If
this trend, which is the result of a boom powered by private de-
mand, i8 sustained, then the likelihood of a financial crisis being
triggered by a routine downturn of income will increase. If finan-
cial distress does occur, the efficacy of the various government
guarantees, insurance devices and built-in stabilizers will be
tested. In the next section of this chapter a number of suggestions,
designed to strengthen these anti-crisis elements, will be put forth.

In Chapter VI the effects of a change in aggregate demand upon
the savings intermediaries is explored. It is shown that with the
present structure of the economy and the present rate of govern-

ment spending, even as sharp a fall in private investment as took

place in 1929-31 should not result in severe financial distress.

i a sharp and sustained decline in income cannot generate
financial distress, can a slight downturn in income trigger a fi-
nancial crisis? As yet the ratio of net worth to debt for both house-
holds and nonfinancial business firms is high. Even though stock
exchange assets have risen in price during the recent speculative
boom, the amount of debt which is based upon stock exchange col-
lateral is still very small. if a revaluation of common stocks takes
place due to a decrease in growth expectations, the effect will be
upon the equity-owning households and not upon any significant class
of financial intermediaries. The resultant decline in stock prices
can reduce consumption and investment spending, However, as long
as stock market prices are not linked to the assets of debt issuing
financial intermediaries, no crisis of the financial sector can
result from the behavior of stock prices. Without any crisis in the
financial sector the result would be a somewhat deeper and more
prolonged recession than has occurred to date in the postwar
period not accompanied by any widespread financial distress.

At present real estate assets seem to be a more important

- potential source of financial distress than stock exchange assets. -

In contrast to stock exchange assets, real estate assets are col-
lateral for an extensive amount of debt, both of households and
business firms, owned by financial institutions. Thus the price
level of real estate assets is built into the asset structure (via
mortgages) of financial intermediaries. If the price of real estate
should fall very sharply, not only will the net worth of households
and business firms be affected but also defaults, repossessions,
ang- losses by financial intermediaries would occur. Even though a
portion of the real estate mortgages are protected as assets by
government endorsements, a large part of such mortgages are not
protected. The fact that most mortgages are fullyamortized means
that the owner’s equity increases as time passes, so that for the
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relatively seasoned conventional mortgages a really serious dr«
in the price of the underlying asset would be necessary for losse
on this account to affect financial institutions.

Recent experience has been that a fall in income results in
large government deficit being generated automatically and qui
quickly. This results in both a large-scale infusion of riskles
assets into the private economy and an increase in transfer pa)

- ments which together with corporate dividend payments tend -

maintain disposable income in the face of increased unemploymen
The infusion of riskless assets increases the liquidity and the n
worth of the private economy. The maintenance of the disposab
income of households tends to maintain consumption, On both ac

counts a large and swiftly reacting government sector makes
serious financial crisis unlikely.

Since the end of World War Il the trend has been toward a highe
ratio of debt to equity for households. To a much greater extel
than in 1946, equity and real estate asset prices now reflect tt
expectation that the growth of income will continue: the price «
some securities can only be explained on the basis that the owne:
expect a continuation of the observed rate of change in the mark:
price. In addition government debt and other riskless assets hay
become a smaller portion of total assets. Todate the transfer paj
ments have not been a decreasing portion of total income an
mainly due to the cold war, total government expenditure has re
mained a large percentage of the gross national product.

If these changes are extrapolated for another decade then bof
private debts as a proportion of income and the “speculative® ele
ment in prices of real estate and equities will be much larger.
routine decline in income can cause financial distress because of th
combination of debt servicing charges and a decline in the price «
equities. At such a time whether a financial crisis occurs depenc
upon the behavior of government transfer payments and the govern
ment debt. If transfer payments are sufficiently large to maintai

-8 well-nigh unchanged disposable income and if the government del

or monetary assets which reflect government debt held by the pri
vate sector increases rapidly during such a period, then the fin
ancial reaction can be damped out before it degenerates into a fu
fledged crisis. K a financial crisis does not occur, then consump
tion and investment should behave so as to moderate the course ¢
the recession. If a financial crisis occurs, then such stabilizin
behavior would not take place and a severe recession could occu

Of course even if widespread financial distress exists, s
widespread that it will soon degenerate into a financial crisis
there is no need for the financial crisis to take place. Appropriat

_action by the central bank and the government can abort an

financial crisis.
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- D Recdmmendafions

- - The recommendations for the improvement of ourfinancial sys-
tem which follow center around two themes. The first is the need
-to extend the scope of the Federal Reserve System. The second
~is the neeHl to revise the legislation dealing with both our financial
institutions and income stabilization so thattheyare consistent with
“the ‘fact that the normal functioning of our economy results in

' economic growth, -

“In Chapter VII suggestions for broadening the scope of the
Federal Reserve System are put forth. Itisargued that the Federal
Reserve System should become the lender of last resort to and the
" regulator of the entire financial system. The Federal Reserve
System might have sections dealing with three separable aspects of
the financial system: first the monetary system, second the savings
intermediaries, and third the various insurance and guarantee

schemes which are now part of the FDIC, FHA, etc.

In regard to the monetary system a few suggestions seem in
order. The separation of the time deposit and trustee functions of
the commercial banks from the demand deposit functions seem
desirable. Perhaps the commercial banks can be divided into two

" departments. This would be especially necessary if it seems de- -

sirable to impose portfolio controls upon the savings intermediaries.

, The‘re 'is no sense in the continued existence of a dual banking
system. Nonmember banks are an anachronism. Also there seems

no sense in allowing peculiar state laws to prevent branch banking

from developing. State-wide branch bankingfor national banks seem
to be a desirable change in our banking system. ;

* K state-wide branch banking plus universal membership in the
Federal Reserve System exists, then it may be desirable to allow
member banks once again to issue their owncurrency. I favor this,
for if currency is issued by commercial banks on exactly the same

terms as demand deposits, then the public’s shift between currency
" -and demand deposits will not be the occasion for open market opera-
~tions or rediscounting. Anything which decreases the need for

transitory open market operations is desirable. In addition, money
market financial intermediaries such as the government bond dealers
and the consumer credit houses should enjoy guaranteed refinancing

‘on .penal terms at the Federal Reserve’s Discount Window, in

recognition of the fact that discounting is the result of market

processes rather than the result of the behavior of particular

-institgtions. . | o

.. "“The savings mfermediaries, i.e., mutual savings banks, savings
. - and loan-associations, time deposit and trustee sections of the
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commercial banks, life insurance companies and noninsurance per
sion funds, should all be subject to standards set by the “saving
department” of the Federal Reserve System. Aside from imposir
unified standards of portfolio management, consistent with th
specialized nature of their liabilities, the Federal Reserve Syste:
shall be ready to refinance the position of these institutions i
case of a severe cash drain. This eliminates many special pur
pose regulatory and refinancing agencies. '

It seems desirable to recognize that the savings and loan assc
ciations are the basic depository intermediary in much of th
country. Their one dimensional portfolio is a weakness of thes
institutions. It may be desirable, independent of the adoption ¢
the general reorganization being suggested, to permit if not t
force greater diversification in their portfolios. It also may b

desirable to allow savings and loan associations to issue saving
bank life insurance.

The existence of an unregulated life insurance sector without
guaranteed refinancing source is a weakness of our financial sys
tem. Independent of the possibility that lax state laws and adminis
tration may be conducive to fraud, no financial institutions of th
significance of the life insurance companies should be allowed t
exist without a guaranteed refinancing source.

A basic function of banking is to accept contingent liabilities
The. federal government today is the accepter of contingent li
abilities on account of Federal Housing Administration, Federa
Deposit Insurance Corporation, Veteran’s Administration, as wel
as specialized guarantees to foreign loans, railroad loans, etc
The Federal Reserve System is the appropriate agency for protectin
the assets of households, nonfinancial business firms, etc. b
guaranteeing deposits (demand, time, savings deposits as well a
the cash surrender value of life insurance policies) and of endorsin
liabilities such as mortgages. This is so, for if the government ha
to “make good” on its endorsements, it is the Federal Reserv:
System which has to permit the money supply to expand.

Incidentally, the ceiling on the size of the deposit that is in
sured should be eliminated, ' '

A viable free enterprise economy in the United States grows
The size of the government debt relative to other assets and o
transfer payments relative to disposable income are importan
factors in determining the financial stability of the United States
Unless growth can be achieved with a price level which falls s
that gross national product in current dollars remains constant
financial stability will require both a secular rise in the nationa
debt and a secular rise in the transfer payments.
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The secular rise in the national debt may occur if the govern-
ment is a large part of income anda modest fall in income generates
a large deficit. The secular rise in transfer payments will take

place as a routine matter only if the fundamental underlying -
* - philosophy gesults in their being designed tomaintain the recipient’s

income at Bome “large” share of the income of an employed worker.

II. FINANCIAL SYSTEMS BROADLY CONCEIVED

A, Introduction

Economic analysis lacks an over-all, integrated view of the

financial system of a private enterprise economy. There are sepa- '

rate analyses of the various parts suchasfinancial intermediaries,
the monetary system, corporation finance, government finance, and
private finance. But there is noover-all view of the financial struc-
ture and relations and how these aspects of a private enterprise
economy affect its functioning: whether functioning is measured on

the “micro” level of the efficient allocation of resources and the .

distribution of income or on the “macro” level of employment,
stability, growth and price level behavior. Obviously it is beyond
the scope of this chapter in a work directed at a special problem
to offer such an integrated view of the financial system. However,
since this paper “sells” a point of view-that financial relations
are important in determining the stability characteristics of a
private enterprise economy-it is necessary to sketch an approach
to the study of financial systems. This will be the first task of this
chapter. ,

The second task of this chapter is to classify the various fi-
nancial interrelations within the “private® economy as it is and to
describe significant financial usages. The third task of this chapter
is to examine the role of the government as a financial institution.

B. A Brief Over-all View of the Financial System

"One aspect of each economic unit is its balance sheet. This is

a statement of its assets and its liabilities, of its ownership in-
“terest in and claims upon other economic units and of other eco-
nomic units’ ownership interest in and claims upon it. The balance
sheet is both a resumé of past economic activity and a reflection of
current decisions. The various liabilities in existence mainly
represent past transactions, but portfolio changes enable the balance
sheet of any unit to reflect current attitudes. Although the acquisition
of a“particular asset by a particular unit may be the result of a
portfolio change, we have to lookathow the various financial assets

A

_'in a’balance sheet had their origin as liabilities in order to under-

~stand how the balance sheet represents past behayior. - o
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The fundamental concepts of finance are assets and liabilities.
Assets are either things or claims and are owned by an economic
unit. Liabilities are either debts or ownership interests (called
equities) and are owned by an economic unit. By convention the
difference between the value of whatis ownedand the debts of a unit
is the value of the ownership interest, and hence by arithmetic the
familiar *T® account, that is the balance sheet, balances.1

There are many different types of debt contracts. They all
involve payment commitments of one sort or another, as do the
various types of ieases and rental contracts which are alternative
legal forms with many of the financial and money flow aspects of
debts. The legal aspects of the contracts are not of primary
relevance for our purposes: what is of major importance is the way
in which the contracts result in a division or partitioning of the
risk and uncertainty inherent in any economic activity. The alterna-
tive financial techniques by which a unit can acquire control over

real assets are significant determinants of how uncertainty is
partitioned. :

The ultimate “natural® economic unit is the household, however
as we separate “business” activity from *household” activity, it is
cugtomary to think of nonfinancial business firms as another natural
ultimate unit. We will first restrict ourselves to considering only
these ultimate units, then we will introduce financial intermediaries,
and finally we will examine “governments, ®

Both business firms and households en in various types of
activity in an inherently uncertain envirof;geit. These ac{igvitie
have to be financed. In addition, households have *inherited® wealth
and current savings, and the particular forms in which this wealth
is t.o be held have to be selected; business firms have *inherited”
capital and make investments, and the forms by which these will be
financed have to be chosen.

Household and business firm decision inakers evaluate the
possible favorable and unfavorable outcomes of the various classes
of events and they desire to protect their unit against the unfavor-

. able outcomes. In addition to unfavorable outcomes, any economic

choice siutation has some potential favorable outcomes (if only in
relative terms). An economic unit tries to benefit from these

1The market value of the ownership interest in a going concern
can differ from the balance sheet value of the liability, owners
equity. Some aspects of the problems centering around these rela-
tions are taken up in this work, however the full complexity of the
problems centering around the valuation of assets are not handled.
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: potentially favorable outcomes In making its decisions. the eco-
nomic unit combines its. evaluations of the situations (the subjec~

comes), its own attitude’ ‘toward uncertainty, and the price at which -
it WOuld ‘agquire. the protection against unfavorable and its- -share
tcomes. The asset and liability structure an eco-

protection against the unfavorable outcomes‘ and benefits from the
favorable outcomes ‘of an inherently uncertain situation.

: Underlying any analysis of finance is another dichotomy house-
-""'holds ‘as ‘well as business firms have to finance activity; business

- firms and households both own wealth, However in simple models

~ " we usually think of households as owning wealthand business firms
* «as financing activity; hence we can for simplicity of phrasing,
. think of business firms as issuing debt and equity liabilities, which

households own, in order to acquire control over those real and

financial assets which are necessary to carry out its activities,
..~ However, in what follows, household debts inthe American financial
e plctnre will not be neglected.

To the owner of an asset a debt is protected, at least to. some

extent, against some unfavorable outcomes, whereas an equity is

" not. On the other hand a debt will not fully participate in the bene-

o fits accruing to the emitting unit if the outcome is favorable. A’

. debt owner either values protection more than an equity owner or
~hehas a more pesslmistic attitude toward the world

On the other hand to an issuer of liabilities, the greater the ex-

" tent of debts that are issued, the greater the protection he is
- pledging: ‘other units, and the greater the loss to the owners of his
* equities if -the outcome is unfavorable. The equity or ownership

iness firms' having to finance activity and households
ce of the financing The equity interest is the protection
the debt owners, for it measures the extent of the un-

debt,owners Hence if we have two classes of households:
sts, the

T

. tive impression of . the chances of favorable and unfavorable out-

= interest in a unit sets the upper limit to the amount of protection a - )
- unit can’ offer ~other units, and hence can set a limit to the debt .~

. which can be issued. However if an activity is heavily financed by

‘debt the pay off per dollar of equity investment is greater if the

simple nonfinauctal business and household world we can

'foutcomes ‘that could take place without forcing losses
k seekers, and the second the pessimists
5,2 the irst class of households will own equity and:. -

-Uwidlty Preference as Behavtor Towird Risk P
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A‘ t.he second class will own debt. Of course by diversifyinga port:

folio g “degree of riskiness” can be tailor-made for the prefer-

. ences of each household

The size and wealth of risk seekers and risk averters will be ¢
determinant of the trade-off in the market between owning equitiee

o ‘and owning debts.

The financlal system therefore has two *natural” starting

- 'places: the optimum liability structure for a firm engaged i

particular activities, which determine the kind of realand financia.
assets it must control, and the optimum asset structure for ¢

- household with its special responsibilities, Corporation finance anc

- private portfolio management are the two anchors for the behavio:
. of the financial system. :

Because of factors such as the need for communication betweer
investing units and owners of wealth, special knowledge of oppor-
tunities, the need for additional and special types of protection, anc
retailing problems (which exist in all complex economies), a set of
financial institutions is “interposed” between the ultimate borrowers
(in a simple world of nonfinancial firms) and the ultimate wealtk
owners. Financial institutions are typically business organizations
which own financial assets and emit financial liabilities. This
interposition by financial institutions takes various forms among
which are the endorsing of other’s liabilities, the emission of their
own liabilities in order to finance a position in others’ liabilities,
and pure “brokerage® activities, which make markets. Financial
intermediaries, which take a position by interposing both their own

:A expertise and net worth and by the probability theory fact that a

large number of “independent” tries decreases the variance of an

- expected value, transform assets that otherwise would not be

- acceptable to some classes of wealth-owning risk averters intc

..~ ~-assets that are acceptable. Financial intermediaries which endorse,
i, .. . make otherwise unacceptable liabilities gcceptable because of their
. .expert evaluation and their net worth, Market makers make other-
i~ 'wise unacceptable labilities acceptable by increasing market
.. .participation and liquidity by raising the likelihood that the purchaser
. .can if necessary sell the acquired liability without too great a loss.

The opportunity for financial intermediation of the type that
improves the liquidity or solvency attributes of an asset exists

" ..whenever there is a differential rate of return between relatively
... .8pecialized or risky assets onthe onehand and liabilities that would
.- be acceptable to strong risk averters on the other. ¥ strong risk
= averters both own a large portion of wealth and generate a large

- portion of current savings and if the ability of business firms to
_-generate assets favored by risk averters is limited, then, in the
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absence of financial intermediation the rate <of return on such
favored assets will be relatively low. On the other hand, liabilities
generated by business activities not favored by strong risk avert-
ers would yield a relatively high return: the differential return is
necessary to overcome the aversion to these risks by wealth
owners. A financial intermediary which can generate liabilities
acceptable to the risk averters while holding the liabilities of un-
popular enterprises, its own return depending upon the difference
in yields, will not only be profitable but by reducing the differential
between finance notes onpreviouslyfavored and disfavored activities

will make the capital market more nearly perfect, and therefore.

will improve the allocational efficiency of the econo.ny.

“Each unit, household, business firm and financial intermediary
has a set of books, a balance sheet. If we are dealing with a closed
set of books then every asset, aside fromthe things in the economy,
is some unit’s liability, and every liability, aside from the net worth
of households, is some unit’s asset. If we consolidate these sets of
books we are left with one class of assets, the “things” in the
economy, and one “liability,” household’s net worth. However, in

an actual closed set of books, the uncertainty about the behavior of

any given activity is partitioned among the various household’s
according to the nature of the claims they own. Hence the study of
finance is a special case of the behavior of economic units when
confronted with specified types of uncertainty, andfinancial institu-
tions and usages are ways in which the uncertainty borne by a unit
can be adjusted to the unit preferences.

In addition to households, business firms, and financial institu-
tions, an economy also includes various government sectors. A
balance sheet for the government sectors cannot be drawn on the
same basis as for other sectors. Even though governments own
tangible assets which have a present value or at least a replace-
ment cost (the present value of a school which generates a service
that is not sold is not directly comparable to the present value of a
privately owned tangible asset which is expectedto generate private
net revenues), the positive or negative net worth of governments
cannot be imputed to the private units in any straightforward way.
As all that is needed is a way of including the government sectors
in the financial system, which is consistent with observed behavioral

“and institutional relations, it is not necessary to attempt to impute

the net value of government to the private -sectors. (Any such
imputed value of government would not be homogeneous with the
other assets and liabilities owned by the private sectors.) All that
has to be done in order to integrate government into the financial
system is to treat the debts of government units as honorary
tangible assets of the private sector which owns it.3

(Footnote 3 on following page)

" Therefore if we consolidate the books of thie private units;
net worth of households will equal the value of things plus
government debt. . % o

. The federal government has the formal power to discharge
obligations by creating money; its citizens must accept this mo
not only for. public but also for private debts. State and munic:
governments do not have this power: to pay their debts they f

 bhave to acquire money by either taxes or borrowing. The ¢

issuing power of state and municipal governments is quite clos
tied to their ability to tax, there: is- no such constraint on
federal’ government. Hence. outstanding debt doés constrain s
and municipal governments whereas it does not constrain: (exc
politically) the federal government. In addition it is possible
state and municipal governments to default on their debt: i

impossible for a federal government to default on domestic:
held debt.

State, municipal and féderal debt are all considered as honor

. tangible assets. Only the federal debt is free of default risk. He

the federal debt, including Treasury currency, and the gold suy
play a special role in the analysis of monetary phenomena. T
are the default-free assets whose nominal value is essentially fis

C. Financial Interrelations and Usages

In this section a brief discussion of financial interrelations
usages in the American economy will be presented. This will ¢
sist of a classification of financial institutions and usages, a b
description of how they affect the partitioning of uncertainty
an examination of the special problem of organizations with
facto® demand deposits.

Financial institutions are business organizations whose as:
are almost all “intangible assets.” We exclude holding compai
from this class of units. We can separate private financial inst
tions into- three classes: the monetary system, savings int
mediaries, and money and capital market organizations. Of cou
this classification has to be “stretched” toincludeall of the vari
types of financial institutions in existence, and in: additic
particular institution can simultaneously belong  to more than

class as we will define them.

-3There is of course a lack of homogeneity between gbvernment ¢
and tangible assets as wealth, Presumably the tangible assets
flect the capacity of the private sector toproduce marketable ou
whereas there is no discernible connection between the size of
government debt and the government’s capacity to produce °
social benefits.” ' :




The monetary system consists of all instifutlons whose liability

is money. Money is that which can be used, by its owner, in its
present form to make payments. Money is a liquid asset but not

all liquid assets are money, and that which is money to one set of

organizations is not necessarily money to another set. For example,
the public (households, and ordinary business firms) use demand
deposits as money whereas commercial banks in making payments
to each other use reserve balances as money.

The monetary system in the United States consists of a part of -
the Treasury, the Federal Reserve System and the demand deposit

departments of the commercial banks. The public’s money consists
‘of demand deposits and currency.

One important difference between the monetary system and the

other financial intermediaries must be made clear—a difference
that is so great that it makes money something quite different from
other liquid assets and the monetary institutions quite different
from other “financial” intermediaries. The amount of money in

existence is not determined by the public; it is determined within
' the monetary system. Given the reserves and the reserve ratio,
the amount of money and also the value of the earning assets owned
by the monetary system are in principle determined. The reserves
and reserve ratio are both determined within the monetary system.
Hence in a very significant way it isnot true that the monetary sys-
tem adjusts to the behavior of the economy; what happens is that
within wide limits the economy adjusts to the behavior of the
monetary system.

The proposition that the amount of money and earning assets
owned by the monetary system is determined by the monetary sys-
tem requires some slight modification because of institutional
“peculiarities such as varying reserve requirements among banks
and the peculiar, anachronistic differential treatment of currency.
¢ There is no good reason why currency should not be the liability

of a particular commercial bank, just as demand deposits are. In-

a well-designed monetary system the shift from demand deposits
to currency and back again should not cause any more difficulty
than the changing of a ten dollar bill into two five dollar bills: at
present to offset such changes the Federal Reserve System engages
in what are called “defensive" open market operations.

Within an economy morey is an “mdestructible” asset; there

is nothing that can be done (ignoring the silly case of the physical

destruction of currency or coin) by a household or a business firm
to change the quantity of money. Money as a demand deposit
liability of a particular commercial bank is of course destructible,

but not money as a liability of the commercial banking and mone- ‘

tary system,

, flation. ‘money is the most. riskless of aasets o

In all that follows we- will assume that the only uncertai

_ attached to the holding of money relates to the course of the va

of money due to changes in the price level. We will fist.take

international trade aspects of monetary phenomena. We will assu

that the destruction of money through the illiquidity and’ insolve1
of particular commercial banks will never be allowed to oc:
again; the central bank and the government will prevent this fr
occurring. That is, to its owner, in the abgence of inﬂation“or_«

As money is necessary to the functioning...v.ot a_compl
economy, there always exists a riskless asset for the
of strong risk averters. In part the entire complex financial str
ture can be said to exist in order to lure “money™ out of the po
folios of such risk averters, andto overcome the depressing effe
upon prices, income, and employment of "hoarding” in a wo
where for historical, accidental reasons the money supply was
“exogenously determined” attribute.

Savings intermediaries are organizations which issue
liabilities and use the funds so collected to acquire earning asse
They interpose their collection and asset acquiring skills betw:
householders which save and borrowers. Some of them special
in creating liabilities which are particularly well suited to the ne
of households with relatively small net worth and subject to cycli
and secular uncertainty as totheir income. Although it is not nec
sary, a large class of these organizations issues liabilities wh
in fact, although not in law, are demand liabilities. In addition
assets of these organizations are heavily weighted by mortgag

In what follows we will only deal with the major savi
1ntermediaries

There are three classes of savings intermediaries which
slightly different, are treated differently in our laws but'wh
liabilities are close substitutes and whose assets tend to be simil
These are the mutual savings banks, the savings and loan ‘organi
tions, and the time deposit portion of the commercial banking 8
tem. These savings intermediaries do furnish a large portion of
households with the only financial asset they own and with th
close substitute for holding money. The existence and nor1
functioning of these organizations or a substitute for them is nec:
sary if an economy in which “workers® save is tpfunction v

~ without the quantity of money increasing so as to furnish th

savers with a riskless liquid asset. These liabilities of these ur
are particularly suited to risk averters, and savers with a snr
net worth are protection oriented, for they save to escape some

‘the most unfavorable consequences of the uncertainty they face.

course institutional changes such as social security laws and




age pensions may change the assets held by households with gi\ien

preference systems. Compared to say the 1920’s, in the 1960’s a
household of modest means may be concerned with protecting itself
against inflation rather than against unemployment. -

A ‘rapidly growing set of deposit institutions are the credit
unions. These institutions’ liabilities are substitutes for deposits -

in the other savings intermediaries; however, in their asset struc-

ture they are more competitive with sales and consumer finance

houses than with the other savings depositories.

Life insurance organizations are savings intermedirries which"
generate a peculiar type of asset, the cash surrender value of the
policy. This cash surrender value is a liquid asset which is not -
as easy to tap as a savings deposit. However it is apparent that in-

time of tight money and economic distress such assets are tapped
by households. Life insurance organizations are most similar to the
other savings intermediaries in the asset side of their balance sheet.

The rapidly growing pension funds are another savings inter-
mediary. These organizations’ liabilities do not have the current
protection aspect that the depository and life insurance cash sur-
render values have. In addition they are not as restricted in their
assets as the other savings intermediaries.4

All of the savings intermediaries whose liabilities are both
fixed in dollar terms and “de facto® demand liabilities need some
way in which they can finance a cash drain. At present the Federal
Home Loan Bank provides sucl a refinancing source for the mem-
ber Savings and Loan Associations and the Federal Reserve Sys-
tem is a financing source for the time deposit sections of the Mem-
ber banks. A broadening of the coverage of the Federal Home Loan
Bank to cover mutual savings banks and “member?® life insurance
companies and an integration of the Federal Home Loan Bank’s

functions into the Federal Reserve System seems to be desirable. .

Inaddition to the monetary system and the savings intermediaries,

the conventionally defined financial sector includes various money

and capital market institutions. Two functions of these institutions
- can be identified: to make a market in existing securities and to
aid in the flotation of new issues.

One aspect of financial institutions muét be examined before

we can discuss the full significance of the market “making® function.
The profitability of many types of financial institutions depends upon

3

4Open end, or mutual investment trusts can also be considered as

savings intermediaries. A comment on these organizations appears
on page 195, .
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. the institution being fully invested, 1.e., not having any idle ¢
At the same time these institutions stand ready to exchange-“c

for their liabilities on demand (this is also true for a’partic
bank in a banking system); as a result they have to be able to v
stand both transitory and somewhat persistent drains. They
do this if they can either sell or pledge some of their ear
assets for cash, =~ = = S L

We can think of the assets of afinancial institution as & pos
the institution has taken. This position is financed by “borrow
and the liabilities are the debts issued to finance this positic
there- i8 a demand for-cash' by’ the-liability owners, the fina:
institutions must refinance their position, Any unit, let al¢
financial intermediary, is “foolish® with respect to the cha
it takes if it has demand or call or short liabilities and no gua
teed way in which it can refinance its position. One way in whi
can have guaranteed refinancing is if it owns assets which

always be sold at a moment’s notice at a price that -doe:
change much,

For such an asset to exist either there must be a very
active market in the asset or there must be some set of organ
tions which is willing to take a position in the asset under any
cumstances, When these conditions are satisfied then the sav
and monetary intermediaries can function well. In addition
existence of a market improves the liquidity of assets even if
are owned by households and ordinary business firms. To
extent, the existence of a market makes “risk averters® n
willing to own the asset. This explains why “listing” ona m
stock exchange tends to raise the price of an equity.

The critical step in the evolution of central banking in Eng
occurred when the Bank of England guaranteed refinancing t(
bill dealers. The guaranteed refinancing of position takers,
price which prevents too great a fall in the market value o
assets they own and dealinfromoccurring, is a necessary attri

~of a well-functioning money market. This is true, for guaran

refinancing of position takers at stated terms, without limit,
prevent the asset price from falling substantially below the 1
at which the position takers can “make on the carry,” i,e.
running yield on the security is greater than the interest rate,

_In the present U.S, money market, the financing arrangem
available to U.S. government debt dealers and copsumer. ci
houses require re-examination. It may be desirable to op
window at the Federal Reserve System to these organizatiot
order to assure stability in the market for their assets,

It is obvious that position takers in debt markets, dealing
the assets indirectly owned through financial intermediaries by




averters, are much more important than position takers in equity e
markets. The specialist making a market in particular stocks on: P
the major stock exchanges is a position taker whose financingis .

privately arranged. Unless a catastrophic general decline in equity

values is imminent, there is noneedtoprovide him with guaranteed _' i

financing in addition to his normal sources. Of course, if the
market for equities becomes “closely linked” with debt holding and

issuing organizations, then a need to guarantee the refinancing of -

the borrowers on debt (really of the.lenders to the borrowers on
debt) is necessary.

A defect in the U.S, money market structure today is the absence: SR
of any well-defined market in conventional home mortgages. The
uniqueness of the underlying real estate is one of the reasons. How-
ever accepting and endorsing organizations exist which transform -
other “unknown and specialized”® liabilities into generally acceptable

assets. It may be that the costs involved in making conventional
mortgages marketable and in servicing them are too high for the
fall in yields that can be expected to occur if they were so market-
able, so that no private organizations which tend to improve the
marketability of mortgages can be expected to arise.

- Two sets of financial institutions require special attention be-~

cause they do not easily fit into this classification. One set con-

sists of the various insurance organizations which do not generate -

“assets” for their policy holders, the other set being the consumer
credit houses. .

Non-life insurance companies (and life insurance companies in
their term policies) sell a.service, protection against a specified

set of contingencies. In order to sell this service they have to have -
a sizable amount of financial assets inorder to protect their ability -

to meet their commitments against a run of “bad luck.” Non-life

insurance companies’ asset holdings are equivalent to the “bank® in- L

a gambling casino.

Of course the services they offer~protection against specified' R
unfavorable outcomes—do enable risk averters to acquire certain - - -
tangible and intangible assets they otherwise would not own, How- -~
ever aside from this function of absorbing specified risks these - |
organizations are not really financial intermediaries; they neither . "~
create money, make a market in securities. nor handle savings TRESS AR
It is just an oddity of their business that almost all of their assets; -

are intangiblei

_ Consumer credit houses are a peculiar money. market financiai‘ .. S
intermediary in that they do not make a market in any asset, 5 rathe_r-‘ ‘.f ;

Slgnormg the fact that in many cases the merchant originates the." B B

.paper.and the consumer credit house then buys it.

,they own assets directly acquired from the
-+ classified as a'moneéy market intermediary because of the;
- 'way in which they finance their position. They finar of
by a combination of. short-term ‘paper sold matinl .t,
- - -business organizations and state and local government D
" rowing from commercial banks and selling long-term debt on
. capital ‘market. They are similar to, Government: bond
- - that they have to be ready to refinance a good part of th
- /" on very short notice. They attempt to protect themselve gai
. 'this" contingency by having unused lines of cre
banka which they tap when needed. '

o 'open end, or mutual, investment trusts, ‘To ‘some extent 1ese i
- stitutions’ ‘make equities acceptable to houséholds  thi I
" might have restricted their portfolios to debt, as théy absorb ri
by means of a diversified portfolio and professional managerie
- The liabilities ‘of mutual funds do not have a fixed value; all il
. the: funds guarantee is to redeemn their liabilities at the
" value per share of their portfolio, Hence -
T that these institutiOns will not be able to.mee
.7 .- ‘A %run® on these_ institutions would. Tresult
Sooenm the ‘stock ‘exchange.. Only" experience will g
-~ ‘the widespread: indirect ownership of ‘equities thr¢ gh
_. has increased or. decreased the stability

: and all other local governments are best'.c

ic.. The

.

,,,,, posit

'i‘he short-term liabilities ot‘ consumer credit houses: ¢

e competitors of short-term government: debt for' the: portfoiios
. organizations- that otherwise would hold large cash balances.’ Tt
“provide the money market with one of its most significant asse

The development of the market for the consumer credit hous.

_ short-term paper together with the growth of “repurchase agre

ments technique® for financing Government bond houses is evider
that large-scale idle cash balances will be used if conditions in:
‘money market “tighten.”

In a complex financial structure where there exist substitm

~ for money as an asset for risk averting households as well
.. substitutes for money as a short-term asset for business firn

velocity is very responsive to changes in interest rates, In a wo

~ - in which financial usages change rapidly the relationship betwe

interest rates and velocity is changeable Hence the existence 0

~. " complex financial structure: ‘may pose serious new and eve

: changing problems for the central bank as a regulator of aggreg:
~demand. o

It is to be ‘hoted that we have ignored the very rapidly growi

By the government we mean the national s'
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sector that is quite similar to business firms even though they
affect the net worth of households only by their debt. The similarity
to private business of these subsidiary governmental units follows
from the way in which their money expenditures are restricted to
their money receipts. On the other hand the national state can
always create money for current spending and debt commitments,
This power of the national state, even when it is not being exer-
cised, underlies all the national state’s financial transactions and

stands as a guarantee of the nominal internal value of the national

state’s debts and pledges not contained in formal liabuities.

To the households, business firms, and prlvate financial sectors ‘

which make up the private economy, the debts and money issued by
the national state stand as assets whichare not the debt of any unit.
As a result, the national debt has many of the attributes of gold.
It differs from gold in that its current market value can vary due
to changes in interest rate: hence it hasa “marketability® risk that
gold (and money) does not.

However if an economy has a fractional reserve monetary sys-
tem, then the monetary system owns assets other than gold. To the
extent that the monetary system owns assets which are debts of
private units, the money supply contains a portion of the *inhibiting®
effects that debts have upon economic units, and a portion of the
uncertainty about private economic activity filters through to the
money holders. X the monetary system owns assets which are
government debts, no such inhjbiting effects exist. To the extent
that government debt is owned by the monetary system, there will
be no impact upon the current value of the public’s assets through
a change ininterest rates; the monetary systemabsorbs the “market
value” risk in government debt.

In Chapter IV, where we will examine the nature and behavior
of the financial system in detail, we will examine the distinction
between dated, demand, and contingent liabilities, Much of the fi-
nancial impact of the government can be understood in terms of

contingent commitments and how the government will execute them

if the contingency occurs.

The entire social security and other public retirement laws are

a set of contingent commitments by the government to households.

The assets of the social security and other pension funds cannot be '

imputed to households as can the cash surrender value of life

insurance policies, and there is no way a household can “tap® its . -

social security “asset” if it sodesires inthe absence of the specified
event. The social security fund is an anachronism due at least in

part to an unwillingness to recognize that the social security laws

are not actuarily sound but are designed toprovide the elderly with
a disposable income. Evidence for this interpretationis the manner

B

B

_ a current asset due to the existence of the social se
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in which the social security benefits are revised from tinieto time
independently of revenues and the fact that households. do not have
ity fund, 6

i § social security payments rige, so that more payments are
made by the social security authorities than are credited to their
account by the “social security taxes® then a need to sell Govern~

' ment bonds to the private sector (including the monetary system)

to finance these payments will arise. It really does not matter

' whether the *“fund® has such borids or these bonds are newly oreated

by the government as tar as the ﬁnanclal impact oﬂ this'event is
concerned. .

One of the most important financial aspects of the government
is the role of the government as an insurer-guarantor of various
private liabilities. The government or a government agency insures
bank deposits and savings shares; it guarantees FHA and VA mort-

gages. These contingent liabilities of the ‘government are a part of
the financial scene.

To execute these guarantees, assuming the contingency which
makes these liabilities current occurs, involves the acquisition of
private assets (the assets of the defaulting bank for example, or
the guaranteed mortgage in default) and the sale, or emission, of
government debt. i the contingent liabilities are to become actual
current liabilities on a large scale, the government must be able
to sell its bonds; this is always assuming that the government is
not willing to resort to the direct creation of money. But for the
government to undertake obligations which require that it be able,
if necessary, to sell government debt on a large scale is foolhardy

unless there is a guaranteed market for government securities.

This guaranteed market depends upon the willingness of the central
bank to see that the government honors its. commitments.

This cursory examination of the role of the government asa
financial institution has resulted in the establishment of a limit to -

670 the extent that households hold assets in order to be protected

against unfavorable events, there is a similiarity between asset

holding, life insurance, and social security commitments. However .
asset holdings protect the household against all classes of un-- -
favorable events, life insurance policies offer protection to the

extent of the cash surrender value to all classes of events and to
the extent of the face value to specified other events, and social
security. commitments only offer protection against specified
events. As mentioned earlier, the existence of specialized protec~
tion against particular classes of events may affect not only the
volume but also the asset choices of private asset holdings.




the autonomy of the central bank. The central bank can never be so

independent that it forces the government to change the financial
system by issuing money in order to fulfill the government’s
commitments. The Federal Reserve Bank must operate so that
the acquisition of money by the government, in order to fulfill the
government’s contingent liabilities such as social security, deposit
insurance and mortgage guaranteeing programs will take place
without forcing the government to create money onits own account,

Given that the central bank will act so that these government
commitments will be honored, then, whenever anything happens that
will make these government contingent liabilities current, the
private economy will have an infusion of norisk, no private liability
money. Therefore the extent of the social security laws and of
government endorsement type commitments are determinants of
the change in the -size and composition of the debt-free money
supply that will accompany a downturn in income. To jump the gun
on a conclusion that will emerge from what follows, the greater
the size of such money flows that accompany a given downturn in
income, the greater the chance that the downturn will be stopped and
reversed quite soon, :

E. Conclusion

The financial system is much more complex and inclusive than
the banking system or even the banking system and the financial
intermediaries. It includes corporate financial behavior and house-
hold asset preferences. In addition the government is a particular
and peculiar financial institution due to its right to issue money,
which makes its debts different in kind from the debts of private
units, The government’s role as an endorser and guarantor implies
that if necessary (in terms of the occurrences “guaranteed”) the
government will issue riskless money to the private units in order
to make the government’s guarantee good: this residual power of
the government limits the power of the Federal Reserve System,

III. THE DETERMINATION OF INCOME

A, Introduction

In this chapter we will look at the connections between income
propagation and financial flows and relations.

We will first examine the way in which mild and severe reces-
sions differ. Mild recessions are intepreted as an inherent part
of an intermittently constrained growth process. It is argued that

the supply constraints on income, which canbe interpreted as being
due to supply conditions, operate to generate both upper and lower
turning points. A severe recession will occur only if those elements

- which tend to cohstrain the rate of decline olincomearediset. ) E

is argued that a financial crisis provides such an offset to the'
constraints against large downward movements of incofv.. =

How an income expansion is financed and the financial reper- -

cussions of an income contraction are investigated, Itis shown that
if a sustained boom (i.e., a period of growth interrupted only by

- mild recessions) is the result of investment by private economic

units, and no inflation in the prices of equities and real estate-
type assets occurs, then the various balance sheets in the economy

will be changing so that a higher ratio of the debt liabilities of . .
households and ordinary business firms to total assets results. In - =~

particular the household and business assets which are liabilities
of financial intermediaries become more heavily. weighted by pri-
vate debts. As a result, the financial environment evolves during a
prolonged boom from a stable to an unstable system, so that as
the duration of a sustained boom is extended, the possibility that a

downturn of not unusual severity will trigger serious financial dis-
tress increases.

Serious financial distress can offset and neutralize various
constraints upon the income-generating process which tend to
sustain income and promote recovery. That is, in the absence of
financial distress, the typical recession is mild, but if financial
distress occurs the ensuing recession may be severe.

In Part B the distinction between mild and severe recessions
will be made and a theory of intertemporal income flows will be
stated. In Part Ctwoaspects of the financial implications of changes
in income will be examined: the impact upon balance sheets of ex-
pansions and contractions and the effect of economic growth upon
the value of assets. In Part D the way in which severe recessions
can be the result of the impact of financial-distress upon the
income-generating process will be taken up. '

In this chapter financial distress or crisis jﬁst,happens“: t_hey
are basically exogenous. In Chapter IV we will examine how balance
sheet relations and money flow requirements can be such that a

downturn of not unusual cause and severity will generate a financial.
crisis, a ' s -

B, Mild and Severe Recessions
. ~—

1. Introduction, All'recessions are not equally séve‘re; they vary
in their amplitude, duration, and the interval of time until previous
peak income is exceeded. For any variable which has many dimen-
sions, and for which the dimensions are not perfectly correlated,
an unambiguous ranking of observations of the variable isnot -
always possible, This is true of the variable “severity” of recessions.




