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Abstract This paper evaluates the Minsky hypothesis. 1 discuss the Austrian theory of
the business cycle against his theory, from the perspective of the theory and with
reference to the current crisis. Minsky offers some of the theoretical details of speculation
during the boom phase, which is a positive feature of his hypothesis and allows us to sce
more clearly how the recent financial crisis played itself out, but in the end his cycle
theory remains incomplete. The Minsky moment—a feature of the recent housing
bubble—is something that the Austrian theory of the cycle is already fit to explain.
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The current macroeconomic crisis has launched much discussion and a host of
theoretical and empirical papers that seek to explain its origins. But Colander et al.
{2009, p. 251) report that

The confinement of macroeconomics to models of stable states that are
perturbed by limited external shocks, but that neglect the intrinsic recurrent
boom-and-bust dynamics of our economic system, is remarkable.... This is
even more surprising given the long academic legacy of earlier economists’
study of crises, which can be found in the work of Walter, Bagehot (1873);
Hyman Minsky (1986); Charles Kindleberger (1989) and Axel Leijonhufvud
(2000), to name a few prominent examples. This tradition, however, has been
neglected and even suppressed.
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200 L Prychitko

The Post Keynesian tradition, and in particular Minsky's theory of the general
instability of capitalism, has now cared a long overdue recognition, Post Keynesians
argue the current crisis demonstrates that Minsky's financial instability hypothesis has
come to roost. We have finally wimessed, they report, the Minsky moment
(Papadimitriou and Wray 2008a, b). This should help satisfy the complaint of
Colander and his co-authors above. But they do not mention the contributions of the
Austrian School, which also has developed a dynamic theory of the boom-and-bust
eycle, beginning with Mises’s 1912 treatise, The Theory of Money and Credit. This
surprises. The article has seven authors. yet none among them acknowledge an
Austrian theorist.

The Austrians, like the Post Keynesians, remain on the margins of the mainstream.
The recession provides occasion to cnincally evaluate the Minsky’hypullmsis from the
Austrian perspective. | shall 1ake the opporunity 1o discuss the Austrian theory of the
business cycle agamst the work of Minsky, from the perspective of theory and with
refierence to the current cnsis. | argue that Minsky s theory focuses on the latier stages of
the boom and overlooks the role that money plays in imitiating the cycle by distorting
relative prices within the capital structure. Minsky offers some of the theoretical details
of speculative financial projects during the boom phase, which 15 a positive feature of
his hypothesis and allows us to see more clearly how the recent financial cnsis played
itself out, but in the end his cycle theory remains incomplete. The so-called Minsky
moment—a feature of the recent housing bubble—is something that the Austrian theory
of the cycle is already fit to explain. At the end of the paper [ discuss his call for Big
Players, the very same organizations that are responsible for the recession.

1 Creative destruction as inherent instability: Schumpeter

I would like to begin by acknowledging some “common ground” between Minsky
and the Austrians—specifically, the work on entrepreneurial-innovation by Minsky's
Harvard thesis advisor, Joseph Schumpeter,

We are all aware of Schumpeter's explanation. The economy, he assumes, already
enjoys complete coordination. Enamored with Walrasian theory, Schumpeter
suggests that the economy can be considered to be in a state of general equilibrium.
Production plans repeat themselves; so do the plans of capitalists, workers,
consumers. Prices do not change. Entreprencurs merely eam standard rates of return.
By the nature of the equilibrium, all economic profit opportunities are dried up, so
something must change for the awareness of new profit opportunities, the appearnce of
new entrepreneunial knowledge, and the incentive to act upon that knowledge.

It is an exogenous source of change. Schumpeter finds a way 10 acknowledge the
disequilibria and rough-and-tumble dynamics of capitalism by pushing a new profit-
secking entreprencur into the general equilibnum semng. He argues entrepreneurial
innovation and the recombination of capital goods disturb equilibnum (1961,
pp. 128-56). Entreprencurs will display bold “leadership™ capacity, they will “blaze
new trails,” they will innovate i ways thae offer new and previcusly unforeseen
capital combinations and, if thewr expectations that gmde thar decwssons are corect,
entreprencurs will emjoy cconomic profit and set the econoemy mio Sssequilibrium.
Thccnnnprmmuhllupﬁmmﬂr—:bm—mmodem
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Competing explenations of the Minsky moment 200

capitalism’s “creative destruction” (1976, pp. 81-86). Other imitators might soon
rush in. We cannot determine, @ priori, if entreprencurial imitation will initially push
markets further away from equilibrium, or if imitation provides an immediate
process back toward a general equilibrium state.

