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Abstract

Asset price speculation has come to play a cenbtal in economic
life in the age financial liberalization in a wayat is reminiscent of the
era right before the Great Depression. In AisTreatise on Monegy
financial variables and asset price speculation amsintegral part of
Keynes’ account of the business cycle dynamichisrGeneral Theory
Keynes commented on financial markets extensivaly,did not use his
insights on asset price speculation explicitly iis theory of output
determination. In later years, Minsky's interpritat of the General
Theory bridged this gap in Keynes’' two works, by revivihg earlier
emphasis on financial variables and speculation tiBeipaper argues that
Minsky might not have gone far enough, on accofihtaeing overlooked
that part of Keynes’' argument in tAeeatiseon asset price speculation
which is of relevance in understanding businesteaygnamics today.
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1. Introduction

Many of the major global economic problems thatehamerged
within the last decade in the age of financial dheation (the rise
and burst of the high-tech stock market bubble he US, the
persistence of liquidity trap in Japan and one engy crisis after
another in emerging markets) increased intereasset price bubbles
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and financial speculation — the themes that figuseaminently in
Keynes' Treatise on Monethat were pushed to the background in his
better knownGeneral Theor{GT). True, some of Keynes’ comments
in theGT on financial markets and asset price speculattwoth in his
famous chapter on long term expectations and tleeamnthe trade
cycle - is much sharper than anything one canifinus Treatise but

at the same time none of these penetrating ins@itsow securities
markets could malfunction were woven back intodnalysis of how
investment and output were determined in t&B& By contrast,
financial variables and asset price speculatioreveer integral part of
Keynes’ account of the business cycle dynamickerT teatise

Minsky's interpretation of th&T can be seen to have bridged
this gap in Keynes’ two works, at least, in pandded, in Minsky’s
view, Keynes’ essential insight was that optimigtpectations about
the future create a margin, reflected in highertgsices, which
makes it possible for borrowers to access financehe present.
Arguably, this (and what eventually came to be knag Minsky's
‘two-price theory’) was the central theme of fheeatise- that is, at
least what Keynes himself argued in some of hiex labrrespondence
(see below). Looked at from the point of historyeebnomic thought,
it is odd that Minsky himself never connected h@kto theTreatise
and few in the literature (e.g. Kregel, 1992) hawgphasized the said
connection, either. Thus, this in itself might bpaant that can benefit
from further elaboration, but that is not the objex of this paper.
Instead, here, | take the said connection betwerrsky's work and
Keynes’ analysis in th&reatiseas my starting point and move on to
highlight that part of the analysis in the latten @asset price
speculation which Minsky had mainly ignored.

We can only speculate why Minsky paid little atientto asset
price speculatioper se Was it because perhaps Minsky’s views were
formed during the era of financial regulation, wisgeculation “could
do no harm as bubbles on a steady stream of eis&tprClearly,
times have since changed, and Keynes’ old adadettibasituation
“...is serious when enterprise becomes the bubbla amirlpool of
speculation” now again rings true. It is also pblesihat Minksy just
wanted to stay clear of the acrimonious debates$ kineke out
between Keynes and his critics on the rate of esterafter the
publication of theGT, and found it expedient to leave theeatiseout
of the discussion altogether. But, whatever migitehbeen Minsky’s
reasons, what matters is why what Minsky had left @iz., asset
price speculation) matters for our understandingoa$iness cycle
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dynamics, especially in the age of financial libeedion. That is what
this paper sets out to discuss.

In Keynes’ famous QJE article (Keynes 1937a), whihsky
extensively referenced throughout his work, Keytadieed about how
people in financial markets tend to fall back omntion in forming
expectations about an uncertain future, and empégsihow
valuations can change drastically and violently dose doubts of
panic have a life of their own close to the surfdndheTreatise the
changing magnitude of thgear positionwas the very index of what
was brewing under the surfacef what he called thether view It
provided a convenient setting for analyzing the meconomic
effects of asset prices the preponderance of magiaton held to be
misaligned (Erturk, 2006). This was basically theead of the
argument in th@reatiseMinsky overlooked.

To highlight why this matters, | argue that Keynéiscussion of
the alternation of the ‘bull’ and ‘bear’ sentimeahd asset price
speculation over the business cycle in #reatise can provide a
satisfactory explanation for two of Minsky’s cent@opositions in
relation to business cycle turning points that haften been found
less than fully persuasive in the way they havenbexgounded: (i)
that financial fragility increases gradually oveetexpansion, and (ii)
that the interest rate sooner or later increas#sng off a downward
spiral bringing the expansion to an €nd.

The gist of what Minksy overlooked in tfi@eatisesuggests that
what pushes up the interest rate during late expans not so much
some extraneous force or a shift in central baricydut rather a
shift in financial sentiment. Asset prices, whiale dut capitalized
expected future earnings, are the collateral agaiuméch firms can
borrow in financial markets or from banks. But ttzdue of long-lived
assets cannot be assessed on any firm basis, ysataehighly
sensitive to the degree of confidence markets hheet certain states
of the world coming to pass in the future. This needhat any
sustained shortfall in economic performance inti@hato the level of
expectations that are already capitalized in gzseés is susceptible
to engendering the view that asset priceseapessiveOnce the view
that asset prices are excessive takes hold indiabmarkets, higher
asset prices cease to be a stimulant and turnantrag on the
economy. Initially debt-led, the economy becomds-theirdened.

