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Macroeconomy”

The Role of Credit in Economic Activity

by David M. Jones*

Early in the 1990-92 period, an unusual bank credit 
“crunch” emerged. It involved a sudden tightening in 
the terms of, or in some cases, a sharp curtailment of, 
new loans supplied by depository institutions. This 
credit crunch forced many borrowers with no alternative 
sources of credit to curtail their borrowing and spending 
activities, thereby contributing importantly to the eco
nomic downturn. The latest version of a credit crunch 
served to shatter borrower confidence because it was 
so arbitrary, sudden, and unpredictable. Consumer and 
business borrowers who suddenly (and many thought 
unfairly) lost their credit lifelines were deeply shaken 
psychologically, and as a result, they sharply reduced 
spending, resulting in a decline in loan demand. Among 
the more lasting effects of this credit crunch have been 
much closer linkages between new orders and produc
tion for items ranging from new homes to machine 
tools.

This new version of a credit crunch was not triggered 
in the traditional way by Federal Reserve tightening 
actions that interacted with earlier Regulation Q ceilings 
on time deposits to produce predictable bouts of disin
termediation. This credit crunch also differs from other 
occasions when government actions have operated to 
constrain the supply of bank credit— for example, the 
Fed’s September 1966 letter threatening to restrain 
banks’ access to the Fed discount window unless banks 
curtailed their business loans and President Jimmy Car
ter’s March-July 1980 credit controls. Uniquely, the 
latest credit crunch arose from the coincidence of sev-
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eral contemporary financial events— especially the neg
ative fallout from the savings and loan (S & L) debacle 
and a toughening in capital ratios by domestic bank 
regulators and by international agreement among reg
ulators under the Basle Accord of July 1988. Also help
ing to provide a fertile environment for this credit crunch 
was the bursting of the financial bubble of the 1980s. 
Some of the major events signaling the puncturing of 
the financial bubble included the stock market crash of 
October 1987, the stock market collapse of 1989 (which 
finally ended the corporate takeover frenzy), the signing 
into law of the Financial Institution Reform, Recovery 
and Enforcement Act (FIRREA) in August 1989, the 
bankruptcy of Drexel in February 1990, and the tempo
rary drying up of the corporate junk bond market around 
the same time.

The main point of this analysis is that the behavior 
associated with the bank credit lifeline to individual and 
business borrowers is central to the monetary transmis
sion mechanism. The 1990-92 experience convincingly 
demonstrates that the interaction between bank loan 
restraint, weakened household and business balance 
sheets, and related recurring bouts of depressed psy
chology and spending operated to help produce a pro
longed period of recession and slow growth.

Factors behind the credit crunch
The primary factor behind the recent bank credit crunch 
was the negative public fallout from the S & L debacle. 
Facing a bill of perhaps as much as $200 billion to bail 
out the S & L industry (that is, to pay off depositors in 
insolvent S & Ls), angry taxpayers exerted great pres
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sure on Congress, which had unwisely liberalized S & L 
investment regulations and raised deposit insurance 
ceilings in the early 1980s. In turn, Congress, through 
endless public hearings, tried to pass the buck by 
exerting pressure on the regulators of depository insti
tutions (many of whom had also been too lax during the 
speculative financial frenzy of the 1980s). To make up 
for past regulatory oversights, examiners in the field 
began increasing their standards for rating bank risk in 
1989 and launched a frantic search for bad loans that 
exerted extreme pressures on bank loan officers. In 
their effort to weed out every conceivable bad loan so 
as to be protected from future criticism, field examiners 
created a new asset category dubbed nonperforming- 
performing loans. These were loans that were current 
on interest payments but were thought by regulators to 
be suspect owing to the borrower’s future potentially 
shaky financial condition. Fearful of reprimand, salary 
cuts, or even losing their jobs if risky new loans went 
bad, bank credit officers suddenly found it easy to turn 
prospective borrowers away. Indeed, in some cases, 
bank loan committees were reported to have broken 
into applause when no new loans were presented at 
their routine meetings. Moreover, for many banks, the 
easiest answer both for cost-cutting purposes and for 
purposes of avoiding new loan risks was to drastically 
reduce loan personnel, especially in such high-risk 
lending areas as real estate. The fewer the number of 
loan officers, the fewer the number of loan applications 
that could be processed.

Underlying this cutoff in the supply of depository 
institution credit were regulators’ fears that if they 
allowed banks to take excessive new loan risks they 
could be next in line to incur the public's wrath over 
another bailout. It was simply easier to cut off the 
supply of credit to prospective individual and business 
borrowers altogether than to risk the kind of public 
condemnation that the S & Ls had suffered.

A second factor contributing to the credit crunch was 
the well-intentioned but poorly timed toughening in 
bank capital requirements on a worldwide scale by 
agreement among regulators in the form of the Basle 
Accord of July 1988. Domestic bank regulators, in the 
wake of the S & L disaster, wanted to be sure that the 
banking system would not follow suit, requiring yet 
another politically disastrous taxpayer bailout. On the 
legislative front, Congress passed the already noted 
FIRREA legislation in 1989 to bail out the S & Ls, and, 
after seemingly endless negotiations, it passed the 
FDIC Improvement Act of 1991 to try to head off a 
similar debacle in commercial banks. On the interna
tional front, the Basle Accord toughened bank capital 
requirements in all major industrialized countries. 
Under this accord, risk-based capital-asset ratios were

to be increased to 8 percent. U.S. banks began to 
phase in the tougher capital requirements under the 
Basle Accord in 1989 with a view to fully implementing 
them by the end of 1992.

The main problem was that all this attention was given 
to stronger capital ratios during a prolonged period of 
recession and weak economic growth. In contrast, the 
traditional notion has been that a banking institution 
should build up its capital position in good times, when 
profits are plentiful, and then use this strengthened 
capital position as a cushion against unforeseen losses 
in bad times. Facing worldwide regulatory demands that 
capital ratios be increased in bad times— when banks 
were coping with bad loans, poor profits, and debt 
downgradings— many banks had little choice but to 
downsize their asset and liability footings, in many 
cases cutting off new lending activity altogether. Cer
tainly, the alternative of new bank equity offerings to 
rebuild capital ratios seemed unattractive in these cir
cumstances, with bank stock prices falling, the cost of 
capital rising, and the stigma of financial weakness 
increasingly attached to banks forced into the capital 
markets to raise equity funds in such unfavorable condi
tions. This stigma was akin to that traditionally associ
ated with excessive reliance on the Fed discount 
window; heavy bank borrowing at the discount window 
has been viewed as a sign of financial weakness. In the 
recent past this has been underscored most promi
nently by heavy use of discount window advances in the 
cases of the depositors’ run on Continental Bank in 
1984, the run on First Republic Bank in 1988, and the 
failure of the Bank of New England in 1991.