R ,since 1919.

~ * 1959), See alsc J.8. Duesenberry, Business

. XLVI, No, 6 (December 1957)

v )',prever. it is obvious '
1929 was by far the most severe of _

‘ acoideht ‘of random factora. or are they the result ot a mechanism
" which is an integral part of the income-generating process? In
. this chapter a theory of income determination will be eketchedl
and its financial implicatlons wtll be examined in Part C.

According to the theory. whe tha ‘economy s‘-;,
“normally economic ‘growth takes place; howeve:
interruptions of growth due to’ supply constraints are an essentia.l
. part of the “normal® process, These interruptions will usually
be mild and after a rather slight and short pause growth will be
resumed, Periods in which only such mild interruptiona of growth -

take place will be called a sustained or prolonged boom. A sus- = -

.-“‘tress ‘and ' 2) vthat' a severe receselon can occur'

b e

tained boom can result from increasing private investmentor =~ - i & financial crisis, First of all, the ‘amplitude . -and duration o
government demand: our primary interest is ina sustained boom _ R “normal” cycles can’ vary. In addition it ispossible for long laeting_ .
that is generated by increasing private investment demand. The R recessions to occur if an autonomous exhaustion of investment -
increasing expenditures which power the boom require financing . ‘opportunities takes place. In these circumstances financial distress
that is external to the unit doing the investment. A sustained boom . :° " could be the result of rather than being the trigger for a severe
therefore leaves a financial residue in the form of external private & recession. However, the basic contention of this paper is thatin

' liabilities in the balance sheets of the economy. Hence the finan- - . S fact truly serious recessions require that the normal contraction
cial relations which enter into the making of private decisions - . be reinforced by financial difficulties so that, as a practical policy
necessarily change. More important however, the financial changes . matter, the prevention of financial distress makes the occurrence
‘which accompany a sustained boom powered by private investment = .- = . of a severe recession v.mlik:ely.3 : G : ;

.. demand increase the likelihood that financial distress or crisis- = i’ i e

~ will occur whenever one of the routineinterruptionsof growth takes . . 2 Intertem ral Income Dete' ) 'tion. To understand ho in

~place. Whenever financial distress accompanies a downturn, the - . i

" recession that follows will be more ‘severe than it otherwise would = - . >~ . =

" be, for financial distress adverselyaffects the relations determining el
private: consumption and 1nveetment i L

. The generalization of excess capaoity during a deep recession
. may result in a stagnant period during ‘which unemployment and "
_excess capacity persists, even during cycnoal peaks. The trans—‘“__: ‘

+ YA formal model with most of the mgredientsused in the fonowtng
- can be found in H.P, Minsky “A Linear Model of Cyclical Growth,’
The Review of Economics and Statisties, XLI. No. 2 Part 1 (Ma

Growth (New York: McGraw-Hill, 1958). - ; i DRI
" TZFor a formal analysis of the relation between dynamic ec omiof» i
. models and financial variables see H.P, Minsky “Monetary Sys

- tems and Accelerator Models.' American ,Economic _Reviewj Vo




' Events which take place “outside® the simple model are in~

terpreted as either determining new initial conditions or changing
the values of “parameters.® This ability to absorb and reflect
events that are not included in the formal model makes the model
flexible.

The key concepts in the above paragraphs are “ﬂexible” and
“lack of precision.” The amount of investment that takes place
during any period is not strictly determined by the accelerator
process but is affected by the behavior of the financial markets;

consumption depends upon past consumption, net worth, and liquid -

assets as well as recent income receipts. The labor force and
capital consumption limits, which do not determine rigid ceilings
or floors but operate to constrain the rate of growth or decline of
income, themselves depend upon the financial environment, By
not specifying these relations, while insisting that they exist, we
are forced to use the model as no more than a flexible framework.

A skeletal formal model, which ignores complexities such as
government and international trade, consists of the following de-
mand determining relations:

1. Yt=Ct+It
2. Ct=05+0 Yy j:0<a<l1
3. L =By + By (Y4 - Yi-2)

Relations which determine the labor market and the capital
consumption constraints are also part of the model. From the above
demand equations we derive:

4, Yt - 0'0 + ﬁo + (a]_ +Bl) Yt-l - Bl Yt_z

The symbols have their traditional meanings (C = consumption,
I = investment, Y = income, &1 = marginal propensity to consume,
and B; = the accelerator coefficient: @, and B, depend upon the
past and the current state of the economy, we will use them to
feed into the formal model the effects of financial changes. t, t-1
etc. refer to the dates; the period is undefined )

It is obvious from equation 4 that if the values of the o’s and.

- B’s are known, once two incomes are observed the model can be
used to generate all succeeding incomes.

The content of equation 4 can be rewritten in'another form;

that of the solution equation:

5. Yt=A1pt+Ag et +kg

}

g T

' where Al and” A depend' upon; theb initial _conditionshn

" the original equation 5. As a result, e

. and Ag are determined by actualachievec %incomes which reflect the

, falling monotonically explosive time series is generate

W
depend upon the accelerator and the marginal propensity: to con~-
sume, and kg depends upon (V7 Bo, and the margimu W“S“Y to "

consume (ko 3 70— A ).

The virtue of transforming equation 4 into equation 5 is that-
from equation 5 we can more readily analyze the characteristics -
of the time series of income that is generated. Basically equation -
5 can generate four different types of time series: monotonically

- explosive, cyclically explosive, cycucgny ‘damped,’ and: mionoton=' "

ically damped. The type that is ‘generated depends upon: ‘the value
of w3 and pg, which in turn depend upon @ and By. In terms of the -
classification of states of the economy into sustained boom and
stagnant states, a sustained boom will exist if 4 monotonically or -
cyclically explosive time series is generated, whereas a stagnant
state will exist if a monotonically or cyclically damped time series

is generated. To a great extent the state that the economy is in
depends upon the value of the accelerator coefficient, B;; and in
what follows, a sharp decline of Bl. due to the existence of gen-
eralized excess capacity, is necessary if the economy is to stag-
nate.

A peculiar attribute of the monotonically explosive time series
is crucial to the model with which we are working. If the initial
conditions (the Y{.; and Y;_g which determine A; and Aj) do not,
figuratively speaking, give the time series a sufficiently large: .
push, the time series which results will have one turning point and.
the monotonic explosion will take place in the direction opposite to
the initial change. The labor market and capital consumption con-
straints operate to impose new initial conditions upon the income-
generating process whenever they are effective.

The operation of the model is as follows. gtven proper inltial i
conditions and the values of yj and p2 (ko can be ignored for now),
an explosive monotonically increasing time series of income is . -
generated. Income will follow the path indicated by equation 5, with
specific Aj and Ag and u and Ky, until a tight labor market results
at which time. not all income demanded can be produced. This
supply constraint causes income to fall short of that indicated by
tlon 5 with new values’

These few values of:

A; and Ag will generate future inco:

constraints upon supply If the labor force and output capacity due
to technical change are not growing sufﬁclently rapidly, these new
initial conditions will generate an upper turning point so that a



£ r:a'szre&ate démand a8 generated by the
. to fall cutslde the constroints ‘W.h )

o n income. This results in & |
: *':.,{_rising explosive time ser'

'i'.c".j-:;'result ot‘ this explcs
and floors 18 a cyclica

2 progreas and as the t‘loor isdue to. a ‘slowdown of inventory di
"~ investment, which in part is due to the stability and growth cf” 5
autonomous income . level k,, the time series that is generated‘»
shows a growing income level that is’ intermittently interrupted

: ' . Ty
,]the 1930’3 that followed wasg unsatlsfaotory. We will fit financi

~shocks into the flexible accelerator-multiplier framework and 8
8 'how they can affect the course ct income. S

The path of income sketched above can be characterized asan
 intermittently interrupted growth process. A sustained boom ina
free enterprise economy is such an intermittently interrrupted :
growth process. If a decade during which this process operates .

.. is reviewed, the outstanding attribute is of sustained growth, but '
- during ‘each decade a number of recessions will have occurred. -
. We therefore assert that the normal functioning of a growing econ- L
.omy includes minor or mild recessions

S 'I'here ie no need to assume that the triggering event. the down

By turn of August 1929, is significantly different in its arigins and-
e ites initial strength from the other observed peacetime contractio:
- The same factors we sketched earlier, the slowing down of the ra
B of increase of income due to supply constraints can explain th initia

B L b b

srby g dbe

o turn had serious ﬁnancial repercussions which other

‘Minor. recessions are not the only interruptions otf g'rowth that o =
f‘- di,d‘_,noﬁt have. _'l‘he explanaticn that will be advanced ist

‘" take place. In addition mére serious deép depressions occur, Only
"~ one serious depression falls within the timeperiodfor which we will

~_carry out some empirical investigations and obviously generaliza- =

- tions from one observation are suspect. Using the National Bureau .-
.. of Economic Research reference cycle chronology® this serious
. ...depression began in August 1929, its trough was in March 1933 and -
- the peak of the subsequent expansio ‘'was in May 1937, The' peak

. peak interval was 93 months, The términal peak year 1937 was:-

'_:uharacterized. by unusually large unemployment, and reasonably

¥ ,.5_‘@&*’:‘*:! i it e

Linear Model of Cyclical GrOWth The lew of Ec
Statistics, XL, No. 2; Part 1 (May 19 1"'5) “Pp. 133-145.
7BG, H. Mocre, Measuring Recessions, Occasional p
: Bureau of Economic Research Inc? 1958, pp..260,

other ‘mild’ recessions during this |
.1 would not classify them a8 ‘severe




o changes tended to'lower Income flows and the decreased in
i flows tended to induce financiai pressures S

A question that’ oby ously requires an ans»ver'-.i
“not the similar’ sustained though intermittently intérrupt
" which has been in progress since the end of World War Ois also

breeding a financiaé environment within which adownturnas severe

as that of 1929 can take place. To answer this question we have to
look first at how the ﬁnancial environment is affected by a sustained

C. The Financial Implications of____x_iges in Income -'

ln this part we. will examine how the financial environment_

“within which the income-generating mechanism operates isaffected .
by a sustained boom. Two quite distinct phenomena associated _
_ with a sustained boom have to be examined: the way in which the -~ { -
“investment that takes place is financed and the effect of the ex- - .

pectation that growth will take place will have upon the value of

* equity and real assets. The combined effects of these phenomena = .
transform a financial environment which is conducive to income =
stability and growth into one that can react so as to prolong and

deepen any contraction that takes place

1. The Financing of Investment When money ineome rises, i
spending equal to the rise in income must be financed from some .= - -

iy source other than income received. When income falls some of the

income received does not result in spending This way of looking
. at the financial relations associated with income changes is con~
‘sistent with the flexible accelerator-multiplier approach toward,’. -

income generation

e To make the relations a bit more precise, we will distinguish o
" between planned (ex ante) and actual or realized (ex post) income. e

: consumption, saving. and investment

“l'runction (Ct = O + & Y;_1), and we will write it as Ct (ex ante).
'IWe will assume that consumption plans are always carrie'_ '

Ct (ex post) = Ct (ex ante) for each date

When we write Ct (ex ante) °’o + oz1 Y (ex pest). o < o
g consumption is being divided into two parts-an autonomou
S represented by @, and an induced part represented by o3
(expost). As0 < &y <1, there isno needtoexamine hoti'th  indy

" "part-of con '
‘period t-l As the autonomous part dl consumption fo a un_it may
Yi.1 (ex post), a questionas t

Planned consumption of any period is given by the censumption :

investment of the perio& L (e
planned investment plus actual cot
" ante)' + Ct (ex post). For planned ) De
~‘than actual income of period t-1, t is_ ece 384,
. investment of period t should be gr a‘er tha

: od period t, for :

B _f»acmured in the process of saving can be transmitte
- desire to invest and we will then note thst th path

i : We can identify three different ways in
& be financed out of ex ante ‘savings: internal
4. external indirect. T the case where - inves

‘71n real terms any period's investme
‘period’s resources.. A problem in integrat n
fac ’rs ot economic growth and




' 1wo types of external fininc

- Abstracting from institutional details, the financial intermedi

investment expenditures. No “paper

- The net worth and presumably the market

- bilities, if they exist, of the investing uni
- such internally financed investnients,8

. Buished: direct and indirect,9 In both cases the inves!
' labilitlea (debts ‘or ownership' interest) in ex
- it receives. In the case of direct finance g *

. the liability of the investing unit: in 4
diary acquires the liabil

- finances the acquisition of the investing unit’s liability by isst
- its own liabilities. . =~ - . o T o

i I(ex ante) > S-(ex ante), and subtractingthe mternallyﬁnanoed
investment from both investment (ex ante) and saving (ex ante), the

willingness to issue liabilities is greater than the ability to acquire

liabilities which would exist because of planned savings, ¥ lia- i

bilities in excess of planned savings are to be issued, ‘the buyers

of some of the liabilities either must have cash balances on hand
which are not needed for transactions and which are not the result -

of the planned savings or they must have the ability to create money.

Before carrying on, it is _nece.'s_s_ary‘; to pbiht_ out that there'is
one way in which L (ex post) of real investment can be greater than-

- 8¢ (ex ante) of real savings even though I (ex post) of money in-

o vestment is equal to or less than$; (ex ante) of money savings. This -

can occur if the price level of investment goods falls. For this to

. bappen it is necessary that a fall inprices take place when employ-

ment, real income and real demand are all increasing. This is not -

+  the way in which the price system now works; if anything, rising

.. .employment, demand and income are associated with risingprices, i

~ .. Hence we can assume that price level changes do not operate 8088
.- to render invalid the following proposition: i investment in dollar . .}

then- -

terms is restricted to the available planned dollar "savings,

§During_a.“stagnant’! periodstock i L

retained earnings. In this way aggrega
than the change in household net wo
equity prices may rise by mor
: households net worth increases. by 'm ,
9This distinction is fundamental to'the work of !
. see John G. Gurley and Edward S. Shaw, Money ina :
. Finance, The Brookings Institution (Wa shington, D, G, 1

+ J.G._Gurley and E.S. Shaw, “Financial Aspects.

-~ Development,” American Economic Review,
©pp. 515-838. T T

- exist-in which this *upgra
18" made obvious; these are: the vari
- financial arrangements.) =

Planned by the investing unit is financed. No ex ant
- 'take place before investment can be financed. by

ous endorsing or accepting

~ Financial intermediaries can be divided into two classes: those

- whose liability is and those whose liability is not money. The non-

monetary financial intermediaries ¢anacquire money only by issuing
or selling Habilities which other units willingly accept in exchange

- for money. -The. monetary financial intermediaries (commercial
- banks, the central banks, and portions of the treasury) can create

money in exchange for anything they accept as assets,
. _Whenever the monetary intermediaries exchar
Lability, money, for the liability of an investing unit,

1




3 (ex ante).

than planned savingsj then the sum ntthe increase in the money 8

ply and the decrease in cash balance to finance investm nt must

 exceed the additions to cash hslanee out of ex ante saving

R The direct or indirect finanoing d investment by draj
- cash balances does not take plice in a“priee and product® vacwm
' During period t-1, given the interest rates (prices) and the t;
of securities (products) available, certain economic units prefe:
to hold nash rather than earningassets Forthese' units to s
- earning assets in period t (ignoring changes in expeciations omi
combination of interest rate inoreases and the introduction of ne
types of securities must take place. Usually the substitution take

! interest rates, but at times rising interest rates can im‘hce '
“in the kinds of financial instruments in use. 10 :

The extent to which planned investment in excess ofplanned

savings 18 realized depends upon the elasticity of the financial;"x
system. K there is no possibility of financing investment by draw-
- ing down cash balances or increasing the _money supply, then I (ex”
post) = St (ex ante) in which case Yt (ex post) = = Yt-1 (ex post), no
_ rise in money income ‘can occur. H the financial system is in-"
" finitely elastic, then L (ex post) = I; (ex ante) and all of planned*-
_ investment takes place without any rise in interest rates. If the
~_financial system is not infinitely elastic, then L (ex post) = L (ex
. ante) can be achieved by a sufficiently large rise in interest rates, -
' ‘assuming the interest elasticity of 1t (ex ante) .is zero, ¥ the in=" b
- terest elasticity of It (ex ante) is not equal to zero, but if the elag=-." = |
ticity of the financial system is not Anfinite, then I (ex ante) > Lo
- (ex post) >8; (ex ante) with interest rates rising will result. What- o

nancing'

-ever the nature of the elasticity of the investment and the
~ functions, if Yt (ex post) > Yt-l (ex post) then ‘t (ex pos

% If the financial system 18 not very elastic then ‘
L (ex ante) can result in. the ratio of Yi to Yi-1 being 100 sma
. sustain a_continued growth in demand, In this way “tight® mone
- can substitute for labor market tightness in causing 4n upper turn
ing. point. To the extent that this occurs, the rate of growth of th

place within an unchanging set of securities by means of rising:

'sre almost alwa s fully: I
: activity ba.nks _use: what otl

the same' time Treasury debt is acquired by nonf
ms, ‘state and municipal governments, etc. The
ociated with rising short-term interes' ra

“banks in this process free ‘some of th

‘to buginess; Indirectly, the increase in I
-the activation of ‘the previousiy idle cast
. financial ‘corporations.’ The’ important - thing
~this process is that the investment in exce
' savings is financed indirectly by

T rec ze that investment in-exc,_ _s‘of
be. financed by, ‘monetary changes ]
We also have to: look atthe liabilities,wiiic

rnaily financed no new liability need be
-Wh_en investment is financ A




| 'This means that the ratio of

.. saving and as long ag an u
- s determining actual incc
~» saving is rising, Hence t
i investment that must be

i : interest will tend to rise as long
i Progress.: ‘. ... oo

M an expansion is the Tesult
.. honmonetary financial .in,t,erme_,dtgr(i:,
- be acquiring private debts. During a contraction some p:
are paid off. However the periods of sustained booms are ¢ #
terized by short and mlld-,cont;f;actions;‘durmg‘mOSt',of the time the o e P PG b P T m certa =
économy is expanding, As a result, over theperiod as a whole, new Tl T BOtSirhan Cant iy ekﬁndplthnd't'he' ownershi
private debts increase relative to new issues of equities. = . rease as the bobm"piog'x‘éébéé; of
. course, in each period of sustained growth there are lin;
over-all demand and productive capacity, the ratio of private debt - |  Sectors which grow at aﬂz_-atg.‘sigpmqg_n

and hence of private debt payments to income rise as the ratioof | :;;lé a_gf‘sgf;"?v’ e‘:l-lﬁ? do :‘-’t !
fobt o eaulty flaancing of tnvestment inoreases, % | . ‘expeotation that economto ge
nment changes fn the foltmre L1 /' sively stronger as a sustained’
The financial environment changes in the following ways during L g iy e : g )
a sustained boom due to the need to fing,ncef‘increasmg,'ammmts‘df ok x::;;sﬁfl:tgg gﬁ;ﬁ:;&?ﬁ%ﬁ?gﬁ
private investment in excess of ex ante savings: 1) idle cash bal- - | - PRGANS thib wor tpe e WIRCD £

. ances are decreased (i.o,- Yeloclty increases), 2) the amount of |  This means that equity and real est,

o _of rising costs and prices.”

‘ Ox:x_e.qua.liticition"'.td, ! e is th
-« 'burden of past debts although it cann

monetized private debt may inorease, 3) the ratio ot debt to equity | debt Pioss, and this will
financing rises, ‘and 4) debt payments rise relative to income. In - | R = ee .‘eve et ncg;r{ei.:
addition during a sustained ‘boom generated by private: demand ¢ . . As 18 well. known the
- both government _and gold tend to decr ase as a proportionof - | - ear is equal to $1/r, wh
total assets and of income. As far as v ment debt i Tne ' of this

_discoveries have resulted in
to income . during a period
Whether such a period really
“private investmerit dominates:

the above 1s tha

upon monetary changes forﬁnancingcur ent investm



As the expectation that

- gr P
- widely and firmly held ‘as °

< sustained boom - continuee. thef

‘capitalization rate for assets'which are e::pected to pertioipate. o
g The resultant increase}f o
place. over a relattvely short periodof

‘ in the growth will inoreaee from ilt
in market values can take

time, ylelding a rate of growth of asset values that 15 mnch greater o 3 '1_ X

9 ~ than the expected rate of growth of income

A speculative boom in aseet valuee can take plaoe on top of

the rise in prices due to the generalizntion of the expectation that

growth will continue.” This will take place when asset values begin ‘

to reflect an expectation

that asset values will grow at a rate re-
flecting the achieved rate

of increase during the : transltion from

capitalizing the income etreams at -to capitalizing them at --—é y;/ o

‘1iThe relevant formulas are: ‘
The present value of 2 perpetuity whose initial payment is $1 a

year from now equals §3 1 1 1 ] 1
—— — - .- = ——!——- - ’_
R T

where r is the appropriate rate of discount.

The present value of a perpetuity whose 1nitial payment s $1a  f

year from now but which is expected to grow at a rate of g percent -
per year thereafter (g < r) is - :

1+s <1+g)2 J .

+mam| =

1 v a2 1 [
tomm T 1+
1+r (1+r)2 (1+r)3 C@+n | 1+r (1+r)2

1 [ 1 ] 1
1+r "1- 1—;5 r-g.
After the passage of one year.

. that growth at the rate g will contlnue.‘thi
~oof discount r has the prospect '

1+g a+g2 a+g® - 14g [ ‘/1+g ,i142)§-

14 (1+r)2 (1 +r)3 Py {2 1.*,'t

- where‘ r '1_‘s- the npproprinte',rete ofdie'connt. g

(1 +r)2

" '1+g 145, 1+g~

¥ (Footnote 11 continued on next page)

and assuming the expoctations i
s’,sa_me_,eeeet, at the‘::;nate'zjji’-.

S If a specmﬂativeboomtakes over.that 1311 the market value of the
~asset begtns to reﬂect the rate of increase of the market value‘,

The capitanzation rate 1 g ineludes the expectation R
éfgaine at the rate ot 4 percent d the capttal value will be _

5 capitalization rate applied to next year's income will
.- Assume an asset now valued at $K,, which earns $ year th
. ‘will grow at’ g percent, and further assume that the apital va

. ‘jis expected to grow atx percent (r > A > g) Then t

+
tion rate of this asset wlllbe b g ——g-

: '}.r =15 pereent g=5 percent A=10 peroent and I
. present :value of an income - e_tream growing‘
capitarvalue grewing at 10 percer R




’ _this can befound i,ns_tl.ie{rel‘a_tfi. of gove

- modified, a sharp

e

~ on the basis that growth is expected to continue, during a prolonged

" of the financial environment within which the private decisions tha
... determine income are made. The intermittent lapses from full - . Bpe
. . employment and growth that take place duringa sustained -boom wilt - p

. 12Tnis narrowing of the

P e R

debt securities as a sustained boom progresses,13 - .

Therefore on two grounds, the change in the discount rate and
growth in the value of the return, during a susfained ¢ -
boom, the market price of equities and real asse‘t's,mcreaser;_re'laf %

price of debt assets and of income, During a

period in which the expectation that growth will be sus'fa‘niéd is
becoming ‘the basis for the valuation of assets, there will be 8.

- rapid rise in the price of e uities and of real estate type assets
As soon as the expectation o [ further growth comes to an end, the

- value of these assets will fall. Chang

- will have a strong effect on market prices of assets,

It is worth pointing
based upon any distinction between real
5 percent growth in returns because real income grows at 5 percent
per year and a § percent growth in returns because the price level
is expected to rise at this rate in the future will have identical
effects upon the present value of the stream of future returns,
given that the same discount rate is applicable in the two cases.

Therefore as a sustained boom proceeds it is possible that the
. -market value of equity and property assets in the balance sheets
. of households and firms will increase relative to debt assets. But
" these relative valuations depend upon the expectation that the boom
~will in fact be sustained. If this expectation is broken, or even

fall in the valpe of real estate and equity assets
can occur. : S S

3. The Combined Effects of Financing Re

Eectations of Growth. As a result of the need :
nance investment in excess of savings by debt instruments and
-the revaluation of equity type financial and long-life real assets

boom the balance sheets of the various classes of economic units.

institutional evolution, The balance sheet relations are an attribute

undergo quite predictable. ‘changes, once allowance is made for

of “the capital gains taxes. , ‘ _ ,
longer-term. government debts when' government debt is at a dis-
count may also be due to the special treatment of capital gains, - %

hanging expectatiors of growth

out that th‘ej market bpx:'i_c‘e of assets is not
and monetary. growth, A .

or Pprivate units to ‘

_ : yield d;ffepéntiﬁl may be more abparéht‘ -
-than real when applied to equities versus debts due to the soperation - . |.
Also,  the apparently lower yieldon -

roment and private |

S i e o gy

e ‘'values, which tak

. model, in which the’

© % soon after a

- . In the second place, the longer a sustained boom has continued
the larger the proportion of equity and real property assets whose
current values reflect the expectation that growth will continue, | -

~ This means that an increasing portion of the equity and real assets
have market value which would fall sharply if the expectation that
growth would continue were abandoned. A sharp fallin asset values.
affects the net worth of economic units and the protection in exist~-
ence against outstanding debts. It therefore affects the ability, and
perhaps also the willingness, of Pprivate economic units to go into -
~ debt; this in turn affects the ability and willingness of these economic -
-units to undertake investment. o T A

) There e:&iﬁté a 'third__facto_r‘which,;.:negdvnot but mﬁﬂ?‘_@@i‘éﬁ%; o
- it certainly ‘seems to have been operative in the 1929 orisis; This
- third factor is a speculative boom. If the expectation of growth be-

. comes generalized, the present value of future income streams that

are expected to grow increases very rapidly as the effec
. ‘at which discountingtakes placefalls. If the rate of incr

. For aige

© 2 monotonic explosive: time series is generated, is a good
. ploture of reality, the various factors which tend'to stabilis
‘ downturn’ cocurs must be offset. Three fact




make for a quick and high level lowe turning

-1 (1) The niaihtena@é': of consumptlo

 (2) The inertia in investment in plant and equipment, and

¢ (3) The limitationuponinventory disinvestment when income
turns down. . gl I W R

Each of these stabilizing factor g , ,
how, if at all, they can be re ’ operat be “br

through.” In. particular the effects’ of financial distress will be.
examined. However before turning to the problems of neutralizing
these stabilizing factors we will see how they operate to generate
a quick and high level lower turning point. .. o oo

- Recent experience has been that when income turns down con- .
sumption is maintained.13 ¥ Y is the peak income achieved prior . e
to a date t, then, if consumption being maintained is taken literally, e : LRI L T e
no decline in consumption will occur as income declines. ¥ this “The financial assets of households which are especially val-. .. .. -
takes place_ consumption in the periods following a peak income _ nerable to unemployment seem to be very heavily weighted with
isag+a;Y, a constant M ~ . the labilities of the nonmonetary financial intermediaries. If this
' gl . - ¢ istrue, it is obvious that anecessary condition for.the maintenance -

A rise in unemployment accompanies a decline inincome, For = @ . of consumption in the face of increased unemployment is that these - -
consumption to be maintained with unemployment rising then either . institutions remain solvent and liquid. - (el L e
the unemployed must maintain their consumption or the'employed- . = R T TR G T T e e R e LA R
must increase their consumption. On the whole it appears thatthe =~ . - As long as it is operative, the tendency: of consumption to be
fall in the consumption expenditure of the unemployed is small rela- | - ~ maintained has theeffect of introducing into the flexible accelerator-
tive to the decline in their income. In addition there appear to be - multiplier model a high level equilibrium income. I consumption -
“trend” factors that tend to raise the consumption of the employed. .~ 18 maintained the entire burden of generating a declining income falls .

o

, ST P . %" upon investment.. - -
. This tendency for consumptiontobe maintained or even increagsed ~ 1. -~

during recessions is not independent of present day institutional - '
arrangements. Among the usages which tend to maintajn consump-
tion are (1) the way in which dividend payments are maintained dur- .
ing slight recessions and the lag of dividends behind earned income, . -
(2) the effect of a progressive income tax on disposable income -
relative to income before taxes, and (3) the money flows due to -

government and private pension and unemployment compensation
programs. However, ,:even_ m’a-. T Y 5

. Investment in plant and equipment initlally acts as a stabilizer,
. for it does not respond quickly to a small fall in income. There are
- a number of reasons why this is true, Investment expenditures on

13m each of the7three post-World War I recessions personal
gxpenditures, measured in either constant or current
dollars, were higher in the years within whic the trough occurre

(1948, 1954 afid 1958) than in the preceding
recessions 1at

consumption,

"

mild, of the type that occuy s dw

Economic Committes. Congress of the United . |
rt_on Employment, Growth and Price Levels

276-279 and 8.3, pp. 280-283.) T



" to changes in demand. Investment decisions related to innovati

- due to the change from inventory accumulation to inventory decumu-

o downward movement of income leads ‘to a_decrease in borrowin

‘A part of the plant and eqnipment investment decisions ma
during any period are autonomous, in the sense that they are
~ based upon the need to expand specific typesoi capacity in respons

are of this type. In addition. a part of the investment decisions '} .
being made during any period are based upon long-run growth
prospects rather than upon the immediate outlook. Both invest:
ments motivated by innovations and by long-run growth prospects
‘are not responsive to short-run declines in income unless the fall-
in income results in a revaluation of growth prospects; in fact
financial ease and the availability of investment goods, including -
price reductions, may increase such investments during a mild
recession : , ,

A part of current replacement and maintenance expenditures.f,.""
replaces or maintains a small but essential paft of a complex’ ..
apparatus. The returns on such investment are very high even - -
in the face of declining demand. In addition many firms delay
repairs and maintenance during prosperous times, not wishing
to shut down their plant or otherwise curtail their productions. A~ |
slackening of demand can lead to anincrease in expenditures due to
t.he existence of postponed replacement and maintenance.

’ ."fbehavior of investment The autonomoiie '
by By is not directly responsive to’ ‘change
sired inventory investment is related to-i-

o 'income that are assumed to be transitory is als"

‘During the initial stages of a downturn, inventory disinvestment': : ‘unless income falls quite sharply. which basically

18 usually very large; a large part of the initial change in income'is

lation. As long as consumption and plant and equipment investment".;
~are maintained the amount of inventory disinvestment which can be
“carried out is limited, for inventories are quickly reduced to the
amount considered : necessary for current sales. When this happens.- e
the rate of inventory disinvestment falls and the rate at which
“income falls decreases. A large enough decrease in the rate of. :
K 'decrease of income will generate the lower turning point. - ‘

L For a severe recession to take plsce
stabilizing factors be rendered. ineffective____

- This discussion, of how investment is msintained when inco

. ‘turns down and how the amount of inventory disinvestment whi

~‘can take place is limited, is based upon the assumption that fin;

. ptability exists. i this' assumption is valid, the responseé of fi

.+ .markets toa decrease inincome will aid the stabilization of incom
- The ‘decrease in inventories that takes - place during the init

- and an‘accumulation of cash balances by the firms that cut their.
:'inventories This - tends to lower short ferm interest ‘rates. Th
- “lower rates and the ‘increased liquidity of business. firms reduces
. the costs of carrying inventories Firms may respondh ]
s the ratio of inventories to sales : :

It is worth noting how household purchases of "dur
y .',_-"fhouses responds to a mild fall in income With na ‘stab]




net worth of firms in:the industry, it will also balt new producti

.. or force a reduction in price by suppliers. Financial distress of
firms will tend to deepen and prolong a recession on inventory e
account and thus will tend to give more scope for a reduction in the

slower reacting consumption and- investment components of income. :

Consumption cannot be stabilized in the face of a significant |

S or a default (or refinancing) of the contract that ieads;t
r.All in ail such payments inherited f.
ng characte

increase in unemployment and adecline in the disposable income LB -'

of - the unemployed unless those who are unemployed as well as.
those who remain employed. maintsin their. consumption. As long
as the various income supplements are not sufficiently large to: -
finance undiminished consumption by those who are unz mployed, .
the unemployed, if they are to maintain their consumption, must .
finance some of their consumption by using private financial re-

sources. Assuming that the typical “unemployed” household enters

this status with some financial resources, the availability of de-.

posits and call loans must not be compromised. In addition the
market price of debt instruments, common stocks, and real estate

type assets must not fall to any significant extent if consumption.

is to be financed by drawing upon these resources. A financial
crisis which eliminates or sharply reduces private financial re-
sources will force a reduction in consumption to a level consistent
with current disposable income.

Of course it is possible for newly unemployed households to
restrict their current consumption to their current reduced dis~
posable income even though they have financial assets. Such “hoard-
_ing” of wealth in the face of a sharp decline in disposable income

is the expected reaction by the unemployed if the outlook for re-

covery is unfavorable. However if the outlook of the unemployed is ~

basically optimistic, then the willingness to draw upon financial
assets to maintain consumption should be dominant. In these cir-
. eumstances consumption by the unemployed will decline to the. level
that can be financed by their disposable income only as their fi-
.- nancial resources are depleted. In the absence of a financial crisis;

- this will occur only if the period of unemployment is protracted. v

, In addition to depending upon current disposable income and
private resources, the ability of unemployed households tomaintain = =
consumption depends upon their contractual payment commitments.

If such contractual commitments absorba large part of a household’s

income when the household is “employed,” the fall in disposable -~
income that accompanies unemployment will result in a very large -
,fali in disposable income net oi contractual commitments This - -

E .;-:f’_=,'9-r;=-v

. Note that a rolling readjustment (a. situation in which different . -
‘industries or locations are in recession at different times) is less o
: likely to be accompanied by a. reduction in ‘consumption than a - -
recession ‘which is concentrated in a few industries or locations.

Sy .«aet-‘@m -

: : -~ ‘market price of resl assets ‘decreases, then the protectionoi the

*average saving by households at’ any level of income, i:e., this wili‘,{_

‘lower the value of @, in the oonsumption equation. Such a fall in
£+ . the market value of assets will take place if the expectation that *
i economic growth will take place is abandoned or if the rate of :
%* ~ growth that is expected to oceur decreases :

- The market value of equity assets can reflect not only the L
expectations of growth but also the expectations of how the value of e

; the asset will change. If the market value of equity assets reflects _

b a speculative extrapolation of a recent increase in the prices of ...

these assets, then the rate of growth of income that is ‘necessary to -~ -

validate their market price is much greater than can be achieved, . =

i In these circumstances a cyclical downturn by affecting short-run

income prospects can trigger a sharp fall in equity prices. The .
- speculative rise in asset prices will tend to raise consumption
- which of course aided the expansion The fall in asset prices will
tend to lower consumption,

I tue ability of financial institutions to honor their obiigations e
! . is impaired, employed households, finding the liquidity of their: -
assets decreased, will attempt to protect themselves againstfuture
i‘inanciai difficulty by increasing their ‘savings and: holding. the
“-increas2 in their assets in risk free form. Hence. the impairment
- of financial institutions’. abiiity to fulfill their obligations; which is-
the ‘essence of a financial crisis;, will both lower consumption and:
shift the flow of fv,nds among financial assets by saving units

. Consumption expenditures by Toth the empioyed nd the u
pioyed will: be ‘maintainéed if financial: stability exists'and wi n
be maintained if a financial "crisis" aeoompanies the downturn

If financiai stability exists, a downturn wili be cac
favorable financing terms for household investment: Within stabl
. growth expectations household investment. by. empioyed;' useholds -
seems to be very responsive to financing terms. However if the

financing organization by the debtor owner’s equity will decrease :




' in the price of second hand capita

stnient can be overcome if a suf-

ficiently large number of firms are placed in financial difficulty
during a routine downturn in income. Firms in financial diffioulty -

try to generate a large net cash flow from operations, which can
be used to “pay off” the debts which have put them into these dif-

~ floulties. Such firms will both abandon investment plans and mini

- mize maintenance and repla ement expenditures. The greater the
proportion of business balance sheets heavily weighted with debts,
the greater the probability that a large number of firms, represent-
ing a large enough fraction of total investment expenditures to
appreciably affect income flows, will be in such distress.

e economy increases without any. sigr
: . -investment taking place. However the exhaustion ¢
R R A L o - portunities in this case is more apparent than rea
If a sharp fall in the price of equity financial assets ocours, then , of the depths of the depression. Can’*an exhaustiol
a representative firm will have to sell a larger percentage of the -4 ‘opportunities” take place ‘autonomously, can it be the
ownership interest in order to acquire a given amount of outside . par 't ' SN

: ‘ : ) ] tha the result of the deep depression? =
equity financing. This raises the “price” of additional equity capital | S SR ,- T I
to the existing ownership and can decrease the willingness of = = : ‘

: nd C wil tonomous. “éxhaustion of investment '

. “management”® to undertake equity financed investment. ir. framework, be reflected in a drop inf,;
R L ‘ | autonomous investment which reduces the equilib
in B, the coefficient of induced investment; whic

autc

Of course a generalfall inthe price of equities reflects a general . ! } : hic
change in the expectations of growth. Investingunitsare not immune i . damped behavior of income. A fall in 8, will take p
_to these expectation changes, hence a fall in equity priceswould = - innovations decrease or the expectation that growth w
‘tend to be associated with a fal in B, the part of investment that i abandoned. At present it seems as if the pace of ;
- - 18 independent of the past of income, - O R " vances which underly innovational ‘investments 1
= - % Although organizational problems  relating to the :
-scientific endeavors will arise if disarmament takes place
_ DUTpOSes. we. can assume that an_autonomous ' slowdow
Bcientific work underlying innovations will not,

iatlon of sotentific discoveries into {nvestm

So far we have discussed the problem of the generation of a = |
_severe recession within a framework ‘where aj, the margingl
propensity to consume, and 81, theaccelerator coefficient, are such :
that a monotonic-explosive time series 18 generated. Inthis frame~: -
. Wwork a first step in generating a 'severe recession is to prevent top .
. small a rate of fall of income from occurring soon after the initial :
-~ downturn, as “too small® a decrease in income will generate a lower
.. turning point, Hence the changes in inventory disinvestment, -con
sumption, and investment that are necessary to allow large de-

" Specified. It was shown that these ‘changes ‘can be the result
e financial difficulties which may accompany the downturn. -
_ If a large decrease in income takes place then there will be -
. generalized excess ‘capacity,  that is, excess capacity will exist' -
. in almost all branches of industry. Such excess capacity results =
in the | d hand capital goods falling. As the cost of
* - producing new capital goods usually does not fall as rapidly as the :
" price of existing ‘capital goods, it will ‘become prpfitab,{e for some




recession would proceed if such a decr

would tend to generate a monotonically or cyclically damped time
series; income would tend towards' its- equilibrium level. ¥ con-

sumption and autonomous investment are maintained, this is O+

Y +f. As consumption and autonomous investment are a large. . b

fraction of full employment ‘gross national product, this damped

movement toward the equilibrium income ‘would initially take the - *
form of a protracted but not necessarily a very deep decline in_ -

income (even though a cyclically dampened series would overshoot
the equilibrium income). However as a long recession will result -

in both the exhaustion of the financial resources of households with G
unemployment and the revaluation of equity and real assetstoa
value consistent with the expectation thatgrowth will not take place, = -
in time a decline in consumption will occur. This will decrease :
equilibrium income and put further pressure on asset prices. In' .

-addition the price level of income may begin to fall. These factors

can induce a financial crisis. Once a financial crisis takes place, . .‘

the equilibrium income is further reduced.

The praofile of a severe recession which is initiated by an ex-
haustion of investment opportunities differs from that of one which
has a financial crisis as an initiating factor. A financial crisis _
severe recession will begin with a sharp fall in income; an ex~
haustion of investment opportunity recession will  begin with a
gradual decline of income. Both would have a financial crisis as
of investment opportunities, the financial crisis will notcome early
in the recession, Of course as we-use a “normal” downturn of -
income to trigger the financial crisis, even for a severe recession
due to a financial crisis, the financial crisis will take place after
the peak in income. - o

part of the process, but for a severe recession due to an exhaustion

~ Whether a financial crisis is an essential initiating factor for a
severe recession or a part of a severe recession that is basically
due to other factors, itis sufficient for our purposes that a financial

crisis seems to be an essential element of a severe recession. e

We will now investigate the mechg'n"{qg_j‘of a financial crisis. '

- IV. FINANCIAL RELATIONS AND FINANCIAL CRISES

A. Introduction

_ The major problem towa‘rdWhié_ﬁ ,tb,ié ;pé.‘:pér_‘ is addressedis .-
the possibility of a financial crisis occurring. This problem has

two facets:

" 1) the potential for financial diétr,e__s_s{ and ér;sis'_"inth_ei present
economy and in extrapolations of the present economy’ and, in

: rease were the mfei%t}ingfn'-'
element. If B falls, instead of an explosive time series, the model

-cessions;

" In this chapter we are concerned with the fundamental financial
‘relations ‘amang economic unitsand how the structureof rela nﬁ,_lg..