As a description of modem capitalism, Schumpeter’s ideal types (boldness,
creativity, leadership, etc.) offer some clues about the systemic rationality
encouraged and developed within the institutions of a modem monetary economy.
His “creative destruction” thesis, his metaphor that the entrepreneurial faculty,
though rational and calculating, is “at the same time a child and a victim of
economic development,” offers a provocative description of the unforeseen and
unintended results of entrepreneurial re-combinations of capital and its role in long
run growth (1961, p. 154). The growth path itself is never stafile. Equilibrium
disturbed, Schumpeter suggests, might very well represent a period of instability
before the new equilibrium, itself potentially unstable, evolves.

Presumably. But as a matter of pure theory, Schumpeter’s general cquilibrium
model does not satisfy. It is ad hoc—the entreprencurial disturbance is merely
assumed. His entrepreneurial innovator plays a strictly exogenous role, a kind of
deus ex machina who comes from nowhere to get the dynamics, Schumpeter’s story,
moving along. The dynamic is the interesting part; indeed, the dynamic is the whole
story. But Schumpeter never bothers to explain how this process reverses itself. Is
there any kind of corresponding dynamic? How does this bold entrepreneur, or his
imitators, ever lead us back, if even unintentionally, toward general economic
equilibrium? Schumpeter does not explain.'

2 A contemporary theory of creative destruction: The financial
instability hypothesis

A Post Keynesian, Minsky himself departs from his professor He rejects the idea
that capitalism tends toward something like general economic equilibrium, let alone
can ever enjoy such a state. The system is non-ergodic. He prefers to borrow Joan
Robinson's substitution of general equilibrium for “periods of tranquility™ (2008b,
p. 197), and with good reason. Capitalism does have its periods of well-coordinated
long run growth, which need not be squeezed into the Walrasian model, with its tight
prior commitments and barter-money contradictions. The Austrian School agrees
with this particular point.

Schumpeter’s impression upon Minsky is undeniable (although it is curious that
Minsky does not cite Schumpeter in any of his three books): capitalism is necessarily
and inherently unstable. lts success behaves as a destabilizing force. Capitalism sows
its own “seeds of destruction™ (2008a, pp. 59, 77, 126). The periods of tranquility—
relative stability—are merely transitory (2008b, p. ix), the “good times induce

' The Austrian School's criticism is well known among readers of this joumail and need not be repented
here. lsrael Kirmer's work on the equilibrating nature of entreprencurial profit secking—in the realm of
pure theory—offers the most well-developed argument, although it has not been without Austrian School
critics. | um tempted 1o offer a liteny of citations o Kirmer's work, but | shall simply suggest Kirmer
{1999}, Boudreaux {1994) counters Kirzner's previous argumenis with an Ausirian defense of Schumpeter.
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202 D.L. Prychitko

balance sheet adventuring” (2008b, P- 48). “Therefore. in a capitalist economy that is
hospitable to financial innovations,” Minsky argues, “full employment with stable
prices cannot be sustained, for within any full-employment situation there are
endogenous disequilibrium forces at work that assure the disruption of tranquility”
(2008b, p. 199). This might fit well with Schumpeter’s notion of innovation in the
form of new combinations of capital—today new combmations of financial capital,
too—as Minsky specifically addresses financial mnovanons. And it is a reasonable,
contemporary interpretation of Schumpeterian creative destruction; new leveraging
possibilitics, derivatives, asset-backed securities. adjustable rate mortgages, and the
like are intricately tied 1o the housing bubble and its demise. Whether or not the
instability was endogenous is, in large pan. the concemn of this paper.