A third coincidental factor providing a fertile environ
ment for the credit crunch was more traditional in 
nature. It took the form of the unwinding of the debt 
excesses of the 1980s. This cycle was not much differ
ent from the traditional boom-bust financial cycles. For 
example, there was in the 1980s a frenzy of corporate 
mergers and acquisitions involving the inflation of cor
porate assets and a massive substitution of debt for 
equity on corporate balance sheets. Households also 
got into the act by borrowing heavily to support their 
spending, especially on real estate. Banks, many of 
whom had begun the 1980s with bad loans to less 
developed countries (LDCs), were not to be left out of 
the 1980s financial follies. But this meant that banks 
would end the 1980s with new categories of bad loans, 
including those made in connection with highly lever
aged corporate takeovers and speculative real estate 
ventures. Finally, even the federal government had to 
get into the act by running huge budget deficits, thereby 
greatly expanding total federal debt outstanding (cur
rently approaching $4 trillion), and sharply reducing the 
government’s leeway to use future discretionary fiscal
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stimulus to counter recession.
This financial bubble led to an explosion of debt 

relative to GDP. The excessive rate of growth in debt 
supported speculation and higher asset prices. By the 
late 1980s, the overinflated financial bubble was ready 
to burst.

During 1990-92, the unwinding of these debt exces
ses produced a “balance sheet” recession and a pro
longed period of halting growth. Individuals and 
businesses curtailed spending in order to reduce heavy 
debt-servicing burdens. These debt-servicing burdens 
were made all the more onerous by the new anti-debt 
balance sheet mentality of lenders judging these bor
rowers. To make matters worse, real estate values 
plummeted in most regions of the country.

Evidence of the curtailment of credit supply
The cutoff in the supply of credit by depository institu
tions apparently came early in the 1990-92 period, and 
this set in motion a progressive deterioration in eco
nomic conditions and a related decline in the demand 
for credit that was felt in full later in this period. Clearly, 
these forces produced a pronounced decline in total 
credit growth (domestic nonfinancial debt) beginning in 
earnest in the final quarter of 1990 and continuing 
through the third quarter of 1992. As the accompanying 
table shows, this decline in total debt growth reflected a 
pronounced drop in nonfederal debt growth. Within the 
nonfederal debt category, both households and busi
nesses dramatically slowed their debt growth.

The Fed’s Senior Loan Officer Opinion Survey on

Growth of Domestic Nonfinancial Debt
Percent Changes

Nonfederal

State and
U.S. House Local

Total Government Total holds Business Governments

1976 10.9 15.6 9.8 12.1 8.2 8.4
1977 13.0 11.0 13.5 16.9 11.9 8.4
1978 13.5 9.2 14.6 17.3 13.0 11.0
1979 11.9 5.8 13.3 14.9 13.8 5.4
1980 9.4 11.8 8.9 8.7 10.2 3.6

1981 9.8 116 9.4 7.9 i 1 6 5.2
1982 9.4 19.7 7.0 5.6 7 8 9.3
1983 11.7 18 9 9 9 11.6 8 3 9.7
1984 14.5 16.9 13.8 13.2 15.4 9.1
1985 15.0 16.5 14.5 14.3 11.5 31.3

1986 12.9 13.6 12.7 14.1 1 1 9 10.5
1987 9.2 8.0 9.6 11.5 7.1 13.4
1988 9.1 8.0 9.4 11.1 6 3 7.0

Quarterly Data

1989— I 7.7 7.2 7.9 7.7 7.9 8.3
II 7 8 6.0 8.4 8.7 8.5 6.5
III 7.7 6.3 8.1 10.6 5.4 9.2
IV 7.6 7 6 7.6 9.9 5.0 8.6

1990— I 8.8 10.9 8.2 11.1 8.3 9.1
II 6.0 8.8 5.2 6.5 3.8 5.7
III 6.2 11.3 a 8 6.3 3.2 4.4
IV 4.7 111 2 8 4.3 1.1 4.1

1991 — I 4.2 9.1 2.8 4.3 0.9 4 2
II 5.0 10.8 3.2 4.9 1.1 4.4
III 3.7 110 1.4 3.5 - 1 .6 4.3
IV 3.7 11.9 1.0 3.8 - 2 .8 4.7

1992— I 6.0 13.3 3.5 5.5 1.0 5.1
II 4.7 12.3 2.2 3.6 -0 .7 6.9
III 3.3 6.5 2.2 3.7 - 0 .3 5.4

Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts. 
Note: Quarterly data are seasonally adjusted annual rates.
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Bank Lending Practices can be used to help determine 
the extent to which this slowing in credit growth might 
have been attributable primarily to constraints on the 
supply side early in the period and later on to a weaken
ing in loan demand. Specifically, during the critical first 
four months of 1990, the percent of domestic bank 
respondents in this Fed survey reporting a net tighten
ing in lending standards or terms for commercial and 
industrial non-merger-related loans climbed to nearly 
55 percent. This suggests that the slowing in credit 
growth at the beginning of the prolonged period of 
recession and slow growth may have been largely due 
to depository institutions’ lending restraint. During the 
period from May 1990 through January 1991, the per
cent of bank respondents reporting a net tightening in 
lending standards eased only slightly to a 35 to 46 
percent range, suggesting that lending restraint on the 
supply side was still significant. In addition, it should be 
noted that there were also some restraints on the supply 
of credit in the capital markets during this period, as 
evidenced by the drying up of investments by mutual 
funds and other nonbank institutions in nonprime com
mercial paper (reflecting tougher Securities and 
Exchange Commission limits on investment in nonprime 
commercial paper) and in the contracting corporate 
junk bond market.

The early indications of the bank credit crunch 
spurred the Bush Administration regulators (including 
the head of the Federal Deposit Insurance Corporation, 
the Fed Chairman, and the Comptroller of the Currency, 
who arranged the meeting) to request an unusual May
10, 1990, meeting between regulators and senior offi
cials of major commercial banks. In this face-to-face 
encounter, the regulators encouraged the skeptical 
bankers to continue to make loans to financially sound 
consumer and business borrowers. Bankers were wor
ried that the stifling combination of tougher regulator 
scrutiny at a time of weakening economic activity and 
growing uncertainties would raise the threat that any 
new loan would eventually be classified a bad one. 
There followed other meetings involving regulators and 
Bush Administration officials on the dangerously esca
lating bank credit crunch, including one particularly 
contentious meeting scheduled with President Bush on 
November 14, 1990. At this meeting, attended by Fed 
Chairman Greenspan, Treasury Secretary Nicholas 
Brady, Commerce Secretary Robert Mosbacher, and 
White House Chief of Staff John Sununu, both 
Mosbacher and Sununu strenuously argued that bank 
regulators were too tough and that they were thus 
restricting the flow of credit needed to keep the econ
omy healthy. To underscore his concern with the credit 
crunch, President Bush even called in his January 29, 
1991, State of the Union message for “sound banks” to

make “sound loans, now.”
Subsequently, during the period from February 1991 

through October 1991, the percent of domestic bank 
respondents in the Fed survey reporting a net tighten
ing in lending standards or terms dropped to a more 
modest 8 to 23 percent range. Accordingly, this some
what less aggressive tightening in bank loan terms 
could reflect a more equal split in relative supply and 
demand constraints on credit growth.

The meeting-to-end-all-meetings on the subject of the 
credit crunch came belatedly on December 16, 1991, in 
Baltimore, Maryland, when all senior bank examiners 
from the government regulatory agencies were called 
together by Bush Administration Treasury officials and 
browbeaten into easing up in their search for bad loans, 
especially in the real estate sector. The arm twisting 
went to the point of forcing all senior examiners to sign 
a “pledge” that they would, in essence, adopt a more 
uniform and less threatening set of criteria to identify 
bad real estate loans. However, there apparently was a 
considerable time lag before the senior examiners were 
able to moderate the tough attitudes towards bank loan 
risk of the hands-on examiners in the field. In addition, 
in another unprecedented move, Bush administration 
officials gave individual banks that felt they had been 
unfairly treated by their government examiners a secret 
“back door” means of communicating these protests to 
the examiners’ superiors.