' cussion of the relation between finanoial stability and financi

financial structure of the marnér in which rising incomes are fi~

' 'manced,” A: particular concern.of ours is to determine whether a

- financial crisis can be gsnefated by the effects of a routine decline
-+ inincome upon th

. ‘and financial institutions,

- Precise what the financial positio

.. evolye during periods of growth

tie

affected by and affects economic growth and fluctuations. The dis-

usages and institutions is left toa later chapter where the problems '
of ‘central banking are discussed. Our main concern here is with- = .- _

" the possibility of financial crisis occurring and the processes by .. .

which localized financial distress can be transformed into a gen- =
eralized financtal crisis. In order to set the stage for this problem S
we have to discuss balance sheet relations among economic units

"-and the money flows that are ‘generated by balance sheet relations, :: -

The discussion of money flows due to balance sheet relations is fn .~ =

the framework of a general description of money flow relations. e

- To make. Glear how a financial crisis ¢an occur we have to lgok at"'.’":g.v.
two types of relations. The first set of relations deals with the fi-~ = .
nancial implications of the income-generating process, in general

- terms this wag done in Chapter IIL Although our particular concern .= = =,

is with the behavior of the income-generating process during de-
pressions and recessions, we emphasized the effects upon the

the financial position of households, business firms
stitutions. In this chapter we want to make more




. -After looking at

of the relation be
lation, we willbe'ina
the conditions under
In the previous chap
\n real and financial
vhether an autonom
mce and for all ach 21n
A the economy 50 s to general
0 do these things we
utonomous ‘or - induce

nts.

arings was in trouble, and the role of stock exchange credit in.
le crisis of 1929-33 are examples. _Thedecline in the number and. .
1e viability of savings intermediaries in 1929-33 was a part of the = -

rocess by which the financial crisis which culminated in the spring
' 1933 was generated. T BEEDRRE S

useful — the distinction between money market nonbank financial
termediaries and savings intermediaries. The basic. distinction - -
tween these two sets of financial intermediaries lies in their .
nction:  the savings intermediaries ‘role is to make household

a market in some class of fingr_icigx;'inqtru;néht_s.

In this chapter we ﬁr_’illf: :

a) examine _the,,-relgvantﬁ é,spects. of _thé be.lance sheet of gh
onomic unit, and the interrelations 3?!@8[541%“@ sheets; - .

b) see how the set of balance shests that exists and the current

cisions at any time generate a set of money flows; - -
©) determine how a) and b) are affected by a sustained boom;

) define financial distress and financial orists and determine
e) see whether the various ways inwhich financial crises can oc
> have implications for the income-determi; ing behavior of th
‘ious claaseg vof--e'c_gnqmi_c l_l_nits:i“f e O N




.there is no oppoesing asset entry inanother balance sheet, Similarly,
.88 tangible assets are ultimate assets; there is no liability entry
In another balance sheet whose existen ce mirrors this real asset.
- Within a closed set of books3 all liabilities aside from household’s
- net worth are some unit’s financial assets; therefore, if the balance
~sheets of private economic units are consolidated, the value of:
households’ net worth equals the value of the real or tangible assets
in the economy. The government debt, fiat money and the nation’s
gold stock are “honorary” tangible assets. By ignoringforeign debts
and assets and the fact that thé' business: firm’s balance sheet:
“equity lability may not equal the market: value of the offsetting .
asset, its common stock,4 the net worth of households is equal to .
the value of the natural plus the honorary tangible assets. -

future ability to make cont _
: ference between a .failure to make _contractual
“ liability and a. faflure to make a contractual payment on a

“and its

a'sl
nal

~The debts of any economic unit that are entered on its balance
sheet are commitments to make payments to the owner of the debt. -
Three general types of commitments can be distinguished (modi-

A concept of the balance sheet that is more general than the =
fications of these types exist):

- . normal presentation and which would be desirable from our point - i
: : _ ‘. of view is-one in which all contractual payment commitments of the

: . : : type that a unit cannot default on without penalty are entered as -

schay Sommitments to make payments on a specified dateorttme i - [ihilities and assets: lesse contracts are liabilities and assets as

e i b

, . much as mortgages, etc. This wouldgiveus a more accurate picture.
: » e ¢ -of the financial commitiient of a unit especially for periods when . =
of tll:')3 ggggnitments to make payments at thg initiati_velof the holder f firms are trying to conserve their cash or minimige'theix'débt-'«_ I
e - equity ratios. In the argument that follows, the pr_opos’ltiong that
. - b i e . - " o J/ ‘" e
) commitments to make payments either on a specified time are stated are true for this expanded type of “balance sheet.”®. .
schedule or at the initiative of the owner of the debt after the oc- : few.. if anv. nonfinancial. eanncrmic . have demand .
currefice of some defined event. These three types of debt —dated, . ! lia \{lexfy fev:,c ilfl’.a;n_y. .:xon“ﬂr,x?_x_lcig‘l, -°°°3‘°‘;‘§§ unitsolimt‘:e ' ?aipand :
demand, and contingent —differ in their effects upon the behavior. . Lapilitles. “Call loans® against stock exchange collateral B an. .
of economi it e : A PO SIects up( AR example of a nonfinancial unit demand liability. . However a large
economic units, o ‘ W ' o "+ part of the liabilities of financial institutions are either legally
. : : - or.in fact demand liabilities. The pressure due to the exercise
In addition to commitments to make payments on a specified of demand options 3 5 attribute of fir S8 (Yana .
_ - © payl on a spe # demand options has been an attribute of financial crises (runs
fime echogule which are dus to liabilities entered uon a WRIE'S | on beukay, and & necessary eloment o @ TN Tk Chse8 (runs

| 1Is that an unusually large exercise’ of the demand option upon
_ S . .. financial institutions should not result in any cumulating financial .
8p o e at the | - crisis. Basically the function of a lender of last resort such as :
~ 3A closed set of books is a set of balance sheets such that the . ':den?ci-il. b::;ca;s yto f,‘fé‘éﬁﬁ?iﬁfﬁﬁﬁ? dl&so ;16:: ?::‘tqgf&
{financial assets and liabilities entered on any particular balance « - & ' percussions. from" an “unusual® exer: of

sheet will be financial liabilities and assets onother balance sheets " making that which is demanded no on

-of the set. - . : e . to"the market. In part'E of -
venting a crisis from occurr

- 4That the value of the ownership interest.as carried on thé books: -

of a firm may notbe *fairly” represented by the market price of the: ‘
firm’s shares has two aspects, During-a_serious contraction or '
in a period following a serious contraction, corporation retained =} S TR T Lt T T T

-earnings. often do not result in an immediate rise in equ ty prices. [ -, 5»A_ppa‘rént_ly‘ life insurance companies in egotiating fo. e-pr_i rate
‘As a result current savings do not result in an equivalent rise in. - | . .Placement of corporate debt and mortgages: commercial property
household’s net worth, and therefore do not sffect consumption.  .° . take lease lidbilities into account in detérmining the credit worthi-
During a boom when growth is expected, the opposite can occur, the - mess of the borrower or, inthecase of ¢ reial property, of th
Tise in agset prices can be greater than-the current savings. . - principal tenant; . . oc o

bilities Will be taken up,




Contingent liabilities ‘are not onl contraete_ 'ch 8 insu

mmercial banks, rnutual eavlnge banks end eavings ‘and loan
lociations not only have government endorsemente ‘on a majo
t of their labilities but also have government endorsemente'
a part of their mortgage porttouoe ol 3

The various government unemployment and soclal eeourity{;
urance schemes can be interpreted as contingent Habilities, The
mt that must occur for these liabilities to result in current pay-.
nts is unemployment or retirement of the worker, By so inter-
ting these programs they can be integrated into_the financial 2
tem, where they obviously belong. The existence .of these

lemes is obviously a determinant of household - consumption
iavior. and as will be evident inChapter VI ‘a major determinant

aconomic stahility

The ownership intereat in an economic unlt other than houee-
ds, does not involve ‘any such contractual commitments by the
uer to make payments to the owrtér, In the case of a corporation -
a partnership the contractual obligation usually is one of non--
crimination: that any owner of an OWnership interest will be
ated as well as any other owner, However, aside from the re- ‘trane ctions.
rement of the tax laws, no legal commitment to pay dividends s

sts. and even thetaxlawe allowfor reasonable retained earnings R R e

Aside from the ownerehip intereste 1n householde. whioh' by ia.
»vested in the household itself,. financial and real assets «
momic units can be sold. The market value of aeset” epend
m thecurrently expected etream offuture returns_ nd the relevan

L.ife and other ineurance polici s are | L1ly ontinge‘ lia
ities, however the face value "paymente on these policies a:
ydictable, dated liabilities. In addition, the cash surrender valu
life insurance policies is demand liabilities. In further wor
might be best to shift the expected contractual payments pe
riod on insurance policies in force to the dated liabilities and to-
lude the cash surrender value of life insu;rance policies among'
} demand liabilities. This would ot o urse in &
mting of life ineurance liabilitiee. e

Wt

*only by’_ balance sheet/ reiatione but ale‘ by.




sortfolio changes Income-produoing
axchanged for goods and services, N
such as capital oonsumption ‘all

result in money being exchanged fo ther existing;asseta (tangible
and ‘intangible) and newly created financial assets. The creation
of new tangible assets” (gross investment) and the destruction’
inherited tangible assets (capital consumption) are not included
among the portfolio transactions. Hence, since balance sheets con=

tain tangible assets, initial balance ‘sheets plus portfolio changes,r,

will not yield final balance sheets

This division of money flows into three transaction types-—--'.-ﬂ &
those due to balance sheet account, income account, and portfolio -
account —is useful analytically because it sets out quite precisely
some of the financial constraints within which .any economic unit -
Eunctlons and defines the circumstances which make a sharp drop
in asset values possible. It is also useful because it divides money : i -
flows such that behavioral relations for the various flows classi;t‘ied’,
by accounts can be postulated. If the data are available, these be-
havioral relations can be estimated, and once estimatedthe can be

lntegrated into aggregate models ot income determination

Once transactions types for money ﬂows are specified,a mOney‘- &
payments square matrix for each transaction type can be defined. | -
The number of rows and columns in the matrix depends upon the1 SR
number of transactors ‘into which the economy is sectored, As:
money flow analysis focuses 'upon the significance ‘of- finanoial’,
the’seotor-.

institutions in determining the behavior of the economy.

8']Z‘he money ﬂows defined here a sedas the bas!
sis -are. not the same as the mo

scribed in this chapter
? The Federal Reserve s approac_

. &olio tranaactions These are money flows

: ’ ng real assets, existing financial assets and
o newly created financial assets, The money flows due '

“... of titles to existing real assets do not particul’arly‘
~-long as our emphasis 18 upon financial orises.-. financ ;

wiu be wel h transfers take place .liquidity

' transfers of titles to existing real assets for pr

“and consinnption purposes are outside N

ki i




* importance in financial crises real estate type assets are integrated
- with financial assets in what follows. RN S -

Transfers of existing financial assets. change the structure of

interrelated balance sheets and affect the future dated stream of

- money flows and the obligations on contingent liabilities. A unit, by

such portfolio changes, can adjust the stream of money payments
others are obligated to make to it and the conditions under which
payments will be made. The “to whom® of a money payment commit-

ment by an economic unit can be changed by such transactions; By |
refunding operations, which really Anyolve transactions in both new 1
and existing financial assets, 4 unit can change the time schedule of

its money payments.

_ The exchange of money for newly created financial assets B
includes not only the issuance of new bonds, mortgages, common - -

stock, etc., but also the creation of moneyby banks and the creation
of deposits in various nonbank financial intermediaries. The ex-
change of money for newly created real assets is an important
part of the income flow, and, although a large part of the flow takes
place within the business sector, we will pull it out of the business
transactions we are going to ignore and include it in our analysis,

Hence the money flowing to any economic unit,dﬁr,ing' any period

of time can be separatedintothree streams, These "are‘;money flows

due to

a) the unit’s participation in the production of current income._ |

b) its ownership of the financial obligations of other units,

(Footnote 11, continued-from the previous page.)
a new car buyer must make. A relatively large stock of used cars
in the hands of dealers and the resultant relatively low price for

such cars is usually a harbinger of poor new car sales.

As an example of how the market price of real estate type as-

sets affects the economy: : : : ‘

- 1) the protection behind mortgages. owned by financial institu-
tions and other units depends upon the price of existing assets; .

2) the decision between buying a newly produced house or buy-

| “ing an existing house also depends upon the price of the stoek. The -
decision will tend to be infavor of buying an existing house if during
‘a recession the price level of property is more flexible than the

price level of labor and materials, so that the used house becomes
a relatively better buy. The lower interest rate togethei' with the
preferential terms usually available on new houses may qffset the

movement in-relative price during mild recessions.

includes the creating of deposit liabilities by nonmonetary finane
-institutions).” . . .- ST e T

-money flows due to

b} its existing financial liabilities, -

the dated debts we can add the payments commitments which do ot
~money flows from any unit based ‘upon current obligations. Due to’
- -a known dated stream .of money flows to the unit which are base:

" upon the existing portfolio and non-balance sheet contractusl com
- mitments. This financial asset andliability determined set of money

- be interpreted as.a flow of money from the monetary system to the
.. borrowing or: selling units. Hence an increase in the money suppl
. represents a flow of money- “from® and a reduction in the money °
- - supply is a flow of money “to” the monetary system, = -

©©) its sale of assets, and its:issuance of new Habilities i

Similarly the money flowing from any economic unit-during any =~
period’ of time can be separated into three streams. Theseare -

- a) its current income activities, < -

© ) its purchase of existingfinancia assets and of new financial

 assets, which includes the acquisition of a newly created deposit -
~ ina savings intermediary.12 . .. T TR

As far ‘as ‘money flows from an economic unit are concerned . .
the two types of portfolio flows are basically the same and usually . .. -
are not worth distinguishing except for the impact of the flows °

in exchange for new liabilities of financial intermediaries, =

. i we consider a three-way division of private economic units —
households, ordinary business firms, and financial institutions — - . -
these three types: of money flows are notof equal importance to'the: =
various classes of private economic units. Col e T

‘Over any period of time there is no need for the money flows ' -
to and the money flows from any unit'to be equal. However, aside =
from units in the monetary sector, the cash balance ofaunitat -
any date sets the maximum amount by which the sum of its money -
payments can exceed the sum of its money receipts from that date =~ - .-
on. One of the determinants of the behavior of any private economic =
unit is the need to satisfy this “cash box® condition. L

Earlier we classified financial labilities into debts and equities
and divided the: debts into dated, demand, and contingent debts, To:

its ownership of various debts and other contracts, there also-exist

12A money creating gx_&s._nsacﬁqn by the monetary sy,stem',‘hds,‘t’cg.'




lows can be changed by portfalio changes, Nevertheless the existing = | . dstermining some of the money flows to and from each
‘ ! _classes of private economic units —households; ordinary I
~ firms, and financial Aintermediaries

let of balance sheets Wwith the money flows it determines, con-
itrains the activities of ‘economic units on income and portfolio
\ccount. During any period, a unit must 8o choose its current op-
'rations on income and portfolio account so as to be able to meet
he commitments due to its balance sheet position.

No economic unit wants to be in a position where an exact

ynchronization of money flows to it with the required money flows -

rom it is necessary if it is to fulfill its obligations. It will there-
ore plan to have a reservoir of money, a cash position which will
nable it to overcome at least some -interruptions in the flow of
10ney receipts. In addition to the cash position, an economic unit
i1l protect its ability to make some payments, even if the money
lows to it are interruptedtonot toogreat an extent, by owning some
ssets which are easily turned into money. These assets include
onmonetary demand liabilities and some types of dated debts.

In addition to the dated debts, the current balance sheets include

emand and contingent debts. Any unit with such debts outstanding
st make some provision for these debts becoming current at an

smbarrassing® time. Of course a large portion of the contingent

abilities — such as those of insurance companies —are expected
) become current according to some quite stable schedule, but
thers, such as de facto demand deposits in savings institutions
ilay become current as the result of some triggering event. Such

1expected pressure from contingent liabilities and demand lia- -

lities due to some triggering gvent has been a not unusual oc-
irrence. Any prudent unit with a large volume of contingent and
*mand liabilities must make some prior provision for refinancing
position or selling (or pledging) its assets in the event it is faced
ith an unusual need to make payments, The striking weakness of
€ pre-1929 call money stock market was that the borrowers on
Ul had no alternative source of financing to turn to if the loans
ere called. After the event we know that this was not prudent.

The various streams of money flows as determined by balance

\eet relations, income transactions, and portfolio transactions |
‘e not independent of each other, Aside from the fact that ina .-

osed economy the sum of money flows to all units must equal the
im of money flows from all units, the behavior of any economic

it with regard to any one type of money flow is not independent . -
the requirements ‘put upon it by the other money flows to or from -

that will occur. For example, money flows to an economic unit

* portfolio account may be related to balance sheet determined

oney flows from the unit.

In this paper -no"éttempt is"'mad‘e'tfo":se_t out and operate witha =
'mplete model of money flows. However a sketch of the relations -
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| ‘economic units within an economy are classified as either h
- holds, business firms, financial institutions or the goverim

- activity, how they are affected by a sustained boom;, and under what

pressures that can lead to financial distress or crisis may. ocou

- stability. Certainly for almost all purposes, the financial institution
~.'sector must be consideredas being made up of at least three classe

" market intermediaries), ‘and for many purposes even this level

. Perhaps state and local governments are best consi
-of private business rather than as a “government.”

- up. Working with four classes of economic units, and three types

- money flows consists of the relations which determine the elements
‘of these matrices. " S LT

- of economic' units, there are problems involved in selecting the
. humber of different types of money flows that are to be distinguished,
I dealing with problems of financial stability, it is necessary to

- Unguish between ‘operations involving ‘new assets and operations
. Involving existing financial and tangible assets, =~ . .

- Deposits and withdrawals in savings institutions
. destroy financial assets, and it is a question whether
- actions are'best treated as balance sheet or portfolio
.- 1t seems best

| equivalent to repayments on existing dated securitios whi
;- Queduring the money flow period being examined. ' -

_of balance shests with dated, demand and continge

federal government — will be undertaken, This will be done in orde

‘circumstances ‘and upon what type of economic units the financia
It is recoguised that the level of sggregation used when al
too high for:an analysis of ‘most of the problems of fir

(the monetary system, the savings intermediaries, and the mone

‘For edch type of money flow (income, balance sheet, and port-
folio account) a source and destination square matrix can be se

of money flows, a description of the flow of money over any period
of time is contained in three four-by-four matrices. ‘A model of

In addition to the problems involved in the aggregation to classe,

treat the deposita into.the finan

 how these transactions are treated, the ex
: iabil

Regardless
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b} utmost signiﬁcance for studying the problems ot financial sta— '

Jility. In part it is by.the exercise of the demand options and the
ccurrence of the specified contingencies that financial embarrass-
nent can deteriorate into financial distress and crisis, It is neces~-

sary to identify what factors determine the extent to which such ~ }

lestabilizing options are exercised or such contingencies are
satisfied.

In spite of the difﬂculties of aggregating to. very few classes
f units and types of flows we will work with four classes of eco~

1omic units and three types of flows to and from each class of
inits. We can do this because our aim is very modest: to indicate -
vhat types of money flow relations exist and what the determinants. .

f these flows may be. In Chart II-1 a diagram showing some se-

ected types of money flows among . .classes of economic units is
sxhibited.

1. Households.

a. Income account. The flow of money to households on income
iccount consists wages and’ salary payments actually made,
Iousehold receipts of interest and dividends are the result of the
)alance sheet structure as are transfer payments to households
rom the government. Because of the abgence of interest and divi-
lend receipts and tax payments from this item it is much more
lensitive to changes in national income than either personal or
lisposable income,

P

Households payments on income account are derived from cur- _

ent consumption, direct investment by household and direct taxes.
‘hese payments include the total payments for newly produced
onsumer durables and “household owned® houses. These different

ypes of household income account payments will not depend in the

ame manner upon a common set of variables, The variables in the
ehavior relations will include household receipts on income and
alance sheet accounts, household payments on balance sheet ac-
ounts and the terms on which household debt can be issued, Ob-
iously with favorable terms for the. flotation of household debts,

ousehold payments on income .account can -exceed household '

eceipts on income and balance sheet accounts

b, Balance sheet account. The flow- of money to households L

n balance sheet account includes items such as interest. and divl-

end receipts from the other classes of units which would typically - -

e included as a part of the income receipts in national income
ccounting. Since government liabilities onunemployment insurance,
ocial 'security, etc. are treated as’ contingent balance sheet items
1s are the government agency liabilities on deposit and mortgage
nsurance), such transfer payments to householcls ‘are alsoincluded

nnsmcasmym
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as balance sheet receipts I—lence a part of the receipts on balance -

sheet account is _sensitive to employment and reacts to maintain
“disposable income Lo

In. addition, money flows to. households due to the arrival of
the due date on the repayment of the principal of dated commit-
‘ments are a part of balance sheet receipts; hence balance sheet
receipts include “capital' as well as "income' transactions :

Another part of the flow of money to households on balance
sheet account is the flow of money which is due to the exercise.
by households of demand options, Withdrawals from savings accounts
of various types would be examples of this type of flow

It is obvious that’ in any model building it will be necessary to
separate household receipts on balance sheet account into house-
hold receipts on these various different types of contracts. It is.
also obvious that some of the household receipts on balarce sheet
account will be sensitive to unemployment and that the potential
for financial distress for a significant class of financial intermedi- -
aries rests upon the sensitivity of household withdrawals from
deposit accounts to levels and changes in the level of income,

The flow of money froxn households on ba]ance sheet account
includes the interest and principal payments on outstanding mort-
gages and consumer installment credit. The largest portion of these .
payments are to financial intermediaries. The sensitivity of default ~
rates to changes in income willbe anindication of whether a decline’
in income will affect some financial intermediaries both on the
receipts and payments sides. The extent of the pressure upon fi-

nancial intermediaries that can result from a decline in income is

a determinant of whether changes in income, by affecting. money
flows, can affect the stability of the financial system.

¢. Portfolio account Receipts of households on portfolio ac-

count includes receipts due to the sale of existing tangible assets.
existing financial assets and the creation of newfinancial liabilities -
by households. These items obviously are money flows which are
due to current decisions. although sales of assets and emission
of new liabilities are among the ways in which cash deficits on-
income and balance sheet accounts. can be offset The most import-
ant new liabilities households’ can emit are new mortgages and
consumer debt and, as mentioned earlier, to'a considerable extent .
the receipts by households on these accounts determine some ot‘
the payments that households make on income account

For the purposes of this paper . an important household payment
on portfolio account is the depositing of funds in various types of
-savings intermediaries which create deposits and other liquid

———— A - e

: fall defaults riss. ‘and withdrawals rise when income.,falls. ;
£ these financial- intermediaries either will have to reduce the
- payments- to households- on newly issued ‘mortgages and consum

~ installment contracts or find some alternative source of cash. Thi

' tions ‘among business firms and the payments associated with the
k _production interrelations. Business firmreceiptson incomeaccy

“salaries; gross investment and business direct and indirect taxes
The interesting business payment is the gross investmentpsyment

4 tion that explains this flow.
' balance sheet account usually are not significant for business firms.

,_Payments on balance sheet account by ordinary firms. consist
- interest and principal on debts and dividends onequities. The abilit;

in- turn will lower the income payments by households — which ¢
further lower income and ‘cause further pressure on the financ
institutions involved

2 Business Firms

“a. Income account, We ignore the input-output type of rs

are due to the sale of consumers’ and investors’ goods and services ‘
Business firm payments on income account are for _wages an

and any model designed to explain money flows must contain a rela

b. Balance sheet account. Aside froxn trade credit receipts 0

of business _vfirrns to. ma.ke these contractual payments dej




i Ak

_* For completeness we should include trade credit, by which some

" business firms finance ‘other business firms. The creation of the

- lability which is a business— business portfolio transaction —ac-

companies a flow oﬂf‘goodsvoxf-;servicesrﬁthe;" than money, and
results in a balance sheet position that can be an important deter- . . i .

minant of the future behavior of the borrowing and the lending unit.

3. Financial @gtutions

Our special interest in this paper is to examine the conditions* © § ‘¢

under which financial distress: or crisis can ‘occur. Since wide-~
spread financial distress or a financial crisis is most unlikely
to occur unaccompanied by financial distress for at least some

financial institutions, we are particularly interested inthe money. -

flows to and from these economic units.

the quantity of money. The quantity of money is increased when the
monetary system acquires assets and pays for them with newly
created money. This transaction is equivalenttoa payment ‘on port-
folio account by households or business firms: ‘Similarly a decline-

in the quantity of money is associated with a decrease in assets of

the monetary system, However this decrease of assets may take
the form of a sale of investments or a decrease in loans, In the
“ancient® days when financial crises were associated with com-
mercial banks® need to acquire “reserve money,” the decrease
in bank loans often meant that business firms ‘were unable to

refinance a position. This meant that business firms as a class

were not able to do what they “normally” did — issue new debt to

banks to acquire funds with which to repay maturing debt. The -

maturing bank debt represented a dated balance sheet account

. money flow from business to the banks. The new debt would be -
- represented by a portfolio account money flow. As result of being -

unable to refinance their position, the business firms only recourse

- was to attempt to decrease their position — to sell their-assets, or .
at least no longer accumulate assets. These attempts adversely ,
affect asset values, increase money flows on portfolio account, and g

- decrease purchase by firms from firms on income account.

In the examples of money flows toand from financial institutions
rysystem will be ignored.

_ that follow, the money flows of the monetar

: a. Income account. Basically the income account is not very
significant for financial institutions. They receive money onincome .

-:account ‘due to current services-such-as brokerage, underwriting,.

- ‘and current insurance that they provide. Their payments on income -

“account are of course their wages and-salary bill,

g g A et

' Tles on halance sheet. account include both interes
- principal payments on the debts they own. These flows come from:

- financial intermediary is the result of transfe =
| | intermediaries. Such within the class transfersare always important

It is necessary to distinguish between the monetary system and . | . ' ’

other financial institutions. As far as the monetary system is -
concerned the most interesting transactions are those which change .

 sidered as payments and receipts on incoime account whereas the

or even 4 personal asset as a result, What the househ,

“time an ¢lement’ in the decision ‘process. of households; business -
firms, and- financial. institutions is the fact that under specified
- Contingencies government transfer payments or government insur- -
. Ance guarantees will become operative. These itemsare tingen

households, business firms, and governments, Payments onbalance i e
sheet account include the withdrawals from savings intermediaries . -

FE ' households,  as well as. interest payments by financial inter-

mediaries. -

e P

olio account, Money flows to fina
o sccount, Money flows to fi

for the liquidity of particular units. Guaranteed markets for their i
earning -assets or their own debts is of course necessary if any

~particular class of financial intermediary is tobe protected against
- a serious crisis. In this respect :

serious cr ‘ the conditions under which a par-
ticular class of financial institutions can tap the central bank is an
impoxjtant ‘determina_nt_' of their vulnerability to financial pressures.

Money flows on portfolio account f_l:pni,finajnczal interme.digries :

- 88 a result of their purchase of newly created debt instruments -

from : households, business firms, and governments as well asa
result of their purchases of existing financial assets from these units,

4. Government ‘
a, ;ncox_na account. Government receipts on income account are Lo,
the result of taxes; their payments on income account are for -
wages, salaries, goods, and services. ST

b. Balance s

et accou

t. Government receipts onbalance sheet

7; AaCQQI_:i'x}f:afé‘.,'tiﬁi&ia’lv___lf}they_ exist; their payments on halance sheet -
_-account include the interest and principal on government debt and’~ .
“-all the transfer payments. There is of course an asymmetry here:

the receipts for the protection the government provides are con~-
nment thakes are considered to be part of the
- The reason for doing: this is that the Hability.
S0c1e urity, etc. account is related to household -
ncome and the household i8 not acquiring smarketabl

“contingent .
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e . s,ssets” of the deoision-rnakingrunits, they are contingent liahilities _

of the various government agencies. :

c. Portfolio account The receipts of government on portfolio %

account are due to netincreases inthe government debt outstanding.
There are no significant government payments on portfolio account.

D. The Evolntion of Balance Sheets and Monex Flows

During a sustained boom in whichthedrivingfactors are private
household and business investment, the increase in money income - |
between any two periods depends upon either the creation of new . |
money or a substitution of debts (and possibly equities) for money, . |
i.e., by a velocity ‘change. The debts which are substituted for |

money in the portfolios of households and business firms can be

either the debts of financial intermediaries or the debts of the R

government which are “sold off* by financial intermediaries in
order to acquire the debt of the investing unit.

‘A privately generated sustained boom is associated witha change
in the significance of financial intermediation. This may take the
form of a change in the composition of the assets owned by financial
intermediates even if there is no relative increase in the volume of
their liabilities outstanding In the absence of inflation, business
and household. debts grow relative to income and interest rates
~ rise during a sustained boom; this means that an increased portion
~ of the receipts of business firms and households are committed

to the servicing of labilities and the private balance sheet money.

flows increase relative to the income account money ﬁows

Another financial aspect of a sustained boom deals with the.
increase in the prices of financial and real estate type tangible

assets which takes place. As a result of capital gains (both realized ° s

and unrealized), the net worth of households rises relative to
household’s income -and balance sheet receipts. As a result there

is an increased willingness and ability of consumingunits which own . | -
equity and real estate type assets to debt-finance household ex- '}
penditures. Hence as a sustained boom is prolonged an increase in= §
luxury consumption and household investment will take place, This
is ‘an expansionary factor, and the rise in the ratio of household -
expenditures to income that this’ induces tends both to sustain the

boom ‘and decrease the ratio of investment to income

‘Business firrns will also own property which has appreciated inf '

value; this will be especially noticeable for commercial property. As
a result of the workings of the tax laws and of traditjonal account-
ing practices it is to the advantage of these firms to sell such prop-

_erty and realize capital gains. By realizing capital gains, the firm’s -
equity accounts are increased whioh will if it chooses enable the y

> ,,._gssanacn STUDY.TWQ

_."flecting the ‘capitalization of ‘growth prospects, as_ a boon: iap '

“of the acquisition of these nowhigherpricedassete is ‘wel
the financial structure is vulnerable on two scoresto

./ 'asset prices if the expectation of growth is “abandoned,
and most obvious is that the value of equity and real*estat

~ protection that is due ‘to the difference between the market value
‘of the asset and the loan. The protection of the lender’ can also be

5 t.he net worth of the lending institution, -

' _assets. Transactions on portfolio account, especially within the
= sectors; by dealing in existing tangible assets as well as financi
‘ assets. will increase relative to lncome and balance sheet ﬂo

O _An investment boom in real estate can occur, which will sustai;

. . .the growth process, But'a boombaseduponextrapolation of exi
“rates of change of asset prices can result in the constructios

- more of such. assets than current demand canuse, As a r

‘ _:boom in time can lead to an’ oversupply which in time will te

»_-things 80. that, whatever decreases in asset ‘values tak

_relative to income. ‘The value of equity and reale
“rise relative to the current income imputed. 1 the
flows “on’ portfolio’ account. increase relative:

expectation that growth will’
'rices of equities and real estate type assets r

Ionged. debts will reﬂect this same capitalizatl

: assets will decrease. Second and equally important, this deorease in
the value of these assets will lower and in many cases even ‘wipe.
out the protection that the lender had when he made the loan,

imputed to the net worth of the borro ower. Thé decreased value of
the equity or real estate typeasset can, by making the market price
of this asset less than the amount of the outstanding loan, affect

The desire ta realize capital gains and to acquire assets whioh
can be financed on favorable terms and which may appreciate will
lead to- increased trading activity in existing tangible and financial

Onoe capital gains in real estate become “expected' then the
development and construction of real property can be undertake:
in order to take ‘advantage of such opportunities for capital gains

lower asset values. The: problem of financial stabilityis to’ arrar

this decrease will remain isolated

boom. The. *balance sheet® money £

‘balance sheetand income account. (Transaction vel
relative to income velocity) As a result of the need




Vpr'iv'até investment by debts and the mcrease in the market

~ to assets basically free of risk increases.

equity and real estate assets, the ratiointhe ‘economy of risk assets = |

The rise in the ratio of debts of 'priv'aie'uhug; to lneomethat .

takes ‘place does so by increasing the “layering” of debts in the

economy; the structure of financial intermediation becomes more .~ }
complex, The financing of investment by inoreasing velocity in- - "
creasingly takes the form of specialized institutions “borrowing :

- short® to “invest long.” The growth and expansien of such financial
_ institutions: increases during a sustained boom. In:terms of wi
will be taken up in Chapter VII there is an increase in the numbe:

of institutions and the proportion of assets that should, because of -
~ the nature of their balance sheets, have access to the central bank, .

In general, during a sustained bobm‘the_'ﬁnancia?l system so
evolves that it becomes increasingly likely thata slight decrease in -

income, of the type that occursfromtimeto time during a sustained
boom, will lead to rather large financial reactions, When a response
is in some sense disproportionate to the stimuli then a system is
unstable. Early in a sustained boom, before the financial system has
_evolved, slight decreases inincome donot resultin a large financial
-reaction. The evolution of the financial system during a sustained
boom is from being a stable to being an unstable system.

E. Financial Distreés_and Fihanci}ai Crtsié

1. Introduction and Definitions. Up tothis point we have used the
terms financial difficulty, financial distress, financial crisis, and
financial instability without defining them and without being precise.
We will now define each of these terms and specify the class of units
to which they refer. S :

We will use the térm financial difficultyasa generic ter;m' which
includes both financial distress and financial crisis. Financial dis--

tress will refer to the financial difficulties of gn economic unit, 3
-and financial crisis will refer to a situation where all or a very |}
‘significant segment of the economy is infinancial distress. Financial

- instability will refer to a situation where a slight disturbance in

tress so that a financial crisis can result. .

the money flows can lead to sufficiently widespread financial dis- | B bl R T e T
CoL - © . “Aunit may be in temporary financialdistress, that s, thers ar
, .o ... f  cortain-money flows to the unit over a somewhat longer time span
. Our first problem is to define financial distress, An economic - -f - Which will enable the unit to meet its obligations. In this case the
unit, be it a household, firm, financial institution or “government®. 4. ‘ i
is in financial distress anytime it does not have sufficient money - ..
~on hand and in sight to make the money flows it is committed to - ¥
- originate during the succeeding short period. Often this situation. = |
will arise because the unit is unable tofulfill the commitments stated ;.
- on its ‘balance sheet liabilities (including endorsement, demand,and .

~ Money flows from a unit. A unit can be placed is cial d
~ When there is some “unforeseen® | ot in s ranaisl dlatroas

A decline in the market value'of assets may result in money flows:

 creditors,, or other units, may refinance the unit ahd the mor.
. ,~Dated commitments. to purchase . an. asset can be a cause of -

ves commitments. to purchase . an: ass 1.be. a cause of
financial distress: ‘however in our’ classification:-the dated’ com-
 liability, -

labor .or the receipt-of goods; ane
the good or service is usual, fingnoial
ie account, i.e,, moneyflow “commitments®
e transactions cannot be honored. Of cour
ed by transforming the deb

sheet liability, so-

It is important to note that financial distress cannot bedue to

. equity liabilities. No matter how regularizeddividendpaymentsmay

| -+ have become, no penalty, aside froma decrease in the mu; e
¢ .- Dave hecome, )  Iroma ceasein the market value -
- o the Hability and the possibility thgt management may suffer from

the ire of stockholders, results frdm a business firm’s mis; i
dividend. Also, if ‘an economic unit has “signed” a ,con:rzitsts;‘;)ga;

life insurance premiums or make regular deposits into a savings =
account, the unit is not necessarily in financial distress when it s = = -
‘unable to make payments on these contracts. Once again itisa
question of the penalty for not making the payment, and in these -
cases the penalty is slight or nonexistent. S o

Financial distress for an economic unit ‘eannot ari anse
. tress for an lomic \nnot arise beca :
of a portfolio transaction, for, in our language, portfolio ‘purchzig::

‘are always the result of current decisions and we do not allow for ';-"7;‘

It must: be made very clear that 'jfh:l.afn'cial distress -re_féfs to: i

element in money flows to a unit, -

serious ‘penalties associated with financial distress will not b

mitment to engage in a portfolfo transaction is a balande sheet



‘280

to a“unit on portfolio account being smaller than had been expected.
In this ‘way portfolio receipts may result in the unit’s being unable

to meet money flows due to balance sheet or income commitments.
The examination of the relation between money flows to a unit and
financial distress will be our concern in the next section, :

Hence we have thatan economic unit is in financial distress when

it cannot meet its obligations in its balance sheet liabilities and
some penalty, considered to be serious, is attachedto such default. .
The penalties for default which are considered serious have quite
a wide range. Among the penalties are (1) loss of reputation, (2)

impairment of the ability of the defaulting unit to issue debt in the

including repossession, forced sales, and bankruptcy. Hence for
our purposes we can assume that everyeconomicunit tries to avoid
being in financial distress and will do “all that is within its power”
to avoid this situation.

An economic unit can avoid the possibility of financial distress

by never signing a contract to make payments in the future and by "

never spending without having the cash on hand with which to make
payments. This implies that the unit has such fear of financial dis-
tress that it does not take advantage of apparently safe financlng
opportunities. Such units can be called absolute risk averters.l

We will not include within the phrase “doing all that is within

its power to avoid financial distress” that the economic unit does
not engage in the type of activity which leaves it vulnerable to
financial distress. Hence debt financing, the making of payment
commitments which require uninterrupted money flows to the unit,
and other activities which include the possibility of financial distress
will take place. What we assert is that given that a unit makes such
_contracts it will conscientiously try to fulfill them. NPT

We have defined a financial crisis as a situation in which “all
or.a very significant subset of the economy is in financial distress.”

The phrase “all or a very significant subset of the economy” is, - !

as it stands, imprecise. Of course we could speak of a financial

crisis within a precisely defined subset of all economic units; for -

‘example all Government bond dealers, all owners ofa corporation’s

stock, all employees of Y city, etc. This usage has considerable

merit, for localized financial crises can occur.

- However ‘we want to be able to speak of a financial crisis

within the economy as a whole, If we.add to our rdefinitio_‘nfa. phr,_qis,g to E

~ op. cit.

 15See J. Tobin, “Liquidity Preference as Behavior Toward Risk,”
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{  becoming a financial crisis. Hence our definition of a financial

the effect that a trend in the number _ wolal
distress is evident §o that, unless some compensatory action takes -
place, soon all units will be in financial distress, the lack of precis

~'sion in our definition of financial crisis is removed. This modifica- = |

 tion will also enable us to consider situations in which ‘cGentral bank
or government action prevents widespread financial distress from
is

is: _ LGS Tt e L
{ A financial crisis exists when a very significant subset of the

1 . -conomy gizfimch;iéﬂtréqa;anﬂatre‘nd is evident so that unless = =
- Bome “outside® event takes place soon almost all private economic: =

] units willbein»_financlal!distr'ess.' P MO s

future, and (3) various legal recourses against the defaulting unit - '

Financial instability exists when “a slightdisturbance® inmoney
flows will result in such widespread financial distress that a finan-

cial crisis is threatened. As willbecome evident in what follows, an

‘economic unit in financial distress results in financial losses to
other units. These financial losses can result in the other units

becoming distressed. Hence an interruption in the flow of money

from a unit can result in additional interruptions in the flow of

money. There is no need for such a “wave” of financial distress

once started to become generalized. However it is possible for the

financ_ial and money flow interrelations to be so delicately poised

that the slightest interruption of money flows can result in general-

ized financial distress. On the other hand itis possible for a finan-

-clal structure to be stable with respecttoa given extent of financial
g}:gess and unstable with respect to a greater extent of financial

ess.. ' S S : ' '

‘A more precise definition of financial instability would be that:

Financial instability with respect to a given extent of financial
distress exists whenever financial distress of this given extent or
greater results in a financial crisis. The extent of financial dis-

~ tress. refers to the number and distribution of the units that are in -
financial distress. If the extent of financial distress is below the
-critical level, then the endogenous phenomena by which one unit -
in- distress affects other units will not lead to a financial crisis. ¥ .

the extent of financial distréss is above the critical level, then no - D “
necessary for the financial systemto =

further outside shocks are
~generate a f;@néiql ‘crisis.