In his pure theory, Minsky's entreprencurs and monéy managers, unlike
Schumpeter’s, are endogenous: they are not merely assumed to enter and
disrupt & Walrasian equilibrium from the outside, as it were In this way, |
believe Minsky tries to break out of the Walras—Schumpeter general equilibrium
box, so much criticized in Rothbard’s (1987) paper. Minsky avoids starting the
story within the box; he wisely avoids Schumpeter's eguilibrium language,
dssumes a non-ergodic system, but allows for “good umes” that characterize
relatively ranquil periods. So in this way, his story does not begm within the traps
of Walrasian equilibrium, in the Schumpeterian sense, nor in the model of the
neoclassical synthesis.”

But there is a fly in the ointment. Minsky offers no discussion of how the period
of tranquility itself emerges. Perhaps he understands that market processes vastly
coordinate of production and consumption plans, that this is indeed an empirical
truth. Perhaps. But he neither offers nor cites any theory of entrepreneurship that
explains this underlying feature of a dynamic economy. By rejecting the neoclassical
model, and observing periodic downtums and cnses, he dismisses the coordination
principle. Here, then. Minsky faces the same charge leveled against Schumpeter,
Both of them assume what must in the first case be explained: how any ordering of
plans can murulﬂmnd}wdnnﬂmﬂimdm economy based upon
exchanges of private property rights, before those veTy same entreprencurs alier the
spontancously evolved pattemn.

Minsky observes that tranquility is often followed by a boom, which then, of
course, often leads to a bust and contraction. As a Keynesian, he maintains that

* Minsky's Post Keynesian reasoning is clearest in the following:

The ¢risis i economic theory —has two facels: one is that “devastating logical holes™ have
appeared in conventional theory; the ather is thai conventional theory has no explanation of
financial crses. The logical flaw in standard theory is that it is unable 1o assimitse cagntal assets
and meney of the kind we have, which is created by banks as they finance Capinl mset production
and ownership, The major propositions of nea-classical theory, which are that & s sserier fuidl-
empiayment equilibriunt exists and that ghis eipuififiiem will be sought pur Ay marked processes, has
mmmmbﬂmﬁxmmy with cmiulmwcmmlluwmmam
and practices (1982, p. 9]

The financial instability hypothesis 1 an alternative to the neoclassical svmthesss, Lo o today's
standard economic theory, It 15 designed to explain ifistability as & result of fhe soregl Emcnioning
of the capitafist economy Instability of financial markets—the Peniodic comdst cramctes, squeTIes,
and debactes—is the observation The theory i constrocied so that fimasci) sstley » 4 normal
fungtioning internally genermed result of the behavior of & capitalist ecomery | 1592 P 97
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aggregate demand is unstable, leading to the boom and bust cycle, and that its
key component, aggregate investment, serves as the culprit. The popular
interpretation of Keynes gets it wrong here. It fails to appreciate Keynes's
attempt to create a disequilibrium business cycle theory, which the financial
nstability hypothesis tries to resurrect (2008a, pp. 55-62). The gross business
investment function and its interest elasticity (itself tied in part to general liquidity
preference and an exogenous supply of money) do not capture capitalism'’s
essential financial institutions. It is a laughable IS-LM capitalism, not the
capitalism of Wall Street.” Minsky offers his own rebuttal—financial practices
and disturbances must underlie investment disturbances.

Better stated, Minsky pushes aside Hicks-Hansen and the neoglassical synthesis
and develops a Post Keynesian route by offering an investment theory of the
business cycle backed by a finance theory of investment. Financial instabilities
generate gross business investment instabilities, which in twm create swings in
aggregate demand and movements away from full employment. Changes in financial
practices and optimism—rather than monetary disequilibrium—are the fundamental
source of capitalism’s boom and bust cycle.