Because of these increasingly brazen Bush Adminis
tration anti-crunch efforts, the percent of domestic 
respondents reporting a net tightening in lending stan
dards or terms fell sharply during the more recent 
November 1991-November 1992 period to a minimal 3 
percent or less. This pronounced drop in banks’ net 
tightening in lending standards suggests that continued 
slow nonfederal debt growth through the third quarter of 
1992 was mostly attributable to weak credit demands.

Reflecting Federal Reserve efforts to ease money 
market conditions, the federal funds rate has declined 
to 3 percent (the lowest level in three decades) from 93A 
percent in mid-1989. During this period, short-term 
interest rates have fallen much more sharply than 
longer term rates, producing an unusually steep 
upward-sloping yield curve.

On the loan availability side, the sharper decline in 
short-term interest rates than in long-term rates has 
provided banks with an extremely favorable net interest 
margin. In this environment, banks have greatly 
increased their liquidity holdings through increased pur
chases of U.S. government securities and have, as a 
result of improving profits, gradually strengthened their 
capital positions. The resulting gain in bank stock 
prices underscores this progress. Thus, banks are cur
rently showing somewhat greater willingness to make
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new loans, as evidenced by a recent slight pickup in 
business, individual, and mortgage loan growth.

On the loan demand side, there have been several 
major waves of debt restructuring in the lower interest 
rate environment. As the current decade began, both 
individuals and businesses were strangling on too much 
debt as they faced a prolonged period of weak eco
nomic growth that depressed income and profits. Thus, 
as interest rates fell sharply in late 1991 and again in 
mid-1992, individuals eagerly refinanced their high- 
interest-rate mortgages with debt-carrying lower inter
est rates to lessen their monthly debt-servicing pay
ments and improve their cash flow. Judging from a 
pronounced decline in the ratio of debt-servicing pay
ments to disposable personal income, individuals may 
be as much as 70 percent complete in their debt- 
restructuring efforts. Businesses also have replaced 
high coupon debt with lower coupon debt and raised 
funds in the equity market to repay debt. With better 
access to capital market funds sources, business debt- 
restructuring efforts are perhaps 90 percent complete, 
as suggested by the declining ratio of gross corporate 
interest payments to cash flow. These debt-restructur
ing efforts are absolutely essential to set the stage for 
renewed credit demands in support of economic expan
sion. With the lion’s share of this debt restructuring now 
behind us, the prospect is for gradually accelerating 
economic expansion during the remainder of this year 
and next.

The credit transmission channel
An important credit channel that influences economic 
activity is clearly evident in the 1990-92 experience. 
The credit channel exists because bank loans and other 
forms of credit are imperfect substitutes. When banks 
tighten credit terms or cut off new loan activity 
altogether, many borrowers find it inconvenient, costly, 
or even impossible to find alternative sources of non
bank credit. The unique feature of the 1990-92 credit 
crunch experience was that it was not triggered, as in 
past instances, by Federal Reserve tightening actions. 
Nevertheless, the powerful impact of the credit channel 
was perhaps even more clearly demonstrated in the 
new version of the credit crunch.

The timing of the credit supply restriction is crucial to 
understanding how the credit channel worked in the 
latest economic downturn. The credit crunch probably 
began in early 1990. This initial constraint on the supply 
of credit was shocking to debt-heavy borrowers because 
it was so abrupt, arbitrary, and unpredictable. Bor
rowers’ psychology plunged and spending was curtailed 
for a prolonged period. Once the recession got under 
way, debt contraction and asset price deflation began to 
become a self-reinforcing process. Debt-heavy bor

rowers were forced to cut back on spending to try to 
reduce their excessive 1980s debt exposure, eventually 
sharply curtailing credit demands. To make matters 
worse, balance sheets were further strained on the 
asset side as prices of homes, land, and other items 
plummeted. Furthermore, declining wealth positions 
served to further depress consumer spending.

It is interesting to note that the powerful behavioral 
forces in the credit channel seem to far exceed those in 
the weaker money supply channel. This is evident in the 
recent efforts of most Fed policymakers to downplay the 
monetary aggregates as intermediate policy targets. 
The monetary aggregates have always proven inade
quate as intermediate policy indicators because they 
represent the arbitrary selection of certain bank liabili
ties. This limited “slice” from the liability side of the 
bank balance sheet simply fails to tell the whole story of 
credit availability. In the case of the most closely fol
lowed M2 aggregate in particular, several factors have 
operated to loosen its relationship with economic activ
ity. (The M2 monetary aggregate is defined as M1 plus 
overn ight repurchase agreem ents, overn igh t 
Eurodollars, household money market mutual fund bal
ances, savings, and small-denomination time deposits.) 
Most important, there has been a sharply depressing 
impact on M2 from the closings of many S & Ls and 
banks under the already noted government assistance 
programs. In addition, at a time when the yield curve 
has had an extremely steep upward slope (that is, 
short-term interest rates have been far below longer 
term interest rates), there has been a massive shift of 
funds out of the lower yielding CD components of M2 
into bond funds and other capital market instruments 
not included in M2. These forces have served to 
depress M2 growth greatly relative to its expected rela
tionship to economic activity. In late 1992, for example, 
M2 growth remained weak despite a pronounced accel
eration in nominal GDP growth.

In view of the importance of the credit channel, Fed 
officials should permanently deemphasize the M2 mon
etary aggregate as an intermediate policy target. In 
evaluating whether financial conditions are adequately 
supporting maximum sustainable noninflationary 
growth, the monetary authorities should instead focus 
on bank loan growth and on household and business 
borrowing in the capital markets, as reflected in the 
nonfederal domestic nonfinancial debt aggregate.

The nonfederal domestic nonfinancial debt aggregate 
(measuring credit extended by both bank and nonbank 
sources) is especially important as a monetary indica
tor because it reflects the powerful structural force of 
securitization. To an increasing extent, banks have been 
originating, pooling, and then selling into the capital 
markets various mortgage loans and loans to indi
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viduals, including those in connection with credit cards, 
automobiles, and even boats. Banks increasingly favor 
the steady fee income arising from this securitization 
process, and they also experience a strengthening in 
their ratios of capital to assets as these loans are 
removed from their balance sheets. Bank-originated 
home mortgages are bundled together and used as 
backing for marketable debt sold by issuing agencies 
(mainly the Government National Mortgage Association 
and the Federal National Mortgage Association) to such 
investors as mutual bond funds and pension funds. 
Investors in the asset- and mortgage-backed securities 
markets— the latter of which has soared to more than 
$1 trillion— benefit directly from the stream of revenues 
generated by the interest and principal payments made 
by borrowers on the underlying individual loans.

In addition, the monetary authorities should rely on 
the shape of the yield curve to provide insight into 
whether underlying financial conditions are capable of

supporting maximum sustainable growth. For example, 
the current steep upward-sloping yield curve suggests 
an abundance of liquidity, reflecting earlier Fed easing 
moves, together with investor expectations of a future 
acceleration in price pressures. Conversely, a steeply 
inverted yield curve (that is, short-term interest rates in 
excess of longer term interest rates) reflects an acute 
scarcity of liqu id ity and declining in fla tionary 
expectations.