It 18 obvious that when we arguedearlier, in general terms, that

the financial system evolves during growth so that it becomes less il
Stable, we meant that the extent of financial distress necessary : = '

 for an internally generated financial crisis (internaltothe financial =~

- 8ystem)-decreases as the sustained growthprocess proceeds. Hence . -

. @ given size exbernal shock, which would not generate a financial =
crisis 'in the early stages of a period of sustained growth,is = . .

- sufficient to generate a financial crisis at a later date.




L RESEARCH STUDY TWO ~ §

In addition to the terms financial difficulty, financial distress,
ancial crisis, and financial instability we will use the term fi-
ncial losses to cover situations in which a receipt due on balance
ieet account is not forthcoming or an asset a unit owns decreases
market value. '

We will first examine how an economic unit is placed in financial
stress. This examination will be carried on in two steps; we will
*st examine the ways in which any unit can be placed in financial
stress and then we will examine the applicability of these ways
households, firms, and financial institutions.

In the following section we will examine how financial distress
n be generalized. This has two aspects: the effect of an outside
ange on the individual units and the effect of the financial distress

a unit or set of units upon the financial situation of other units.
is then argued that a financial crisis will occur when financial
stress of one unit adversely affects thefinancial stability of other
its and that the path by which financial distress generates a fi-
ncial crisis involves the effect upon the value of financial and
al assets of a generalized attempt to meet financial commit-
ants by portfolio sales.

After examining how financial distress can-be-.éenera*h’zed into
'inancial crisis, we will be ina position to describe the attributes
a stable and unstable financial system. We can then return to the

sic question of how the very process by which privately driven-

onomic growth is financed transforms a stable ﬁnancial system,
th respect to a given extent of financial distress, into an unstable

ancial system, with respect to the same extent of financial dis-

288,

2. How an Economic Unit is Placed in Financial Distress.

a. General discussion. How is it that an economic unit is placed
a situation where it does not have sufficient money on hand to
fill its currently due commitments and there is no good prospect
it it will be able to fulfill these obligations in the “near” future?
ve ways in which an economic unit can be placed in financial
stress can be distinguished:

1) The unit may have made losses on income account.

(2) Other units may have defaulted on money due it on balance
eet (or income) account, :

(3) The market value of its assets may have declined. !

(4) An increase in its current liabilities may have taken place
thout anequivalentincrease inits current assets (i.e., a contingent
bility became current). g
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(5) An unusual or unexpected exercise of demand options by the
owners of such contracts may arise,

The first way in which a unit can be placed in financial distress
reflects either a deficiency in the money flow to the unit or an ex-
cess in the money flow from a unit or both. The second and third
ways in which a unit can be placed in financial distress reflect
interruptions or “short: falls® in money flowingto a unit, The last

~two ways in which a unit can be placed in financial distress refer

to increases in the currently due balance sheet money flows from
the unit. S : e :

- In. textbooks on money and banking it is usual to distinguish
between liquidity defiried as the ability to make payments when due
and solvency defined as the unit’s havinga positive net worth. These
banking ideas are applicable to all classes of economic units. Our
definition of financial distress has emphasized the illiquidity aspect
of a unit’s financialproblems, however, by excluding “temporary®
financial distress we have apparently excluded the cases where the
unit is solvent. For if the unitis solvent, that is, it if has a positive
net worth, then by selling its assets it could fulfil] its commitments -
to make payments; hence in a perfect capital market its distress
will be temporary. The only exception is if there is a significant
difference between the price that some assets, real or financial,
can fetch in an orderly sale and the price they can fetch in a hur-
ried or forced sale. The money and capital markets would charge a
large risk premium for financing this unit. In ‘such a case a unit
may be in financial distress and both creditors and debtors raay
choose an orderly liquidation of the unit rather than a hurried
liquidation, In these circumstances a unit may be in financial
distress in the sense that it cannot meet its commitment “soon,”

but as orderly liquidation proceeds it may turnout that the unit had
a positive net worth.

We will now explain more closely the various ways in which a
unit can be placed in financial distress and examine how each of
these ways applies to the different private classes of economic units,
Of course the: government, - considered as a national state, can

never be in financial distress as long as we restrict our attention

to domestic-financial relations. This is assuming that we have a

Smoothly working modern banking system and the central bank has
no “private” veto over government policies. With a primitive mone-
tary system or ‘with a truly independent central bank the national
government could find itself unable to meet its commitments and

-unable to create money to get out of this embarrassing position, We

will agsume that this cannot happen in the modern world. -

We will also ignore the more realistic. possiblity of financial
distress for state and local government; It may be that situatio_n_s .

#




which municipalities and- states default in their obligations will
lse from time to time, but we will quite arbitrarily assume that
: federal government will support-state and local governments
the extent that it is necessary to prevent their financial distres

b. Losses on income account This path to financial distress

related to the prorfit and loss statement of an economic unit. As=-
me the balance sheet assets and liabilities and the money flows
guired by them are given. The balance sheet money flows yields
set of ‘minimum inoome account receipts and expenditures the -

it must satisfy if it is not to finance a deficiency in money r

Ipts by engaging in portfolio transactions. For any given amount*
income account receipts there is a maximum amount of income

: As long as a
sete" it can be assumed to

count expenditures which the unit can make withoutbeing required | S

engage in portfolio transactions, and symmetrically for each 5
ount of income expenditures there is a minimum amount of "
some receipts for the unit not to be forced to finance its money e

w8 by portfolio transactions

A unit which has to financ_e its money flows by p‘ortfol'io‘ tra_ns-iv.» '
tions may either issue liabilities or dispose of assets. Both of "
3se processes have limits; either the acceptability of its lia~- -

ities decreases or it runs out of assets

There is an exception to the proposition that a unit’s liabilities,-_ »
1y lose their acceptability: if a unit is investing, the increase
assets and in future earning power due to the income payments = |
r the investments may be sufficiently great to result in the ac- - '
ptability of its liabilities’ being undiminished by the increase in. -
sir amount. For a typical going concern which is investing. if the'_-j’- e
vestment expenditures were “segregated” it would not need to fi- S

nce its expenditures by portfolio transactions.

We will now ignore the financing of investment Given the balance S
eet flows, ‘a unit will have recourse to portfolio transactions'to
plenish its money supply if its income receipts and expenditures’
sult in a deficiency of money flows. We will call such deficiencies -

e to income account receipts and expenditure. “losses on income
count®; they result in a decrease inthe net worth of the economic
dt. With the possible exception of households whose head is “aged"
: can ‘assume that no unit wantsto make losses in income account.

" Once the private financial resources are exhausted or seriously:“? o
- depleted the household will cut household income expenditure to the -

.expenditures on income account and balance sheet Hlabilities which . S

- costs can lead to losses on.income account. Due to depreciation
accounts. net losses on income account may be compatible with the
“unit’s ‘receiving sufficiently large cash receipts to finance current
: '_».._v'cash requirements on income and balance sheet accounts. In the '
i . case where the firm {s making positive gross profits and negative‘
i net profits. presumably the produetive capacity and the net worth g

level of disposable income and if necessary default on its balance 00
sheet obligations L . s :

L Business firms have some rather inelastic components in their'.v." =

impose money flow requirements. A decrease in sales or a rise in

»sses in income account can be the result of receipts falling short
expectations or expenditures exceeding expectations. Even though
unit is' making losses oncurrent income account, as long as it has
rtfolio assets or. the ability to issue debt, we assume it will meet
3 obhgations on its balance sheet liabilities s g

‘Household’s consumption expenditures tend not to respond im—
cdiately to a decline in household disposabie income A househoid‘ _‘
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of the business firm are being dAeprQas:ed‘ in grfiel.'vto, fultil; the State___" and 1 unicipa lities can be foOéd in{d Hnsicial d_is-ﬁ-‘es'é'" L

’ 17 : AL : CA . : ]
firm’s financial obligations, _ o » 1 because of income rec eipts declining and expenditures, not being =~
' Nithla o B flexible. But we have decided to ignore these possibilities, although® =
Some nonfinancial business firms have little in the way of fi- enific ST _ . Sia o, £ ER
nancial assets which can be liquidated if the money flow to the unit P 'ﬂ"’fy Were gi Hficant _;nfearu-e"? financial crises. ' ‘

falls short of the required money flow from the unit. Most of the , efault Tiv  obhar wimbba A i e

assets of nonfinancial firms are tangible assets. If the money flows & ¢ Default by other units. An economic unit can be placed in
e the T e, 1. - ¢ - financial distress because of default by other units on money flow

due to sales are insufficient to finance the money flow from the unit ommitment noring the fact oh defavlte mev b ity

on income and balance sheet account, afirm will have to raise cash : ‘g;mmiu tmtgn 9 Ignor_gig‘ll-the',ac:t that g;xicdeftai‘ultsn‘;gbu? the r'est‘l?t ‘

by selling its financial assets and pledging or selling its tangible it ttaloinded Income transactions, these defaults are the

assets, The ability of a firm that is making losses to raise cash result of balance sheet relations amongunits. Such defaults of course =~
by selling or pledging its tangible assets can be quite limited,

* mean that the lasuing unit 18 in finanoial distress; and this default =~ -
- on balance sheet. cbligations is one way in which the Tinancial

e SN e i

especially to the extent that its tangible assets are special rather : , L g S S o

than general purpose assets. - , ; dig_tress of f’“? unit affects the ‘f_inancialpos‘it'iox_‘; ofr_.gnolther.‘
Nonfinancial business firms also can have a fairly large debt Syhf:::mtfam 2: :xlg;;sﬂzi\tl;ntg;yitipw?tzit;a:;:; mef:olx,;riifef; ‘

component in their liabilities. These debt components not only ‘required if the unit i8 to avoid financia] dis‘tféés. for each unit at

require current “servicing” of money flows from the firm, but they. any given time there is a limit to the defaults it can tolerate and

may be “short” term so that “repayment” money flows are also : . " - ' :

still fulfill its own commitments. ¥ defaults continue and increase,
required. If the firm is making net profits and its net worth is , oy fo ~ _ v A
increasing, funds to pay off due debt can be obtained by T efinancing j the limit to further tolergble defaults will decrease.

operations—-by issuing new debt. The possibility of doing this de- S T o W
creases as a firm continues to make losses, so that its net worth . Ihe defaults ‘on balance sheet acoount can be of servicing

" : charges on- contracts not yet due or they can be of the principal
is decreasing. . amount. In addition each payment on an amortized contract is a
There are always firms which are on the “margin,” so that a phyment of both principal and servicing charges, The only real

. o B = A ‘significance of this distinction is that defaults on principal usually
disappointment in its sales will lead to financial distress. Hence o laroer them defon 16e PP ; -
a downturn of income will lead to an increase in financial distress. are much large r‘tl_ufm dedaults an running interest payments.
The larger the debt component in firms’ balance sheets, the ‘

gmeir B o ek et o e R B 1S X bk of ot e corporions et et i
:he smalé:;mtthe ratio g nlet w°rthﬂ’]:°b:°tg debtsb-lm%lfy f:hat’ ¢ account takes place. ‘This repercussion of a decline in national in-
prlla:edpri?l finan};i:f r:isigt’;res: ‘a:rtghe: rv;sult of agg?:r'lglx::creas?;: QM can lead to financial distress on the part of the asset owner.
v end t of a y Of course no default by .the corporation that cuts its dividend has

taken place; however it is a decline inmoney flows on balance sheet
account. - U .o B R

distress because of income account transactions. Their financial
distress problems center around balance sheet flows and portfolio
changes. : - '

_ Financial intermediaries cannot easily be forced into financial

- _One type of default on balance sheet account is of special im- .
‘portance ‘in the generation of a financial crisis; this'is a default =
by a deposit issuing’ organization, ‘Even though by law the various - .-
savings deposits have a waiting period that can be enforced by

— | A o o} fhe lssuing organization, in fact these deposits are demand de. .
170f course the net profit as shown in a firm’s set. of books or prmeatlafl ol nf:fai&t oneﬁﬁﬁic’ia?&?fé’é"&iﬁqﬁ‘f: *é{ieﬁs’fic"';

bictive.capacity or. Srenl® et werty Gl PoIE 0 SO | ihiough defuult ‘on balamoe. shast smemceount bao taken place.

o, 1 o e Savane: Det worth, Glven our corporatetax - felaw on belance she financial crisis, we will assume -

laws, it is to the advantage of a firm to transform net profite¢ into =~ . that such defaul * o : R

*apital gains. ‘We arbitrarily assume that we have a correct set of ' T,
Jooks so that net losses de result in both a decline in productive
sapacity (which may be lagged) and a decline in net worth, o

‘drawal, then a

A LR s i i S i

alts will not be allowed to occur in the future.

- Households can be placed in firancal distress by a defaultof
- money flows ‘due"them. in & ‘number ofdifferg_rfxt'w&ys. ‘One wayis .



if the savings intermediaries default --ifnot j~1_eg‘auy? then in fact i
by exercising their waiting period option. Decreases in dividend i

payments by corporations by reducing the disposable income of a
household may force households to default. ‘

Households are not too large holders of privately issued financial
" assets other than financial intermediary liabilities and common
stock. As a result even though default of mortgages and private
‘bond issues will affect households directly, the main effect of
defaults by such units will be indirectly
.upon the financial intermediaries. o

We ignore the possibility of default bjr the various gOve’fnments

on their liabilities, although this took place by state and municipal

governments in the 1930’s. :

Business firms hold little in the way of private financial lia-
bilities other than money. Hence aside from the “ancient® type
of financial crisis, in which commercial banks were unable to meet
their commitments for the transferability of their liabilities, and
which we rule out as being unlikelyto occur again, there is not much
of a chance that business firms will be placed in financial distress
'becaus’e‘of balance sheet defaults by other units. .

Financial intermediaries hold as assets liabilities of house-
holds, business firms, other financial intermediaries, and govern-
ments, Aside from the various types of investment trusts, the assets

“of the deposit intermediaries are largely debts. If other units default

“on their labilities due to a decline in their income, the reduction .

in money flows to financial intermedjaries may be such as to place
.some of the financial intermediaries in financial distress. The
immediate impact of household defaulting on mortgage and consumer
credit paper, on business firm defaulting on mortgages, corporate

bonds, and ordinary business loans will largely be on financial

intermediaries. :

~ If a significantly llarge number of financial mtermedia‘ries:aré' ‘

placed in financial distress, then a further interruption of house-
holds” and business firms’ ability to pay will take place. For in

" comparison to the number of economic units that hold the liability
. of a household or a business firm as an asset, the liabilities of

- almost all financial intermediaries are widely diffused throughout

“the economy. Hence the impact of ‘a’ default by financial inter- -
. mediaries on their liabilities is particularly widely spread among.

other units, :

One other impact of defaultbyfinancial intermediaries on house-

‘Ahold's and business firms should be mentioned. The liabilitiés of
most financial intermediaries are considered to be liquidand well-
nigh risk free assets by the households andbgsines,_s_ firms that ‘own .

through their effects

i s St Sy i s
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them. Default by a financial intermediary not only decreases the

cash flow to units that would want or need to withdraw from 1:!13ﬁ
unit at this time, it also imposes financial losses upon other de-'

_ ' The possibility that households and businesa firms will défahlt
on their balance sheet liabilities increases when financial inter-

' mediaries default in their own Mabilities; the possibility that fi-

i2

- positing units by decreasing the over-all liquidity of their port- .-

nancial intermediaries will default on their liabilities increases

bilities on the other, financial distress by financial intermediaries

interrelations between households and business firms on the one
hand and financial intermediaries on the other rests the possibility
of a destabilizing feedback process being set in motion.

d. A decline in the market value of a unit’s assets. When the
flow of money to an economic unit on balance sheet or income ac-
count is interrupted or diminished, either due toa decline in income
or default by other units, the economic. unit will try to make up
whatever . deficiency exists in its cash position so that it can fulfill

‘its own commitments. It will engage in portfolio transactions or
- transactions involving tangible assets in order to replenish its.
‘cash position, These portfolio transactions will consist of the

sales of real or financial assets or the issuance of its own debt,
A unit will be placed in f;nanqial distress if the amount of money

it can realize by selling or pledging its assets is insufficient to
enable it to fulfill its money flow commitments. o :

- when- households  and business firms default in their labilities.
. -Because of the extent of the relations between private Borrowers
. and financial intermediaries on one side and the extent of the owner-
- ship by nonfinancial private units of financial ‘intermediary lia-

'is an important step in the generation of a financial crisis, In the :

Transactions involving deposits in financial intermediaries are

- of such deposits that it candraw uponto enable it to meet its money. =

flow commitments. =~

included as “balance sheet” transactions, The assumption here is -
- that the unit with a Gashdeficiency does not have a sufficient amount * ..

K the market value of an asset declines, then the unit owning = -

market values, This decreases the unit’s ability to borrow, If the:
decrease in the market value of the assets it owns is so:great as._

to make the net worth of the unit negative, then the owners of the
unit’s debt labilities will choose to exercise whatever powers they
have to force payment, and certainly a négative net worth unit will -
not be able to get its debts extended or refunded. Hence the decline - -

. the asset has a realized or unrealized capital loss depending upon -
* Whether or not it sells’ the asset. These.capital losses decrease .
the: net worth of the unit if we measure ail asset values as current
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| the market value of assets, by decreasing the protection thata

nit’s net worth provides for the lenders, decreases the likelihood
1at a unit which needs toacquire cash by issuing its debt can do so.

The effort to meet money flow commitments by selling asseéts
3 a crucial stép in the process by which financial distress is gen-
ralized into a financial crisis. if a unit needs money and the only
ay it can acquire money is by selling its financial or real assets,
+ 18 putting pressure on the market for this asset. Its actions will
ind to lower the price of the asset. I other units are in the same

redicament, then the price of the asset willhave to fall until there

re units which are willing to take a position in the asset. Hcwever
is not only the units in need of money which are suffering financial

)8ses because of the decline in the market value of this asset, but -

1 units that own this asset.

A household can be placed in a position of financial distress if
€ market value of its assets decline, that is, by a.decline in the
tue of the equity (common stock) assets it owns and the real
itate type assets it owns. The market price of both of these types
' assets can reflect the growth expectations prevalent in the
ymmunity. A change in growth expectations can result in a sharp
1l in the price of these assets. K these assets have been pledged
v security for debt it is possible for the current market value of
e debt to be greater than the current market value of the asset,
ven if this does not take place it is now.impessible to borrow as
uch as previously in order to hold this asset; and unless the debt
:re sufficently long term, a need to pay cash in order to continue
Iding the asset may arise, i.e., it will be necessary to reduce
e debt. '

Of course the decline in the market value of its equity and real
tate assets decreases the ability of a householdto finance income
d balance sheet expenditures in excess of disposable income.

‘nce the effect of a decline in income upon consumption will be

eater if it is accompanied by a decline in asset prices,

Business firms may be affected by a decline in the market price
its inventories due to forced sales by units that are making cur-

nt losses as well as by a decline in the market value of its real .
sets. Inventory liquidation is one way in:which a business firm

eding money can acquire money. To sell inventories fast it is
cessary to lower their price. This decline in price affects the

ancial picture of all firms in the industry and lowers the amount
}y can borrow. ‘ '

The market price of business firms’ real assets could decline
1 decrease the ability of firms to borrowin order to obtain cash.

is will also diminish the prospects of refinancing their position

en existing loans become due.

 to be complete 18 - -

price of fts real assets is the firm that owns commerecial property:
offices, buildings, apartment buildings, and hotels are good examplés,

These firms are usually large scale borrowers. Any decline in the -
- market value of such properties ‘will seriously affect the ability

of these firms to'acquire money to meet deficiencies on income and

balance sheet account by borrowing or selling their assets,

_Financial {ntermediaries are the class of economic units most
‘sensitive to a decline inthe price of their assets. The overwhelming
broportion of their liabilities is fixed in dollar terms: The ratio

¢ Welr total assets to the owners’ investment is very high. A
large proportion of their liabilities  are in effect demand or call =

liabilities. A decrease in the market value of their assets could
lead to a large-scale exercise of the demand option by their
creditors. o :

Even though l:hey. on the whole, purchase Oxﬂy debt instruments,

financial intermediaries are vulnerable to a decline in the value of -

their assets because they typically lend for a longer term than that
for which they borrow.

e, Cont nt liabilities becoming curre t., An economic unit may
be placed in financial distress because an undue amount of its con-
tingent liabilities became current. Of course the case that comes
to mind at once is insurance, butaside from the possibility of some:
highly unlikely events occurring, this is not a really relevant case,

The major case that is relevant is of accepting or endorsing
operation. ¥ the original maker defaults in an obligation, the con-
tingent liability becomes a current ‘liability and the endorsing
organization acquires as a current asset the liability of the unit in
distress. In the past some financial crises have taken place because
financial intermediaries which specialized in endorsing were un-
able to fulfill their obligations. - E : T

- At present the vaSi‘,p,roportign of financial (as_ggalnst ins_urance’)

."con_t,ing'ent_ liabilities. in existence are by government or quasi- ‘

government agencies, There 1s no real prospect that financial dis- o
tress for any class of private units will take place because of the:
existence of contingent liabilities, It is included in the 1list in order .

. 18The difficulty in developing a private mortgage insurance or-- = .
- ganization to insure conventional mortgages, which may be an es- = -
sential step if a better secondary market for conventional mort- =~
_gages' is to develop, centers around:the fact that insurance against. =
an economic ‘event that is the result of the performance of the - .
- . €conomy is rot equivalenttoinsuringagainst anevent whose various . .
- (Continued on the following page.) = - - N

One f;)rm of busi_n_es_s 'orgamza,ti,bn'mt is very séngitlvé"fo the
t
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- 1, The exercise of demand options. Financial distress for fi-
nancial intermediaries can be the result of an unexpected exercise

of demand options by households, or business firms. A decline in
income will put pressure on depository institutions from house-
holds. This pressure may result in net withdrawals from these in-

stitutions. This-unexpected flow of money from the financial inter-

mediaries can force these institutions to. try to sell their assets.

Any general attempt to realize cash by ‘selling assets leads to a

decline in asset values. This can lead to financial distress for .

financial intermediaries. o R

No organization with demand or well-nigh demand obligstionsis -
prudent if it does not have a guaranteed refinancing source so that
it can acquire cash, if an unusual exercise of the demand option

lakes place, without being forced to sell its assets at what the
market will bear. The central bank is such an organization for the
>ommercial banks. One weakness of the' American financial system
is' that such an organization does not exist for all demand or well-
iigh demand borrowers. There hasbeena tendency to create special
refinancing organizations for mortgage holders. Nevertheless gaps
itill exist, especially with respect to some ‘money market institu-
ions. It may be desirable to have the central bank fill these gaps
vhen no present crisis exists rather than await a crisis situation
refore generalizing the central bank’s responsibility.

3. The Generation of a Financial Crisis.

How is it that financial distress becoihes 80 generalized that a

inancial crisis takes place? In principle two “pure * paths to fi-
ancial crisis can be identified. One ‘pure path is by way of an
xogenously induced decline in income. Along . this path no inter-
cotion within the financial system is allowed, 1.e., the financial
istress of any economic unit is due to the direct and indirect
ffects upon the unit of a decline in ‘income. Since no interaction

fithin the financial system is allowed, we cannot allow defaults by

ne economic unit to affect the financial position of another economic

nit. Hence financial distressforall economic units will occur at the =
ame time, There will be no period in which the:exten; of financial

istress, extant in the economy, is increasing.

. (Footnote 18, continued from the previous page.)

ccurrences are independent of each other. The contingent lia*bilities

n mortgage insurance will not become current ina random fashion,

ather they will bunch at cyclical troughs. A severe recession can

esult in an inability of such an ingurance ‘Qr'ganization;to"‘meet its -

ommitments,
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 gooure of private economic units is placed in financial disti®es,
. For such adecline in income to take place the built-in stabilizers = - -
- in the income-generating model must be neutralized. Since we do

-8hocks to income can take place.

- The second pure path to financial orisis is one in which the in-
- ternal relations’ within the financial system generate the financial
- Crisis. An economic. unit, for unexplained reasons, finds itself

-assets that it can absorb without having to, or feeling it necessary. :
to, adjust its behavior to such an extent that it seriously affects -

the “economic units- with. which it has financial relations. An iso~
. lated ‘default by a bank’s customers will not ‘necessarily affect the "

- Will not affect the dividend policy of a glant corporation, s slight

. faults by other units and decreases in market prices of its assets
- financial distress by one unit can affect the i,f,ma_m:,ial'-p%aitizon of
~-another unit by increasing. the withdrawals and calls upo the or:

. ganizations: that bortow at call or accept deposits, -But these cal
.. -type borrowing -institutions will ‘normally have some buffer cash
.. ‘@ssets which they can use to avert findnoial distress, . -

.distress generation of financial crisis depends upon: the extent tc

Dot allow. any repercussions of widespread financial distress to = -~
offset these stabilizers, for this pure path towarda financial oriasis -

 tobe effective It is necessary to assume that massive and repeated

in financial difficulty. It sells assets, borrows and draws upon its - -
deposit accounts in an effort to avoid financial distress, but to no

- avail. As a result of the financial distress of this unit it defaults
‘on its payments, and economic units which own its liabilities make
-financial losses. The impact by way of defaults and decreases in

the value of its liabilities, upan other econamic units, places some

~ of these -units in financial difficuities. These units resort to bor- -

rowing, selling assets, and making withdrawals from their deposits.
In spite of these defensive operations these units end up in financial

distress. A cumulative rising tide of financial distress spreads

- through the: community. There is no. pressure on the financial -

Tesources of any unit due to a decrease in income; the entire fi-.

- nancial pressure that is generatedis due to the effect of the financial =~
-distress of some nnits'_upox_i the financ;al Rositionof the other units, . .0

) A'l,dn!g_‘th.ls second pure path the dambeningpogsibilities of secure

: financial positions -upon the process by which financial distress

fects other units has to be avercome. At any time for'each eco- " .

nomic unit there is an upper limit to the financial losses such ag -
defaults by other units and decreases in the market price of its.

bank’s lending policy; the failure of a customer with unpaid bills

_ The ‘ likelthood of pure financial Tepercussions of finaneis
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/hich-units can absorb such fihancigl*impacts:ﬁfhéﬁt Qhanginé their

wn financial behavior and ability to meet commitments. A “thin

‘quity” enterprise cannot absorbmuch inthe way of decreases in its .

sset values without being in financial distress and a “thin cash”

osition unit cannot absorb much in the way of interruptions, delays -

nd. defaults in money flows to it without being financially em~
arrassed and perhaps being forced to take losses and thus be put
nto a position of financial distress. Lo o .

It is péssible to conceive of a financial sistein’ ﬁ:'which almost

very unit so depends upon the maintenance of the present market S

alues of its assets for its solvency and its current receipts of

1oney for its liquidity that the slightest decline in asset values and

1e slightest interruptions of money flows will generate a financial
risis, However it is not likely that the economy as a whole will
e on such a thin edge: there always will be some conservative
nancial pagsitions which can absorb considerable decreases in the
rices of its assets and defaults on money flows to it without itself

eing in financial distress. However these same units with the .
onservative financial positions will adjust their behavior in the

vent that widespread financial distress is occurring, and their
djustments will often be in the direction of increasing other units’
nancial distress. '

- During a period of sustained growth two phenomena take place
hich affect the financial positions of representative units so that
1o typical protection against the impact of financial distress from

ther units is decreased. One is the imcrease in borrowing and

1e second is the building into the price of assets the expectation that
rowth will take place. The first change tends to make equity posi-
ons thinner, the second change tends to make asset values more
ansitive to changes in expectations. Inaddition, periods of sustained
coms are periods in which economic units tend to economize on
ish —for there are so many profitable ways of using assets that
_is-expensive, in terms of opportunities foregone, for the units to
’ld cash. Hence during periods of sustained booms the financial

slations within an economy evolve in such ‘a manner thatthe =
>8sibility that an internally determined financial crisis can take -

lace increases.

However we should recall that a decline in income imposes

8888 upon economic units. These losses take the form of decreas-

g the net worth and often the cash position of units. The decrease
\ net worth reduces the financial losses that the unit can absorb

ithout being in financial difficulties. Even if no-revaluation of the
ng-run-expectation of economic growth takes place, the immediate

fect of a decline in income is tomake equity assets lower in price

an they otherwise would have been. This too decreases the net .

orth of some units.

e it A b b B e 4 e e

- position ‘of unit
- distress. - _ eI Sk g
. As long as the decline in income and the finanoial distress that
- takes place results only in defaults on balance -sheet account by = -

. mixed path in which both the impact ofa decline in income upon the

- financial position of economic units and the effect that the finangial -
distress of some units has upon the financial position .of other units
‘will ‘be- operating. Returning to.the model of income generation

sketched in Chapter I, financial distress and decreases in the
market value of assets will tend to decrease consumption and in-
vestment expenditures, -The efficacy of the built-in stabilizers,
depends upon the existence of financial stability. If lower income
" Induces financial distress and financial distresspermitsadecrease = -
. In consumption and investment to take place by neutralizing some o
© of the built-in stabilizers in' the income-generating system, a
positive, destabilizing feedback is set in force, . .. .
- However, if the secure financial positions are strong enough,
~ if there are enough units with large cashand thick equity positicns, fi
then these reactions need not take place. Butas growth takes place, - -

the possibility of these'des‘,tabilizm_g reactions increases.
. We have mentioned all of the ingredients by which financial

distress becomes generalized into a financial crisis in our dis-

cussion of how units areplaced infinancial distress. At any moment

of time there are always some economic units in financial dis-

tress due to income account events and imprudent financial trans-

. Henoe it 18 likely that a finanolal crisis will be the result of o

actions. These random financial distresses provide a sort of back-"

ground noise to the generation of generalized financial distress,

~The extent of such random financial distresses during a period of.
cyclical expansion is so small that very few units are even placed
“in financial distress because of the financial distress of other units, .

During ‘a cyclical contraction the rate at which units are placed

in financial distress because of income account events increases.
At the same time assets are revalued to account for the growth
. that did not take place. The combination of income account and
_portfolio revaluation events can result in induced financial distress -

for some units,

~‘This will be damped out or will accelerate depending upon the
stabilizers. in the income .determination system:and the financial =
affected by the defaults of the units in financial -

. households and firms, the tendency will be inthe direction of damp= = -
.. ening out the movement of financial distress: Once the attempt by .
- units to acquire cash by selling assets becomes widespread enough '
~ fo result In a serious decline in asset prices, then a serious, -
- widespread destabilizing force is.put into action, for the decline in -
- asset prices that results affects ail units holding this asset. The
~ ‘general and widespread decrease in net worth that takes place re

| ~sults in 'de¢ife§a,s£ng. the 't‘inanciti_l‘ impacts tbat,fgll units can ‘abgorp;:.-. =




I defaults on household and business firm obligations or an
unexpected rise in withdrawals by households of their deposits
result in a net cash flow from a depository institution such as
savings banks, the depository institution will have to sell either
its liabilities or its assets to acquire cash. We can distinguish
between these two ways of acquiring cash by looking at the assets
owned by a financial intermediary and any other economic unit
for that matter as a “position® in the asset. When a unit acquires
cash for withdrawals by issuing new llabilities it refinances its
position, whereas when it sells its units for cash to pay withdrawals
it liquidates its position. As long as units can refinance their posi-
tion no excess supply of the asset in their position need appear or.
the market, hence no large scale decline inasset prices need occur.
If units must liquidate positions in order toacquire cash then large
scale excess supply of the asset canappear. A key to the generation
of financial crisis is whether the holders of marketable securities
who have large scale debts outstanding can refinance or must
liquidate their positions when they need cash.

This is particularly pertinent for financial intermediaries, for
the holders of their liabilities are so numerous and they hold so
much of the marketable debt of the community. As a result, any
decrease in the value of financial intermediaries’ assets can en-
danger the financial positions of almost all units. ¥ financial inter-
mediaries are able to refinance their position, then no pressure
need appear on the market for their assets when they need cash.
The entire role of the Federal Reserve Bank as a lender of last
resort to the commercial banks and as a purchaser or lender on

the security of government debt is as such a refinancing organiza- -
tion. One of the keys to evaluation of the financial stability of the -

economy is the extent to which the variousfinancial institutions can,
if necessary, refinance their position,

The way in whichfinancial distress is generalized into a financial
crisis involves a number of steps:

-1) the impact of declining income upon the financial position of
economic units;

'2) the impact of defaults by units in financial distress upon
other: units,

3) the impact of attempts to sell assets. to acquire cash upon
the price of such assets;

4) the impact of financial dis,tres's uponﬁnancial intermediaries;

5) ‘the need for financial intermediaries to acquire cashby. sell-
ing their assets;

P
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6) the impact of spreading financial distress upon the income- T :
fgenerating system.. :

S

Of these steps, 3, 4, and 5 are crucial If they do not occur,
that is, if asset prices do not fall, if financial intermediaries can
meet their cash drains and if financial intermediaries do not have
to liquidate their position, then no financial crisis will oocur.

F. The ‘Financini System as a Built-in Stabilizer

L Introduction. Up to this point we have emphasized the rela-
tions between the financial system and the generation of severe

,recessions We now will turn our attention to the fimancial system

as a built-in stabilizer. A built-in or automatic stabilizer of the
economy is a set of institutions, usages and behavior patterns which
without administrative or legislative intervention operate to elim-
inate over-all excess demand or excess supply. We will pay par-
ticular attention to the way in which the financial system can operate

. to increase demand ‘from what it otherwise would be in a situation

where over-all excess supply exists.

‘The most often cited example of a financial market whose
behavior is such that it automatically tends to stabilize income is
the market for FHA and VA mortgages. A legal ceiling exists on
the interest rate that can be charged on FHA and VA mortgages.

' Whenever - interest rates on corporate bonds and conventional

mortgages rise sufficently high, the mortgage intermediaries such
as the insurance companies, savings banks; and savings and loan
associations “leave® the FHA and VA mortgage markets. As a

- result of the reduction in the take-out commitments by these
1institutions on the low down payment, extended-term contracts that

these 1aws provide for. the volume of Speculative building declines.

Two . factors make this market operate in the way it does. One
is the existence of a ‘legal ceiling on FHA and VA interest rates.

The other is the elasticity of demand for housing with respect to . .
. the percentage down payment, Whereas FHA and VA mortgages

require at the outside some 10 to 15 percent of the purchase price

-as a down payment, a conventional mortgage which is not endorsed :
. bya government agency typically requires atleasta 33°1/3 percent -
~down payment. This means that if FHA and VA money is not avail- -
~_able, . there ‘will be a large “reserve® demand for houses by the
. households’ which can service a “first” mortgage eontractbut which:.-.
~ cannot finance a large down payment. ¥

‘ Given this situation, the easing. of credit conditions that ac- -
companiés a downturn in business will resultin a. willingness of fi-

nancial intermediaries to. make take-out commitments to the so=

~called speculative builders, As a result house building has tended to
- -behave somewhat’ countercyclically : '




268 "_."-'_". A .:.‘ - o v 3

‘We will examine other markets and " situations {n which the -

financial system automatically acts to stabilize the economy, in-
cluding in the automatic stabilizers those elements which operate
to prevent the extension of localized financial distress intoa
generalized financial crisis, R S ;L

2. The Behavior of “Private® Units. For those business firms
which.are not placed in financial distress by a decline in income,
the liquidation of inventaries, which is the first stage of the down-
turn, results in a large influx of cash or a reduction in their bor-

rowings. The influx of cash means thatthe pressure to liquidate

inventories may decrease, and these firms may willingly increase -
the ratio of their inventories to their sales. Also the influx of cash
during the initial stages of a recession will lead to a willingness

cash flow due to gross profits after taxes will not fall as much as
final sales: this is due to the examption of depreciation allowances
from the corporate tax base, This flow of cash is conducive to

1 reduction in borrowing, a maintenance of gross investment,
ind the continuation of dividends, : :

ebt-financed consumer durable sales can lead an-expansion,

: The imposition of regulation on _co_‘nsu"mer‘- finance nﬁy bea

a8y in which the more striking countercyclical aspect of the hous-

\g mortgage market may be reproduced in the consumer c-red_it.‘-_.‘

iarket,

The ‘cash flows due to inventory liquidation, corporate retained
ro8s profits, and the repayment of consumer debt all tend to lower
lort-term interest rates. Large ‘commercial banks are always
lly invested. The repayment of bank loans by business and con-
uner finance houses frees bank resources which are invested in

away rom other holders. In‘addition, the flow of money to business
- firms results in their bidding for short-term debt, further loweding

- they may: be able to finance

overnment debt: this {s done by bidding these securitie

market interest rates, As long as the ability of banks to create

money is not reduced duringa recession, the money. market, without
any intervention by the"Fedérgl Reserve System, ‘will behave in

. manner that 1 stabilizing,

. Active open market operations o reduce short-term. interest
- rates are not necessary. The only possible reasons for counter- -
- ‘cyelical opén market operations are (1) the need to drive short~ -
. term’ rates to lower levels than the market will drive them, and

- {2) the need to create excess reserves in the banking system after g
_short-term rates are as low astheycango in order to induce banks - -

and other holders of money or short-term securities to reach for

yield and thereby force the intermediate and long-term rates ‘down,

Many states and munici‘pa"l;itipfs 19 have statutory limits on the

interest rate they may pay when borrowing. A general rise in inter-

est .rates during an expansion increases the rate they must pay. In

~addition, as the volume of state and municipal bonds outstanding
increases, it is necessary for new state and municipal bonds to be

sald to units which do not value the tax-exempt feature as highly as

- holders of existing issues. For example to a unit whose marginal

tax rate is 80 percent, a 2 percent tax-exempt bond is equivalent -

to.a 10 percent yield on-a tax-liable instrument, whereas to a unit

with a 50 percent marginal rate the same security is the equivalent
of a 4 percent tax-liable yield. A rise in the market rate accom-
panied by a decrease in the -worth of the tax-exempt status to the
marginal lender can result in a sharp rige in state and municipal
interest rates. This . may cause some states and municipalities:
to postpone projects. Once interest rates ease and the prospect
for ' capital - gains through  the ownership - of equities diminishes

their projeots at interest rates which

are. within their ceiling,  Hence an increase in construction by

.- states and munioipal governments may followa downturn in income, i

. For financial markets to be stable, there must be some units e

“.which are willing to take a position (i.e., increase their holdings) . -

on a_falling market. By analogy with the usage of the stock ex~ .

. ~changes we will call units which take such a position'as a normal -
" . course -

% a ‘unit will increage its holdings of an asset on a falling market: =

- one 18- speculative and the other is that it can make on the earry,

19Recall that state ‘and ‘munjcipal governments are considered

- to be private.economic units.

of their activity .“specialists.” There are two reasons why.'
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K a unit expects that the price trend will soon be reversed, then
it will buy in a falling market in the belief that it will soon be able
to sell the security at a higher price than it paid for it. However if
there is no floor under the security the unit may, in exchange for
this possibility.of gains if the price trendis reversed, be accepting
a possibility of large losses if the price trend is not reversed.

In making a market in securities on the stock ‘exchanges,
specialists are more willing to take a poeition if there is a large
order book just below the market. In this -case their potential
losses are limited. Hence a large number of purchasers willing

“to purchase a security at some relatively small discount from the

present market price makes for a stable market in the security.
To date in the postwar boom apparently there has always been a
strong order book for most so-called blue chipsecurities at prices

just below the present market. As long as this is true the market .

for these equities will be stable.

The other reason for taking a position in a security during a

falling market is if the buyer can “make on the carry.” By “making
on the carry® we meana situation where the running yield is greater
than the interest rate the owner mustpay in order to finance his po-
sition. For example if a 4 percent bondis selling at 80, the running
yield is 5 percent (the yield to maturity which includes the guar-
anteed capital gain at the due date maybe 6 percent, and the rate at
which the owning unit can borrow is 4 percent, then the unit will
make 1 percent on the carry. In this case the unit will be willing to

‘take as large a position as it can finance!

If " guaranteed, unlimited financing to specialists exists at an
interest rate such that nottoogreatafall in the price of the security
will-result in the specialists’ making on the carry, then the market

-under consideration will be stable. This is one reason why access
"of the Government bond dealers to the central bank’s discount win-

dow is desirable; by guaranteeing unlimited financing at a posted

rate in times of potential crisis, such access determines an upper

limit to the possible fall in the price of these assets.