Hence Minsky's financial instability hypothesis: The decentralized monetary
economy cannot, unhampered, land on a full employment equilibrium; nor can the
traditional fine-tuning policy of the neoclassical synthesis.' The financial and
investment-aggregate demand instability, as evidenced in significant business cycle
episodes, are inherent within the financial institutions of modemn capitalism itself
(1982, pp. 59-70, 90-161; 2008b, p. 194-196).* Minsky concludes that the free
market system is necessarily flawed because the financial institutions which have
evolved and are now essential to today's “Wall Street” capitalism—the ones that
are insolvent today—are themselves the source of instability (2008b, pp. 134,
320, 329). 1 take this to undergird his provocative claim that “stability itself is
destabilizing” (1982, p. 101; 20084, p. 11). The period of tranquility is really but a
mirage. (If Minsky were a Marxist, 1 would say his period of tranquility contains

" “Whereas classical economics and the neoclassical synthesis are based upon a barter paradigm—the
image is of & yeoman of a craftsman trading in a village market—Keynesian theory resis upon &
speculitive-financiol paradigm-—the image is of a banker making his deals on o Wall Street (2004, p. 55
cf pp. 70 and 127; also cf, 2008b, pp. 111114, 132-133),

* Minsky departs from his other professor here—Abba Lemer—and his notion of fine tuning through
fimetional finance.

¥ This claim is neither new nor original. Hilferding made similar, albeir Marxist, arguments back in 1910,
See his Finance Capital (1981), for example pp. 239248, Minsky does mot cite or acknowledge
Hilferding's work, which perhaps may be explained because Minsky's Post Keynesian work differs in
substance compared to Hilferding. With Marx, Hilferding argues that capitalist cnses inherently result
from dispropartions between consumption, variable capital, and surplus value. Capitalism’s “anarchy of
production” leads o necessary imbalances and therefore ingvitable crises, crises that can only be resolved
by destruction of capitalist markets (including of course financial markets) in favor of comprehensive
economic planning. Minsky, we shall find, dees not call for comprehensive planning. Instead, like another
one of his professors, Oskar Lange, Minsky seems to favor a kind of market socialism, or more precisely a
“mixed economy,” and with Keynes calls for a socialization of investment {2008, pp. 162-165; cf,
2008b, pp. 349350, 367), | should note that Hilferding’s analysis, the sbove notwithstanding, does seem
to provide some support for free banking. On this specific issue, see Horwitz (1994). On the other hand,
Wray (2003, pp. £10) briefly discusses Hilferding's analysis of the early rise of complex financial
mstifutions and trusts in fight of the Minsky hypothesis and his eall for the invelvement of government
institutions e avoid financial crises.
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204 L. Prychitko

not only the seeds of its own destruction but it does so by harboring a dialectical
contradiction.

It is all about money and finance: Money buys goods, goods buy money, but
goods do not buy goods. Clower’s famous slogan was developed to question the
I5-LM neoclassical synthesis and Walrasian théory in general, which cannot break
beyond barter assumption. Minsky takes a step ahead of that model so that we might
add “maoney buys money,” because firms that borrow cash today agree to contracts that
establish a dated stream of future cash payments—imbiltics tomormow (cf. 2008b.
p. 224),

In Minsky's view, the ability and incentive to take on debt. to commit oneself to
enjoying borrowed investment monies today for a promised stream of cash outlays
(principal plus interest) tomorrow, the incentive to form financial arrangements and
financial innovations to expand investment based exclusively on expectations,
cause capitalism’s inherent instability as financial institutions evolve toward
greater complexity. Private corporations both establish debt and purchase debt
from other corporations and from the government itself They make financial
commitments—debt contracts—during the “good times™ of anly apparent stability
and often find that their profit streams justify, ex post, their debt obligations. That
same justification, that confirmation of previous expectations and investment-
output plans (perhaps even better-than-expected eamings), encourages reappraisal.
It causes profitable firms 1o take on more debt, and in remarkably new forms, such
as high-risk leveraging, as yesterday’s profits lead to today’s revised profit-seeking
plans.

2.1 Details: Hedge finance, speculative finance, and Ponzi finance

The financial instability hypothesis suggests that three kinds of debt financing funnel
through the business cycle, each becoming more concentrated depending upon the
current state of the economy and its place within the cyclé: hedge, speculative, and
Ponzi finance (1982, pp. 25-29, 105-106; 2008b, pp. 230-233).

Hedge finance amounts to a traditional type of debt finance. The firm buys
present monics (loanable funds) with a contractual promise to pay monies in the
future—a clear and dated stream of principal plus interest paymienis. With hedge
finance, the firm fully expects its revenue stream will more than cover promised cash
outflows on the debt liabilities. These expectations extend through all the future
commitments on liabilities. Creditors (commercial banks, for example) expect the
same from their asset flows returning from their debtors.