In sum, the 1990-92 experience began with credit 
supply constraints and eventually evolved into a pro
longed slump in economic activity, accompanied by 
weakening credit demands. Most striking is the over
whelming power of the credit channel relative to the 
weaker money supply channel as an influence on eco
nomic activity. In the future, the cost and availability of 
credit is likely to remain the dominant force in the 
linkage between our financial and real sectors.
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On the Non-Neutrality of Money

by Hyman Minsky'

I. Introduction
A. The paradigm
As Bernanke points out, the dominant microeconomic 
paradigm is an equilibrium construct in which initial 
endowments of agents, preference systems, and pro
duction relations, along with maximizing behavior, 
determine relative prices, outputs, and an allocation of 
outputs to agents. Money and financial interrelations 
are not relevant to the determination of these equi
librium variables. The dominant macroeconomic para
digm builds upon this microeconomic paradigm, so that 
“real” factors determine “real” variables.

An implication of these constructs in the dominant 
microeconomics and the core of the dominant mac
roeconomics is that money and finance are neutral. The 
essential problem is whether any macroeconomic the
ory that is constructed upon a set of assumptions from 
which the proposition that money and finance are neu
tral is derived can be a serious guide to understanding 
our economy and to the development of policies for our 
economy. For such a theory to be made relevant, it is 
necessary to add particular auxiliary assumptions, 
whose effects are assumed transitory, to the core model 
so that money and finance are not neutral for the time 
that the transitory factors are operative.

B. The veil of money
In these dominant models money is a veil. Jack Gurley 
put the standard monetarist model away when he 
remarked, anent one of Milton Friedman’s works, that 
“money is a veil, but when the veil flutters the economy 
stutters.” Robert Lucas, realizing that money has to be 
more than a veil for the conclusions he preferred to be 
acceptable, structured the game that became mon-

*Distinguished Scholar, the Jerome Levy Economics Institute of Bard 
College. The author would like to thank W. Randall Wray for 
comments. He notes that the views expressed, the analysis, and 
the policy recommendations are his own and not necessarily the 
views of the directors, advisors, and staff of the Jerome Levy 
Economics Institute.

etarism Mark 2 by postulating that agents are unable 
initially to discriminate between own market (relative 
price) price changes and general market (price level) 
price changes. He achieved a transitory non-neutrality 
of money by assuming that in each episode, agents are 
initially confused, so that some assume one and others 
the other; but the market rewards those who made the 
correct choice, and those who made the incorrect 
choice either lose out in the market or they learn and 
change their behavior.

C. Private information
Macroeconomic model building since Lucas’ day has 
largely consisted of first accepting that a “ real system” 
dete rm ines e q u ilib riu m  and then in ven ting  
imperfections in the economic structure, money sys
tem, or financial markets so that non-neutrality results. 
Such a model is New Keynesian if the result is the 
existence of a number of equilibria that are not neces
sarily at full employment and if policy is effective. Such 
a model is New Classical if the result is that a unique 
real equilibrium exists and if policy is ineffective.

A popular way to generate non-neutrality of monetary 
or financial factors is to assume that information is 
asymmetric: that each agent has some private informa
tion. Furthermore, each agent knows that the others 
know something that he does not know, even as he has 
some informational advantages. Information asymmetry 
implies that the foresight of each agent is imperfect.

But if the basic microeconomic model is opened to 
include yesterdays, todays, and tomorrows, then the 
demonstration that equilibrium exists depends upon 
assuming that the agents have perfect foresight.1 This 
implies that when the economic theorist does micro
economics, the assumption is made that the agents 
have perfect foresight— a necessary assumption if it is

’ Bruno Ingrau and Georgi Israel, The Invisible Hand (Cambridge, 
Mass.: MIT Press, 1990).
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to be asserted that there is an equilibrium of the econ
omy. When the theorist puts on his macroeconomics 
hat, he assumes that the agents have different informa
tion about the world. On the one hand, perfect foresight 
is assumed in order to demonstrate the existence of an 
equilibrium, and on the other hand, imperfect foresight 
is assumed under the rubric of asymmetric information 
(imperfect foresight) to generate the existence of a 
plausible underemployment equilibrium and the pos
sibility of policy effectiveness.

There seems to be a logical flaw in the asymmetric 
information argument, for perfect foresight is first postu
lated to obtain an equilibrium and then repudiated in 
order to get targeted results. Once it is agreed that 
macroeconomics studies the course of events in historic 
time and that information asymmetries are pervasive, 
significant, and inevitable, then it follows that mac
roeconomics cannot be constructed on the foundation 
of equilibrium microeconomics.

D. An alternative paradigm
The conventional economic paradigm is not the only 
way economic interrelations can be modeled. Every 
capitalist economy can be described in terms of sets of 
interrelated balance sheets. Except for two sets of 
entries— those that allocate the real capital assets of 
the economy to particular balance sheets (of firms) and 
those that allocate the net worth of the economy to 
other particular balance sheets (of households)— every 
asset is a liability in another balance sheet and every 
liability is an asset in other balance sheets. Balance 
sheets balance.

The entries on balance sheets can be read as pay
ment commitments (liabilities) and expected payment 
receipts (assets), both denominated in a common unit. 
The essential content of any set of interrelated balance 
sheets is the payment commitments or expectations 
(cash flows) that they represent. These payment com
mitments and expected receipts are demand, dated and 
contingent.

An economy consists of households, nonfinancial 
firms, financial institutions, and governments. At every 
reading of the balance sheet the financial instruments 
can be interpreted as generating two sets of time 
series: the liabilities generate payment commitments, 
and the assets generate expected cash receipts. In 
addition to the time series of cash flows due to the 
financial structure, households have a time series of 
expected cash receipts in the form of wages and trans
fer payments, and firms have a time series of expected 
cash receipts due to expected gross sales. The gross 
sales receipts of firms over a period of time are, in turn, 
paid out to workers as wages, to suppliers as payments 
for purchases, to government as taxes, and to the

owners as gross profits. Part of the gross profits are 
retained and the rest paid out as interest, payment of 
principal on debts, and dividends.2

Balance sheet relations link yesterdays, todays, and 
tomorrows: payment commitments entered in the past 
lead to cash payments that need to be executed now as 
well as future cash payments, even as liabilities are 
taken on now that commit future cash flows. In this 
structure the real and the financial dimensions of the 
economy are not separated: there is no so-called real 
economy whose behavior can be studied by abstracting 
from financial considerations. Wages and profits earned 
in current production are in part, in whole, or in more 
than whole committed to fulfill obligations arising from 
liabilities, even as the cash received now in exchange 
for commitments to pay in the future finances portions 
of the current demand for investment output, consump
tion output, and government demand. In addition, liabili
ties are issued when a restructuring of the liabilities of 
holders of inherited capital takes place; the contractual 
cash payments from debtors are modified when refi
nancing takes place.

This system, linking yesterdays, todays, and tomor
rows both financially and in terms of the demand for and 
supply of goods and services, is not a well-behaved 
linear system. Furthermore, the presumption that this 
system has an equilibrium cannot be sustained. This 
modeling of the economy leads to a process in time that 
generates a path that can fly off to deep depressions 
and open-ended inflations, even in the absence of 
exogenous shocks or strange displacements. In this 
model, money is never neutral.

In The General Theory Keynes sought to create a 
model of the economy in which money is never neutral. 
He did this by creating a model of the capitalist econ
omy in which the price level of financial and real assets 
is determined in markets where money is taken as a 
financial instrument with the special properties 1) that 
debts are denominated in it and 2) that its price for 
fulfilling contracts is always 1: that is, money is the 
asset whose value is derived from its liquidity.