"I the financial system acts in ananalogous manner with respect

to stock exchange securities it can aid in stabilizing the price of -
~-these assets. If margin requirements and the interest rates on

carrying margin accounts are lowered as the common stock price.

o . level falls, then households. can be expected to take positions in the

stock as the price of ‘the stock falls. Given the expected dividend, -
for each market price of the security there ia a running yield. ' .

During a speculative boom the running yield will' be very far |
below the interest rate that will have to be paid in order. to carry -
the -security.” Under these circumstanoes the margin requirements -

should be. high. say 100 percent For when this oondition prevails L

the price.of the security isbaaedupon the expected rise in its prige
On the other hand if the prioe of the security falls so that the

'»:yield is higher than the interest’ rate by more than a reasonable

risk premium; very low margin requirements should be in effect.
It ‘may ‘be necessary.to have different interest rates on margin
loans based upon different securities due to the different degrees
of risk they embody. But by varying margin requirements and in-

terest rates applicable to loans using stock exchange oollateral R
the ‘stability: oi the stock exchange assete ean be enhanoed. : o

-In addition to. varying margin requirements anyYinancial system
which includes nonprice rationing may act as a built-in stabilizer..
i nonprice rationing results in the existence of a fringe of unsatis-
fied demand, then if excess supply threatens. a relaxation of the

7 nonprice rationing terms will result inanincreasein demand. Con-

trols over the extent of debt financing of commercial and industrial
construction and consumer credit, as well as of stock market pur-
chases on margin are examples. Of course inany “nonprice ration-
ing resulting in an increase in demand when relaxed® hypothesis -
it is assumed that the postponed demand is still there when terms

_are changed. I would conjecture that this is true if the excess sup-

ply appears because of an increase in productive capacity; it is .
not so certain to be true if the excess supply is the result of a
decrease in a.gg-regate demand.

3. The Behavior of ‘the Central Bank. In its very essence the
central bank is the operator of the discretionary element in the -

financial system. Hence none of its operations canbe considered in

the nature of an automatic stabilizer. There is one aspect in which
the central bank can operate as a destabilizer, I its pattern of be-
havior with respect to events such as the existence of excess supply
or excess demand is toowell known, then other units will operate on

the basis of what they expect the central bank to do. This can result -
" ‘in’ very rapid price and interest rate changes; s0 that short-term -
interest rates: appropriate to a great depression can occur during. - -
a ‘mild recession and long-term interest rates appropriate toa -

major boom can rule immediately after a lowering turning point

K Thie ability of seourity prices o change very rapidly, if it is P
" . known that ‘monetary policy is the ‘majorpoligytool, is'an argument.

. in favor. of having the central bank keep a ‘stable ‘over-all financial -

o envxromnent during the business cycle and relyingmore upon either el
) direot controls or on fiscal policy. measures LT :

The Behavior of the Government. The government’s financial :
. behavior, both on account of its tax: Teceipts and its transfer pay-
' ments to households, is. a factor tending to. stabilize the economy
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However the efficacy of the governmentas a"stabili_z‘er depends upon
the relative size of the government — especially the ratioof income

- -elastic tax receipts to full employment income and the ratio of

transfer payments to the income of an employed member of the
labor force. - :

H social security, etc. payments are a large proportion of the
income of the employed worker, and if income elastic taxes are a
significant proportion of gross national product, then, if a recession
takes place, the cash deficit of the government will be large. This

will result in a large increase in the riskless assets in the private

system which is in itself a stabilizer. '

However, if social security benefits and the over-all federal
government budget do not grow with the economy, the efficacy
of the automatic financial stabilizer due to the government will
decline. For the government to remain a potent stabilizer.on the

financial scene it is necessary for government to grow with the
economy. '

V. SOME EMPIRICAL INVESTIGATIONS
A, Introduction

In this chapter the results of some modest empirical investi-
gations are presented. The aim of these investigations is to find
out what happens in the financial sector as the economy goes through
a sustained boom interrupted only by mild downturns. These in-
vestigations were not designed as formal tests of the évolutionary
hypothesis that underlies the theory of severe recessions presented
here, but rather as background material which can indicate lines for

_ further research. However some of the observations.do seem to be

consistent with the proposition that during a sustained boom the

financial system evolves in such a way that greater financial
instability results. :

The periods 1920-29 and 1946 to date have been characterized

" as periods of sustained boom. These prolonged booms contain

shorter and milder cyclical fluctuations which for want of a better
term we will call short business cycles. In the National Bureau

. chronology contained in Table II-1, the period March 1919 to April
1958 is divided into nine trough~to-trough business cycles. Of

these nine business cycles, six (1919-21, 1921-24, 1924-27, 1945-49,
1949-54, and 1954-58) are business cycles contained within ,our
two longer sustained bo:_oms.| . R v

. From our present point of view, the other three business cycles
- _.between 1919 and '1958- are special ccases. The business cycle of

3
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November 1927 to March 1933 contains the great contractionof = } -

1929-33, This is the single’ example of a contraction associated with =

a severe financial crisis for which large bodies of data relating to

financial interrelations are available. The qycle of March 1933 to ..
June 1938 contains the large but nevertheless unsatisfactory re-

covery from the great trough of March 1933. The period following
the decline of 1929-33 canbe characterizedasa period of stagnation.

The cycle of June 1938 to October 1945 is dominatedby World
~ War II and hence is very special.

Both March 1919 and October. 1945 canbe considered as roughlyb N (e
equivalent new beginnings for the financial and real sectors of the ... § . =
economy. Both of these new beginnings take place immediately after

the end of a great war and we know that they are threshholds for
great booms. At these times reconversion to peace time production
can be said tobeginand the financial structure represents a position
inherited from the financing of a war. We want to examine what
financial changes occur during the shorter and milder cycles which

took place after these two new beginnings. Of course at this writing

(as far as-we know) we have not reached the end of the post-World
War II prolonged boom. ‘

The institutional framework within which the three cycles between
March 1919 and November 1927 took place differs from that within
which the three cycles between October 1945 and April 1958 oc-

curred, in that the emphasis upon the government’s responsibility o
for economic stability was much greater in the second period than
in the first. In addition: (1) The 18-month decline from January

1920 to July 1921 was more severe and was accompanied by more

financial stringency than any of the other “mild® cycles of this -

group. (2) The cycle of October 1949 to August 1954 was affected

by the outbreak and existence of the Korean War. As a result, for -

some comparisons it might be best to exclude th2se two special
cycles and include only the trough-to-trough cycles of July 1921 to

July 1924 and July 1924 to November 1927 in the interwar period -
and October 1945 to October 1949 and August 1954 to Aprii 1958 in -
the postwar period. .

Even though the two sets of cycles being examined are examples R
of short and mild fluctuations, the proportion of time spent in con~ . 1
‘traction is smaller in the post-World War I period than in thein- = ' {
. terwar period. The three interwar expansions covered 59 months, the .- i
~ three interwar contractions covered 45 months, so that 43 percent .

of the total 104 months that elapsed was spent in contraction. The
three post-World War II expansions covered 117 months, the three
contractions covered 33 months, so that 22 percent of the total 150
months that elapsed was spent in contraction. If we consider only

two cycles in each period, then in the. interwar period boom, 49 '
months were in expansion and 27 months were in ccntractiop._sc

i ‘f'-‘ytion. In the post-We rm'war Iiperiod 72 months ‘were in expansion

. the ratio pn/p0

‘and. 20 months were ' in contraction, so that only 22 percent of the

{ .. 92 months was: spent in contraction. Regardless of whether we . =

look - at two or. three cycles in. each period it is obvious that a;’-:vf,_";

’ . smaller percentage: of the total time ‘was spent in contraction in
- the post-World War I period than in the interwar period. These . -

. changes- in the relative duration of the. ‘contractions - maybe a .
© < measure of the efficiency cf the: built-in fiscal & atabilizers 5 e

'rhis change in the relative dura :
—"i.teresting tmplication for the movemen of the P! el ¢
the two boom periods, H the price Tevel risés dufing the expansion = °
. phase of ‘the cycle, due to the existence and’ expectation of excess
. demand, if it falls during the contraction phase of the cycle due.
- tg the 'existence and the expectation of excess supply, and if the
" time rate of _change ‘of prices (asa percentage of the price level) =

' 'is the same (but of different signs) for both expansion and contrac~

* tion and independent of the magnitude and durationof excess demand "
‘and supply, then: there would be a greater rise in prices over a
period: covering a number of such small cycles during the postwar :
boom than in the interwar boom

Quarteriy data avaiiable for the post-World War it pericd show e
" the vigor of the expansion, During the first two postwar expansions =
. gross national product. increased at a rate of 3.2 percent per -
" quarter; in the two. following expansions the expansion was 1.8 =~
..~ percent and 2.0 percent per quarter, Inadditionthe downturns were . -
- - very mild, the rate of decline inthe first contraction was .8 percent =
~per quarter; in the contraction of 1953-54 the rate of decrease '
- 'was..3 percent and in the 1957 58 contraction the. rate was again .8
B percent Do . R Sl : '

1Assume during e_ach month of exparisiox_iprices rise‘by)il percent -

of expansion, 'rthe number of months in contract

5 expansion.
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 The basic problem cftbis cbapter is “what happens to the fi-f ‘

-nancial sector during such great booms?" In-addition we will take
a brief look at what.happened to the financial sector during the
contraction and stegnation periods. _

On the whole, the data examined are consistent with the proposi-
tion that the financial changes associated witha sustained boom are -

such that the possibility of financial difficulties increase as the
boom i8 prolonged. The continuing flow of systematic data on fi-

funds/savings unit will enable us intime to make much more precise.

observations on how the structure of financial interrelatious changes

during good times.

~ B. Financial Changes DuringProlonged Booms

In this section we will look at some of the financial changes that
have occurred between 1919 and 1929 and since the end of World
War IL We will examine changes in . velocity, in the portfolios of
the monetary system, and in the balance sheets of nonfarm house-~
holds, nonfinancial corporations, commercial banks, mutual savings
banks, savings and loan associations and 1ife insurance companies.

1. Velocity Changgs An over-all attribute of the financial sys-
tem which is significant for determining the possibility of financial
crisis is the ratio between money and income, that is, the income
velocity of circulation of money. This ratio is significant, for it is
a measure of both the nature of the time gaps between receipts and
payments which can occur without causing any appreciable financial
embarrassment and the defaults. on money flows ‘which can be
absorbed by the various units, '

A number of conceptual difficulties are involved in the definition
of money, There obviously is a difference between money which is
~ the result of a commercial bank’s owning private debt and money

which is the result of a commercial bank’s owning gold or govern- L
ment debt. If the bank owns private debt, two things are true which

are not true in the case of gold or government debt

1) the asset is a risk asset

2) the debt of the private unit impliesabalanee sheet constraint .
.upon the private unit’s behavior. Hence in ‘examining velocity -
changes during the expansions and contractions of the interwar and
‘postwar periods we will look at two comepts of velocity- one the -

traditional velocity in which money is defined as demand depogits
and currency and the other the “Pigouvian" velocity in which money

is defined as the gold stock, treasury- currency and the government

" debt outside of government. trust funds :

1 " in the 1957-60 period no such rise hae occurred.

ekl i i

; preeent forzn can be used to make payments* the Pigouvian concept'?‘: :

includes all assets of the monetary system and the public which
are free of risk as to default of principal and interest (if any) and
which do hot constrain any decision-making unit, Note that the

gt - Pigouvian: concept of money is closer to that which is.implicit in

various 100 percent money echools than: it is to the conventional

‘ demand deposits plus: currency concepts. Also note that in anera -

1. where interest rates, especially long-term interest rates,areflex-
nancial interrelations from the Federal Reserves System’s flow of

ible the- long-term government debt content of Pigouvian money :
is. not free from & lquidity or market risk. :

‘During. the period 1919-29 thcre \vas a sliwit upward trend in .
income velocity, and moest of the change occurred during the
expansion which began in November 1927. In August 1929 the esti-
mated traditional velocity was 3.94. This is in contrast to the

- strong trend that the traditional velocity has exhibited in the
post-World - War II sustained boom. K 4.00:is taken as a “peak®

income velocity on the basis of the observed velocity of 3.94 in

'1929, then in November 1948 traditional velocity was 54 percent of
- the potential peak and in March 1960 it had risen to 80 percent of

the potential peak. That is, it could be argued that the scarcity of .
money relative to income is approaching the 1929 level.

However any investigation of the relative scarcity of money can
not ignore the various changes such as improved communications,
greater uge of charge account credits, the recent growth of bank

- “overdraft® arrangements, the improved techniques for managing

corporate cash, and the growth of liquid assets that are substitutes

- for money. These usages and institutions may affect the demand
. for money so.that the ceiling to income velocity is significantly :
‘_ g'reater now than was. achieved in 1929.

The second velocity concept Pigouvian velocity. shows a strong

"trend during the 1919-29 period. Between the peak of January 1920 -
| and the peakocfAugust 1929 the value of Pigouvian velocity increased
{ " from 3.35°to 5.59 or 67" percent “The same strong trend has been -
4. shown in the post-World War I period, between the cycle peak of
. November 1948 to that of March 1960 Pigcuvian velocity increased .
. from 1. 22 to 2.06, a rise of 69 percent. However in.the 1926-29.

peried there was a very sharp rise in Pigouvian' velocity, wl:tereas*-j "

The: difference in the behavior of Pigouvian velocity in twcf"-* :

I periode isa reﬂectien of the difference in the course -of the govern-;ﬁ-}-
. ment debt." Between 1919 and 1929 approximately 40 percent of the . -
" government debt was retired from .the: private economy. Between
1945 and 1948 the public debt outside of U.S; -trust funds was lowered s
- by some 15 percent; but as a result of both" recessions and the cold -
‘.wa.r the relevant public debt has grown by sonm 11 percent since




Federal‘Beserve Bulletin:

) TABLE n’-é: L
Income Velocity, Traditional ‘and Pixouvian
1919-1929 and 1945-1960
(1) 2 @3 @ ()
Trough Peak GQP B M, 5 Mﬁ Vk ‘ Vp
' x 10 x10° «x 109 142 143 L
Mar. ‘19 .0 222 260 3,48 2.86 T
Jan, '20  86.2 . 24,0 ‘25,8 3,59 3.35 Py
July '21 70,3 21,2 25,5 3,31 2.76 T,
May '23 84,3 23,1 24,0 3,65 3,51 P,
July '24 83.4 24,9 23,0 3,36 3,63 Tq
y Oct, '26 95,3 25,8 21,4 3,69 4,46 Py
Nov, '27 93.5 26,7 20,3 3,50 4,62 T,
Aug. '29 104.,4 26,5 18,7 3.94 5,59 P,
oct, '45 182.8 134,4 253,5 1.36 ,72 T,
Nov, '48 265,9 122,09 217,9 2,16 1,22 P,
Oct. '49 257,0 123,8 221,9 2,08 1,16 Tyg
July 's3 367.1 142.4 229,9 2,58 1,60 Ppg
Aug. '54 362,0 143,1 230,4 2,53 1,57 Trrr
July 'S7 445,6 149,8 224,2 2,97 1,99 Pyyg
Apr. '58 429,0  157.5 225,7 2,72 1,90 Tyy
Mar, '60 500,2 155,8 2428 3.21 2,06 Ppy
Symbols: Mg = Traditional Money
| Mp * Pigouvian Money‘
V¢ * Traditional Velocity"
Vp ® Pigouvian Velocity
Source: Vafip\is issues, °
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K fiscal policy operates so that large cash deficits -oceur in:

i 'recessions and small surpluses in boom times, then the Pigouvian =
_. velocity will not, rise at the same ‘ra’oe a8 in the 1920’s. 2. s

2The adoption of a budget policy ‘in which the budget is balanced

- at some target level of income or employment (such a8 is suggested‘;- s
" in the January 1962 Economic Report of the President; pp. 78-81) =

. will tend to assure that whatever. declihe occurs m the debt owned‘ e

{ by the public will be: modest




-~ RESEARCH STUDY TWO

TABLE II-3
Government Debt Outside U.S. Trust Funds
(In billions of dollars)

End of Year

- 25,076 -
22,270
015,723
249,204
213,313
237,200

1919
1922
1929
1945
1948
1959

Source: Federal Reserve Bulletin: Various Issues.

Pigouvian velocity measures the ratio between income and the
market value of assets which are free of default risk and which do
not constrain decisions.3 These are assets whose ‘value would not
fall if the private economy declined. Tothe extent that the so-called
real balance effect is effective, it operates by way of Pigouvian
money affecting the ratio of consumption to income.

_ 2. Over-all Changes in the Portfolio of the Monetary System.

The money supply consists of demand deposits (adjusted) and
currency outside banks. Some authorities argue that in order to
assure the growth of the economy, the Federal Reserve System
should control the reserves of the banking system so that the money
supply grows at a steady rate.4 (There is some evidence that the
Federal Reserve System has been following  some such steady

growth rule.) This view neglects the influence that the nature of the

assets owned by the banking system may have upon economic units,
In other words to know the effects of the money supply it is neces-

~sary to look not only at the quantity of money but also at the assets .

of the banking system.

3Government guaranteed debts, such as FHA and VA mortgages,

| “constrain the debtor even though the lender is protected, partially
- or totally, against default risk. Hence, such insured, guaranteed or -

endorsed private liabilities are not a part of the Pigouvian money.

- Similarly outstanding state and municipal debts constraindecisions
y these units. ‘ BRI R v ¥,

.. *Milton Friedman A Program For Monetary Stability (New York,

Fordham University Press, 1959). ‘

et

R Rl e S

" As'was ment

" Public Assets/Demand Deposits and g

loned earlier, commercial banks are organizations =
. that perform many different services, It is necessary to segregate ' -
- the time. deposit -activites of the commercial banks frm 0
- savings deposit activities. In their savings deposit activities, ‘coms-
.+ mercial banks are savings intermediaries justas are life insurance

ir

companies, mutual savings banks, etc. in their demand deposit

= activities commercial banks are a part of the monetary system and

./ can *force” théir liabilities upon the community (unless the mone-
- tary system breaks down as in a hyperinflation). -~ "

-~ We arbitrarily assume that the “savings department® of a
' “bank” has all the net worth and the riskiest of assets, We do not .

- give this department any cash at all. The *demand deposit® depart-
~'ment of -a bank has all of the reserve money, vault cash and the .

‘safest assets owned by the bank. Assets owned by a bank listed.

- in'order of increasing riskiness, are cash (including gold), govern-
~ ment debt (including treasury currency), and private debt. If in a

TABLE I-4 .

Composition of the Money Supply
- June 1922 and 1929
(In millions of dollars)

‘,J‘une, 1929,

* June 1922
' 5,161
1,093
4,037

4,540

1,035

3,498
9,078 -
21,391

Federal debt owned by monetary system
U.S. Treasury currency

Gold Stock

‘Total “Public Assets®

Total Demand Deposits (adjusted) and 26,179
~Currency A ’ ;
424 393"

_Currency e

- Source: Federal Reserve Bulletin: Various Issues. . .

110,201

<,

~ consolidated balance sheet. for ‘the monetary ‘system (Tresiry -
"~ Monetary operations, Federal Reserve System and commercial
~ banks) the value of gold plus government debt (including Treasury

ourrency) is greater than or equal to the value of demand deposits

~_ Plus currency, then we can assert that the money supply is riskless . -
“-and does not constrain-private and-subsidiary government units. -



¥ however demand deposits plus curr,encyf()ﬁtside banks exceed

- the value of gold plus government debt in existence, then some
private debt is monetized. The extent to which private debt is
monetized represents the pressures placed upon private units by
debt to monetary institutions. Since debt, especially short~term un-
- funded debt, tends to constrain economic activity, the repercussions
- of an increase in the money supply are not independent of whether
private debts or public debts are owned by the monetary system.

In Tables II-4 and II-5 the ratio of various cla,'s‘,ses of assets-

to the money supply is given. Between June 1919 and June 1929, =}
the ratio of Public Assets ownedby the monetary system to Demand . -

- Deposits and Currency fell from 42.4 percent to 39.3 percent.
This is not a great change in the asset composition of the monetary
system but it gives some slight evidence of a trend from public
to private debt during this period.

The changes that have occurred since 1946 are much more
striking. In 1946, no private debt was “monetized” — the money
supply was riskless. The monetary system was so “full® of govern-
ment debt and gold that more than $20 billion of government debt
owned by the banking system could be assigned to the savings de-
partments of commercial banks. In the year 1949-50, for the first
time in the postwar period it was necessaryto allacate private debt
to the monetary system. From 1 percent of the assets of the mone-
tary system in December 1950, private debt assigned to the mone-
tary system has increased to 24.8 percent of the assets of the
monetary system in December 1959. During this period (1950-59),
the money supply increased by $27,530 million and the private debt
assigned to the monetary system rose by $34,764 million. The
large increase in risk assets assigned to the monetary system
implies that the expansionary effect of the increase in money was
in part counteracted by the inhibiting effect of the rise in private
debt owned by the monetary system,

This tendency, very marked in the 1950’s, to shift from a port-
folio entirely made up of riskless assetsto one we_l_%zted very heavily.
with risk assets was not evident in the 1920’s.° It may be that a
“bankers constraint® operates to keep a large portion of the port-
folio of the monetary system invested in riskless assets, and that

60 percent private debt may be a ceiling that results from bankers

SSome of the risks involved inprivate debts in the post-World War

II periods are absorbed by government endorsements and guarantees,
which have grown enormously since 1935, See George F. ‘Break
- - The Economic Effect of Federal Loan Insurance (Washington, D.C.;
-National Planning Association, 1961). =
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behavior. ¥ these constraints are still an effeotise determinant of

the asset structure of commercial banks we can expect a signiﬁcant

rise in private debt relative to public debt to take place.6

3. Some Balance Sheet Changg % During a prolonged boom,
of income andprice of assets change, and a large amount

savings out
of private investment has to be financed. What happens to the
balance sheets of households, ordinary business firms andfinancial

intermediaries during such a ‘period? As a result of the massive
‘savings study by Goldsmith? and the Federal Reserve System’s
flow-of-funds studies it is possible ‘to compare balance sheets of -
various sectors at selected dates. In this section we will look at = . -
the changes in the balance sheets of these units in the 1920’s andin =~ . -
the post-World War II period. In the next section, as an aside, we =

will examine what happened during the. great contraction of 1929-

33 and the stagnant period of 1933—39

a. Nonfarm households. In Table II-6 part (a) thebelanoe sheet
data for Nonfarm Households for the years 1922, 29, ’33 and ’39 are

exhibited. In addition, data on the percentage distribution of assets

and liabilities among types, the change in the various types of

assets between successive dates, the percentage distribution of the
changes, and the ratio of the various types of assets between ‘suc-
cessive dates that are used is shown, . :

| In Table II-6, part (b) similar in£ormation is shown for the years

- 1946 and 1958.

- The following observations about the material in Tables H-6(a)' '

and (b) seem pertinent:

: 1) Between 1922 and 1929 total assets of households grewby
: '68 percent between 1946 and 1958 total assets g'rew by 136 percent S

L 2) Between 1922 and 1929 the most rapldly growing mtangtble; .
v assets. among those whioh amounted to more tha.n 1 peroent of the el

_ ‘money will be 32 percent. If we add that com cial banks keep

o100 ‘percent of "their deposit liabuities in Gov‘ nment bonds, we |
R reach a 40 percent riskless asset floor for the r

the monetary system.
Raymond W. Goldsmith, A Study of Saving in

ﬂnlma S ik Tt S e

 TABLEW-6@ -
goecwi et

Percent Percent Percent h”’rnu €1929-- (1933 (39!

e ;6Assume that ‘the money supply is 20 pe oent currency and 80:7_, s
. .- percent demand deposits, and that commercial bank keep- 15 per-.“_;.'_{"
" . .cent .reserves with the central bank. K the central ba; s only
“"gold and Government bonds, then the ratio of T ,klese assets to

United States -

(Princeton. N.J.: Princeton University Press, 195
R 1959 Federal Reserve Bulletin contains "A Qua

3-used here.
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TABLE nes-(b)': =

‘ Nonfarm Hou eholds(Biilions of dollars)- :
e —_—
e
1 Tangible Assets 23991 63198 IS UL 391 US.2 2.63
11 Intangible Assets . . . )
1. Currency and demand deposits b8.92 s;.n 1.6 3.5 ko3 5 .09 -
2. Other bank deposits and shares $9.06  O.L) 9.2 9.3 - B8k [ % 2,38°
3. Life insurance ressrves T Uk.S6 99.00 7.0 6.6 55.2 6.k 2%
b. Pension and retirement funds, private 2,94 . 2481 5 1.6 9 28 s
5. Mortgages 1,07, 27.9% 2.0 LW LR
6. Securities, U.S. government 51,27 51,89 - 8.0 3k [ & 10877
7. Securities, state and local 10,89 23.70 1.7 1.6 129 18" 2.18
8. Securities, other bond and notes 7.9 11.7) 1.2 .8 3.9 T ok 1.51
9. Securities, preferred stock 8.2 - 10,23 1.3 Ri 2,0 - .2 1.3
10. Securities, common stock 92.30 326,99  W.b M7 2.7 7.1 [X
11. Equity in mutusl financial organisations 1.2 L.38 .2 5] 3.1 ol 3.8y
12. Equity in other business 57.32 96.55 9.0 6. 9.2 S 1.68
13. Other loans and intangible assets 2.L0 3.7 ol o2 1,2 ol 1.k9
. Total L00.0L * 875.32 . 62.5 $8.1  475.) RS 209
111 Lisbilities . ; :
1. Consumer debt 8.00 Wi 1.3 2.9 36.3 .2 5.5k
2. Trade debt .60 1.83 .1 1 1.2 .1 3.05
3. Loans on securities 1.76 6,01 5] Wb L3 5 3.1
L. Bank loens n.e.c. .60 2.01 a0 a 1 o 3.38
S. Other loans 1.90 b.3? o3 ) 2.5 ] 2.3
6. Mortgages 19,28 112,26 3.0 T4 93.0 10.7 5.83
7. Totsl 132,10 - 170.79 5.0 11.3 138.7 16.0 $.32
IV Bquities (net worth) 607.85 1,336.51 95.0 88.7 728.7 84.0 2,20 .
V Total Assets or Liabilities & Equities 639.95 1,507.30  100. 100, 867.4 100, 2.3% -

‘Sources:

revised version of this data will appear asa supplement in the Statistical
Appendix to Raymond W. Goldsmith and R.E. Lipley, Studies in the National
Sheet (New York; National Bureau of Economic Research, forthcoming)

total assets of househoids. were common and preferred stock and
life insurance reserves; between 1946 and 1958 the most rapidly
growing intangible assets of households were private pension and
" retirement funds, common stock, and other bank deposits and shares

 3) Between 1922 and 1929 the total liabilities of househoids

grew by 129 percent whereas the net worth of households grew by

- 63 percent. During this period borrowing on securities grew by

156 percent and mortgages by 133 percent. Between 1946 and 1958
_the liabilities of households grew by 432 percent while the equity R

.. Interest grew by 120 percent. During this period mortgages grew . .-

* by 483 percent and consumers debt by 454 percent. Loanson -

securities increased a modest 2.41 perdent.

' 4) In 1922 liabilities of households were 8.3 percent «of total

assets; in 1929 they were 11,3 percent. In 1946 liabilities of house-

~holds were but 5 percent of household total assets, but by 1958 .

they were 11. 3 percent of total assets.

Worksheets provided by the Commission on Maney and Credit, A somewhat = -

.,;'_‘20 7 percent to 30.7 percent of total household assets. Be
. 1946 and 1958 common stock rose from 14.4percent to 21.7
Equity in mutual financial organizations rose from .2 percent to’

e liabilities and equities in 1920, 20. 2 percent in 1929. 1n7 percent ’
‘ "'.in1946and131percentin1958 o RN R T

5) Between 1922 and 1929 common and preferred stock rese from,
cent

.3 percent and preferred stock fell from 1.3t0.7 percent of total
assets. : _

6) In 1922 tang'ible assets were 40,6 percent of noniarm houses

 hold assets; by 1920, tangible assets had fallen to 36.6 peroent of
_the total. In 1946 tangible assets were 37.5 percent ofhouseholdv
. gssets whereas in 1958 they’ were 41, 9 percentd household assets,

During both sustained booms there was an inerease in househoid .

. debt relative to household net worth, and in the proportion of total:
- assets represented by the value of common stocks. These two ob=:
.. servations are consistent with each other and the increasing vul-.
nerability to financial distress hypothesis, '

The big difference between the two booms lies in what happened
to tangible assets. Inthe 1922-29 period 30.6 percent of the increase
in assets was in the form of tangible assets, whereas in the 1946~
58 period 45.2 percent of the change intotal assets was an increase
in tangible assets owned by hausehoids .

b. Nonfinancial business In Tables. II-7(a) and (b), the liability
side of the balance sheet for nonfinancial corporations s exhibited.
The following observations about the material in these tables seem

- pertinent:

1) There was no -significant change in the ratio of equity to

" ‘total liabilities including equities in .the balance sheets between

1922 and 1929; the ratio was approximately 40 percent “liabilities”
and 60 percent “equities »

o 2) There was a slight inerease in’ the ratio of equity to totalv
liabilities between 1946 and 1958 in 1946 equities’ were 66 3 per-

'oent of the total and in’ 1958 they were 67 5 percent

- 8) Mortga ges plus bonds and notes were 18.6 pereent of totai:i

The decrease in the ratio of debts to total liabiiitifs incinding

, equities in the post-World "War I period ‘when compared to the:
_7.20%s is of coursea factor which would tend to decrease the likeli-
2 “hood of a financial crisis. occurring. for the smaller this ratio the .
- smaller the likelihood that a decrease in’ incomé would cause de-

faults that would result in’ increasing the pressure. on financial
institutions. The diff.erence in the fina.ncing of business  in the two
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. RESEARCH s,'w‘pr'rw = $ 333388
periods is especially marked in respect to the dependenoe upon’ Ty '
~ mortgages and bonds. In the 20's some 24.2percent of the increase $ 2 ®}A G ERa23Y gTivee .
in business assets was financed by issuing mortgages and bonds, " -
whereas in the 1946-58 period only some 13,9 percent of the increase ¥ §8% A RgI % XY EL
in assets was financed by iasuing such labilities. : EF AodAd 4 ddd S 4 tdad
c. Commercial banks. In Tables II-8(a) and (b) the balance sheets é- % 3F®FagIone g
of the commercial banking system for selected dates and some . . S
computations based upon these balance. sheets are presented. The fa §33 333333 3 33 gl
following observations seem relevant: - R _ L S
| CBEES 233 gdzeas ozraagl
1) In 1922 bank loans n.e.c. plus loans on securities made up =T v B R4
some 47.0 percent of the total assets of the commercial banks; in gsl? 2we 393 %'e 2 “wwm
1929 these were 45.4 percent of the banks’ total asgets. Some 41.1 L R e SRR
percent of the total increase in assets between 1922 and 1929 took $Bly 222 denvgas -
the form of such loans. 12 R L Sl ¥
2) In 1946 bank loans n.e.c. were 12.1 percent of total assets ég ': 330 ?3 3 .'1.\ § 73
and loans on securities were 2.1percent; in 1958 they were 22.3 per- 25 le e 8 1m8an o~ mo o
cent and 1.9 percent respectively. Some 40.8 percent of the increase §§ AT S 3 TSy
in assets took the form of a rise in such loans. = £5le 7338 svase waa e
~ . ax| -_. oA Q'V'\wa.
3) In the 1920’s commercial bank holdings of U.S. government AN | : "
securities were 9.7 percent of total assets in 1922 and 7.1 percent 8 gg §§ § ZRI 3 3gE3 I §
in 1929, In 1946, 49.8 percent of total assets of commercial banks S e & ‘ )
were government securities whereas in 1958, only 27.4 percent of M gé Ea 3 3333 53333 £333
their total assets were government securities. E‘E, o2 f &= .- “eg
H “ CEE I S R R R m ook |
' 4) The “time series® for consumer credit as a percentage of E_ﬁ to8sngeonne” §~4923¢g
total assets is interesting: 1922, 2.1 percent; 1929, 3.1 percent; -‘g'g W Qo g acege ewuag - g
1946, 1.8 percent; and 1958, 6.8 percent. Mortgages show a some~ F 228 D TR L 1
what similar time series: 1922, 8.4 percent; 1929, 9.4 percent; B 388 % 38F2A 3,888 3 £
' 1946, 4.8 percent; and 1958, 10.5 peroent CJ3B|F 2344343471 F1Ady s i
‘ : = o . R ! '
5) During both the 1920’s and in the post-World War II period. _ §83 8%°% 5% E':? v goedd 3
, commercial banks “enriched” their equity position: some 15.8 : N o EAE %Y €38 s8549 s
- percent of the increase in assets in the 1920’s was offset by an - SR 1 3 bR ER IR B 3oy %
‘ increase in the equity positionand some 125 percent of the increase o : e o ' el 83
. -in assets in the post-World War 1T periodwas offset by an increase _ . f35|3 ¥5% §2%3R9, An3s £
in equity. _ . | g T g ,g il
- The most interesting regularlty that appears is the 40 percent - 3 E e ’3‘ i o ?"v i ﬂ : ii
of the increase in assets to bank loans n.e.c, and security loans 1 h T »lg 2 LU BRI LB e
in both sustained booms. In a period when the beginning ratio is . .-‘ig-';g . 5 wgdo3 g 4 i ) 21
smaller than this, the ratio of bank loans n.e.c. and security loans L313fs§ 4 i3 ! i i3~ 3 8
will rise. In the post-World War 1I period this rise in accommoda~- 13159 i: i ?:.‘ ?.-,-g B O
~ tion of business has been accompanied by a decrease in the owner- iig IFSIRSEEE 25507, ils O
- ship of government securities. As a result, in the 194658 period 2 3 5 g jgi 3 g 3 §§ 3 j FE 3 ;- o
fthe riskiness embodied. in the portfolio of the commercial banks * i S ARG s i §r g o
. , - _ E- T R A




. TABLE -8 ()
Commercial Banks (Billions of dollars)

WOB W Gt
1 Tangible Assets 137 38 Lk 21 -y - ok
11 Intangidle Assets
1. Currency md demand depeeits 8.5 . 3.3 190 WS 6.6 1.2 1.23
2. Other bank deposits snd shares +06 08 .0h 03 02 O 1L
3. Consumer credit 2,66 16,35 1.8 68 1T 5.0 6.18
b, Lowns on securities 3.16 LS 2. 1.9 1.5 1.6 147
. 5. Bumh loems n.e.c. 1830 5390 121 23 1.8 w2 2.9
6. Mortgeges 720 2526 48 105 . 181 19.8 3.5
T. Seourities, U.S. governasmt Thel® 66,10 k5.8 2Tk - 8.6 - 9.4 58
8. Securities, stats and lecol - Al 1650 29 68 1210 232 338
9. Secutities, other bonds and notes 332 St 22 1S 2 2 1.06
10. Securities, commen stosk A9 a9 . 08 o 1,00
11. Other intangidls asssts 631 .35 k2 6T 9.9 0.8 2.5
12. Tetal WE.TL 238.07 99,1 98.6  89.3 97.7 1.60
111 Lisbilities :
1. Currency and demand deposits 100,86 WB.52 69.9  6LS LT AT.8 1.2
2. Other benk deposits and shares N7 65,89 228 273 N N7 1.93
3. Bank loans n.e.c. O 01 .02 0 .0 03 LTS
L. Other loans B ) (] o
S. Other liabilities B s.68 4 2.4 L8 5.3 6.76
6. Total W0.13 220,36 934 9.2  80.0 87§ 1.57
IV Equities , 9.95 2.3 6.6 8.8 11k 125 2.1
V Total Assets or Lisbilities & Equities 150,08 241.50 100. 100, 9.4 100, 1.6

Sources and footnotes: See Table Ill-c(b).v

has increased significantly. No such marked trend in riskiness is
evident in the 1920’s. _

d. Principal savings intermediaries. In Tables II-9 (a) and (b),
[I-10 (a) and (b) and II-11 (a) and (b) the assets of the princial sav-
ings intermediaries, the mutual savings banks, the savings and
‘loan associations and the life insurance companies are presented,
The following observations seem relevarit: '

1) Both during the 1920’s and in the period since 1946 the sav-
ings and loan associations have been the fastest growing savings

intermediary: in the 1920’s their total assets grew 165 percent and

in the 1946-58 period they grew a phenomenal 441 percent. In the

1920’s some 88 percent of their assets were mortgages, in 1946 .

only 70 percent, but by 1958, 82.3 percent of their total assets
were in mortgages. S

. 2) During both the 1920’s and in the period since 1946 the
mutual savings banks have been the slowest growing financial inter-
mediary; in the 1920’s their total assets increased 50 percent and
in the 1946-58 period they grew by 102 percent. ‘During the 1920’s
they decreased their holdings of U.S. ‘government debt from 16.5
to 5.4 of their portfolio, meanwhile increasing. their mortgage
holdings from 44.4 percent to 55.3 percent of their portfolio. In

Son MINBKY: o o e B M G iy

- In the structur

the pertod sinoe 1946 they engaged in a_similar switoh, althe

‘more .extreme: in 1946 mortgages were 23.7 percent of their port-

folio and U.S. government securities were 62,8 percent;"in 1958

" mortgages ‘were 61.1 percent of their portfolio and government

debt was 19,1 percent.

3) The total assets of life insurance companies 1n§res;sed. by

- 102 percent in the 1920’s and hy 124 perocent in the period since

1946. In 1923, 35.7 percent of the total assets of life insurance

- -.companies was in mortgages; in 1929, 41.9 percent was in mort--
- gages. During the 1920’s 48.1 percent of the increase in assets

- was allocated to mortgages. In 1946 only 14.8 percent of the port-
folio' of life insurance companies was in mortgages; by 1956, 34.2

percent was in mortgages. Mortgages constituted 49,6 percent of

- the increase in total assets during this period. However in the

1920’s this was not due to a switching out of Government bonds,
for the life insurance companies held but 1 percent ta 2 percent

" of their assets in Government bonds during that period. In the
“postwar period U.S. government securities declined from 44.6

percent to 6.6 percent of the portfolio of life insurance companies,
As a result, 51.9 percent of the increase in assets of life insurance

. companies was allocated to securities, other bonds and notes, fe.,

to private debt excluding mortgages.

It seems obvious that since 1946 the savings intermediaries

have been engaged in a massive shift of their portfolio, choosing

to hold the debts of households and business firms rather than the -

- debt of the government. On a much milder scale the mutual savings

banks engaged in such a shift during the 1920's. The savings and

. loan associations and the life insurance companies were in no .

position to do this during that period because they held very small
amounts of Government bonds. There seems little doubt that there
s a -tendency for the savings intermediaries to increase the
riskiness of their portfolio during a sustained boom, although there

~ay be a lmiting riskiness which they will accept. Apparently -
-~ they have been far short of any such limiting portfolio in the period -
- since World War IL o , RS S

4. Changes in Gross National Product and Selected Balance .

e 5 During Sustained Booms, Wehave examined the changss.
 structure of financial relations that take place during a sus-
tained boom. We will now compare changes ingross national product

‘ . ‘and personal disposable income (which can be consideredas meas-
- ures of nonfarm households and nonfinancial corporation Teceipts
“on income account) during the sustained booms with changes ina

few of the items on the balance sheets of nanfarm households and

‘ ~ nonfinancial firms. This examination is cursory, but it does indi-
~ cate that at least selected balance sheet items do-on the whole grow -
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more rapidly than income during sustained booms.8 Hence the
proposition that during a sustained boom the probability increases
that a decline in income will lead to difficulties in meeting balance
sheet commitments is not at first glance inconsistent with the
observations. ' .

During the 1922-29 sustained boom gross national product rose
by 41 percent and personal disposable income by 38 percent. The
1922-29 sustained boom was characterized by well-nigh stable
prices; the Gross National Product Implicit Price Index increased
by only 2 percent during this period. Nonfarm household debts
increased by 129 percent, but business debts increased by only 39

percent. The burden of household debts relative to household dig~
posable income increased during the 1922-29 boom, but the ratio

of business debts to gross national product did not. This behavior
of business debt may have a reflection of the stock market boom,
which the 80 percent increase in the nonfarm households intangible
asset entry reflects. .

During the 1946-58 sustained boom gross national product rose
by 111 percent and personal disposable income by 98 percent.
This boom was accompanied by a 49 percent rise in the Gross
National Product Implicit Price Level. This price level change
tends to decrease the burden of longer-term debt. Nevertheless
the rate of increase of all of the household debt items was greater —
in all except one case (other loans) much greater — than the rate
of increase of gross national product. Similarly liabilities of non-
financial corporations — with one exception (other liabilities) — in-
creased at a more rapid rate than gross national product.