Speculative finance is fundamentally differemt. Although the sought-after
expected revenues are assumed to sufficiently cover the firm's cash outflow
commitments on its debt, near-term revenues are expected to fall shon of at least
somme of the firm’s near-term cash outflows on its debt (near term being days, weeks,
or months). Minsky insists that banks (with less than 1000 reserve TeQuUITETEnis) are
secessanly engaged in speculative finance, the modern commercial bank being “the _
prototypecal speculative financial organization ™

" Namin (a0 = 231 Tho speculanve compuens & e sracto: of sy gees Sl ket ilone the
=y by ek w procscihy Rothtards (2007 crocwes
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Ponzi finance is a vanant of speculative finance. But here the firm not only
expects that its near-term flows of cash revenues will fall short of its cash lability
commitments. Finance costs exceed cash flowing into the firm’s income account. To
continue operating, the firm must borrow to meet its near-term debt commitments. In
shon, the firm plans to take on more debt, to commit itself to more liability payment
contracts to others, in order to cover its already-existing near-term cash outflow
obligations. To forge ahead, the Ponzi-financed firm-must bet on higher asset values
and/or declining interest rates,

These forms of finance are most clearly developed in Minsky (2008b, pp. 230-
233). The debt obligations are just that—specified contractual commitments designed,
on the one hand, to reduce exposure to uncertainty, At this margin, the debtor largely
knows what is expected of him throughout the life of the liability confract. As a profit
seeker, on the other hand, he cannot possibly know the level (positive or negative) of
his net revenue. He acts upon expectations and waves of optimism formed under
ignorance and uncertainty and is likely to assume higher levels of nisk.

Under hedge finance, then, cash revenue flows (not, by any means, necessarily
net revenues) are expected to exceed debt obligation outflows, both current and
long term. This excess cash, as il were, provides a relatively strong margin of
safety. It reduces, but surely does not eliminate, the firm’s exposure to risk and
uncertainty. The more conservative the firm's revenue projections, the greater the
safety net against risk of default. Cer par., should the expectations be correct,
hedge finance as such does not represent a problem for the debtor or creditors. Nor
does it represent the potential for systemic economic instability, because the ability
to meet one’s contractual obligations under hedge financing (at least under fixed
interest rates) is unaffected by outside changes in other market interest rates.”
Speculative and Ponzi financing provide the source of financial instability (and,
recall above, instability of the aggregate investment function and therefore
unstable aggregate demand),

For the firm engaged in speculative finance, cash revenue inflows are clearly
expected to fall short of its debt obligation outflows on at least some of the near-term
debt payments—a kind of short-financing on his near-term commitments. Speculative
finance, as such, cannot continue over the long haul, perhaps not even the middle term,
and the entrepreneur or money manager knows that. Firms engaged in speculative
finance must hope that market conditions improve cash revenue flow and/or they plan to
refinance and reorganize firm debt in the longer term. The latter serves as the safety
margin: the firm is speculating on the expectation that refinancing will be available
should the firm be on the brink of missing its payments. This “safety margin” is, of
course, much weaker than the safety net that undergirds the hedge financing firm, the
risk exposure is greater. Ponzi finance differs in the sense that the firms cannot meet
near-term obligations except by increasing liabilities so that again, Ponzi financing
cannot, nor can it be expected to, continue indefinitely. While all firms are exposed to
market uncertainties in general, Minsky points out that both the speculative and Ponzi
debtors are heavily exposed to unexpected developments in financial markets in a way
the hedge debtors are “impervious to such changes” (2008b, p. 231; cf 1982 pp. 25-29),

7 Although, | should add, changes in market rates would affect realized economic profits, considering that
this alters the opportunity costs of particular investment plans,
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Any unexpected increase in nterest rates or decresse m asset prices—both of which we
witnessed as the bubble broke—can lead to speculstive and Ponzn defaults and a
systemic collapse of financial instiutions 10 the exient tha: debt contracts are more
heavily weighed outside the wraditional hedge-financed contracs

2.2 The Minsky “cycle”

Let us note in advance the temporal and dynamic nature of the capital structure, and its
distortions through the credit cycle, are analytically inconsequemtial. In a model that
stresses the idea that money buys money, this surprises. The hyvpothesis underplays the
Fed’s manipulation of the money supply, which causes system-wide changes in
interest rates and relative prices, and temporarily rewards nskier investments.