Recall that for Keynes each capital and financial 
asset yields an income stream, has carrying costs, and 
possesses some degree of liquidity— that is, it could be 
transformed at a cost into money: the cost depends 
upon the nature of the asset and the properties of the 
market in which it is sold or pledged. The price level of 
assets is determined by the relative value that units 
place upon income in the future and liquidity now. Thus 
the greater the value placed upon liquidity, the lower the 
price of those assets that are mainly valued for their

2This abstracts from timing problems such as wages being paid 
before cash is received for goods sold.
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expected income. Note that any disruption of the market 
in which a particular asset can be sold or pledged 
lowers its liquidity and therefore its price.

The price level of current output is determined by the 
labor costs and the markup per unit of output. As a first 
approximation, the aggregate markup for consumption 
goods is determined by the ratio of the wage bill in 
investment goods, the government’s deficit adjusted for 
purely financial transactions,3 and the international 
trade balance to the wage bill in the production of 
consumption goods. These aggregate relations deter
mine the mass of gross profits. In this construct, the 
competition of interest is that among firms for profits. In 
this perspective, output prices carry gross profits— the 
cash flows that enable firms to meet their payment 
commitments on their liabilities.

The non-neutrality of money in this version of Keyne
sian economics is due to the difference in how money 
enters into the determination of the price level of capital 
assets and of current output, that is, investment goods 
and consumption goods in the simplest case. The Key
nesian assumptions that lead to the non-neutrality the
orem reflect essential aspects of capitalism in that they 
recognize that capital and nonmonetary financial assets 
exist and that they not only yield income streams but 
can also be sold or pledged in order to get control over 
money. Furthermore, capital assets can be newly pro
duced (investment output), and decisions to order and 
to produce such new production of capital depend upon 
the relation between the price level of investment 
goods, the price level of capital assets, the flows of 
retained earnings of firms, and the conditions for exter
nal finance.4

It strikes me that this way of modeling non-neutrality 
is superior to the asymmetric information way, in which 
non-neutrality depends upon borrowers being smart 
and bankers being dumb. While asymmetric or private 
information is a pervasive fact of life and of decision 
making in historic time, it is not necessary to non
neutrality, for even if information were symmetric and no 
private information existed, the prices of capital assets 
and current output would be determined in quite differ
ent markets and the dominant proximate determinants 
of the two would differ.

Note that this way of modeling capitalism emphasizes 
decisions to invest and the determinants of the struc
ture of portfolios. The decision makers are at once

3The government's spending on the resolution of the debacle of the 
savings and loan associations and on sustaining commercial banks 
is not part of the deficit for purposes of income and profit 
determination.

4See Hyman P. Minsky, Stabilizing an Unstable Economy (New 
Haven: Yale University Press, 1986); and John Maynard Keynes 
(New York: Columbia University Press, 1975).

rational agents and maximizers, but they know that their 
well-being rests upon the performance of markets that 
are subject to both evolution and breakdowns. Further
more, they know that they do not have the gift of perfect 
foresight. For economics the appropriate question is, 
How do rational individuals behave in an irrational 
world, that is, a world they do not fully understand? 
Rational agents know that they might not know. The 
assumptions underlying the models of investment and 
portfolio choice that lead to this Keynesian concept of 
liquidity preference are that agents recognize their own 
fallibility and, as a result, that events deviating from 
what a maintained model indicates as outcomes will 
lead to revisions in the maintained model that in turn 
can change behavior. In this way, observations that 
seem like small impulses can have large impacts. Thus 
a small increase in the failure of assets to perform can 
lead to large changes in available financing because 
the models of the economy that guide the behavior of 
agents change. An episode of, say, overindebtedness 
can lead to an increase in the utility derived from the 
asset whose market value seems secure relative to the 
utility derived from holding an asset whose income 
earning capacity is greater but whose market value 
seems less secure. Such relative prices of assets are in 
turn inputs in the determination of investment.

II. Balance sheets and cash flows: Robust and 
fragile financial structures
Every capitalist economy is characterized by a system 
of borrowing and lending based upon margins of safety. 
The fundamental borrowing and lending act in this sys
tem is an exchange of “money” now for “money” in the 
future. This exchange takes place in the aftermath of a 
negotiation in which the borrower demonstrates, to the 
satisfaction of the lender, that the money of the future 
part of the contract will be forthcoming. The results of 
this negotiation, including what happens when the 
debtor fails to fulfill the commitments to make pay
ments, are stated in a contract. The money in the future 
is to cover both interest and the repayment of the 
principal of the contract.

A. Hedge, speculative, and Ponzi finance 
For a particular balance sheet, whether it be of a 
household, nonfinancial firm, bank, other financial insti
tution, or government unit, the liabilities call for pay
ments to be made now or at specified dates in the future 
or when specified contingencies arise. The assets 
transform into current and expected receipts. If the 
assets owned by a unit fail to generate the funds 
needed to meet the payments on liabilities, then some
where in the economy there are nonperforming assets.

If, for an economic unit, the current and expected
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flows of funds that result from the normal functioning of 
the assets it owns (together with the flows of cash due 
to wages for households) are sufficient to fulfill current 
and future expected payment commitments due to lia
bilities, then the unit is in a financing posture that I have 
labeled hedge. For example, during the heyday of the 
fixed interest fully amortized mortgage, the monthly 
payments were, for most such contracts, an allocation 
of expected wage incomes, which were expected to be 
sufficient to meet all payment commitments. It should 
be noted that the paper that the real bills doctrine held 
to be appropriate for banks restricted bank financing to 
transactions that corresponded to the definition of 
hedge financing.

If we consider a partially amortized five-year balloon 
mortgage, wages can be the expected source of the 
funds to honor the contract for five years. A refinanc
ing— replacing maturing debts with new debts— is 
expected to be the source of funds at the end of the five 
years. Balloon mortgage financing introduces an ele
ment of uncertainty in financial relations, in that the 
terms of the refinancing depend upon market conditions 
when the refinancing takes place. I have called this type 
of financing speculative financing.

Speculative financing covers all financing that 
involves refunding at the market terms that rule at the 
refunding date. Banks are always engaged in spec
ulative financing. The floating debts of companies and 
governments are speculative financing arrangements.5

If the cash flow of a highly indebted operation— firm, 
household, government, or financial institution— is less 
than the interest part of its debts falling due during a 
relevant period, then new debt must be issued if the 
interest is in full or in part to be paid. Long ago I labeled 
such “payment in kind” financing Ponzi finance.6 If units 
engaged in speculative financing are confronted with 
sharply rising interest rates, and if they cannot adjust 
the income their assets earn to the interest their liabili
ties carry, then they become Ponzi financing opera
tions. The savings and loan associations were in this 
position during the high interest rate period of the late 
1970s and early 1980s.7

•I am not certain but I believe that Olympia and York used 
commercial paper to finance at least part of their holdings of 
commercial real estate.

• I would have been better served if I had labeled the situation "the 
capitalizing of interest," but the discourse would have lost a 
colorful description.