Further work on the interrelations among financial developments
and income behavior is obviously needed before any strong presump-
tion exists in favor of the Pproposition regarding the evolutions of
balance sheets which has been used in this paper, However these
preliminary empirical findings are not inconsistent with the proposi-
tion. ‘

C. Balance Sheet Changes during a Severe Contraction and the
Subsequent Stagnation T .

"1, Introduction. In this section we want to take a.brief glance -

at what happened to the balance sheets of various classes of eco-
nomic units during the period 1929-39, the period of the great con-

the outbreak of World War IL

traction of 1929-33 and the subsequent stagnation that lasted until

- . ‘ . 4
. 81n Tables 1I-6(a) through II-11(b) data and ratios of 1929/1922 and
1958/1946 observations for selected balance sheet items forall the
units we discussed are presented. . ,

mmwﬁ- of Dollars) '

1 ratios

B e T el 18

- Oross National Product 74,0 1044 207 445 141 ana
- lourrent prices) . . - ST s e o T R T
Personal Disgossble Income 0.3 83.1 - 160.6  310.9  1.38 1.9

.(Curmc_pﬂcpl) o : ER
Gross National Produot i 75.8 . 104.4° 2828 4010  1.38 1.77
(constant prices) - ‘ o St
Gross National Product 88 100 74.6 - 110.8 1,02 1.48
Implicit Price Index : S T

"1922-29 (1929 = 100)
1946-58 (1954 = 100)

an»fﬂ m Households: :
‘Tangible assets 108.86 164,82 239,91 631.98 < 1.51 2.63
* Intangible assets 158.84 ° 285.43  400.04. " 875.32 . 1.80 . 2.19
Borrowing on 'securities 4,53 11,58 1.7¢ 6,01 2,56 . 3.41
Consurqpr Debt na na 8.00 - 44,31 pa. ‘5.84
 Mortgegss 9.97 B, 19.24 112,28 2,33 5.83
Total liabilities 22,14  50.76 32,10 17079 2.29 5. 3z
Nonfinancial Corpo rations: .
Mortgages, Bonds & Notes 24.50 37,10  33.46 98.68 1.51 2,05
Total liabilities ‘ 53.60 74,40 96.69 246,00 1.39 2.84

na: not avnllgblé

All of the data referredtointhis section appear in Tables II-6(a
through II-11(a). | - o o

During the period 1929-33, the great lquidation of the boom of th

.. :1920’s took place, but it was only in the period 1933-39 that an;
- significant’ increase in liquidity took place, As a result, it was no

until the war was over that a privately generated sustained boon

. could once again exist. During the great contraction, the shrinkag
'~ In the value of equity and real estate assets actually increased on:
- easure of the constraints imposed by debt and the;great declin

“:" ~in income’ (measured in current dollars) increased another, As 1

result. some business firms and financial institutions had to us

. the period after the contraction to establish a securs finsacts

- position. ' As shall be seen, this is in contrast with what happen
. in mild recessions when over-all financial positions‘tend to be
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. 2. Nonfarm Households, Between 1929 and 1933 the total value of
tangible assets of nonfarm households shrank from $164.8 billion
to $121.0 billion; by 1939 the value of household tangible assets in-
creased to $145.4 billion. This great shrinkage in the value of
tangible asgets was accompanied by a greater absolute and relative
shrinkage in the value of intangible assets, The greatest shrinkage
in the value of assets occurredin the value -of securities, preferred
and common stock, which fell from $138.05 billion in 1929 to
$57.06 billion in 1933. '

All in all the value of nonfarm household assets was decreased
by 134.4 billion or 30 percent of the 1929 value. It was argued in
Chapters II and IV that such a shrinkage and the processes which
bring it about are essential factors in the generation of a severe

recession,

In 1929, common and preferred stocks were 30.7 percent of the
total assets of nonfarm households; by 1933 they were only 18.1
percent and by 1939 they were 19.5 percent. Tangible assets plus
common and preferred stock were 67.3 percent of the nonfarm
households total assets in 1929; in 1933 these two added up to
56.4 percent of the total assets. The proportionof the total value of
assets that was subject to severe depreciation decreased as the
liquidation proceeded. ‘ '

. During 1929-33 the large losses taken on real estate and equity
assets resulted in a decrease in the ratio of equity to total assets,
so’ that by 1933 debt was 12.2 percent of total household assets.
During the subsequent period of stagnation total household debt
hardly grew, sothatby 1939 household debt was 10.4 percent of total
assets. '

Of the decrease in household debt of $12.1 billion between 1929
and 1933, $7.6 billion was a decrease in borrowing on securities
and $3.6 billion was in mortgages. : - :

As a result of the changes that occurredin the financial position
of households during the period 1929-33 and through to 1937, the
proportion of price vulnerable assets to total assets decreased.
The ratio of debt to total assets decreased and the debt based upon

securities and mortgages fell sharply. As a result, the households’ -
financial position changed in the direction «of increased security and

stability during this period.

3. Nonfinancial Corporations. Whereas the total assets.of house-
holds increased by 19 percent between 1933 and 1939, the total
assets of nonfinancial corporations decreased by 10 percent. The
stagnation of the 1933-39 period was reflected inthe value of assets
of nonfipancial business. ‘ ' ,

e

- term debt was being refinanced.

. Between _1929'Aan,d 1933 the ratio of é‘qulty'-llabilities to totai =

| assets fell from 59.4 percent to 54.0 percent. During the second - :

phase of the great depression, nonfinancial business continued to

liquidate their mortgage and bond debts, so that by 1939 once again

equity was 59.4 percent of their total assets. There is no doubt that
the shrinkage in the value of tangible assets, which affected the -
'ownership interest in corporations, accounted for a part of the rise

in the ratio of bonds, notes and mortgages from 20.2 percentto

27.1 percent of corporation total Hability and equity accounts. How-

ever, between 1929 and 1933 the total value of these funded lia-
- hilities, mortgage and corporate bonds did not decrease, During

the great contraction short-term debt was being funded and long=

During a severe contraction the relative burden of long-term debt

‘ 'on business firms increases. If the contraction is deep, then once

the economy is stabilized at the lower level a fairly long period of
“working off” the burdensome debt may be needed before nonfinancial
business will be ready once again to issue long-term debt: during
the stagnant period, 1933-39, the long-term debt of nonfinancial
corporations was lowered by $8.0 billion.

4. Commercial Banks. Between 1929 and 1933 total assets of
commercial banks decreased by $25 billion; $17.69 billion of this.

$25 billion was a reduction in loans in securities and bank loans .

ne.c. This was the banking sector’s contribution to the great
contraction. Between 1933 and 1939 total assets rose by $24.4 bil-
lion, sothatby 1939 total assets of the banking system were virtually

- the same as in 1929,

‘Of course the portfolio of the banking system changed markedly -
during this period. In 1929, 45.4 percent; in 1933, 29.8 percent;

" and in 1939, 19.9 percent of the total assets were loans on securities
- 'and bank loans n.e.c. In1929, 7.1percent; in 1933, 19.5 percent; and
“in 1939, 25.1 percent of the total assets were in U.S. government
securities. However the most dramatic change was in the currency . :

and demand deposit (reserve) accounts; in-1929 they were 10.1
percent;. in 1933 they were 14.4 percent; and in 1939 they were
31.7 pecent. of total assets. Using currency and déemand deposits

~and U.S, government securities as the riskless assets of the bank- - :
_ing system, in 1929 riskless assets were 17.7 percent;in 1933 -
- they were 33.9 percent and in 1939 they were 56.8 percent of the

~"commercial bank’s total assets. -~ _ s

: During,'the _feceésipn and stagnafion:pepiods 'ot_‘"the‘ 1930’8. the ,‘ .

‘j commercial banks inicreased their liquidity.

5. Prinbipal Savings Intermediaries. ‘Both mutual savingsbanks -

~and life insurance companies increased their total assets during the .
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period 1929-33 and again from 1933 to 1939. However the total
assets of the savings and loan associations decreasedby 16 percent
between 1929 and 1933 and by another 14 percent between 1933 and
1937.

There were relatively slight changes in the asset composition
of the mutual savings banks during the contraction of 1929-33.
Tangible assets increased from 1.5 percent to 4.2 percent of the
portiolio; mortgages decreased from 55.3 to 51.6 percent of the

portfolio; and Government bonds. rose from 5.4 percent to 7.8 per-
cent. There were marked changes in the portfolio of mutual savings '

banks during the stagnation period 1933-39: mortgages fell to

40.8 percent; U.S. government securities rose to 26.2 percent; and

other securities fell to 13.2 percent. The reduction in the mortgage
portfolio and the large increase in government debt holdings was the
response of the mutual savings banks during the stagnation.

The proportion of tangible assets to total assets for savings.

and loan associations rose from 2.3 percent in 1929 to 14.9 percent
-in 1933 and remained high to 1939 when it was 14.3 percent. These
developments were the result of foreclosures. Even in 1939, 86.4
percent of the total assets of these associations was in mortgages
or tangible assets. They did not succeed in becoming appreciably
more liquid during the period 1929-39, which may account for the
continuing decline in their total assets during the 1933-39 period,

The percentage of tangible assets to total assets also rose
for life insurance companies betweén 1929 and 1939: from 2.6 per-

cent in 1929 to 6.0 percent in 1933 and 7.3 percent in 1939, However
they did make large changes in their mortgageand U.S, government
holdings: mortgages fell from 41.9 percent to 32.9 percent to
19.7 percent of their portfolio and U.S. government securities rose
from 1.9 percent to 4.1 percent to 18.5 percent of their portfolio.

D. Financial Relations during Expansions and Contractions
. Contained in a Sustained Boom -~ = ST -

1. Introduction. Quarterly flow-of-funds data are é,vailable for
the period 1952-59. Annual data do not enable us.to observe what

happens to financial relations duringthe shortand mild contractions - '

and the long and strong expansions that occur during a period which
we have characterized as a sustained boom.: As 3 result we are
forced to restrict our attention to the postwar sustained boom in
this attempt to find out what happens within the sustained boom. -

We use the National Bureau’s “Reference Cycle” patfern as

our frame of reference. No attempt is.made to uncover specific -
cycles through the various measures that will be applied. We.
deviated from the National Bureau reference c¢ycle pattern in only -

e e g i e e P 1

. instruments which exhibit a cyclical pattern, . . -

one respect, we took as our peak quarter the quarter in which the
peak month occurs, and similarly for the trough. No rationalization
for this is offered except that it seems a more consistent usage of
what at best is a rather imprecise framework given the roughness

“of the data. ‘

Each expansion contains the terminating peak quarter. Each .-
contraction contains the terminating trough quarter. In order to

~ utilize all the data available we literally “broke into® the expansion
-~ that began in 1950:1 after it had been underway for two years, and
~ began our tables with the second part of the 1950:1 — 1953:3 expan-

~sion, i.e., our first expansion 1s from 1953:14o 1953:3, Similarly

at the end of our period, the expansion that began in 1958:3 con-
tinued through 1959:4 at-which date our data terminated, .~ = -

But with ‘these limitations in mind and recognizing that the .
further collection of quarterly flow-of-funds data will ‘enable the.

development of longer and more meaningful series of relations -
among the financial sectors, we proceed to examine what happened

during these mild cycles. Our detailed analysis will be for the

following sectors: Households, (including nonprofit organizations), .

Nonfinancial Business, Commercigl Banking and Monetary Au-
thorities, and Nonbank Financial Institutions. : o

‘The ‘analysis that follows. is direct_éd toward understandiné
what changes take place during the contained expansions and con-
tractions ‘in the balance sheet structure of the various units: the -

terminology of Chapter IV.

. portfolio transformations and the issuance of new liabilities in the’

2, Consumers and Nonprofit Households, Household gross in-
vestment includes both the purchase of durable goods and housing,

- - which “being® netted for all households result in income account -

payments and an increase in the balance sheet entry of “tangible -

.assets owned by households” and the net acquisition of financial
~ investments. During the period 1952:1 through the end of the con- -
. traction of 1958:2 there was an apparent rising trend in the ratio -
" of household ‘capital expenditure to household gross investment;

during ‘the..*truncated” expansion, 1958:3—1950:4, the ratio of

. financial investment rose.

- . The ratio of increases in fixed value redeemahléassetstonet.

- acquisition of financial assets shows a countercyclical pattern:

- higher during the contractions than during the expansion. Apparently

- during recessions time deposits and savings and loan shares become .
" “preferred”assets by. households. Running counter to the behavior -

~of fixed value redeemable assets are credit and. equity market. .
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is higher during expansions tlian in contractions._ S

. Perhaps most interesting of all the “small' cycle observations.",
~in regard to household finances is that the increase in liabilitie
-as a fraction of net savings is higher 'during the expansions tha
during. contractions. Also the limited. observations available
_Table H-14 show an increasing trend in the ratio during both ex:

e ‘pansions and contractions: the ratio during the guccessive expan

At <o Sy i e cpe Al St A e T

3.3
7.0
7.9
2.8
2.6
ko3

TABLE II-13(e)
- Nonbank Financial Sector

, and the issuance of various’ liabilities. The liabilities corporations
¢ -issue are both. -equities (common stock) and debts. The debts ca

Expansion

——

Deposit

Market Instruments
gn Bonds

Equity Msrket Instruments

& Equity
Credit. =

1 Obligations
State and Local Obligations

12, Corporate and Forei

Insurance Companies
13/ Corporate Stock

t. Insurance Companies

6. Noninsured Pension Funds

-?o F’.m, NeCeCo,

Yy

ngs & Loan Assn's. & Credit Unions

ngs through Life Insurance

dit
10, Federa
‘Savings thirough Pension Funds

11,

i

utus Swings Banks

Other Mortgages - - . : . - T 25
16+ Consumer Credit .~ .~ . Ean .

o 1<ls Family Mortgages .
¢ letlncrcast in:Liabilities -

L. Life

S.. Othe

v9.-

30. ‘Open Markeét Paper

31. E.H.L.B: Loans to Savings & Loan Assoc.

32, Miscellaneous . .

© 28, Securities Credit
. 29. Bank Loans; n.e.c.

22. Savings Shares .

23+ Savii
25+: Credit and.

3. Sav
~ 27+ Corporate Stock -

18 °Other

2.

7117, Seécurity

15,

R PO RS S

- ‘sions being :.483; .692 and .647 and ‘during the contractions ,40
and .485. When we recall that in 1958 household liabilities were but -
11.3 percent of household: total assets (Table [I-6(b)); the two sets

“of tables are not strictly the same but similar _enough for our pt
_poses), this indicates that if a sustained boom is maintained fo
‘considerable period, the burden of household liabilities relative
both income and total assets will rise sharply

. The evidence from this examination of the behavior of househol

financial structure during the sustained boom is consistent with the

- hypothesis that the financial ‘system evolves during such a period
in the direction of greater instability '

: 3 Co orate Nonfinancial Business. .Corporate nonfinancia
nance their net investment by their retained earnings

divided into two types: *funded or long-term debts” such as corpora-

tion bonds ‘and mortgages and short—-term debt such as hank loans
Cone. c. and trade debt. L e

_ The evidenoe from the financial behavior of nonfinancial corpo
* rations indicates that during expansions the ratio of the increase i
. corporation debts to net saving and issuance of corporate stoc
- .1s-about 1:1, but that during the contraction of 1953:4 —1954:3 the
‘increase in seélected liabilities was twice as great as thi Ancredse
in owners’ equity through retained earnings and issuance of co

: porat ‘ stock. In the contraction of 1957: 4-—1958.2,; oth net
- - 18 "'n . of corporate stock ‘and net increase i

‘liabiiities were negative.

ing both.-contractions thi -increase :An: long=
ater than the "hange in the selected liabiliti

liabilities is evident C
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Bank loans n.e.c. show a tendency to conform with the cycle,
being about 20 percent of the creditand equity market liabilities is-
sued by nonfinancial corporations in the first two expansions of
this period, and -25 percent and -30 percent of the credit and equity -

‘market liabilities during the contraction. However in the third, trun. -
cated, expansion bank loans n.e.c. decreased.

There is some evidence that the ratio of the increase in seleoted
liabilities to the change in ownership interest rises during these
‘sustained booms, primarily due to the much smaller magnitude of
the data during the contractions than during the expansions.

The evidence from the behavior of long-term debt may indicate
that some corporations resort to the short-term money market

whenever long-term rates are high, and they fund this short-term
debt during the following recession.

4. Commercial Banking System and Monetary Authorities. We
will first examine the behavior of the changesthat take place in the
portfolios of the Commercial Banking System and Monetary Authori-
ties during the expansions and contractions that occur in the midst
of a sustained boom. We will ‘consider gold and federal government
debt as riskless assets and state and local obligations, corporation
and foreign bonds, mortgages, consumer credit, security loans and
bank loans n.e.c. as risk assets. There are two reasons for this
classification: one is that “default® risk possibilities are attached
to the risk assets, the other isthatthe risk assets are determinants
of the behavior of the issuing units whereas the riskless assets do
not significantly affect the behavior - of their “issuing™ unit,

During the business cycle expansions the ratio of risk assets
acquired to the net acquisition of financial assets for the monetary
and banking system is high; infact during the last two expansions the
banking and monetary system’s holdings of riskless assets de-

- Creased. Inasmuch as the system increased its holdings of risk as-
sets during both contractions and ‘expansions, Table II-18 offers
-evidence that the ratio of risk assets to total assets. owned by the
banking and monetary system increases during a sustained boom.,

' ‘The pattern being followed seems to be to acquire riskless assets

(government securities, short-term) 5‘dur,in_g‘ contractions and to
- sell these assets during expansions in order tofinance the acquisi-
" tion of risk assets. . e T

- Among the risk assets the most striking cyclical pattern is that

- "of bank loans n.e.c. Such loans actually decreased during the con-

- tractions of 1953:4 - 1954:3 and 1957:4 - 1958:2; and during the

. last tWo_expansions-they,weteapprbximate.ly 60 percent of ‘the total
- assets'acquired. - , S R

»
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L - "TABLE II-16 - o
' Finastcial ﬁex:itions During Expansions and Contractions Contained in a Sustained Boom, 19521959

1.k
9.7

The Following as a Fraction of "Risk Assets":

State and Local Obligations

. Corporate and Foreign Bonds

. Mortgages 4

<196
$361
021
.258
126
«87h
+564

11.1

gnuons, coi_’poration and forel

assets plus riskless assets do

v.M.S ’

.165

are not fncluded.

52:1-5313

~ Expansion

Risk

Commercial Barking System and Monetary Authorities

& Federal Oblig.)

Risk Assets” .

““Risk assets: state and local obli
e mortgages ar_c.g_mrm_mt- guaranteed and hzncc

., sccuﬂtylms and benk loans n.e.C.:

'.’:E w

. guaranteed loans and C.C.C. certificates.of interest which

" .financial assets® because "other loans"

. The Following ss & Fraction of "net
- Kequisition of Finsncial Assets":

Riskless Assets = .~
| The Following us a Fraction of "net

'irgrease in Liabilities":

' .ﬁé-‘uéﬁdu{um of Financial Assets

" Risk'Assets

. Security Loans

. Bani Loans, n.e.co
- Time Deposits

" Riskless Assets (
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‘Consumer credit also shows a strong cyclical pattern, although
the proportion of consumer credit to the net acquisition of risk
assets was much higher inthe expansion of 1952:1 —1953:3 than in
the next two expansions, i '

State and local obligations and s&curity‘ loans asa percentage of

risk assets show strong countercyclical trends.

During contractions time deposits make up a high proportion

of the net increase in the liabilities of the banking and monetary

system. ‘ N

i Even though there is evidence that during contractions the bank-
. ing and monetary system swings to riskless assets instead of risk
assets, the movement during the mild contractions does not fully
offset the swing toward risk assets of the previous expansion, Hence
a trend in the portfolio composition of the banking and monetary
system is set up. Incidently this trend is accentuated when the
Federal Reserve System uses reductions in reserve requirements
as its weapon to achieve secular increases in the money supply,
for it is the commercial banking portion of the monetary and banking
system that acquires risk assets., , '

5. Nonbank Financial Sector. The most -striking aspect of the
behavior of the nonbank financiall.sector 18 the rapid growth of
savings and loan associations and credit unions as a proportion of
the total nonbank financial sector. During the expansion of 1952:1 —
1953:3 they were 25 percent of the sector, during the expansion of
-1958:3 — 1959:4 they were 36 percent of the sector. Noninsured

pension funds also increased as a percentage of the total nonbank

financial sector. Mutual savings banks, life insurance companies
and other insurance companies tended to decline aga percentage of

the total. It is this structural change within the nonbank financial -

.8ector that is the most striking feature of the period. It may be
worth while conjecturing that the savings and loan associations and

" " credit unions are the *new® financial institutions which have tobe

- thoroughly assimilated into the financial picture.

- There -is some evidence that the acquisition by tﬁ_e nonb,a’,nk;‘
. financial sector of corporate and foreign bonds as a percentage of . }.
.-the total increase in financial assets 1s countercyclical, whereas B

- that of one-to-four family mortgages is cyclical. However, of the

. major assets of these institutions (those “which are more than

10 percent .of the total portfolio) ‘only consumer credit shows a
. pattern which definitely conforms to the cycle. - :

B A0

Even though there is no discernible cyclical pattern in deposits
in mutual savings banks, 'savings shares, and -saving through life -

insurance .companies, the ratio of credit and equity market instru-

' 'ments to net increase in liabilities conforms to. the cyclical ‘

st e

R pattern it is highéf in emé.nsioﬁs than in oontractions : This 'ﬁé&ern :

ity We will examine what the different types of assets mean fo

‘reserves plus earning assets equal total deposits, i.e.,We will ignore :

o

shows up in bank loans n.e.c. and open market.paper, which area
higher proportion of total liabilities duringthe e:‘tpaxisi]onsﬁt.pan_dnr.-ﬁ_’
ing the contractions, This may be evidence that these institutions -

“overcommit themselves in terms .of lending commitments during
- ‘expansions, so they are forced to borrow to finance a part of their

position. To:the extent that this occurs, these institutions are in a. -

3 relatively vulnerable position if a contraction goes. 8o deep that -
they have to liquidate a part of their assets. AT TR

y of Financial Institutions

Y

© . L Introduction, Standard, traditional banking theor'y discusses
-~ two sources of liquidity for commercial banks. The .traditional

“commercial loan® source of liquidity centers around the dating .
of the asset. In addition a commercial bank is liquid to the extent:
that it can sell its assets on a market. In the recent past a third .
source of liquidity, the regular payments by the borrewer on a
fully amortized contract, has increased in importance.

In addition to these contractual and market sources of liquidity
the explicit or implicit guarantee by either the central bank or -
another agency of the government that specific assets can be used -
as' security for loans or can be sold ina market which will be
orderly if not pegged is a source of liquidity. R

In this section we will first examine the sources of liquidity for
financial institutions, paying particular attention to the problems
of commercial banks. The ‘emphasis is upon commercial banks
because their asset structure is much more .complex than that of -

. the other depository institutions (life insurance companies alsohave'
~ & complex asset structure) and because of the historic association

of bank liquidity problems with financial crises. The essentials of

_ the argument 48 to the sources of liquidity for commercial banks . -
. ‘can be'applied to the other depository institutions. After the general .

discussion of sources of liquidity we will ook at the liquidity« »s(.;uro?:ev‘fs

; & for member banks and savings intermediaries. -

- 2. Sources of Liquidity. We will first disouss and compare
es. of liquidity and how “central bank? guarantees affect liquid- "

‘the Nquidity of a commerecial bank under the agsumption that cash '

the ’own'er’.s?_‘invésitrneh't. o

A borrower on short term 1s obligatedtoprovide the lender with

~ 'money on or before the due date.of the loan, i a banker keeps 10 -
P percent in cash reserves and the ;rést,gf‘hié'as.‘sp,tsf:invso_-dgy_ loans, -




TABLE II-17
Financial Relations During Expansions and Contractions Contained in a Sustained Boom, 1852-1959

(o
&
Y.

ARRRER 333292?-’:5353%3 . ARSAMRERKSIY| ¢ ‘then on the average of 1/65 of the value of the loans will be due each

. business day. If the borrowers all fulfill their commitments, the-

g2 " average daily cash flow to the lender will be 1.54 percent of the -

* -« total loan portfolio, or 1.38 percent of the deposits. The lender is-

. in a ‘position to' withstand a run for n business days at the rate of

(10.+ n x1.38)/ percent of deposits per business day. Experience
n

9 ¢ has: indicated that 'such a cash position and flow is not sufficient .
! - to guarantee the liquidity of commercial banks. - L
i M a bank has 10 percent of its total demand liabilities in cash
‘and another 25 _percent in marketable securities and if the market
8§"‘§8"’ regssnasenn §§8"‘ o "§ 1.~ for the securities functions perfectly, the bank can withstand a
SRe3S8E Nl Bt R -T2 3382 ;. . drain of some 35 percent of its demand liabilities in one day. The
cees e K ’('c:‘é""g’i ':qz‘\é oo 'gngng i { * . liquidity of a combined portfolio can be expressed as follows: if ‘
-+ - cash 18 10 percent, marketable assets 25 percent, and short-
. term loans 70 percent of deposits, then a drain at the rate of
-‘-’L ‘ 10 + 25 A +n x 1.0 percent of deposits per business day be be with-
5 ._ : -
S

n
stood (Ais the ratio of realized cash to book value for the market-
~able asset, if A < 1then obviously the institution must have a positive -
net worth (assets > deposits) to remain solvent). Experience has
been that marketability is an adequate source of liquidity for a -
particular bank but not for the banking system, i.e., a bank with

Nonbank Financial Sector

. ltnancial system is the relative importance of such protected assets

Fully amortized contracts, which at present are the dominant
... form of mortgage and consumer credit contracts, canbe interpreted -
~ a8 a series of dated loans, one loan coming due each month for the
o - life of the -contract. As is illustrated in Table II<40 page 363, a -
318 _ : - portfolio of fully amortized long-term mortgage contracts results

2RE3gY  Fo5gsesss 588 AgRR¥R | 23 i §:§ marketable: assets and sufficient net worth can withstand a run, but
trette Pt et L ;the banking system that depends upon marketable assets is vul- -
H i~ nerable to a financial crisis. : '
;a f .E A commercial bank and other depository institutions, such as
§ % i % v ‘5_ & savings and loan associations, finance a position in earning assets .
®w S0l 8%t gg = k: by means of deposits. A run on a depository institution means that
§§ .e.‘.‘“'g 8 S‘%E a " ¥ Ho the: financing for. its position is being withdrawn, The depository.
"3 23 gu- g3l " =5 « 28 ﬂi .institution has two alternatives—to “sell out® or refinance its posi~
8 % § : § ‘H'EE»S 88 £ & -2 ‘E":a; ] sly : tion. Experience has shown that the repayment provisions on short
98 wee é.: s.g 3*@"'“-?1: 288 7T o3« sf"gg tRa i contracts and- the shiftability of assets in free markets are not -,
i3 §§ § 453 23 3 L §§§ B oe3li %‘E‘,} 83955 g“‘ . sufficient to guarantee that financial institutions will not become
- g & © anedg 8 335 2. §;§,A=~-ﬁ“'£ﬁ LeeS g3 g | . illiquid. Central banking, by means df the discount window, offers -
N EEEEY-L 29 & Eg g § 33K =3 §3:‘31’-§ qddgy - guaranteed refinancing for certain classes of assets and, by means -
5._" §.g§s‘: S g H §§‘g H g gi"- $ g8§ §£ "Efig g'§ ;ﬁ -1 of  open market operations, assures either orderly or pegged
- fgﬂi a :_:§ LEs 328528588 :l'§§ 3 § § 3 .§.§ E8588: E g.h Ea L gm.t”ke:B for %«;r f&rticg!ar cl.%asgs tof ‘assets, iAsgets »w.lhi‘ch the
Py N A N S ey HTI 0 00 ¢ 2 0 0 0.0 4 0 G P 8 00 a0 e 0 o0 s f -gcentral o ) o ’ ) of n -
J4RRRAnE  ERIITA01Sdad | RASAARMRERESY | I maiieed ag e ouy OF A0Cept a8 securlty | Hquidity of 8
r
k]
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in a flow of cash to the mortgage holding institution which may run Q. I A g.. s 8 g b
as high as 1 percent per month of the mortgage portfolio. For the AT R XF g8
shorter-term fully amortized consumer credit loans, the cash flow - _ = E'Q e

per month to the lending institution can be as high as 8 percent to 3 8388 §‘ e vé :
10 percent of the total of such loans cutstanding. These flows are a - a3 8- 3l Y
major source of the liquidity for the savings intermediaries and ~ T 8 : ‘é‘ti S
consumer credit houses. ’ ‘- 4 n : ws & E LT Pt

A mixed portfolio where 10 percent of deposits are in cash, 25 i R B R
percent are in marketable assets, 50 percent are in short-term 1 e : G -'i PR
loans, 10 percent are in mortgages and 5.percent are in consumer ana PR a ool §8 L
credit can withstand a run at approximately the rate of 10 + 25\+ 8n < § ' § § & § 8 8 st =

o ' n Sl 4 Ang 88 8
percent per business day for n days.9 ' ‘ o o E < ; o 8.‘

It is important to note that the consumer credit and mortgage a\ §,\_ 2 8 §_ &. R 8;. *; 52.‘ ')
payments generate a smaller cash flow per day than short-dated ; a “|w - “a ‘o8 3
loans. Only a fraction of the liabilities of the consumer credit 2 - ‘ . A hﬂ L
houses are in the form of short-term debts and they operate so as B - 3 S 2 &5 &R s 25 W
to keep unused lines of credit at commercial banks which are  ad8le 8] . + 2232 5 e 3
available to refinance their position if needed. On the other hand, o -g g E 3 - = S 3§ ' % :
the deposits in the specialized mortgage holding institutions are Pk . . . - wl g
treated as “de facto” demand deposits. It is dangerous for insti- o § e §\ 3 & ﬁ a §5 5 §8' o s

~ tutions which depend upon amortized long~-term contracts for their 9 8Dl 2le 2] * S S el 3 &g s
liquidity to have such “de facto® demand iabilities unless ‘they have E:‘ 2’8 3|8 e ™ - 8 g’ 3 -
either a guaranteed refinancing source or a guaranteed market for [SRet- =R o 8 ®/%= wnl b FET B
their assets. : o <y SEM K § .o & A8 2 “23 % '

S R teAd gyl §oE

On the other hand, a large portion of the assets of .commercial § &l o - gg p:
banks are in fact protected: hence it is not too great a decrease of 3) ‘ 'g' X -'S.i pe]
their liquidity if they accept some fraction of amortized contracts. . a g g . ;-':

. o8 ‘ : 3

3. Member Banks. In the 1920’s the liquidity of the member - E . 8 g‘?é @
banks of the Federal Reserve System, the most liquid in times of - $ ppg B

- crisis of the commercial bank sector, was very limited. Of a total e B | 3 g!g R

 loans and investment portfolio of some $36 billion in 1928 and 1929 = - : o -~ ]84 Say Sla
- only some §$11 billion at the outside were loans that could be re- - TR E TR N «5 g ws

- discounted at the central bank, and only some $4 billion were U.8. | o B g R B § --t‘-: g 2
' government securities which -even in the 20’s may be assumed to . i e 5 RO R ﬁ %&,3
have a protected or guaranteed orderly market. The emphasis upon gL T o 3 é‘ g S A Tl B - ',_,!:

- loans to carry securities as a source of liquidity in the 1920’s is _ 3 Fa | 3 Y A T I N ﬁs o 3.5
o ' . o PEETE P - S A
- UThe .8n is the sum of the cash flow'due to ‘ - e 5 ‘g T d " 3 'ég_ y -

+ L dated contracts = 50+ 65 (65 business days in 13 weeks) 13 3 $ 233 §.e L

2. mortgages = 1x1_x'1 (22 businessdays ina month, 10 percent
: . 10 22  of deposits'in mortgages)
3. consumer credit = 10x1 x 1 (5 percent of deposits in con- e o Ca
20 22 consumer credit) - A oy



TABLE II-18

All Member Banks

Classification of Investment on Call Dates

December 31 of Selected Years

(Millions of dollars)

1959

1945

1941

1929 1933

1928

54,299 16,813

1958

78,338

1939
75254 1’-!3328

ll’312 ’

19:539
3,0%0
2,871

3,863

-U.S. Government Securities
States and Political Sub,

Other Securities

13,405 13’677
3,100 2,610

3,254

?’692
2,959

1,393 1,789
L,528 3,343

1,369
L,848

8

2,815
25,500 84,407 70,80k 63,100

19,979
13,962
33,9k1

12,386
12,833
25,219

9,784

10,529
25,155

_ Total I:westmnts _

Total Loens

9,779

43,521 107,183 154,865 157,879

22,775 81,061

18,021

35,934

"r.pt;a'l Loans and Investments 35,68k

System, Table 20, page 77, and the

Banking and Monetary Statistics, Federal Reserve

 The Federal Reserve Bulletin, June 1960, p. 652.

Source:

"gage portfolio of the commercial banks provide for a predominant

- ... In the period of sustained boom since the end of the Second World: .

- War, the commercial banks have retreated from the position of ex- =

. treme lquidity which they enjoyed in 1945; However, by the standards'
+of the .1928-29 banking system, the member: banks are still-ver

Haquid. . Of total loans and investments of $168 billiop at the end of

_some $40 billion were in open market Ppaper, agricultural loans and = -
.- commercial loans.’ Loans for‘,the.pu_rchas,eAndc_arrying.qu‘securiti__e,s‘-‘,'a-j_j
. amounted to only $4.5 billion. Some $13 billion. of consumer in~

_In Table T1-20 it is shown that not until the 1940°s did the mort-
portion of amortized loans; from Table I-19 it is obvious that
consumer installment credit loans did not provide any significant
cash flows. L . G

By the end of the 1920’s, unless the central bank were willing to

“throw away*®.all the rules of the central banking game as under-
stood at that time, in times of crisis, the commercial banks were -

~ not in a‘ very liquid position. By the rules of the game “asg’ under-

- stood at that time®™ I mean the use of the discount window for re- .
-stricted types of assets and perhaps open market purchase of
- .government securities. It is obvious  from looking at Table H-17

. that in the 1928-29 period the central bank, to protect the liquidity -

of the commercial ‘banking system, should have been considering the :

~ need .to provide refinancing for the vast amount of paper related to ‘
~ “purchasing and carrying securities.” ‘ S

- Dui'ing the period of contraction and st’dgn’ation which followed

- 1929, the portfolios of the commercial banks changed very markedly.

In 1941, with a total loans and investments of $44 billion they owned
some $20 billion of U.S. government securities, some $13 billion i
of commercial loans, open market paper agricultural loans and

other loans.” Loans for the purchasing and carrying of securities -

‘were reduced to $1.2 billion; of the $3.5billion of real estate loans,

$1.5 billion were FHA insured, and some $1.7 billion of consumer
credit paper was owned by the banks, ‘ C

- All in all the extent. of assets which could be sold in protected
markets, refinanced through the central bank or whichprovided for >
regular cash flows increased as a proportion of commercial bank

_ .assets,

At the end of the Second World War, in 1945, aver 70 pel‘Cént»dﬁ,-'
the total loans and investments were in U.S, government securities, - .
At that stage the banks were very liquid due to their ownership of

assets which could be sold if necessary in a protected market, . -

1959, some . $47 billion were in U.S;. government securities and

stallment loans:were owned by the commercial banks as well as -
almost $5 billion of FHA or VA mortgages. Hence the proportion of - o




| the portfolio that was represenﬁed by fuily;amor;ized loans had in-

creased markedly since the end of the 1920’s.

Certainly marketability and amortization as sources of bank

liquidity are much more important today. than in the 1920°s, In de-

riving this result we have ignored the rise of term loans to business
which reinforces the conclusion. h R

TABLE 1I-19

. Commercial Banks
Consumer Credit and Mortgage Loans
- -Selected Dates -
(Millions of dollars)

1929 1933 1941 1945 1958

Consumer Installment Loans 43 29 1,726 745 . 12,780
Real Estate Loans 3,191 2,359 3,494 2,455 20,013
FHA and VA Insured C - == 1,465 1,506 8,811

Source: Federal Reserve Bulletins, various dates.

4. Savings Intermediaries. The most significant change in the
liquidity. of the nonbank financial intermediaries has been the shift
from nonamortized or partially amortized mortgages to fully amor-
tized mortgages. In Table II-20 the breakdown of conventional non-
farm mortgage loans by type of loan is exhibited. In Table II-21 the
breakdown of mortgages by type of owner and type of guarantee, if
any, is shown. R

The shift to fully amortized mortgages between the 1920’s and
the postwar period has been very marked for life insurance com-
panies and commerical banks. Unfortiunately the -data for savings

-and loan associations do not enable us tp'sepa;ra'i‘:g fully and partially

amqrtized mortgages. = -

The ‘marketability of a 'mortg_a;gel-depends','ih part upon Whe'thér-/

it is endorsed or guaranteed by an agency of the federal govern--
ment, In Table II-21 the data on the breakdown: of mortgages owned

by financial intermediaries at the end of 1951and at the end of 1958

- 1s presented. During this.period mutual savings banks.incréased the
. percentage of their mortgage portfolio -consisting of guaranteed
mortgages, but for the other instituttons:thls'pércehta'ge decreased.

(What was happening in part was that the‘pﬂ;e‘r institutions were-

P e g

19251 o
" Fully amortized 18,9 16.2
Partially amortized| 58,9 37.9

1930-19

- 1940-19k7 B
‘Fully anortized | 90,6

 ¥Sivings and toun assoctation loans made dur
1. R.J. Saulnier,” H.G. Halcrow, and N.H. Jac

2. Based on National Bureau of Econamic Research sample. surveys of loins

| oo b te U Faally Dusiiings
Weeoflom: | O Comerctar Syt Wl | TTE

Fully smortized | 2756  15.5%) | ¢ 5.0¢
Partially amortized| 6.2 2. ; oItk Sl ome  wa
Nonamortized | 16,2 - 2.1 5.6 1 20,7 . 535

6.3 . 10,7 .
6.0 g

27.6 S
100.0 - 100,0

Nonamort ized 22,2 LS.9
“Total " ]100.0  100.0

R A I By

Partially amortized| S0.L 8,1, bl 6.8 3.7
Nonamort 1zed 16,2 L8 - 5.9 2644 5040 .

Totsl 11000 1000 1000 | 1000 . 100, 5
. u8.8) | 531 s
e b y D998 pode T
Voramortived . | L0 98 o2 | 28 - 108
_oTetal 11000 1000 1000 | 100.0.. . 100.0

g 1925-20 are included with

Ioswance, for the National’ Burs

Prifoeton University Press; 1986), Table 73, p; 388,

‘Mmide after January 1, 1920 by 24 leading life insurance companies, 116 3
‘commercial banks, and 92 savings and loan ;qspcia_tldno." e
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TABLE II-21
Mortgages Owned by Financial Intermediaries*
’ ) By Type  Mortgage '
, (Billions of dollars)

~Percent.

End of 1951

Commercial Banks - 3,h21 2,921 4,929 11,270 b
Mutual Savings Banks 2,517 1,726 k303 - 8,595 50
Life Insurance Companies 5,257 3,130 9,00 17,787 53
Savings & Loan Assns. 8656 3,133 11,565 15,56} ()
End of 1958

Commercial Banks S.u8 - 3.3y 9.78 18.59 53
Mutual Savings Banks S.50 8,36 7.07 20.93 34
Life Insurance Companies  7.LL 7.L3 19.52 34,39 57
Savings & Loan Assns. 2,21 7.08 36.3Y4 45.63 80

*Residential mortgages for commercial and mutual savings banks, nonfarm
.. mortgages for life insurance companies and total mortgages outstanding for
savings and loan associations. S .

Pl

“selling” some of their FHA and VA mortgages to eastern mutual
savings banks.) ‘

It is a rather serious trend for the liquidity of the savings and
loan organizations, which have almost all of their assets in mort-

. gages, to have a decreasing proportion of their assets in guaranteed, -

and therefore more readily marketable securities.. The liquidity
of these organizations in times of developing financial distress
‘may depend upon their ability to realize enough on their guaranteed
- Mmortgages to withstand cash drains. R ' :

~ VL THE VULNERABILITY OF THE FINANCIAL SYSTEM
- . TOASEVERE RECESSION .