Instead, the Minsky cycle develops in the following way (1982, pp. 65-67).
During the initially tranquil period of cconomic growth, existing debts and debt
practices are confirmed ex post, They are “validated” as entrepreneurs find that the
debt-financed investment paid off. Firms, Minsky insists, will believe 1t worthwhile
to weigh more heavily toward debt-financed investment. “Tranquility” is unlike
cquilibrium in the sense that investment, production, and consumption plans do not
simply repeat themsclves, Debt instruments will not automatically replicate
themselves through time. There is always an incentive to do better, and that
incentive tends toward much nskier investments. Investors are now inclined to relax
their safety margins as their expectations become more optimistic. Not only
entrepreneurial debtors, but creditors, now in the early stages of what Minsky
considers a boom cycle, will also tend 10 lower their risk and uncertainty safety nets
as their expectations tum more optimistic. New business plans are backed by new
combinations of financial contracts and debt instruments. Successful debtors beget
successful creditors, whose own financial portfolios are validated by ex post results,
Leveraging. as we have witnessed during the housing bubble, becomes more
common and at extraordinarily high levels of nsk.

The second round: success breeds aggressiveness. Uncerlamty still exists—it
can never be removed—and creates even greater system fragility. As this boom
phase becomes unleashed, entrepreneurs and their creditors become more
aggressive and speculative. During the bubble, speculative and Ponzi-financed
money managers went on an overly optimistic feeding frenzy as leveraging
skyrocketed from the traditional 10:1 1o a staggering 30:1 ratio, Securitized
assets as a ratio of outstanding bank loans grew from 25% in 2000 to 45% in
2Me. The rewards were plenty as denvative market values increased 400%
between 2000 snd 2006, The theory suggests that ex post success ushered in a
new ex ante formsnon of even more optimisiic expeciations, encouraging
financial orgamzatons w0 bank upon even better returns which, from their
peTspoctive, Were gume txtwocal

The penod of e masiet's spparent tranquuility and stability encouraged
innovative debt practices sad specslstrve cucesses and unrecognized system fragility
cvolved. For this resson, Mimsky masts capitabism = unstable in an “upward”
direction. The confinned aad possively felfilled expectations during well-
coordinated times (my words bere aof b)) mest ovenmaally gonerate financially
speculative problems and camse effective demand Baclure, so thae the unhampered
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sarket process cannot seitle upon a full-employment equilibrium (1982, p. 66;
M08a, p. 162; 2008b, p. 199, 319). The housing bubble and mortgage market
meiidown seem to provide the best confirmation of his theory.

A sudden series of missed expectations, especially defaults in our case, throws the
gmancial system into turmoil and confusion. Aggressiveness, likely peppered with
subris, collapses into failure, A handful of substantial errors, such as the
wenificantly sized default affecting Bear Stens and then Lehman Bros. can—and
#id—unleash a quick, systemic, and detrimental domino effect: the wming point, the
bust phase of the cycle.

23 The Minsky moment

Maney buys money in increasingly complex and bewildering ways under finance
capitalism, creating financial instabilities. During the tranquil period, firms do
change their plans, hoping to improve their positions in the market; by Minsky's
spparent use of the word “tranquility,” firms are at least mildly successful in their
aperations (we experience “good times” in the overall economy, whatever that really
means), they are encouraged by the ex post results not to simply repeat plans through
the next period. (That would merely represent something more akin to an
squilibrium with standard rates of return, | suppose. Minsky wants none of that)
But why should their psychology change? Would not firms in disequilibrium make
marginal adjustments as the results validate the specific plans that they had pursued?
Not in the financial instability hypothesis. Here, the emergence of profits would
encourage money managers to take great leaps forward in their investments, to
consider adopting more risky bets in favor of perhaps even better times ahead.