TThere was an implicit contract between the “government" and the 
savings and loan associations in the financing arrangements for 
housing that the New Deal introduced: the savings and loan 
associations would make long-term fixed interest rate mortgages 
and the "government" would keep the funding rates of the 
associations within bounds determined by the rates on their long
term assets. The monetarist episode in Federal Reserve policy

For a private operation engaged in Ponzi finance, net 
worth is debited by the amount that indebtedness 
increases. Thus the margin of safety provided to lend
ers by the excess of the book value of assets over 
indebtedness shrinks. Furthermore, the shortfall of 
income relative to payment commitments that charac
terizes a run of Ponzi finance throws the book value of 
assets into question, lowering market value equity more 
than book value equity.8 As equity diminishes, the abil
ity to continue capitalizing interest vanishes: for private 
units there are limits to Ponzi financing.

Note that construction financing is almost always a 
prearranged Ponzi financing scheme that is to be vali
dated by the payment on completion, usually by funds 
derived from a takeout mortgage. Delays in transform
ing a nonperforming construction asset into a perform
ing real estate asset can be deadly to thin equity 
projects, which are common during a property boom.

It is worth noting that the current income and 
expenses posture of the United States can be viewed as 
a case of Ponzi finance: interest on the public debt 
accounts for a large measure of the deficit. As long as 
this goes on, the burden of the debt (current carrying 
costs) is increasing with no corresponding increase in 
the nation’s productive capacity.

B. Robust and fragile finance
The place of an economy on a financial robustness- 
fragility scale is determined by 1) the weight of hedge, 
speculative, and Ponzi finance units in the economy; 2) 
the willingness and ability of the authorities to refinance 
units at concessionary terms when current market rates 
transform units into Ponzi units; and 3) the in-place 
power of the authorities to sustain aggregate profits 
(cash flows to business) and aggregate wages when 
current market rates turn a large number of units into 
Ponzi financing units and when the flow of profits and 
wages could slow down (because the failure of financial 
contracts and real assets to perform leads to a decline 
in the willingness and the ability of firms to invest and of 
financial institutions to finance investment activity).

The above is quite general. The special assumption 
of the financial instability way of looking at the world is 
that over a run of good times, the structure of units 
among hedge, speculative, and Ponzi financing 
changes, so that the weight of hedge financing 
decreases and the weight of speculative and Ponzi 
financing increases. This happens because during a

Footnote 7 continued
(whether the monetarism was full-blown or practical) did not 
acknowledge this implicit contract.

•Whether the stock market valuation of a financial firm reflects such 
a lowering of market to book value equity when it occurs is an 
open question.
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period dominated by hedge financing, the structure of 
financing terms and the performance of markets and 
institutions that trade in assets and refinance debts lead 
profit-seeking clients of banks and markets and the 
operators of banks and the operators in markets to 
substitute debt for equity and short-term debts for long
term debts. This substitution operates from both the 
demand and the supply sides: bankers, both commer
cial and investment, are liquid or know organizations 
that are liquid and seek borrowers.

Given a sufficient weight of speculative units, a not 
abnormal event can lead to an increase in Ponzi financ
ing units and then trigger a debt deflation process. The 
course of events after the triggering occurs depends 
upon the strengths of both generalized lender of last 
resort interventions and the ability of governments to 
sustain income and employment by running deficits.

The gist of the argument is that the Smithian invisible 
hand proposition does not necessarily hold in a world 
where the financial structure has the characteristics of 
our financial structure. Each agent maximizing income 
or wealth in such a world may in an unintended way 
promote the emergence of a situation where an ineffi
cient debt deflation and a deep depression are the 
outcomes.

C. The determinants of the basic cash flows 
I will not repeat here the straightforward Levy-Kalecki 
formulation of how the structure of aggregate demand 
determines the distribution of incomes.9 It is enough to 
say that in an economy where government-financed 
demand for labor is a large percentage of the total 
demand for labor, a collapse of gross national product 
and the associated aggregate gross profits such as took 
place in the 1929-33 period cannot occur. This means 
that the cash flows available to validate financial con
tracts cannot fall as far as they did in the Great Depres
sion. We need to recall that in the great contraction of 
1929-33, nominal GNP fell by 50 percent and the price 
level fell by one-third, but the indices of stock prices, 
the Dow Jones and the Standard and Poor’s, fell by 85 
percent.

A government that is large enough to sustain profits is 
necessary if we are to have 1) financial markets where 
freedom to innovate and to finance is the rule and 2) an 
ability to avoid deep and long depressions. We also 
need to be able to swing from periods in which the 
private economy dominates in the determination of 
gross profits and periods in which public debt-financed 
spending takes over the burden of sustaining gross 
profits.

•Michael Kalecki, Selected Essays on the Dynamics of the Capitalist 
Economy (1933-1970) (Cambridge: Cambridge University Press,

III. The dog that didn’t bark
The main problem that the experience of the past sev
eral years poses for the endogenous instability view is 
that the thrust toward a deep depression was contained. 
The so-called bailout of the savings and loan associa
tions and the banks, together with the huge government 
deficit, explains how that happened.

In an earlier work, Bernanke concluded that the tak
ing out of much of the financial institutional world— the 
destruction of banks, building and loan associations, 
and brokerage houses— delayed the recovery from the 
great contraction.10 On the basis of our current under
standing, which owes much to Bernanke, the stagnation 
hypothesis of A.Hansen and R. A. Gordon should be 
reconsidered.11 The Hansen-Gordon version of the 
stagnation hypothesis held that an exhaustion of invest
ment opportunities was responsible for the protracted 
stagnation or the incomplete recovery from the bottom 
of the Great Depression (1933) until the beginning of 
rearmament (1939). The alternative version of the stag
nation hypothesis holds that stagnation occurred 
because the financial system was smashed in 1929-33 
and therefore there was no system in place that could 
translate improved profit prospects into financed 
investment.

If we think of “normal prosperity” as being powered 
by private demands, arguably the great stagnation 
lasted through the Second World War and beyond. 
Prosperity led by private demand did not reappear until 
after the demobilization from the war was completed. 
Furthermore, the initial conditions for postwar pros
perity included households, nonfinancial businesses, 
and banks and other financial institutions that were 
extraordinarily rich and liquid, a government that was a 
much larger percentage of GDP than any prior peace
time government, and a system of regulated and guar
anteed financial institutions. Because of the depth of 
the depression and the drain of resources to war, the 
great contraction and the ensuing absence of a private 
demand-driven prosperity may have lasted sixteen or 
more years, from 1929 though 1946 or 1947.

Our current situation is similar to that of the Great 
Depression-stagnation period in that we have had a

Footnote 9 continued
1971); S. Jay and David Levy, Profits and the Future of American 
Society (New York: Harper & Row, 1983).

10Ben Bernanke, "Nonmonetary Effects of the Financial Crisis in the 
Propagation of the Great Depression," American Economic Review, 
June 1983, pp. 257-76.

"A lv in  H. Hansen, "Economic Progress and Declining Population 
Growth,” American Economic Review, vol. 29, no. 1 (March 1939), 
rpt. in Committee of the American Economic Association, ed., 
Readings in Business Cycle Theory (Philadelphia: Blackiston and 
Co., 1944), pp. 366-84; Robert Aaron Gordon, Business Fluctuations, 
2d ed. (New York: Harper, 1961).
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period during which financial institutions in large num
ber have either been hurt or disappeared. Deposit 
insurance prevented the losses on asset values of sav
ings and loan associations and banks from passing 
through to depositors. In this, our recent bout of 
instability was unlike the Great Depression. The way the 
intervention that prevented the pass-through was car
ried out, however, has resulted in a decrease in the 
number of independent financing sources as well as an 
increase in the size of the surviving institutions. The 
consolidation of banks into larger units is continuing 
because of the relaxation of the regulatory barriers to 
interstate banking and to combining various “banking” 
functions in one unit.