‘A. Introduction

.. Our theory emphasizes the effect upon aggregate demand of a
financial crisis. . It ~has been argued that the economy normally

Im_tﬁs Conventional Total Conventional

i . ‘we.did not modify the per capita ‘consumption function. ‘Aside fro:

“grows.” This grpwth 18 1n'te_r‘rni)_té_d"duite regularly bymilclcon-~

o tractions which are triggered by the constraining effect. that a tight -

labor market has upon the actual achievedrate of increase of gross
national product. Consumption, investment; and inventory behavior.
are assumed to set a limittohowfast income can decline, and these

- constraints normally operate togenerate a lower turning point which

is a large ratio of full employment income 80 that only a mild re~.

. cession will occur. If a financial crisis or widespread generalized

financial distress occurs, the stabilizing tendencies in consump- .

. tion, inventory, and investment behavior will be offset. In this event
* @ severe recession can take place.. T :

M

It was .8.1;80. argued that each contr#cttdn does not geﬁerate a

-.severe recession because the financial structure evolves during a -

period characterized by a sustained boom. Early in a sustained
boom the financial structure is such that the effects upon financial
relations of a contraction in'income imposed by employment ceilings

. are damped out. As the financial system evolves due to the need to

finance the sustained boom, the effects upon financial factors of a-
contraction in income similar in its original magnitude to those that
occurred earlier will not be damped out. The financial repercus-

'sions will result in widespreadandgrowin'gﬁ,nancigl distress which

may result in a financial crisis. -

~ In this chapter we will take another tack, We will assume that a
severe recession can occur independently of the behavior of the -
financial system. We will examine  the effects upon some parts of

the financial system of a number of hypothetical -contractions of
varying severity in gross national product.

. We first examine what the reaction of the economy within a
“borrowed” model would be to a large decline in expenditures that

are assumed to be exogenous. We find that within the assumed -
structural -relations the imposition of autonomous expenditure -

_ Changes which are designed to approximate the 1929-32 changes

In private autonomous expenditures generates a fall in income
considerably smaller than was observed in 1929-32, Various quite

- arbitrary structural changes are then made in the original bor-
- :rowed. model,. but -even 80-we are not able to-generate a fall in -
. income that closely approximates the severity of the 1929-32

experience. 'In good part this is because in all our experiment,
dropping an assumption that population grows, the structural
changes made in t:he"'mo_del; affect the relation betw'e_erx‘ personal

" and disposable income.

We then estimate the ‘amount of unemployment that' wbﬁi’d result

L ftom these ‘assumed changes in 'inéqmé.,and-e'jnmi,n‘e some data on
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spending by unemployé‘d workers. The difference between the esti-
mated spending by unemployed workers and their current disposable

income gives us an estimate of the spending to be financed by:

drawing upon private financial resources. We examine the amount

-and distribution of deposits, redeemable assets, and guaranteed
loans among various financial institutions. This yields us an esti-
mate of the expected pressure upon the financial system that would
accompany our various computational experiments,

In addition an independent estimate of the pressures that would
be placed on savings and loan associations during some of these
computational experiments is made. This is based upon a regres-
sion analysis of the deposits and withdrawals from savings and
loan associations combined with estimates of the flow of funds to
these institutions on account of the mortgages they own. 1t is then
determined whether these institutions would have to sell assets
at any stage of the contraction, and what rate of default by borrowers

would have to take place to force either a massive sale of assets

or a large scale refinancing of their position,

An examination is also undertaken of the flow of funds on social
security and unemployment insurance accounts during sucha period.
It is shown that a large government cash deficit is generated which
should result in an increase in the quantity of money. The variation
in the flow of funds and the change in the money supply, given
various social security laws, is estimated,

“

In this chapter we will not allow a financial panic to occur in
order to force the financial institution into financial distress, That
is, the value of equity and real estate assets will not be allowed to
fall nor will runs on savings intermediaries be allowed to take place.
‘However, once the effects of the income decline forces financial
Intermediaries .to attempt to acquire cash by liquidating their
portfolio, we can assert that the conditions are ready for a financial
crisis. Hence neither foresight nor panic on the part of financial
institutions, households, and firms is conjectured. ' '

In addition, as was mentioned earlier, the empirical analyéis

is based upon existing relations. No attempt was made to adjust
the data for the evolutionary forces at work in the financial system. - -

. Hence we are discussing the possibility of 4 severe drop in income
-generating a financial crisis within a financial system that is more
heavily  weighted with risk-free assets than in earlier periods,

where equity and real estate type assets are not fully priced on the

~ basis of extrapolated growth rates, where debt-equity ratios are
still low, and where the ratio of pure money type assets to income

-is still quite high. SR : '

Bs
LR

- post=World War II period to da

" A final warning is in order, The study being reported here is to
be interpreted as a pilot study. rather than as a finished piece of
work. It was done in a relatively short time and is being offered as

an approach to the study of the relations between the “real” and
~ the “‘financial’’ sectors of the economy-which may have further
- applications, ) ,

)TOp ,m_c‘ms‘nmomx; Product

- . Our first pi'oblem 18 to generate a l'arge»drop in gross nat!onal
- product without having a financial crisis as ‘a part of the initiating
-mechanism. ¥ we use our basic accelerator-multiplier model and

ignored any constraints upon its operation we couldachieve this aim,
However, if the values of @ andf are such that a strong boom is

- generated, a boom that required constraining by a supply ceiling,

then the downturn, unless constrained, is rhuch too rapid to serve
as a model for a contraction. Hence we will work with a model in
which there are built-in stabilizers that act to constrain the con-
traction. However, we will erode the stabilizers in order to generate
a drop in income that qualifies as a severe recession under an
arbitrary standard to be adopted. :

What do we mean by a severe recession? The contraction begin-
ning in 1929 lasted for 43 months and the trough income was 55 per-
cent of the peak income. A recession can be milder than this and
still be serious. On the other hand we want the recession we generate:
to be more severe than those of the post-World War II period, for
which, in the trough quarter, the gross national products were 97
percent, 98 percent, and 98 percent of their respective peak GNP’s.
Arbitrarily we will consider a recession ‘severe if it results in at -
least a. 10 percent drop in GNP during the first year of the con-
‘traction, a minimum of a 15 percent drop in GNP by the end of the -

* second year, and if the lower turning point has not been passed at
~ the end of the second ye:

ar (using the peak income of the period as
the first quarter of the first year). A . :

~

o One‘i:eason why the recessions to be examined must be stronger

t'ha_njt;he_ -recessions of the postwar period is that during the entire
e the recessions have not been ac-

companied by any significant financial distress. The only financial -

- shock of any ‘severity that has taken place was the ‘2 5/8"" episode
- of ‘the summer of 1958 and this. “shock” ‘was an aspect of the re-

- %

- ./Any argumentthat the reason why nosignificant financial distress
~occurred was that the financial system is now too secure, or that
the. financial system at the time of the recession was too liquid,
cannot be admitted in thig discussion, For toadmit these arguments

" would prejudge the case that afinanctal crisis can only occur within
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" an environment that has been pr.epa_.i‘ed’fbr' cri‘sis.' Basi‘cailyi,i‘n
this chapter we are examining whether or nota financial crisis can

be generated solely by the changes in money flows due to a fall in
income, ignoring the possibility that changes inasset values may be

accompanying the change in income,

The financial “pressures® generated by the deep contractionare
to generate a financial crisis. The financial pressures to be con-
‘sidered will be those placed upon the savings intermediaries by

withdrawals, the reduction in new deposits and defaults that can be .

expected toaccompany a deep recession. (The institution to be exam-
ined in detail is the Savings and Loan Associations.) We will ex-
amine if the flow of funds due to the amortized contracts these. insti-
tutions own is sufficiently large to offset the net withdrawals. “With
this background we can estimate the maximum sustained drop in
national income that can take place without forcing these organiz-
ations to sell their assets to acquire cash. It will be a problem of
the next chapter to consider whether the market for their assets can
be protected so that such forced sales will not necessarily result in
a large fall in asset prices. '

We are making some peculiar assumptions in this chapter. No
matter what happens to gross ‘national product and its various
components, no decline in the marketprice of equity and real estate
type assets will occur. If the prices of these assets are based upon
an expectation that growth will take place; the fact that growth has
not occurred will not affect their price, ¥ the prices of the assets

are based upon the expected incomes to be received, the fact that

actual incomes are lower than expected incomes alsohas no effect.
We have to make these assumptions, for we have identified a sharp
drop in asset values as an attribute of a financial crisis, and we do
not wish to have any significant financial distress take place unless
it is the result of money flows directly related to the decline in
income, B ‘

- In what follows emphasis will be placed on unemployment and =
money flows from and to households that areaffected by unemploy- -

.- ment. A weakness in the argument is:that losses and bankruptcies

- of business firms and the resulting defaults on business debt are. -
not considered. This neglect of business firms isa corollary of the = |

* emphasis placed upon savings and loanassociations in the ‘numerical

- example, and would be corrected if greater attention is directed

- toward the effects of a recession on other financial intermediaries.

'No runs upon ﬁnanciél institutions are allowed to ogcur. We

~will assume' that withdrawals by households are the result of con-
sumption behavior and disposable income; no accelerated with-

drawals ocour because of fear of a financial crisis. .

" ‘Econometrics, Vol. 28, No, 4 (October 1960).

.. stein and Fromml and subject this model to really severe changes -
~ in autonomous expenditures; changes derived from the 1929-33
- experience. We will also have to modify the borrowed behavior .

equations in order to generate more severe recessions than we

s ot

~: - " (We will henceforth refer to this model and their experiments as
- the D.E.F, model or’experiments; The experiments undertakenfor-
 this paper will be called Minsky-Boriem (M-B) experiments.) -

~Liames S. Duesenberry, Otto Eckstein, and Gary Fromm, Sta
bility and Instabiut in the Ar;;exf;ican-f Economy (Harvard Univer

LAYRALNAIAN &

' We will borrow a model, one that is dus to Dussenberry,Eck

achieved by just imposing the strong shocks on tﬁe{oriﬁx”‘;‘a_l”x‘x';bdel;

. Rather than design and estimate the parameters of a model to

test the behavior of the economy as now structuredwhen it is
subject to strong shocks, we “borrowed” a modelthat was designed
to explore the short~run reactions of the present day economy when

- it i8 subjected to “realistic® autonomous changes, This model, when -
“subjected to the relatively mild shocks, exhibited strong stability

and recovery properties. We subjected this model both to stronger

.~ shocks .and structural changes of a destabilizing nature. Our aim
_ was to achieve a decline in income that approximated the relative -
* magnitude of the 1929-31 experience. In our attempt to do this we

ran a number of computational experiments in which we changed

both the structure of the system and subjected it to changes in
. autonomous expenditures more severe than in the “Duesenberry, -

Eckstein and Fromm experiments., ’ ‘

In spite of the strength of our shocksand the structural changes

‘we experimented with, we never achieved an over-all relative decline

of income of the order of ‘magnitude of the 1929-31 experience.
The .Ddes‘enberry-Eckstein.-Fromm, model has three-part_s:‘

1) A set of exogenously determined expenditures.
2) A set of behavioral and definitional relations which transform

- GNP into disposable personal -income, which is the “key™ variable

in the consumption function,
» ¢ : .
3) ‘A consumption function.

The Duesenberry-Eckstein-Fromm Model is et out i Chart -3,

i

958). Paper prepared for conference on economic stability
> Soctal Science Research Council. Also, J.S. Duesenberry, -

 Otto Eckstein, and G. Fromm “Thé U.S, Economy in Recessions,
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Duesenberry, Ecksteln Fromm Modol

(1)6!?’601000? ' _
(2) aw '
-1, Capital Consunption = 37,287 + .6571(0-1951:3)
-2. Indirect Business Tax = 26.573 + ,0238 GNP, » .16(t-l.9$1:3)
-3. Statistical Discrepancy = .S
<. Corporate Income Tax = ,S1 P.‘
-5. Ratained Cerponts Earnings = 53 - .91 Dy * o411 Py
whare P‘t (Corp. pmﬂts after invcntory vnlmtion ndjust- )
ment) s + 253 - .23(S¢, - s,)- +558 (a1nv - plnw,) o
Pagy - s
where S‘ = final alu

P, » corporate protits * cnpltsl con-
"%  surption st the peak GNP level,

-6 Contributions to Social Insurance = .03!) GIP
+7. Government transferss
7.1 a) Retief payments = 1,703 + .0093(GKP oGNP, ) + +0335(t=19U613)
7.2 b) Unemp. benefits = 2,287 + 1075(5!!‘ GNP, )
7.3 ¢) OAST and other = 14,140 .th(t-1951:2)
7.4 4) Intersst = 6,2
Total transfers = 26.231 + .LS85(t-1957:2) + .1168(GHP GNP, )
= Personal Income
8. Personal Tax and Nontax payments = ,0478 Y.
(v,) s
+ 03828 ,4” 1000 * +165 (-195712) + 540

= thonbh Personal Income .
(3) (per capita) / . 535 -7 -7——! v 81 7’%.;
(1) I, G, F autonomous

(In Duesenberry, et. al., change in inventory vas estimated from
an equation; it is treated here as nutononous) (For method of
obtaining I, G, F, see bclev.)

GNP, = Gross National P:..eact at time ¢

GNP, = Peak GNP

 t = time, measured in quarters of a year
Dy, = corporate dividends at time t :
- P‘t = corporate profits after inventory valuatlon ud,)\ntlut
S¢_-= final sales = GIP change in invmmuy
K s‘o’ - pclll final sales :
Alnv = change in invcnt.ory ‘
.+ Pagy = peak (corp. profits + caplt.li eonswtlm)
©CC = capital conmtion o
Y, = Personal incose = o
s Yd = Disposable personal ’ineon
consuq:tion :
G- govcmnnt. expcndlturs
- F= nct. forcign investment

L3 et e

D.E. F considered investment government expenditure and the

-net foreign investment as autonomous, and they derived a series -

" of inventory changes from the behavior of the economy. 2 Calling the
sum of these “autonomous expenditures,” gross national product j}
equals consumption plus autonomous expenditures. In Table II-22,
the three series of autonomous expenditures used by D.E.F. and.
the single set derived by M-B are given. The first case D.E.F,
labeled as a realistic case: It providedfor an approximately 10 per~
‘cent decline in the annual rate of autonomms expenditures between

{ . 1957:3 and 1958:2 followed by a rise in these expenditures; bg
" 1959:2 autonomous expenditures were 7.4 percent ‘above 1957:3.

.The second case, labeled the disaster case, provided for a fall of :

11.6 percent in autonomous: e:q)enditures between 1957;3 and 1958:2

followed by a further decline to 16 percent below 1957:3 by. 1959:1,

after which an increase in investment took place. The third case,
‘labeled the multiplier case, assumed a decline in the autonomous .

expenditures of 7.9 percent (from 156.4 to 144.0) in one quarter
" (between 1957:3 and 1957 4) after which autonomous expendituree.
- were stabilized,

In contrast to these series, the estimated decline in autonomous’
-expenditures used in the M-B experiments was 10.9 percent during-
" the first year followed by a further sharp drop, so that in 1969:2
- autonomous expenditures stoo“d at 4. Gpercentoftheir 1957 3 value.

The transformation from GNP to disposable personal mcomew
is given by the eight equations “included” as part of equation 2 of
the D.E.F, model In the Iater experiments we will modify the'
following - o

Equation 1 dealing with capital consumption.

: _ Equation 5 deali'ng, Wi_th' comorafe retained earnings;'?.

: Equation 7 dealing with government transfers as well as drepping
'the D.E. F assumption that population grows o , v

'-','autonomous. changing at 1929-32 ok ' : '
- 3All 'of the computational experiments assume that 1957 3 was
. peak. guarter-and a. quarterly. series of GNP. and its componen
.+ are derived dating from 1957; 3 Tlms 1959 2 is the eighth quarte
- of the time series we eompute . _ 4 S




TABLE II—22

Autonomous Demand in D.E.F, "and M. B, "ExDerimentsn RARE S

— D.EF. ~ M.B.
| 1 2 3
1957:3 156.h 156k 156k 157.3 66,7  87.0
L 150k 1514 UhoO 1510 608 -
1958:1 1S 14S.L kO 1S3 K9 --
2 0.1 138.2 1Lk.0 0.2 199  --
3 3.2 136k 1.0 130.6 - 4.2 -
LS.k 1319 L0 1266 36l --
1959:1 158.5 1314  14h.0  121.2 . 32,2 e
2 167.9 1324 L0 17k 285 .-
' 9., -
) | , 103.2 153 -

1960: 1 | | 99.9 121 ==

*This is the autonomcus demand for experiments 173

for experiment &, D.E.F.-1 aytonomcus demand is used and
-for experimznt 9, D.E.F.=2 autonomous demand.

" The above with initial levcl = 100

Pvt.
Invest.

1957:3 100.0 100.0 100.0  100,0 ~ 100.C  100,0:
b 968 96,8 92,1 96,0 90T - ==
1958:1 93.0  93.0 - 92l 823  ee
2 89.6 8B - B9 U8
73916 8.2 - 830 618
Sl 955 B3 - 798" Shi6
198951 1003 BLO -- 7.0 L83
o2 107k BT -~ Theé W2
oy - 682 29.1
e = 686 29
Cowel = 635 W

1 2 3 ‘rot.al Gov't.. |

b

o f(Thie case‘ ‘can be fairlyvlabeled a

'rhe oonsumption funotion as given in equation 3 can‘be'trans- e
' '"‘fformed into = o ;

Cy=.535Y T T 1¢ o 1.

dyp - 18T g Ydo Ydt 1 .5 ct_l t-

Ydt.

| _ where all variables are in per oapita terms. 'I‘hls is d the goneral i
!orm Ct =% +o Yt-l with two modiﬂcations. The component'

- Yd | | ‘
-,137. -—-&-;-— Ydt 1 serves to "change' the propeneii‘y to oonaume

- .. ‘when present income is peak income from what it is when present e
income is not peak income When dt 1 = Yd thenwehave AT T

Ya_
Ydt-z

. The component+.57Cy; , t-1 basioally sa stabilizing factor
: - Ydt-— . »

~ asserting that a large proportlon of any period’s consumption de- -
pends upon habits which do not change too rapidly, and is equivalent ,
to the & in the general formulation Also note that it o

Yd C o e
Ci1/ t-2= /Ydt 1 during a period in which Ydt 1= Ydo thenf_l
VYt_l-C -1=.7. 4 ‘“
Vi ' L
Because of the mclusion of previous period’"’

onmpﬁmd

; "f.f “if we did. this in the directtonf-of lowering '.
i 1mplioitly asauming that a “fina '

S 1) gross national product falls
{ ‘:734197 bﬂlion in 195852 a de

= 1958 2 contraction was ap!




R ""We ,'kn:ow, that a decline of thii maghitﬁde had ﬁ5 mgasgzéblé effect

upon the financial system, hence we have tolook for a more severe
fall in income. : T SR

In what D.E.F. call their disaster model, GNP fell from $440

billion in 1957:3 to $406 billion in 1959:1, which is the trough, This

trough is 7.8 percent below the peak income, and the “disaster® -

shock which initiated this recession was a decline of 16 percent in
autonomous expenditures. Once again the strong ability of the
system to cushion autonomous shocks is evident, w ‘

The pure multiplier ylelds a drop of less than 5 percent in two = -

quarters followed by a slow rise in income. This experiment we
will ignore in the balance ofthia_study;, Lo i

Even the D.E.F. disaster model does not lead to a very serious
drop in gross national product, and such a drop in gross national
product would not be associated with any real pressure on our
financial system as now constituted, : '

D. Various E eriments Desi _d to Generat.e S'evere"Rece_ssion

Our problem is to generate truly severe recessions by compu-
tational experiments and.then examine what pressures these re-
cessions impose upon the financial system. We can achieve these
more severe recessions by: . ; s

1) imposing more severe shoeks to,fhe’ D.E.F. model;

2) changing the structural attributes of the model;

3) combining more severe_shocké with struc_tural changes,
In this section we will report on éome nine computational experi-
ments in which all three ways of achieving such severe recessions
- were tried. Only by combining severe - shocks with structural
~-changes were we able to generate what we define as severe re-

. Of course these nine experiments do notexhaustthe possible

 manipulations of the basto D.EF. _modol, The selection of the
.- ..experiments followed two principles. .fl,'he.ﬂjje.,}lw‘erej to subject the ‘
. economy to a really. large change in autonomous expenditures and =~

"-‘to ‘modify the structural relations ‘Only-to the extent necessary to

. achieve a severe recession, leaving the per cgi)_ift'g“éonsﬁmption
function unchanged, R AR T

© Wnat do we mean by a severe Tecession?. The cbi;tféction of
- 1929-33 certainly qualifies. In- Table 1I-23, a quarterly series

R
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derived by interpolating from the annual 1929-32 series is pre-
sented.4 We arbitrarily assume that if a severe recession proceeds.
for two years and no lower turning point is reached, “something®
~will be done—in the sense that government expenditures or taxes, .
etc., designed to affect income, will be changed. As we do not wish
to undertake an examination of the effectiveness of fiscal policy,
we will limit our analysis to eight quarters using the peak quarter

as the first quarter although many of the computations are carried

out to the eleventh quarter past the assumed peak. k

‘The peak quarter in 1929 was 1929:3 at. which time gross
national product was $102.6 billion. At the end of the second year -
1931:2 GNP was $78.5 billion, Measuring from 1929:3 as 100, GNP
in 1931:2 was 76.5, a fall of 23.5 percent from the peak. We will
first attempt to generate a contraction as severe as the 1929-31
contraction by imposing upon the D.E.F. structure the series of
. autonomous expenditure derived from the 1929-31 experience. The :
estimates of the quarterly series of the components of autonomous
expenditures in this period are given in Table II-23. The unexpected
Atem in this series is that government expenditures rose during the
first year of the contraction and only beganto fall in the third year.
The great difference between 1929-31 and the present day economy
is that government expenditures were but 8 percent of GNP and
35 percent of autonomous expenditures in 1929:3, and they were
almost 20 percent of GNP and 55 percent of autonomous expendi~
tures in 1957:3. In deriving our severe shocks we assumed that
private investment behaved as private investment had behaved in

4The method used was to take the annual totals of investment,
etc. for 1929-32 and determine the quarterly rate of change. When
these rates were applied to data for, e.g., the third quarter, 1957,
a series was found which moved similar to that of 1929-32. ¥ 1; is

" investment, then - &—1-1-:—!5/4 gives the qua"rt'er"ly‘,_;_g{é: otchange f

from the third quarter of year “t* to second quarter, year “t+1.% R

| . To-apply the quarterly rates of change to 1957, two things are
. hecessary: 1) multiplying the actual investment of 1957:3 by (1-R),
- (1-R)2, etc., where R is the quarterly rate of change, 1929-30,

B ~‘glves totals. for 1957:4, 1958:1, 1958:2; 2) to find investment for - ;

1958:3, the rate just used became irrelevant.nor can the rate for

. the next. four quarters be used: by using a “linkrate,” R1, =

- 11930:3 - T1930:

77 Tig3nz . the total for 1958:3 (=(1-RY) 11958:2). Having

“made this transition, the 1.930_431'Aquatte‘_rlyfr‘a_.te_,,f‘;‘;ﬁ decrease is

used until 1959:3; at this time, a new “link rate® is again computed -

and applied to investment of '

- and | 1959:2. Similar procedure ylelds
X e'st‘im,ates_of quarterly GNP,‘:vconsump‘tion,. andsoon, .- St

. RESEARCH STUDY TWO- - f'

~ . -~ all quarters after

OMINSKY nde

| 1929:3 - 1981:2 and that government investment remained constant

- at $87 billion. Whereas the autonomous expendituresin 1930:2 were
.66 percent of the autonomous expenditures in 1929:3 in our severe
. ghock series, based upon the 1929-32 experience for private in-

{ ‘vestment but with the weight to government andprivate autonomous

-~ expenditures derived from present day relations, the equivalent:
- eighth quarter autonomous expenditure is 74,6 percent of the peak

i quarter's autonomous expenditure. Hence our inability to generate
£ - arecession as severe as ]? 9~31 18 in part due to the fact that our .~

~ shook series was smaller.

. We quite arbitrarily will take as ,ﬁfrémiéév'ére-'rec'essiqh one
I .. that achieves a decline equal._;‘tro',_SO_péijgn‘t_;ot' the decline from . -
' 1929:3 to 1931:2, L., a decline of 18 percent. Once we modified -

the structural relations sufficiently to achieve this we halted our -','_:3

‘».,sea_rch_for structural oha_ngeg.,,;, A

i In Chart II-4, the definitions of the various Minsky-Bonem
s experiments are given, In Tables 11-24 and 11-25; the results of the -
: computational experiments carried out for this study aswell as the .-
i . three relevant computational experiments of the D.E.F. study are . -
: . presented. L AT TR

N

In the first AHM-,B" computational experiment, the more severe o
shocks were applied to the unadjusted D.E.F. structure. GNP in the

eighth quarter was.12.3 percent below the ceiling GNP.

 The first structural adjustment was to change the dividend

P equation, for, with the relatively severe recession of M~B, dividends <

in excess of corporate profits were being paid and it was assumed
that this would not take place ina severe recession. This adjustment,” '
carried out in M-B ‘experiment 2, did lower computed income in
' the first when compared with the unmodified
" D.E,F, ‘structure;. and in'the eighth quarter GNP was 86 percent of
‘- theceiling,... = . ¢ e FER RSN

~ In the eighth ‘quarter of the

. cent and autonomous expendit

", in the peak ‘quarter, In the tenth

lonal experiment GNP was 7
" tures were 65.6 percent of their v:

{ . - Perhaps by the time ‘wehad chan

- for the seventh experiment, the diffe:

. In the seventh computational ‘6

. :due to the relative moderate:

. series, If this 18 true, th
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~ RESEARCH STUDY TWO

CHART II-4

The Various Minsky - Bonem Computational Experiments

Structﬁrq -

Experiment Autonomous Expenditures

' D.E.F.

D.E.F. with b.,t = .6(CP; - CP,

" M.B.

-~ WSewiiedxd,, Snotae) ‘sallag 10npold [euoIEN §801D voa:nio,o

_ taxes)
.196 CP,

in place of D.E.F. equation 2.5, _

or R.E.

M.B.

1957:2 level rather than D.E.F.'s

D.E.F. with population constant at.
assumed population trend.

ye-11 a19VL

]

Te (t’A!
10

Depc = .64 + ..9989[21 t-)) +z
'a'é"s - L

D.E.F. with

M.B.

A= -9

‘in place of D.E.F, equation 2:1.

A=-35

D.E.F. with changes of experimenﬁ

2, 3, and 4,

M.B.

7-

.
.

M,B.

D.E.F. with eéuations 2:6.and 2

divided by two.

D.E.F, wit,h,‘cha’ngevs of experiments
2,3, 4, and 6. :

M.B.

D.E.F. 1

("realistic" case)

M.B.

M.B. 6.

D.E.F, 2

("disnter‘f case)

le = investment in equipment

‘*I.p ='1_ihvéstm¢nt in plant



TABLE II-25

National Income "Experiments" with Initial Condition, GNP = 100

100.0

100,0

100,0 - 100.0 100.0 100.0 100,0 100.0

98.8

100.0

98.8

100.0 100.0 100,0

- 195713
19581

t99.so -

9.8 98.6 988 98.6  99.0
96,2

. 9645

98.5

96.L

N

96.2 95.9 - 99

97.9

96,0

95.8

96.h "

9349

9.9 9k

- 88,5

Shol Skl 9L.7 93.4
-:;90.‘6 ,

95.3

?S-h - 911-9 . 9,6"0

3

93.5

© 89.9

91.l

9?.1_

95.6 - 90 96,1

: 9742

87.9 85.7

89.0 89.3

9Ls

oy

198931

o2
91l

87.3 88.5 86.1 86.7 83.6
86,0

88.6

87.7

9.9 922 96,2

LAl

99.0
102.5

87.7

8705 &06 8505 01‘9

86.L

92k 96,2

102.9

-2

83.9

19.0

82.0

85.2

83.2

85.5

81.3 82,0 - 835 80.0 80,9 76.8
82,3

. 79-7

83.8

3 196011 -

5.1

9.3 .

78.6

80.6

82.6

. Note: Estimated % decrease:

a) 1929:3 - 1932:1 = 36,0

b) 1929:3 - 1931:2 = 23,4

v 1

s Nt S e e e

' growth was taking place was dropped, The resulting series did
 differ by very much from the series of expériment .

10 STeriment 4, the capital consumption equation |
" This had almost the same final effect upon GNP as
| change of experiment 2, but it did Tesult ina more r
"decline during the first quarters than took p '
5, the structural hanges of experim nts 2, 8, an
~ 4 were all included, In the eighth quarter GNP was 84.6 percent of
lowering GNP by 3.1 percent more than in M-B experiment 1

- :8ocial insurance and the government transfer payments, which

 result the eighth period’s GNP was 81.9 percent of the peak GNP.

.. ‘expenditures series was applied to the structure. of experiment 6.
~+ This resulted in a somewhst, but not significantly, lower GNP
“8eries than the original D.E.F, experiment using these shocks. . -

. consumption to GN

AR W wlllnow

In expertment 3, the assumption made in D, E. ¥, that population

the struotural

the peak GNP so that by these structural changes we auccseded

In experiment 6, we halved the taxes oollected ‘on adcount of

include interest payments as well as benefits from the various
social insurance and relief schemes. In this- eriment the eighth -
period’s GNP ‘was 85.5 percent of the intitial GNP, Dihe

In; e ) riment 7. alLaf the structuralchanges ottheearlier
experiments were combined: the behavior of dividends, capital

consumption, population, and social security were all changed. As

I experiments 8 and 9, the more modest D.E.F, autonomous

: The majbdiri -‘dif_f_érencé-betWeen the irarfdus‘umé éerie'S generamd

onsumption on present consumption, the rati
P rises fromits initial value of . 65 in the
nd this acts to stabilize income. = -

examine the effscts of sdme

0w examine the effects of some of the *expe;
 in income on the financial system

Un .. »

o o osimats the fuancial prossures that romlt from
 Incomes we will estimate the withdrawals from the various
disposable.

1 intermediaries due to spending in excess of
is in th

by househiolds with unemployment. We will do



TABLE 11-26 :
Consumptlon Expenditures m Various Experlments

D.EF. .3,

T T T
1957:3  283.6 283.6 288.3 268.3 268.3

L 280.2 280.2 289.5 288.6 288.6

2 279.6 279.5 28h.y 2764 269.5

3 2776 277.2 - 279.8 271.8 263.6
4 278.7 276.0 275.8 266.0 256.3
1959:1  281.3 27L.6 273.6 262.3 251.9
2 285.2 27h.2 213k 259.6 2L7.5
3 ' 273.5 258,0 244.9
) 270,2 253.3 239.0

The above; with sta.rtlng polnt' = 100

D.EF. . M.B.

1957:3  100.0 100.0 1000 100,0 100,0
L 98.8 98.8 1004 100.1 100,1
1958:1  98.8 98.8 98.9 97.8° 96.3
2 98.6 98,6 9B.6 95,9 93.5
3979 917 971 9%k 9L
Lo 983 973 957 923 88,9

1959:1 99,2 96.8 9h.9,, 91,0 87.2

4 9T B9 829
eost 930 868 8Lk

TABLE 11—27

Consum tion and iross National Pl'od : A

" Expertment GNP. Coms. -

 DERA 28 1008
 DEF- | N g
 MB-1 et eas 0

Coe24 . 987

M.B.-5 846 %00 - .69
M.B.-7 819 85.8 - S8

o in excess of their mcome

v‘disposable income due to the unemployment expected with ouri
P 'computatlonal experiments A , RES A

IS Equation E 1 ';‘ )

-g =f change ln unemployment___rate

.- 1957:3, the_effects of changes in GNP upon the unemployment rate
o for ,the following computatlonal experiments ‘were . calcul

. D.E.F.:1; ‘M.B,-<1; M.B.<5 and MB-? These oornpu'
'presented in Table II-28 e _ :

(1) estimate the relations between changes in the percent o(f
unemployed and changes in GNP S ‘ .

(2) estimate how much the households with unemploymentspend

(3) combine- these to get an estlmate uf spendlng ln excess of: b,

The . relation that was obtained between seasonally adjusted un'
employment rates and gross natfonal product, seasonally adjusted.
at - the annual rate uslng quarterly data for the perlod 1947 59 is

' g« 3603- osss (AGNP) o

Startlng with' an :'imtlal unemployment fate of 4.4 roent in



' TABLE II-28

' Unemployment and Spending in Excess of Dlgmsable Income

GNP

AGN?

AUR

L:bor'

Force

Um—

'rom

195921
.

3
k

" 1'96103'1 »

1lS.6

uko.5
u36.1

u2k.é

. lic.y

Lo1.}
39%.8
390.8
380.8
373k
367.9

Lh5.6
139.6
427.3
L16,6
4o2.4
391.6
383.5
e
365.3

356.5

0.2

- s.l

- hoh |

-11.5
-14,2
- 9.0
- 6.6
- k.0
-3C.0
- Teh
- 505

- 6.0
-12,3
-11.7

. -1’1.2

"10-8
- 8.1

- 65
-11.7

- 8.8

- 6.3v

)

65
L12
1.30

+96

-80

63

1,02

_o85
oT2

«76

1,16

1.12
1.30
1.08
.90
79
114
<9

B

bk
S.1
5.7

6.8

8.1
9.1
9.9

10.5

1.8

12,k

13.1

L.k
S.
.L

1.5

8.8

9.9

10,8
11,6
12,7

136
b

am

68,994

3,.0_36"’ _
3.519

3.993
o692

5.589
6.278

6.83

7.2k

7,924
8.55%
9.038

2,03
3.988
b.b16

5-2!4![ : »

6.830
7.451

~ 8.003
8,762
9.3
S ,9.935 |

oness Spendﬁ 12 s

373.638

WS

530,955
596,410
64,8.850
.688.180
753,730
812,725
858,610

- 288420
30,560
115,520
L98.180
76,745
) 6’.130859
707645
760, 235 ,
832,390
'_691.305‘-.

TOn basis of average exeesa spending of $95 00 per month for households

T with unemployment

ey e i s e i e

CMBel
L 1957:3 hh’s’.é :

19881 W30

9891 37207

SBST3 MO Ll sk - 0% 28800

19591 U398

| 2 _,uo9'.7;'
3 ke
4 361,9.

2 369 -8 88 123 8186 1,018.320"r

3 %22 -127 0 L2000 135 . 9.31 1,117,680

S b W2 -1000 102 WS 0.0k 1,200,480
1960:1  33b.5 - 77 .67 SR LT £ 10.6251,275.000

boWLe -8k w2 53 e s

19581 M25.8 . ~5.8. um 60 140" 393,300

2 9T -6l 76 68 2 WS

3 k0.8 1.1 BT : SO N SR o haB99 );65.1;05

bok280 T2 -2 7o k830 158,650 -
68 L bessh b32.6%¢
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TABLE 1I-28 (Concluded)

Adjustment in Monthly Average Excess of Outlay over Income
for Unemployed Workers for Change in- =~
Social Security Paymen_ts _

' Monthly ,
- Total Excess*

M.B.-7
Unemployed*

: 3.036
4 3.519
4.554
2 5.382
3 6.347
4 7.175
1 7.865
2 8.486
3

4

1

364.320°
422,280
546.480
645.840
761.640
861.000.
943.800
1,018.320 .
1,117.680
1,260,480
1,275.000

9.314
10.004.
10.625

*From previous table,

* On basis of average excess spending of $120.00'pér month for
households with unemployment, o S

Under the D.E.F. Experiment 1 the maximum unemploymént ,‘
rate was 7.1 percent of the labor force. At the eighth quarter after

the peak the unemployment  rate in M.B.-1 18-'10.5 percent; in

M.B,-5, 11.6 percent; and in M.B.-7, 12.3 percent. Assuming that

the labor force remains constant at 68.994 million under experi-

Tl The gqhgtioh_for the relation ﬁetw'eenfqliaﬁgﬁ

171U we take 18.1 percent as the decline i GNP at

Sin GNP andchanges Lok

e end 0

 years as our severe recession, this decline be accompanied,
according to our estimate, by a 7.9 percent rise in unemployment.

Of course the spreading of work by the use of short-time employ-

ment for a large number of workers could be the *pattern® during

~ . such a severe recession, but quite arbitrarily we will assume for

‘. . -one experiment that uner 1ployment rises by 5.1 percent (18.1
7.9/2) more than the 7.9 pqrq@nt—_i.@.-*b;‘gA13f'pjerqut.}lignéegw¢'
would have 17.4 percent of the labor force unemployed; his gives.
us approximately 12 million unemployed. We will estimats the
financial effects of 12 million unemployed. uring the eighth guarter.

£ ou g the financial effécts of

of our recession in addition to  estimatis
selected M.B. contractions. S AL b

Expenditures for the unemployedwer collected for some sample

studies of benefits under unemploym ent compensation. The relevant

. data are summ marized in Tables II-29 and 1I-30, Using a 1-2-1-

weighting scheme for the various types of households, a very rough

estimate was derived that the average expenditure in excess of in-
come is $95 per month per household unit with qnemploynigpt. S

‘Under the assumption that the unemployment benefit is halved

and that the reduction in consumption is ‘one-half the difference be~

« tween the old and the new unemployment benefit, an’ estimate of
" $120 per month of the excess payments over the income is derived
for the households with unemployment, 6. S

o 6Yj = New income of unemployed . R
Conf Yo = Previous income of unemployed : =

¢
4

K5

&

- €1 = New consumption of\mempxoyed e e e
.. Cg = Previous consumption of unemployed

. UBj = New benefits of unemployed - e e W
UBg = Old benefits of unemployed

- Assume: -UBl-‘-,%UBd.':.fi_ o R




TABLED-20 .  TABLED-%0
Excess of Cash Outlay over Monthly Income Durmg_lnemployment | T

— L-Person  ILoPerson — =~ -
One Person Household, Household, ' A o K-ﬂrm !pﬁrm
Household Clairant - Claimsnt : Aol U . gnc Pg::n gt{u:ehom, !ég:imm,
_as Head  as non-head . e ou;c e g

Pittsﬁurgh, Pa, T n 1 n.a. : Exceu o Lol T S
103 - 192 - Income , ' 5 v P“twﬁ’ ‘ 1:3;
2398 T ' 7" Excess/Income o g f i *f:
~ Florida - 57 157 - ' ' R F»I“#d" el n;: :
86 o . St AR
i 112:8 o S  SouthCarolina 129 . 28 - 396 o outlm
St canes .37_ .'315 23 . e e e e
2 1 " . WewYok - 20 3% 555 outlay
102 & 31;: : . g 9N 104 es S benefits
: olt . «151 : . : . . : Do : _ AT e
. ' ' Oregon 19k 388 - 526 Oﬂtw i
Nev York State 1;3 ii: “ :25 o - - o 18 . Bl benefits
& » " nissourl 201 326 W2 . outlay
Oregon 55 129 86 < e e e e e T  :
139 29 !J":lo | : = e 1 305 169 - Avcragc cash le
Fissourt 8s 117 56 ‘ E S o ' 83 L -1 \ o mm mm.
116 209 416 , 7 Total averages vith veights of 1-2-1: Avenge cssh outhy - 313
133 .559. .135 . o : TU T Avge unemploy. bcneﬂta- 91

; B © From p_rcvious table: . o l(lV!ﬂQ‘ },:;m the )‘ 218
. - . R . ts. + other -
62 119 . 79 Average Excess ‘ : . e o P Hneap :

T - G e S e of Out
12 186 - 390 Average Income L e e ,,_Mw;’,“’f;:o..
. +55k 639 . .202' o Average Excess/lncm Lo —— - e EEEma

Total avcrages vith weights of 1—2-1: ;Exceu , . 95
A _ o -‘_..Ext:es:/lncon .'-'h36 :
s Source Table c-1, Adequa.cy of Beneﬂta undar Unemployment Insurance,

- Bureau of Employment Securlty. U 8 Department oi Labor
(Washington 1958) D

All snrveys were conducted between Fall 1956 and Spring 1958, except Lo
that’ tor Pittsburgh (Fnll 1954). s




-2

P . In Table II-29 the 'exo'e'ss,‘_lct monthly-‘expénditureé 'dfv‘ér_ilhéome .

are shown during each quarter of the contraction for experiments
M.B.-1, 5, and 7 and D, E.F.-1. On the basis of these estimates the

drain from the financial intermediaries will be approximately $1 =
billion a month by the eighth quarter of a recession as gevere as

M.B.-7. |

K we take the more extreme estimate-12 million unemployed~

the drain from the financial intermediaries, assuming that each
$1.440 million per month.