This is, for lack of a better label, the pre-Minsky moment. Financial success raiscs
{not confirms, but raises) optimism and encourages hedge debtors 1o now consider
speculative finance. Speculative debtors enjoying ex post profits—the “validation™
of the practices and expectations, as Minsky often says—Ileads firms to tum more
speculative and perhaps consider Ponzi finance. Profitable Ponzi enterprises remain
encouraged to continue through the near term once again. The scales of finance in
general tip more toward the aggressive, nisky, and increasingly fragile. Any
“equilibrium” now (were we to use such a term) becomes globally unstable. The
financial instability hypothesis claims that the good times characterized by economic
growth encourage more aggressive financial risk-taking and, unintentionally,
systemic instability. Unhampered, or combined with lax regulatory practices, it sets
the seeds of its own demise.

Again, a slip here, an unexpected tum there, @ missed forecast, a rise in interest
rates or a few large defaults can break the back of any number of speculative and
Ponzi enterprises. This is precisely what occurred in the latter stages of the housing
bubble. Should a hedge-financed firm’s revenues fall shon of expected revenues, for
example, its actual revenues might very well fall short of its contractual cash
payments on its liabilities. Breaking below their safety margins, hedge units can—
and did—suddenly find themselves acting as speculative firms. Should interest rates
unexpectedly rise, should margins be squeezed, speculative firms would be forced to
engage in Ponzi finance—not because better times have arrived, but for the opposite
reason. During the bubble, speculative and Ponzi-financed firms, once “banking” on
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the expectation that they will be able to refinance their debt at better terms, suddenly
lost that opportunity. A significant slip—Bear Sterns—sends the financial order into
crisis without the intervention of “Lender of Last Resont” and “Big Government™
institutions. Even though, m our case, the Fed stepped in to save Bear Stemns, the
shock brought L.ehman Bros. down and, against the advice that Minsky would have
given, the Fed never intervened. The rest was inevitable. We had reached the Minsky
moment. The financial boom during the early to mid-2000s wmed into a financial
bust. Minsky's theory is prescient (2008a, p. 112; cf. 2008b, p. 193):

A boom once started lives a precarious life. It depends upon realization of
optimistic expectations about yields, so that capital gains accrue to investors in
debts and shares as well as to investors in capital assets. From a multitude of
possible causes—rising wages or production costs, feedbacks from rising
interest rates to the value of older long-term debt, the high cost of refunding
previous debt—a large number of units can be forced to try to raise cash at the
same time by taking advantage of the liquidity that some of their assets are
presumed to have, i.e., by attempting to sell “liquid" assets. Furthermore, for
some units the burden of debt in the form of cash commitments can become so
large that they are forced 1o sell or pledge capital assets to acquire cash to meet
debt commitments.

3 Critigue

“Financial instability is a fact,” says Minsky, "and any theory that attempts to
explain the aggregate behavior of our economy must explam how it can occur”
(1982, p. 18). | agree with Minsky, and the hypothesis 1s consistent with many of the
facts, which in general are not in dispute. And | agree further that the neoclassical
synthesis—the Hicks-Hansen world of 1S-LM models, so much studied by Post
WWII, GI-Bill studems of economics, and the set of theoretical spectacles that
guided the attention of the Council of Economic Advisors—has remarkably few
principles to explain our current crisis, It cannot even explain the non-neutrality of
money. Minsky's hypothesis is rich in the sense that it focuses on institutional and
financial details that should embarrass much of the mainstream.

3.1 Debt deflation

Two cheers for Minsky. But is there a third?

The hypothesis does not explain, or misidentifies. the source of the boom
phase. A theory of a systemic discoordination ought to be founded upon, or al
least acknowledge, a theory of system-wide coordination (To explain the sick,
as it were, we should first explain and understand the healthy and only then
examine the source of emergence of disease within the body) How does
Minsky start in the period of tranguility without explaining how the economy
can enjoy & coordinated state at all? Although | have accepted, for the purpose
of this paper. Joan Robinson’s “tranguility™ alternative, Minsky himself does
not explain economically how tranquility emerges at all and. 25 a parallel to
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Schumpeter, he simply assumes that the state of a robust market system must,
by its very nature (2008b, p. 324), sprout speculative and Ponzi enterprises and
fragile financial markets, destabilize the investment function, and launch effective
demand failures. There seems to be a mere razor's edge separating the pre-Minsky
moment from the Minsky moment itself. In short. it seems like the financial
instability hypothesis collapses the Minskian "boom™ into the Minsky moment
without explaining the so-called period of tranquility (unless by tranquility and
good times he really means we are always in a phase with an inevitable bust on the
horizon, even if it has taken decades to reach it).