There always has been a conflict between those who 
see banks as the operators of a safe and secure pay
ments mechanism and those who see banks as an 
essential institution for the capital development of the 
economy. The first group views banking and financial 
intermediation as essentially passive processes by 
which a predetermined amount of savings is allocated 
among alternative uses. The second group views bank
ing and financial intermediation as active agents in the 
economy that, by financing investment, force resources 
to be used to put investment in place, thereby fostering 
the development of the economy.12

This forcing of investment determines income. 
Income achieves that level at which savings and invest
ment are equal. Keynes treated the forcing as a gener
alized income increase. Kalecki et al. treated the forcing 
as operating through income distribution as well as 
through a generalized rise in income.

From this second point of view, the financial trauma of 
the past several years has erected a barrier to our 
achieving a close approximation to full employment as a

12The Jackson-Biddle conflict over the Second Bank of the United 
States was largely a conflict between the view of banking as an
engine of development and the view of banking as the provider of 
a safe and secure payment mechanism.

result of private debt-financed demand for some time in 
the future. Furthermore, in the 1930s as well as in our 
recent and continuing experience, major firms have suf
fered major losses. The bankruptcy and near-bank
ruptcy of major firms in the past several years are 
reminiscent of what happened to the blue chip railroads 
in the 1930s.

Both the 1930s and the current situation began as 
Fisher had the debt deflation begin: the initial position 
is what Fisher called over-indebtedness, and what I call 
heavily indebted.13 In Fisher's time the debt deflation 
was not contained: neither the ideas that rationalize 
containment nor the tools for containment were in 
place. The ideas are those that follow from Keynes’ 
General Theory, the tools are a central bank free from 
the fetishes of the gold standard and governments 
throughout the world that spend 20 percent or more of 
their full employment GDP.

One conclusion that follows from this institutional 
interpretation of the stagnation of the 1930s and our 
time is that tax initiatives that look to inducing invest
ment— for example, an investment tax credit— will not 
have the kick in the 1990s that they might have had in 
the 1960s, when the financial system was much more 
robust than it is now.

To return to Bernanke’s paper: There is much to 
praise in the exposition of the asymmetric information 
boomlet. The asymmetric information approach is more 
serious than the New Classical approach in that it 
recognizes the importance of the institutional structure. 
However, the asymmetric information approach stops 
short of modeling the financial relations of a capitalist 
economy and therefore seemingly bypasses the two- 
price-level characterization of a capitalist economy. It is 
the two price levels and the difference in the information 
that determines their behavior that make non-neutrality 
an unavoidable attribute of capitalist economies.

13lrving Fisher, “The Debt-Deflation Theory of Great Depressions," 
Econometrica, October 1933, pp. 337-57.

82 FRBNY Quarterly Review/Spring 1992-93Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Spring 1993



Credit Veils and Credit Realities

by William Poole*

Ben Bernanke’s paper has given me an opportunity to 
dig into a line of literature I had not followed closely. I 
had always felt that credit views of the business cycle 
were misleading because they confused surface 
appearances with underlying economic forces. More
over, separating real and credit effects is difficult, even 
conceptually, because spending by economic units is 
subject to a budget constraint. Given income, for exam
ple, a decrease in a household’s purchases of goods is 
the same thing as a decrease in its net sales of financial 
assets.

I learned a lot from reading Ben’s paper, but when I 
finished it I felt that I had little understanding of the 
implications of credit for the business cycle. To my 
taste, Ben makes too many references to what “may” or 
“might” happen and not enough to what is likely to 
happen. I won’t claim that credit effects are literally 
zero, but I would like to see at least some back-of-the- 
envelope calculations indicating how important these 
effects might be. Also, I need to make the argument 
simpler and more abstract to zero in on the essential 
elements.

My ruminations start with the gains from using money 
over barter. These efficiency gains are so great that 
even primitive economies use money. Every economy 
has established monetary conventions and institutions 
that people employ every day but do not really under
stand. Money is like the operating system on my com
puter. When the system crashes, most useful work 
stops. I can still do a little with pencil and paper, but not 
very much.

After World War II, disruptions to the payments sys
tem had little or nothing to do with the business cycle in 
the United States or other countries belonging to the 
Organization for Economic Cooperation and Develop
ment. I can relate this observation to Ben’s discussion 
of evidence on the effects of banking panics. I think his

‘ Herbert H. Goldberger Professor of Economics, Brown University.

argument is sound; a banking panic has effects that are 
larger than those flowing from the decline in the quan
tity of money per se. When payments cannot be reliably 
made or received, sellers of goods do not want to part 
with goods for money, or what had worked as money 
before the panic. Potential buyers find that what had 
worked as money is less useful than before in purchas
ing goods. Sudden destruction of confidence in an 
economy’s money has effects like throwing sand in 
machinery. Restoring or replacing a monetary system is 
not an easy task, and output falls until the monetary 
system begins to function reliably once again.

My interpretation of Ben’s argument is that credit 
effects work something like these monetary effects. To 
analyze credit effects, let’s start at the beginning. A 
consumer’s optimization problem is to maximize 
expected utility subject to a budget constraint. The 
utility function has as arguments consumption in the 
current period and all future periods over the relevant 
horizon, which I’ll assume for present purposes is the 
consumer’s lifetime. The budget constraint is that the 
present value of outlays cannot exceed the sum of 
beginning wealth and the present value of expected 
future income receipts from all sources. This simple 
picture will do for present purposes. Firms face a similar 
problem; I’ll assume that the objective is to construct an 
investment plan that maximizes the present value of the 
firm. This value depends on households because they 
are the ultimate wealth holders and their behavior deter
mines the prices of securities issued by firms.

The solution to any given agent’s optimization prob
lem may yield current outlays for goods that are either 
above or below current income receipts. The credit 
markets permit deficit units to borrow from surplus 
units, to the benefit of both. Just as money is extraordi
narily efficient relative to barter, so also is the use of 
credit relative to an economy in which each economic 
unit is constrained to a flow of outlays matching its flow 
of income receipts. In real terms, an economy’s saving
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can only take the form of investment in physical capital. 
A frontier farm, in which the consumption and produc
tion units are the same, can save by investing labor in 
clearing land, for example. But when firms and house
holds are separate units, household saving requires that 
the household accumulate claims on firms; capital flows 
from households to firms are unavoidable. Ben is right 
to emphasize the importance of the recent literature 
exploring these issues for deepening our understanding 
of resource allocation and economic growth. But the 
role of credit markets in the business cycle is a different 
matter.

How do we separate credit disturbances from real 
disturbances? If firms decide to invest less, they are 
simultaneously deciding to raise less financial capital. 
The IS-LM model treats the financial market as the 
redundant market. However, the model would work in 
the same way if it excluded the goods market and kept 
the financial market. Behavior in the goods market, 
such as investment demand, is simultaneously behavior 
in the financial market.

Consider the credit controls in 1980. These were 
called “credit controls,” but most of the effects came not 
from controls per se but from a voluntary consumer 
response to reduce spending. If President Carter had 
simply appealed to consumers to reduce their spending 
and the response had been the same, then there would 
be no issue about how to categorize what happened. A 
downward shift in the consumption function simulta
neously reduced demand for consumer credit. What 
really drove this situation was consumer behavior in the 
goods market. The credit controls were too weak to 
have any real effect; if consumers had wanted to ignore 
them they could have.