We now have to see whether a repreaentativé .ﬂnanclal.‘l"xlltei‘--

mediary can stand its share of such spending in excess of disposable

income.

F. Pressure _on Savings Intermediéries me' to a Sevére Recéésion

. A recession as severe as those generated by the M‘.,B.;corxipﬁta-
tional experiments will result in pressures on the savings inter-

mediaries whose liabilities are the largest part of the nonmonetary ‘

liquid assets of households. These pressures will be felt on both

the asset and the liability side of their balance sheet.

“w

On the asset side wé ignore any possibility of a.éevere .deéline .

in the market value of the assets whichare not in default occurring

. Independently of a need for the financial intermediaries to obtain -
- money by selling their assets. As a result, the only pressure on the :

‘asset side of savings intermediaries that will occuras:a result of a
‘severe recession will be due to defaults by borrowers, o

~ On the liabilities side of the balance sheet of the savings inter-
mediaries, the pressures due to a recession will,beth_e result of an
‘attempt by households with decreased disposable incomes to main-

_ tain. their consumption  standards; This will result in a risein -
withdrawals and a fall in new deposits in the depository institutions,
- For life insurance companies the events analogous to withdrawals.

- are the cancellation of policies and the policy loans: both ‘of these
. are ways in which households’ can tap the cash surrender values = = i
.. of ‘the policies. In a 05t all: important respects United States -

Government savings bonds are close substitutes for the Uabilities
~ . of the savings intermediaries. The financial Pressures associated .
. with ‘a recession will result in an increase in the rate at which -

‘_ they are redeemed. b

" Even though we will look at the relations between ad economic

| . contraction and all of the significant classes of financial institu-

tions, primary attention will be paid to the savings andloan

associations. This is in good part due to the availability of data

* and the simplicity of their balance’ sheets. How
'-:;te of growth, the relative thinness of their

T i AN g g g ociations. make:
' as the large number of small savings and loan sssoctations, make -
'::eﬂi 'like‘lggcandidates for .the weak link in theﬁnancial s;rugtu;g
i of the economy. : e T AT e T

cach | savings and loan associations and al mu
unit uses $120 of private financial resources per month will be  presented. As far as the owners of t

. classes of institutions are concerned, the

" by financial intermediaries are classified as to whether or not the
' are insured or guaranteed by the government. Using cash, govern
‘. 'ment debt and government insured and guaranteed mortgages a

 purposes free of default rigk, in Table Ii-33 the amounts and the-
' B::‘i%s of riskless assets to total assets for the most important

~in riskless form and their equity accounts were 8. 5 percent pf thei
 total liabilities. (Stock life insurance companies ‘Which held about
27 percent of the total assets had only $745 million in their capital
. account.) However, in evaluating life insurance . company balance
- - sheets two problems arise: 1) the possibility that there are hidden
~ surpluses in policy reserves and 2) the possibility that the policy.

. value of the liabilities of savings and loan associations and mutua,

the relative  weight of the risk assets in their portfolios, as wel

In Table II-31 the bal ncesheetsasottheendofl%ﬂdau
In Table II-31 the balan : g savingsbanksare

of institutions

perform the same function. In Table II-32 the mortgages owned

“riskless” assets in the sense that they .are to all extents'and

savings intermediaries as well as the ratios of owners equity to

‘total assets are presented. In boththe percentage of riskless assets =
. to total assets and the percentage of owners equity to total asgsets, -

mutual savings banks are better protected ‘against ﬁnancial dis-

tress than are savings and loan assc_sciat’i‘ggs;zy-- o

Life insurance companies held 22 percent of their total assets..

reserves do .not measure the cash surrender value of thei;
liabilities in the same way that deposits measure the cash surrende
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TABLE II-31
Balance Sheet of Mutual Savings Banks and -

) Savin_ s and Loan As lat;ons o
‘End of 1958 :

RESEARCH STUDY TW

hutual Savlngs Bankl

Assets SN uabmuu

Mortgages . 23.0 Deposits it 3.0
Other Loans 3 | other |
U.S. Gov't., Debt 7.3
State & Local Bonds o7
- Corporate & Other Bonds 5.0
.Cash 9

Other ,2'2

3.8 o Y I

Surplus = 3.2 .

Savings and Loan AsSociaCldns

Assets G Liabuitlu

Hpi-tgagca 15.6
~ U.S. Gov't. Debt 3.8
_ Cash - 2.6
Other assets 3.1

Other S ‘. 201

551 o s

 Source: Federal Reserve Bulletin, June 1960,

B Savings Capital . 8.0
Reserves o '_3.8 
- Borrowed Money L ‘
Loans In Proccss S Ty

e R b el e e g ey i

» ~c°mmarcial Banks

. Life Insurance Companiea S
'Savings and LoanAssociations o2

B 'Government' debt_ c
.. Cash . :
“ FHA mortgages :

- ‘»‘_.;Totax “ris!cless"

7'.07 20.93 34
. 19.52 34,39 87
36..34_ 45 63 ao

Mutual Savings. Banks s ?
.

*Residential mortgages for commercial and mutual savings banks, o
nonfarm mortgages for life insurance companies, and total mort- -
gages outstanding for savlngs and loan associations : e

Source' Federal Reserve Bulletin.

EROR R

TABLE 11—33

, Riskless Assats and Equity L
Mutual SaﬂnLBanks, Savings and Loan Associgtlons.and; :
_ Life Insurance Companies - : ey
: i End of 1958 :

Mutual Savings _Savings and Loan Life I‘nsnrance‘.

VA mortgages -




TABLE II-34

Balance Sheet*
. Life Insurance Com anies
' -End of 1958
(Billions of dollars)

' RESEARCH STUDY TWQ

Assets Liab!ltt.lu |

u.s. Gov't.. Securities 6,8 |
Foreign Gov't. Bonds . ‘ 3Lk9
State, Provincial, Local Bnds )i, 135
Rai 1road Bonds 3,7
Public Utflity Bonds 16,155
Industrial & Misc. Bonds 25,105
Stock 4,561
Mortgages 39,197
Real Estate. 3,651
Policy Loans : 4,518
Miscellaneous Assets 3,258
Cesh , 1,366

- 107,580

Policy Reservcs - f .
Dividend Accumulations

| Set Aside for Dividends
Cther Ol;n gations
Specfal Surplus Funds 1,865
Unassigned Surplus 6,197
Capital Stock U8

ea,sov

1,509

107,580

2’912 SR

5,8 5

Tof the Policy Reserves some $52, 855 million were for ordinary life and
some $4,.238 million were for individual annuities, I assume that this makes
“the maximum cash surrender value of all life insurance obligations $57, 093
million, and that the rest of the policy reserves .could not be tapped by loans
or lapses,

Source: Life Insumnce_Fact'Book.'l%O, pPp. 60 ff.

R

" TABLEN-35

Nonmonetary Liquid Assets,
- End of Quarter, 1957:2 -

A A - ' Percent of
L Anoun ‘l‘nt.ai Liquid

Y
2.
3.
L.

6-

7

g

.10.

“Tine Deposlts, Cometcial Baks ss.a[ T

Savings and. Loan Association Shares 397 a8
Time Deposits, Mutual Savings Banks 3009 a2
Credit Union Shares - e SRR 012

" 'Postal Savings | IR lv.'S‘b ' .006

Total Deposits o BLe s
Policy Reserves! . 0.8 o _a281

Total Private Liabilit{es ‘ 201.5_ o W80k
U.S. Savings Bonds o © k9.1 T |

v‘rotal Liquid Ae'set_s'

Percent of '
- Total o
5 Deposits

gt

TTire Deposite, Comereial Bae a6

Savings and Loan "Associatl’on‘ Shares 303

~ Tine Deposits, Mutual Savxngs Banks o .236

Credit Unlon Sharu R T '.02!3__ e

. Postal Savlngs i e .ou

; _TExcluding pension fund reservea. L

E .-'.'Source Flow-of—funde data

asseu»‘ A
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5%

k21
3 .3'19

4007

4025

D17
2312
«236 . 227
4010

«0?5

~ which will be drawn upontof

1957

«536
132
273
.007
052 -

% of Total Deposits
1945

1939
o131
33
«006

187

o~
O
)

o

1958
221
167
o119 -
.013
.00l

833

e52k

- we hope we can assume that in arecession this will be don

ar Period," St

financial resources owned by the Househ h unemploymer
» ® spending in excess of disposab!
ources. Toestimate the financial
al inte

. tncome will be derivedfrom
. pressures on the various financ

I are to total liquid asset _ 18 we w
1 treating the ‘savings bonds and the policy reserves on the sam
- basis as the other liquid asset: e b

. government in refinancing its debt sotha any net decline in savings
. ... bonds will result in a net Increase in conventional bonds. In

_ 8 way that no pressure upon the financial resources of the com

_munity results from this change, _That s, all that will happen is tha
. the nonbank public will decrease its holdings of savings bonds and

1957
210
.157
.013
+005 -
50k

819
2281

- increase its holdings of demand deposits and currency. on

219
<054
.111
.003
4071
+J311

688

1945

Life insurance policy reserves are not fully equivalent to

- depository liabilities and savings bonds as a liquid asset. First

. all there is the problem raised a few pages back as to whether all’
~ of the policy reserves are a liquid asset of households; or whether

436 281 .18 _.309 9

- % of Total Liquid Assets

utions in Post-¥

.258
069
177
.003
.022
.530

1939

cononic Report, Table 1, p. 65.

100.0 100.0 100.0. 100.0

TABLE 1I-36

63,2
u7.9
3L.0
3.8
L1
238,6
7.7

88,6

1958

1957
6.1
hl.9
31.7

3.k

1.3
8.1
u8.2

* " ratlo of policy loans tototal assetsasruled in the :1920’s and .

End of:
1945

30,1

el
15.3
A
2.9
R

Nonmonetary Liguid Assets of "nonfinancial Sectors'

ty in Financial Instit
Joint Committee on E

S6.1 13ih 150.0

9.8 218.5
137.7 266.7 286.3

12,9

{ . In addition to policy loans

2

"Liquidi

Level,

57,2
59.2

15.3
et
3k
-S. Savings Bonds

258

STITE

‘ Gﬁrlgy,

Growth

and ‘Pri_ce

et John G,

‘Source:.

Savings & Loan Shares

! _,Hutugl_“,siylngs,'-bcp;is'its 10.5

 Credit Union Shares
- Postal Savings Deposits 1.3

Total Private Lisb,

" Policy Reserves

- Time Deposits

. Total Liquid Assets

~ only some 60 to 70 percent of policy reserves are assets house

_and policy loans as a percentage of total assets for 1920 to 1959

3 16 various. {inancial intermediaries we can assume
- that the pressure will be in the same proportion as their labilities

d assets of Househalds. If we do this we willbe

. arepresented. In terms of historical percentages of policy loans in

 the portfolio of insurance companies, the 1958-59 figures of 5.
.and 4.1 percent are low. K the same order of ‘magnitude
- were to be re-established, the life insurance companies would fac

~ 4 cash drain of some $10 to $14 billion. .

_Tse in the cash flow from life insurance companiesc
Btaty lermination o pllots 00
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TABLE 1-37

Pol

Loans

U.S, Life Insurance Companies

Year

Amount ,
Billions

Percent of
Life Insurance |

Co, Assets

Billio

 ¥¢.i . . Amount

"'Pefcédt'bfi

Life Insurance

1920
1921
1922
1923
1924

1925 .

1926
1927

1928 *

1929
1930
1932
1932

1933 .

1934
1935
1936
1937
1938
1939

859
1.058
1.141
1.198
1.323
1116
1.559
1.785

?om :

2.379
2.807

3.806
3.769
3.658
3.5L0
3.u11
3.399

3,389

3.2,8

11.7
13.3
13.2
12,7
12,7
12.5
12.4
12,k

12,8
13.6
1.9
16,7
18.3
18.0

1647
15.2
13,7
13.0

12,2
11.1

1340

1241

942
1963

190l
1945
1946
-19h7
1948
15L9
1950
1951
1952
1953
1954

1955

1956
13957

1958

1959

. 3.091

P

2.919

2.683
2.3713
2.13
1.962
1,891
1.937
2.057

. 2,240

2.413
2.590
2,713
2,914
3,127

13,290
3519

3.869

"Li.188

Co. Assets
S 1040
8.9
6.3
5.2
by
3.9
3.7
3.7
307
3.8
3.8
"~ 3.7

3.7

36

37

38
3.9

~ Source: Life Insurance Fact Book, ‘196().'@. 88.

k618

b

1 $5,000 at 6 percent for 20 years require

| amount fa vepaid in the last 31/2

- Because of thesespecial problemssurronndmg poilcy“ioans and

- folioaccount is relatively.easy tomeasure. Almost all of their assets

- the estimated money flow to the institutions, we can assume that

_In Table T1-40 the monthly payments of-principal and interest
- per $1,000 of original principal on fully amortized contracts at

. ‘month, " Ignoring the “small* difference
.~ argue that in an “eyen payment®
i~ the unpaid balance that hasan o

.- .original amount is repaid in thefirst

savings bonds, an estimate of the pressure upon the savings and
loan: associations will be ‘made under the assumption that with- 3
drawals from savings and loan associations due to unemployment - -

total deposits in savings intermediaries. . s
" In Table TI-38 the estimated spending n-excess of disposable

- are'in the same proportion as the savings and loan “shares” are to

“income 'by ‘households with unemployment is presented. In M.B. -

Experiment 1 in the monthly rate of spendingby households with un-

. employment in excess of disposable income during the eighth quarte by

of the contraction will be $688.2 billion per month, in M.B. Experi- =

. ment 7 this will be $1,018.3 billion permonth and the arbitrary as- =

~sumnption of 12 million unemiployed yields $1,440 billion per month. = -
i ‘we use the weights derived from all liquid assets, the pressure: -

~ on the various savings intermediaries would be as given in Table

1I-39(a); if we used the weights derived from the deposit interme~ -~
diaries, the weights would be as’'in Table I-39(b). Is the flow of = -
cash to these institutions due »to'tli'e_ir"portt‘olic'x"sufﬁcient tomeet - - -
these drains? N S

The flow of money to the savings and loan associations on port--

~consist of mortgages, and if we assume that all the mortgages they
own are fully amortized, then we can, by “guessing” at the average = =

~age of the mortgage portfolio, estimate the monthly contract pay-. N

ment, which: is both a repayment of the principal and a payment of
‘interest. If. we then “guess” at the *expénses® of the savings
and loan institutions, we can estimate how much. is available to
‘meet the ‘cash flow. K the estimated cash drain is greater than

there would be a need to finance their cash drain by selling their
assets, This effect can lead to a collapse in the market value of * =
“mortgages* ~which would imply that savings and loan associations 2

‘would be in financial distress. i

various: lengths and various interest rates.are given. If we look at
the 6 percent interest rate piyments thatare shown we can see that

years 1
ices in the
-contract at.6.per r ye
riginal life of 20. years,

ne / A ! X ngéar




g TABLE 1-38 i L
Estimated Spending in Exceu of I)igggsable Income
: tational E

Various Com riments
= iFirst 8 rters ot 8 "Contraction"
(Millions of dollars per month).

1959:1
2 13999

2ea.h .

340.9
h1905
L98.2
576.7
643.9
707.8

T3

422,3
Sué.S
6li5.8

61,6

861.0
95,8

1,018,3 1,hk0,

TABLE

11-39-

Monthly Withdrawals from Various Financial Institutions »

at Estimated 1958:2 Rate of Spending by Unemplo

g by ﬂ yed: . ;
to Financial Institutions .

1 4!.9.-‘7 ) . A.RoB. :

Welghts

- Part lgazz lreights as amecng Savmgs : -

- Instituticns
Tire Deposits in Comcrcisl Banks
: Saving: and’ Loan Associations
r‘utual cavmgs Banks -
- I_..i_fe Insurance Companies.

:Paxrt ‘hz: Weights as anong

Depositoty Institutlom e
‘269(0‘
2o

:‘Tlu Eerosits in Commercial Banks
.,avirgs and Loan ﬁssociatlons

ASLl

117.0
82.6
208.5

173.1

22h0

122, 9‘ :

h??. 5 ..
325. 9 ;.' :

316.8

: 610"1;.'&‘; L
w08

2
28 1
1728
h32.0.

e

: ,Hutual Savings Banks -

2 B2 .

)

@M&L‘M___W.’,_ :

e i

B, “Addi&n' interest (Installment 3

A Interest on Outstandi

B 1/2 years -;.',.
.7 6% . 9years -
<. 6%:.:.10 years .
S 6% 13 years =
6% 20years; .
5% 10years =
5% .20years = -

5% - 25years .

% 2 years
- 2°1/2 years " 38.3:
3 years .

it has 10 more years to run, the payment per month per thousand

.. per month is $35.85 on aép
= the unpaid balance when_ the
L -‘--'“$3 227 ;

: oi the mortgage con racts
. Given the growth"_

- weighted ave age
Mty of e

of unpaid balance is as it is glven by the table. Thus if the: payment

en contra vith: 10 years to Tun
left t

 we have no way to
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Incidentally, note that with 6 and 9 percent 3-year contracts, 1}

the monthly cash flow to the organization holding these contracts
can exceed 5 percent of the value of the contracts outstanding. This
is one source of the liquidity of consumer credit houses.
At a rate of 1 percent of the mortgage portfolio per month, the
cash flow to the savings and loan associations, with a mortgage

portfolio of some $40 billion, is $400 million. At a § percent per

annum rate on the outstanding balance, $200 million of this is re-
payment of principal and $200 million is ‘repayment  of interest. . -
¥ expenses are one-half of income then there is a $300 million |
monthly flow to the savings and loanassociations which can be used:  §

to meet the cash drains due to withdrawals by households with un~
employment. This is larger .than the estimated cash drain from
savings and loan associations if we assume that the drain from the

savings and loan associations would be consistent with the weight -
of their liabilities in the total liquid assets of households. i we

assume that withdrawals will follow the weights of savings and loan
associations among the deposit-receiving institutions, then the
cash drain from withdrawals would exceed receipts in the eighth

period for both M.B.-7 and the arbitrary 12 million unemployment
experiment.

K there is no net drain from the savings and loan associations,

then the repayment of principal and interest- earnings in excess -
of expenditures that takes place each month provides a source of -
funds that can be used to purchase new mortgages. As soon as.a

-net cash drain from savings and loan associations develops, the
funds available to finance new construction decrease. Hence a

feedback from unemployment to the financing terms for new con-
struction can be set up, so that the financing terms available for -

new construction may stiffen at the wrong time.

The above exploration of the relations between spending by the
households with unemployment and the financial position of savings

and loan associations depends upon some rather ‘heroic assump- - ;
tions. A more formal analysis of ,;he_-';s_,am_ejproblem‘_wa;a-'_carﬂe_d R

out for a number of the computational experiments.

From the avatlable quarterly data for the period 1932:1 through |
1958:4, least square regression lines .were fitted for new deposits ER
and withdrawals from savings and loan associations, New deposits - |

‘were. found to depend upon gquarterly disposable income and with~

drawals upon the total deposits and the change in income. As a re-
sult an estimated net increase in shares relation was derived. The

equations are: 3

1) Withdrawals = .067 +.073 Dy_y ~.057 (¥Yp, - Yp,_;)

. computational experiment, if we allow $105'million as the sum of
__expenses plus defaults, as late as the first quarter of the seco

. cash flow. The need to finance the net withdrawals.by using the
- -amortization payments does imply that the mortgage market wi
 be tight. This may be one of the feedbacka that could reinf
 Semtragtion. <L B L i
- for the population as a who
- -flow surplus associations would be purchasers of the. agsets: whi
 cash flow deficit units would be trying to'sell. The ,

2) Newdeposits = -4.68+,103¥p,
3 Net increase in shares » 4.747+ .163 YD, - .067 ¥p, ; -

g 4.~07'3.’ﬁt;1

where Di_1= m}ltstanding: deposits end of previous quarter e

. Yp, = quarterly 'cn_s_‘poga‘b‘le‘incOmAe.r‘_; :

- Using as the initial condition that total depostts in period t-1
‘. were $39.798 billion, the net change in- shares, outstanding for -
~ D.EF.-1, M.B.-1, 5, and 7 are presented in Table Il-41, These

| _ ‘computations show that in D, E.F.-1there was onlya slight decrease

 In total shdres outstanding during thefmtrthat?fifth quarters of

. the period. Under the M.B. experiments the net _ ‘

- took place at a much more rapid rate, and in M:B.-7 the net de~
‘crease in shares exceeded $1 billion aquarter in the eighth quarter

et drains of shares

of the contraction. :

_ Using 1 percent of deposits outstanding as the gross flow of * -
funds per month on account of the amortized contracts: outstanding,

'beginning only with the eighth quarter in experiment M.B.-7 does. -

a negative cash flow turn up. Of course from this cash flow the =

--expenses of the savings and loan associations have to be met. Hwe

assume that these expenses are one-fourth of the total cash flow.
then in M.B.-7 the net drain would be in excess of $90 million per
month during the eighth quarter of the recession, This would imply -
a need for intervention in the home mortgage market or a tendency
for savings and loan associations to be in financial distress. -

It is unlikely that an 18 percent decline in income would not -
be associated .with ‘a significant rise in the default rate on such

- mortgages. If during the eighth quarter 5 percent of the outstanding =
-mortgages are in default, the net drain of cash would be in excess

of $105 million per month. , A :
_ “However, note in Table II-42 that even in the extreme M.B.-7

year the savings and loan associations would have a positive ne

deposits and default esti
e. The. relative pressure can be v
very low on other institutions, In'a situation whe
eems close it is not tobe. expécted that the ca
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TABLE II-41

 Estimated Net Change in Savings and Loan Shar

zgx_'jous Computational ggeriments o
‘ (Billions of dollars) B

o (+ increase
Qgrterlx Ne Change in Shares decreaso

'DEF.-1  MB.-1 M. B -5 M B 7

1957:3

1958:1

1959:1

201 346 346 """.346. ks
002 115 -.018 - 206

023 131 -l161 - 404
084 - .067 - .293 - .589
.037 -.218 -.506 - .805
062 -.298 -.563° - .898
.199 - 293 - .624 Lm0
.330 - .308 -.627 1063

-.453 . -.183 -1152

-.511  -.831  -1.201

-.5%0  -.814 1208
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- are:

" the cash flow will have to

‘. be able to purchase them without reducing

' the secondary market for mortgages will be greater than the $100 |
million or so per month net deficit in cash flowsthat the‘a‘nalysis :

- shows.

_generates to result in-many savings and loan associations being in

financial distress. From widespread financial distress to generalized - 4 -
financial crisis is not abig step for an important financial institution, .}

~work sheets for the various computational experiments. These
1). Excess of disposable income over consumption in the
various experiments, and- 2) the net payments on social security
account, A S PREEE

In all the D.E.F. and M.B, experiments, the excess of dis-
posable income over consumption -was positive during the first

eight quarters of the experiments, However, beginning in the ninth -

quarter the consumption estimate for M.B.-7 exceeded disposable
income. The fact that the over-all excess declines from an annual
- -rate of $20.4 billion to $5.1 billion at the beginning of the second
“year implies that many households must finance a part of their
. consumption from sources other than disposable income during the
- second year of the severe recession. These computations are in

- Table II-43, : S R ' S

' In Table II-44 the excess of govérnxf;ent'transfer ﬁéymehts “C‘We_'lj, :
. - the withdrawals from income due to contributions to social security,
computational experiments, The fact .

- etc. are given for the various uf f

- that the deficit on these accounts rises from $5.3 billion annual rate

- to a $17.2 billion annual rate by the eighth quarter for M.B. Experi-
~ ment 1 and $19.3 billion for

~¢ome, Since this requires money ‘Ppayments from the government,

~ be able t , hout reducing their other agsets, the
. ‘contingent liability of the social sécurity system would result ina

© $14 billion (annual rate) increase in the money supply during the = |

. eighth quarter of the recession over what it would have been. Such
" an'increase in the liquid assets of households and business should
. There seems to be little doubt that the financial pressures

associated with an 18 percent decline in income over a two-year . !

It is possible for a decline in income as severe as M.B.-7

Two additional sets of :ix'if'oi‘:niat’ibnb were extracted from the |

and $19. for the elghth quarter for M.B. Experiment
-5 18 indicative of how such transfer payments sustain disposable in-

| , be financed by the sale of bonds by the . |
.~ government-agencies involved. Assuming thatduring a severe reces-

. slon these bonds would be sold to the banking system, ‘which would

o1

2[23.0

1ot 1w
CupLe 218
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IVHQ‘.Q

?1.8

13.4

e
(K3
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2.9
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26 128
) 25k 128

9.1 6.2 5.0
o 62

s

and 1
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86 5.8
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g
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99 101
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" périod could pace many savings and loan assocations, as wellag |
other financial institutions, in a position of financial distress, |

Whether or not the losses that business firms can be expected to

make if income dropped this sharply would result in a significant -
volume of defaults to the financial institutions that own business

debt was beyond the scope of our study. Nevertheless the magnitude

of the pressures that did build up on the savings and loan associa-

tions can be used as indirect evidence that a really ‘severe reces-

sion can induce financial distress. -

However a recession of the assumed magnitude, given financial
stability during the time it develops, has tobe explained. It implies
a well-nigh complete .collapse of private gross investment~this in i
spite of the relatively slow reduction in the flow of funds available
to finance investment. Unless we are willing to posit the sudden

autonomous exhaustion of investment opportunities, this path to = } central bank as a regulator of the economy. Changes in discount

financial crisis must ‘be considered as.a rather improbable one
for the economy to take. A more likely course to a severe reces-

~ sion would involve a financial crisis that occurs earlier in the

downturn,

In addition, if we posit the existence of a large government debt
partially held in the form of savings bonds and a modern social
security system, the need to refinance the savings bonds as they

~ Were redeemed and the social security system’s need to obtain cash

by selling its portfolio should result in a. large increase in the

money supply if the central bank behaves sensibly.

~ ~ For a recession ras serious’ as M.B.-7 to occur in a modern
context it is necessary to assume that private investment can - §
collapse even though the money supply has increased and no finan- -

clal distress has occurred. Also, note that M.B.-7 assumed that

income-maintaining transfer payments were cut in half; this is.

equivalent to having income grow without increasing welfare pro-
. grams. The recent history of such Programs indicates that this will
~ not take place. I . R T o

VIL CENTRAL

BANKING IN A COMPLEX FINANCIAL |
ENVIRONMENT -~~~ —

A. Introduction

‘There is no doubt that the financial: structure of the United
- States is more: complex than it was in the 1907-13 er4, when the -

"Federal Reserve. System was being discussed and organized, There

. 1s ample evidence of the decreasing importance of the commercial ~ 1
~ “banks. in the total financial structure, even though some evidence

| Lyoseph Aschenheim, “Commercial Banks and Intermediaries

. ;;dtsht:be gmning of the gre _t dépression,,l In_the 'Oﬂ

o the Federal ‘Reserve System can be identified; these are: 1)

. operatas with ospct to these functions, recall what the peculiar
_* the central bank necessarily 1s, and difer some suggestions for. . <.

il

| . institutions exists and where a large volume of short-term govern:

. ment gecurities are outstanding, the variability of velocity,. tha
- 18, the responsiveness of transaction and asset cash balances !
. dinterest rate changes and ‘the. demand for financi :

.- - Fallacies and' Policy Implications;, » Journal of Political Economy, .
Vol LXVII, No, 1 (February1959), = .~ = = . . = .

d been achiey
. ginal legislatio
and the usages which have grown up since then, two functions of

ed relative i

regulator of the economy and 2) a lender of lastresorttothe

“commercial banks.

‘In this chapter we will examine briefly how the central bank

{  modifying the scope ‘a';nd‘fux’iéfidﬁsylcf_‘tl}é{ centralqbank ot

‘B. Contral Bank us a Regulator of the Eoonomy

There 18 no need to document the current emphasis upon the

Tates, open market operations, and reserve requirements, as well . .

‘ ‘as direct controls, are used by the Federal Reserve System to

affect the volume anddirection of lending, The reason given for such
acts 1s that they will affect the level of activity in the economy. The
‘argument as to whether the Federal Reserve Bank should operate in

the short- or the long-term issues is really a debate about the
" relative efficacy of différent types of operations in controlling the

economy. In this section we will draw attention to the effects of a Vi
-gompxe:{ financial “structure upon the efficacy of the central banl;’s_ L
action in controlling the economy. and also point out how the :
stability properties of the financial system depend upon the e:_;_tent-f_
to ‘which “the economizing of cash® is carried. It is pointedout .
that if there is an attempt to constrain the.economy by “tightening® .
"up ‘on money, the likelihood of financial instability increases. The . ' °
active use of monetary policy in a buoyant economy implies that

- . the central bank must stand ready to act aggressively if,finmjcial“-ﬂ o
| . instability develops. : i e e

. There is no doubt that the central bank can affect the volume

“and the direction of loans: and investments by ‘the commercial -

banks, -However, in a world where a complex structure of financia







. takes place. In a world where there is a plentiful 'supply-of shor

' In the light of these Gonsiderations what has been called the

.-.central bank’s dynamic functions should recede into the background. - -
The "central -bank’s dynamic function should take the form of a
regular systematic increase in the reserves of theé commercia]
banking system, Over the long run these reserves should be fur-
nished in exchange for government debt. The central bank’s major
dynamic function is to provide a stable monetary environment, - -

Discretion remains an essential element in monetary policy, since

the meaning of a stable ‘monetary environment. changes as 'the'
economy and particularly the financial system evolve. No rule can.
- be laid down once and for all as to how rapidly the money supply
‘should’ increase; what the ratio between the money supply and the
national income or between the money supply and other financial  §
assets should be cannot be determined by any magic formula or by
an examination of the past. The discretionary monetary policy that -
remains will not involve the central bank in the extensive day~to~. -
day interventions in the money market on its own initiative, that .

it now carries on.2

C. The.-Céhtrgl Bank as the Lender of Last Resort

' Even though the central bank’s significance as a short-run |

regulator of the economy is decreased by the growth of the non-
monetary financial intermediaries, and even ‘though the. central.
~bank should be less ambitious in the direction of the day-to-day
control of the economy than its claims indicate, the existence of an

ever-changing, complex financial structure increased the impor- ' |
tance of the central bank as a lender of last resort. The central’

‘bank is responsible for the liquidity and viability of the financial
system as it exists. It has the responsibility of preventing any

- 2mnventory disinvestment is a major factor in the mild recessions
- that take place during a sustained boom. As a result, an increase
. in business cash and in the uncommitted lending“ability of banks . -

. ferm government securities both firms and banks are always fully

o invested hence short-term interest rates will fall during a reces--. " {

~ sion even in the absence of anactive monetary policy. This cyclical ~ |
- behavior would of course. be reinforced by the steady ipcrease in -
* bank reserves that has been suggested as the desirable longer-run

-policy. The behavior of the short-term interest rateis an -automatic gy

_ stabiliz

o financing to the Government bond dealers and this bank in turn h“

~“ . the British type of relations between QP‘?A%““’QW:@(: “that the .
) : , , Y ‘Fc!;:lﬂfzgtgimth‘ ‘makes everyone concerned recognize that the: -
- financial crisis, no matter what its source, from developing. This . ~ | :

implies that if widespread financial distress threatens any signifi- .= {
cant sector of the financial system, the central bank will quickly |
move in support of the threatened sectors to prevent the distress .
from developing into a crisis. As alender of last resort the central

e functioning of the economy and not to protect any particular insti-

e 18 o Mhanner that the income increasing
factors are affset. Correct central bank action x
cession and its resultant stagnation will not tak .

This responsibility for the performa ance of the ‘economy musf :
e et In sush & way that severe financlel tosgos end dis=

{ress: for any particular _unit remain po sible, The *“bt nsc ol B
action should be for the financial syste
unit. Individual lack of prudence should be

if the financial repercussions to such pun

de that the probable result will be to induce
investment.and consumption, then the central

'he Federal Reserve System as it

i is ‘a lender of last resort to the commercial ba Tgr
mteral Fogerve System has even beon unwilling to regularie the

- - Federal ROSGLYS DI : ‘of so important a money market
“ " socess to-the discount window of so important a money mar
' mermediary as the Government bond dealers. As the Government
1 pond dealer must have a guaranteed refinancing source in case i
-’ are unable to borrow enough from their normal sources to main- :

ain ‘their position, the Federal Reserve. System has agroedtoa .
: g&e:.hfz; Pby ‘which one of the New York City banks guarantees .

“access to the discount window on an\mrestrictedbasiﬁ e
Y is no virtue, in and of itself, to the British technique ot L
’:ﬁtTrg‘elyrgank ‘discount operations in which the Bank of Engla}x;dlesg:

to the discount houses and not to the commercial banks, However .

“central bank’s . responsibility is to aid’in achieving the proper

-+ functioni SRR dealers play a key role in evening -
~tution. | the Government bond dealers play A ey T ' S5 8
.,fd‘t_zw,res‘erve’”;position of the commercial bariks and if they - fr




.. Minancing arrangements.

. For by 1929 the inflated prices of common stocks hadbeen buls
© " into’ the asset structure of the financial system, so that any severe -
~ . decline of stock Prices threatened a:‘:f‘inanc,ia‘,l'collapse‘.f S

bond dealer, a consumer

thing that could happe

would happen to asset values

- Sources, i.e., by having
“de facto” lenders of last
. Federal Reserve System
. have to find out how this
' cases, ;

‘Today the Government bond dealers normauyfinance‘the‘txj’ posis

knowingly put itself in the

. BESEARCH STUDY Twg,

valnerable position ‘that a Government

'Ppen to the solvency of any financial Institutionis |
‘a2 forced sale of its assets in order to acquire cash. Im'ggme'_whgt‘ me. Wh

“de facto” lenders of last resort. These |

‘resort ultimately must have access to the
in times of potential crisis, and we will
indirect access functi_c)_ng for a number of

~ . tion by means of repurchase agreements with nonfinancial corpora-

tions, states, local governments, foreign central banks, ete. They

also have lines of credit

at some commercial banks, These sales

~.its due date or to sell back the issue used in the repurchase agree-

R = window. is able to refinance

~ . ment prior to the agreed upon date, the Government bond dealer |
« - normally tries to accommodate the lender. Hence the loans involved

.~ .. in repurchase agreements are almost equivalent to demand loans. |
. The Government bond dealer unable touse the central bank discount . | -
his position if the need arises by borrow-

©+ | ing at the previously mentioned New York City bank. This New York™

. bank will lend to the ‘Government bond. ealers regardless of its -

of the privileged positi

_ finance house, a mutual savings bank, and
a savings and loan association is in, without having some guaranteed
way in which it can, if necessary, refinance its position. The worst

. credit houses can beccme unwilling

| credit houses normally draw upon their lines of credit at the
| “upong® time. If this smbesrassiny. bebavios by e scesmen

- cial banks to the consumer oredit houses for thelr stand-by lines

~ the Government bond dealers dohave indirect access to the discount
window ot T, Federal Reserve System; there is little doubt in my
.mind that in times of e

| of otherfederalﬁgemiﬂsmte“h
e R LT - Loooee i 04 intermediaries, guarantee the ‘asset
sales finance companies have somewhat more complex - R
The sales finance companies maintain |

ines of credit at the giant commeroial banks arotind the country.
2:1: jfr‘cpbrt,im-: of these. ;lingpi‘tgfu c:fedi islkept,_ er

A O ohe bacth pastiiss Atk i

_most of the time -The..basicn Is and by short.
tions, etc, Whenew
crease or there is

houses are forced o go.

to the long-term market at a time wiien lmg sult,

edit to finance -

nsumer purchases at a time when aggregate demandis declining, .
Tather using the flow of csh due o ther fo Ochuce thelr Indebtednng.

" In addition, the commercial banks may find that the CORBUMET .

credit houses results in stiffer terms beingapplied by the commer-~

of credit, then all it willdois change the costs of these institutions,
credit, then all it willdois change the costs of these institutions By
| gffut if it results in arefusal of the commeércial banks to extend such

| lines of credit, then the question as to whether these instifutions -
|~ should have direct access to the

and repurchase agreements of the Government bond dealers are -
_-essent . The form that is used is economically a fiction, s
A . , ' legal and _acqbnnting‘ratiqnalp.' Ha |
lender, or alternatively a purchaser, desires tocall the loan before |

ntral bank will arise. .

I » commercial baak is forced to borrow at the Federal Re- -

~serve Bank’s discount window' because a. consumer ‘credit hou :
* unexpectedly draws upon its line of credit, we can expect that the.

-credit will be granted. Hence both the consumer credit houses and

accommodation such access

if the commercial banks refuse
them ats

.18 no reason why approved Governmer
ance houses shoul

"In addition to the Federal Res




“home mortgage market and the specialized home mortgage
fint the ‘savings and loan associations. -

In order to make these guaranteee,
money has to be available .when needed.

it the federal government.
' unless. the Treasury resor

ties of .government debt for cash in a time
depende upon the willingness of the Federal

- deposit . insurance,
~to live up to their
the Federal Reserve System.

"~ As a matter of fact,

. financial intermediaries through the commercial banks - or the  { .
‘market? The Federal Reserve System seems to O
. feel theére is. The possible i1l effects of a restricted responsibility
by the Federal Reserve System for financial stability are obvious. - i
. Intimes of potential financial crisis, the commercial ‘banks. whichg f
- today must act as the middleman between some of the institutions 1}
_ may be unwilling to act. Ina 7
L developlng financial situation a delay while the Federal Reserve :
the nonbank inetitutione indis- I
have been a manageable eectoral LR

Government bond

and the Federal Reserve System
System makes up its mind to aid

- tress may result in what would
i dlstrees developing into a- full~fledged crisis.

‘changing financial

system should increaee

he, .Federal Reeerve
- though it is ‘not ‘necessarily a part of th
delegnti_‘ the control of the mox ey 8upply -t

es. not 1mply that the government ‘cannot, if 1 80
) s a ‘result of the latent power tois
t posseseae. the central bank 1n its decisi
to- ig‘nore the market

System ls a part of 'the B¢

‘position of -the inte st-be

e insurance schemes, nd
- specialized lenders of last resort. function in- time of emergency
In ‘order to get money, - |
~ these institutions either issue their own obligations, guaranteed by
or they borrow from the ‘Treasury, But -

ris to printlng money, the Treasury must
.. ‘obtain the money needed by these commitments by selling Treasury
- debt for cash. But the ability of the market to absorb large quanti-

of financial distress -
o ‘Reserve System to
furnish reserves to the market by engaging in open market opera«
tions  in government debt. Hence the ability of the government

the. Home Owners Bank Board, -FNMA, ‘etc;
commitments depends upon the cooperation o!

ban]

: the Federal Reeerve System is the lender
o of last resort to the “lendere oflast reeort‘ if not to the threatened -

© To summarize parts Band C of Chapter v, given the complex, e 1

structure, the Federal - Reserve ‘System’s role {
..+ . a8 a regulator of the ‘economy 'should diminish ‘while the Federal
. Reserve System’s role as a lender of last reeort to the 1 nancl'

arin

r'h federal goverm!xlxaent

oney, which means that the cen
sionary open market’ operatlons. H
.open market operation designed to g
lating money; rather it is a natural ext
sonsibility to.be a lender of
‘y are actually conetltuted. :

. . d ndenoe" o( ‘the central bank is l{imi ted. It-1s. “inde~ .
p’efndent‘.' 13, ea:;: ‘extent that the position it takes is consistent with
ivthe government’s position. Inasmuch e go nm_ent detierx;:fir:gs .
fiscal policy, to the extent that the goals and the diagnosis e
2E Gt government and the central bank are the sime, i ‘
' the central bank is' determined. For example, if the governmen t 8
a budget-spending setup so that .a large surplus is ‘generated a z: :
~potentially inflationary situation. (fiscal tightness), ‘then the Federa

' affect
: As lon as the types ot lseues the government emile can
’ the operat%on of the economy, and a8 long as the Federal Reserve

| of the
- . be done by making the Federal Reserve System the owner. g
" entire outgtanding government debt and ng the Federal Reserve :

Federal Reserve would be' managing t.he debt and engaglng in open’ " .
market operatione when lt lesued its own debt. :

it temporary mark

monetary policy of .

fiscal
rve can follow a policy of: monetary ease, whereas if the g
ie;e ie not so ttght during such a eituation, the Federal Reeerve Gl

' its control -
stem e 8 in open market operations as a part of .

feychnique?gi:ﬁay be desirable to make the Federal Reserve Syetem; Vi

‘responsible for the management of the government debt. This can:

System. issue its own debt in order to absorb *reserves.® The =