This becomes clearer once we realize the crucial role Fisher's (1933) work plays
in the financial instability hypothesis. In addition to Keynes, of course, Minsky's
theory is “derived,” he says, from Fisher's theory of debt deflation {3008b, p. 192).
Fisher argued, essentially, that debi-financed over-investment and over-speculation
causes the boom and corresponding deflation. “In shor,” Fisher argues, “the big bad
actors are debt disturbances and price-level adjustments” Continuing, “the debt
disease and the prce-level disease (or dollar disease) are, in great booms and
depressions, more important causes than all others put together.” He points to “over-
confidence” being the problem when it “beguiles its victims into debt™ (1933, p. 341),
The “starter” is the “opportunities to make unusually profitable investments” (p. 348).

The process must reverse itself. In this view, economic contraction leads to price-
level deflation and debt liquidation, which causes distress selling, rapid decline in
profits, and bankruptcy. Bankruptcies engender further “pessimism and loss of
confidence,” declines in overall demand and income, and growing unemployment.
Indebted households lose their ability to meet loan payments. Banks refuse to lend
and instead build up reserves, which furthers price deflation as the process continues
to swirl downward (1933, p, 342),

But neither Minsky nor Fisher acknowledges in the boom phase how the Fed's
monetary expansion and manipulation of interest rates ignite the boom and
“optimism” in the first place. Garrison (2003) observes that Fisher's work, along
with modern macroeconomic theory in general, fails 1o explain the initial cause of
business cycles. If my analysis of Minsky is correct, we can add him, too, to the list.
Minsky argues that it is always an endogenous process of destruction during times of
economic growth and over-speculation (1982, p. 102, 226),

3.2 Theories of coordination and discoordination

In fact, he tips his hand. Minsky (2008a, p. 57) follows Keynes's attempt to “make
the anomaly the ordinary,” the anomaly being the Great Depression.”

By rejecting general equilibrium, however, Minsky also questions market clearing
and market coordination. He seems to equate (with Paul Davidson and others of the
School), market clearing with convergent and stable Walrasian equilibria, and rejects
the former with the latter.” And yet he employs something like the clearing-

* Which further supports Horwitz's (1949) argoment that Keynes offers only a paricular theory of the
MEcroeconany, &5 opposed o A geneml theory,

* There's no need to develop my argument here; the point was debated years ago. See Prychitko (1997)
and Davidson {1993).
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coordination feature of market processes to then demonstrate their “inherent
instability,” particularly “upward.” Minsky ultimately uses “tranquility” or a well-
coordinated market process as a mere foil against which he insens his financial
nstability story. Modem finance capitalism 1s always teetenng on the point of
financial collapse, even if it has taken several decades 1o reach this final point.

3.3 Optimism

Austrians have long argued that psychological explanations of the business cycle
carry no weight.'" The notion of “optimism,” another continuing influence of
Keynes and Fisher here, undergirds Minsky’s theory, It seems to me that the
financial instability hypothesis rests on this unexamined assumption and views the
cycle launched more on the social-psychological plane rather than the economic. A
shift in investor psychology explains the disruption of the period of “tranquility,”
one that encourages the participarits of the “good times”™ to lasunch risk-loving and
unsustainable debt practices. In shont, confidence leads to overconfidence and
instability, and eventually all bets are off as the crash sets in

Can we apply this to the bubble? Why did the psychology of the market change in
2002? Nobody can give precise answers. Is there something orgamic about the early
rise in asset prices and profits in 2002 that launched wildly optimistic changes in the
mind, and therefore herding behavior and more adventuresome debt practices? Was
the cause predominantly psychological, or was it primarily monetary? The
exponential price trend in the housing market from 2002 1o 2006 does offer some
clues, of course. But did optimism cause rising asset prices, or did nising asset prices
cause greater optimism, or both? In any case, we are lefl with the more fundamental
economic question of price a