Even when credit market interventions have undeni
able effects on particular agents, the macro effects are 
often unclear. Reduced credit availability for some bor
rowers releases credit for other borrowers. The net 
effect on spending in the goods market is smaller than 
the identified effect on particular borrowers. I am usu
ally suspicious of claims for macro effects of credit 
problems because the identifiable effects are usually 
obvious whereas the offsets are typically diffuse, small 
for any one agent, and difficult to identify. But in the 
aggregate these small effects may add up to offset 
completely the identifiable negative effects.

Consider an artificial example that illustrates a “pure” 
credit market disturbance. Suppose the government, in 
its wisdom, were to declare that all outstanding debts of 
those with the last name “Poole” were canceled, effec
tive immediately. Poole families enjoy a windfall gain in 
wealth; they recalculate their optimal consumption 
plans and presumably raise current outlays. Poole cred
itors suffer losses; they recalculate their optimal con

sumption plans and presumably reduce current outlays. 
The effect on aggregate consumption in this period 
depends on the consumption behavior of Pooles versus 
Poole creditors; economists usually assume that these 
distribution effects are small or zero.

A credit disturbance of this kind has no substantial 
aggregate effect. A model that ignores the financial 
sector yields the right answer in this case. The financial 
claims within the economy net out to zero. What is 
important is the inheritance of physical wealth and the 
implications for current spending of the optimizing plans 
of the economy’s firms and households. The credit mar
kets are essential to permitting the economy to realize 
its plans, but not to understanding how these plans 
change over time and how those changes relate to the 
business cycle.

I think that hypothesized credit market effects are 
often simply one side of a wealth redistribution. Ben 
refers to balance sheet improvements arising from 
lower interest rates. Assuming floating rate or callable 
debt, lower interest rates reduce debtors’ flow of interest 
payments. However, creditors have a reduced flow of 
interest income. Ben focuses on reduced interest pay
ments; television news stories focus on retired people 
living in Florida whose interest income has declined. I 
focus on both and call it a wash, as a firs t 
approximation.

I am yet to be convinced that recent problems in the 
banking industry are anything more than one side of a 
redistribution that has little macro effect. Bank loan 
growth has been sluggish, and banks have not been 
aggressive in selling certificates of deposit (CDs) to 
finance bank credit expansion. Where have the funds 
gone that under other circumstances would have been 
placed in CDs and intermediated as bank credit? Per
haps through a chain of substitutions, the funds have 
gone to venture capital, or into the initial public offering 
market, or a zillion other places. It simply isn’t obvious 
to me that creditworthy borrowers have been unable to 
find capital. Much of the complaining has come from the 
real estate industry, but I think we should be pleased 
that our credit markets have cut back credit for this 
industry. Indeed, the puzzle is why the cuts didn’t come 
sooner following the Tax Reform Act of 1986 and the 
evident accumulation of excess capacity in commercial 
real estate.

Let me now extend my Poole-debt illustration. Sup
pose this government action led to widespread fear that 
all debt claims, past and present, would be canceled. 
The previous optimizing behavior of households and 
firms would no longer be possible. The effect on the 
economy would be similar to that discussed earlier in 
the context of a monetary disruption that destroyed 
confidence in money. Surplus units would presumably
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spend more on goods than otherwise and accumulate 
money and equity claims in lieu of debt. Deficit units 
would be compelled to bring outlays in line with current 
receipts unless they could be financed with equity. 
Households, though, can’t sell equity in themselves. 
Without question, aggregate output would fall substan
tially. The issue is whether disruptions of this kind play 
any significant role in the business cycles we observe.

I think the answer is probably “yes” in the context of 
severe cycles of the type Irving Fisher discussed in his 
debt-deflation theory. By 1933, private credits in general 
had become highly suspect because potential buyers of 
private credits doubted that they could be repaid. As 
Fisher emphasized, the risk premium rose substantially, 
so that the real rate of interest on private credits 
became prohibitively high for many or even most private 
borrowers. The normal process of credit flows from 
surplus units to deficit units was severely disrupted.

Can these effects be analyzed within a model that 
ignores the credit markets? Consider a representative 
agent that is a combination firm-household in a model 
without a credit market. The agent reduces purchases 
of new capital goods because of a decline in the pro
spective real yield from new investment and/or an 
increase in uncertainty over the yield. These are the 
same conditions that in the credit markets make it 
difficult for firms to issue bonds to finance new invest
ment. Given that money is still in the model, agents 
must be concerned with the future price level because 
holding more money instead of more physical capital is 
an option.

What is really driving behavior in the goods market in 
this case is reassessment of the expected future income 
stream that is so important in determining current 
behavior through the mechanism of the intertemporal 
budget constraint. Fisher’s debt-deflation argument and 
Keynes both emphasized the importance of expecta
tions about the future. The other paper in this confer
ence, by Cantor and Wenninger, also emphasizes 
changes in expectations, especially with respect to 
in fla tion . Ben says essentia lly  nothing about 
expectations.

Ben does not, it seems to me, draw a sharp enough 
distinction between the role of new credit and inherited 
credit. He emphasizes that outstanding credit may 
affect firm performance and productivity, but also that 
any such effects must be distinguished from business

cycle effects. He argues that a heavily indebted econ
omy is less stable, but I think his analysis of the 
redistribution from debtors to creditors is incomplete.

I believe that prospective defaults have macro impli
cations precisely because they are not simple 
redistributions. Creditors are obviously poorer as debt 
declines in market value because investors raise their 
estimates of probability of default. Debtors, however, do 
not believe that they are better off to the same degree, 
because they want to avoid default. With bankruptcy, 
debtors lose control of the physical capital they own; 
they also lose reputation and suffer reduced opportunity 
to borrow in the credit markets in the future. Debtors 
view their debt as the original nominal obligation and 
not as the obligation depreciated by fear of default. As 
Fisher emphasized, debtors trying to save themselves 
accelerate the decline in the price level as they sell off 
goods to raise funds to service debt. For the economy 
as a whole, however, the decline in the price level 
makes the debt-deflation problem worse.

The effects of unanticipated inflation are not sym
metrical with those of unanticipated deflation. Unantici
pated inflation may reduce the risk of default slightly by 
decreasing the real burden of debt, but the primary 
effect is the redistribution of wealth from creditors to 
debtors. However, macro effects may arise from this 
redistribution because firms are net debtors and the 
business of firms is entrepreneurship and risk-taking. 
Thus, with a rising price level depreciating the real 
value of outstanding debt, wealth is systematically 
transferred from more to less risk-averse agents. Firms 
can readily finance new investment, and firm managers 
are disposed to do so.

Ben’s analysis, and my own ruminations, have con
vinced me that the propagation of monetary effects 
depends on the amount of credit outstanding. However, 
the essential features of the story arise from 
unanticipated changes in the price level. Inflation and 
inflation instability affect the economy in many subtle 
ways. Business practices change when inflation is per
sistently rising, and change again, as Karen Horn 
reminded us this morning, when inflation is persistently 
declining. In sum, I think it is hard to tell a convincing 
story that in practice large credit effects per se contrib
ute significantly to business cycle fluctuations. The 
cycle is driven, I believe, by inflation surprises and 
revisions in expectations about future income streams.
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