1 See, among others, Lavoie (1986; 1992: 199).
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The following discussion is organized in five sen8. First
section gives a brief overview of the conceptuatcture of the
argument in thdreatise and the second discusses the role asset price
speculation plays over the business cycle in ie ffird section draws
out some of the theoretical implications of the uangnt in the
Treatisewith respect to the conditions under which speautatan be
stabilizing or destabilizing. The fourth sectiortuastes Minsky’'s
contribution in the historical context of the mangjization of the two-
price theory in the Treatise as it has become increasingly
overshadowed by the theoretical developments fatigwheGT. The
last section includes a few concluding comments.

2. Structure of the argument in thedtise

Keynes’ main contention in hi& Tract on Monetary Reform
was that price fluctuations over a business cy@se wharacterized by
systematic changes in the demand for real monenbes, rather than
by exogenous shifts in the money supply. That whg any attempt
on the part of monetary authorities to keep the egosupply steady
would fail to achieve price stability (CW, IV: 69nstead, the more
effective policy in Keynes’ view had to aim at clgarg the money
supply to compensate for the systemic shifts takptace in the
demand for real money balances over the creditecytichanges in
desired money-balances had a systemic characegldo meant that
the excess of investment over saving could corresgo a fall in
demand for money in relation to supply as wellother words, the
dual of the difference between investment and g@vitid not just
have to be an increased supply of money as Wickaiell out, but
could also come about by a fall in the demand foney balances
through dishoarding. Likewise, periods of excesangs would be
characterized either by increased monetary hoardinglecreasing
money supply, or some combination of both. The glisagation of
money demand by the type of agent and transactidhd Treatise
was thus motivated in part by Keynes’ desire toly@eachanges in
hoarding over the credit cycle.

Keynes’ second insight was that a credit cycle egpn, or the
transition from one position of equilibrium to aher one in the sense
of the quantity theory of money, the prices of talpgoods varied
systematically in relation to those of consumerdsgod_ater revived
by Minsky, this view held that the prices of capigoods are
determined in financial markets by profit expecas that are
reflected (though not always accurately, as wel Sea) in securities
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prices, while consumer goods prices are determimethe relative
magnitude of consumer demand in relation to thdlaha supply.
Thus, the verymodus operandiof monetary expansion involved
changes in the relative values of capital and cmesiwgoods, and that
is why the Classical Dichotomy, Keynes held, watsuiamble?

Finally, in theTreatise Keynes then linked expected changes in
securities prices over the credit cycle to changeset hoarding -his
first innovation- through the variations in the ctodemand for
financial assets, by what he called the ‘state @frishness.” For
instance, a period of early expansion is typicaliaracterized in his
view by excess investment, expected increases dat gwices and
falling state of bearishness, and thus net disliogrd his makes it all
the more easier for banks to accommodate a rigngl lof activity
without having to raise the rate of interest. Instlapproach,
speculation about asset price expectations is eyrad part of the
investment / savings nexus, where changes in #te et bearishness
has a direcyuantity effect on the relative size of inactive balances,
without necessarily causing a change in the ratatefest or asset
prices in general.

3. Asset price speculation in theeatise

In the Treatise monetary circulation is divided into industrial
and financial parts, associated, respectively, i circulation of
goods and services and that of titles to finaneralth. The amount
of money in industrial circulation is closely reddtto the level of
output and expenditures. Financial circulation,cloytrast, primarily
reflects the magnitude of the bear position, refgrito those who
choose to keep their resources in liquid form, hgwold securities
short. Keynes took the volume cdishdeposits as a rough measure of
the size of industrial circulation arghvingsdeposits as that of the
financial circulatiort.

The desire to remain more, or less, liquid is ofirse not
independent of the actual changes in security griche fall (rise) in
security prices in relation to the short term @tenterest can partially
offset the bearish (bullish) sentiment, thus thduac increase
(decrease) in the volume of savings deposits atgmemds on the

2 After theGT, this idea all but disappeared as macroecononsic®eco be associated

with one-commodity models even among Keynesiangqieufvud, 1968: 23).

Keynes maintained that saving deposits wouldcglpi be held in the form of “deposit
accounts” (which corresponds to time deposits | th8) and while cash deposits
would take the form of “current accounts” (checkargdemand deposits in the US).

3
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extent of the fall (rise) in securities prices. §mplies that, “(t)here
will be a level of security prices which on the eage opinion just
balances the bullishness (or bearishness), so th®atvolume of
savings deposits is unchanged” (CW, V: 224). Ifusig prices fall

(rise) beyond this point, then the savings deposiight actually

decrease (increase), as the bearish (bullish)nsentiwould be more
than offset.

In the Treatise Keynes defines four types of speculative markets
in connection with different configurations of thear position (CW,
V: 226). These typically correspond to differenapés of the business
cycle. The first involves a decreasing bear pasitice., a decreasing
volume of saving deposits, at a time of rising sigyrices. Keynes
calls this a “bull market with a consensus of opiii and
distinguishes it from a “bull market with a diffexee of opinion”
where the bear position is increasing at a timenageeurity prices are
also rising. In the former case, which typicallyldso during early
expansion, the preponderance of market opinionshtidt security
prices have not risen sufficiently, while in thettén case,
corresponding normally to late expansion, an ess@ng segment of
the market thinks that security prices have risewremthan
sufficiently. The third case, which correspond®#oly recession, is a
“bear market with a consensus,” and again Keynssnduishes this
from a "bear market with a division of opinion.” & iormer involves
a rising bear position, i.e., increasing volumesa¥ing deposits, at a
time of falling security prices and the latter &m&asing bear position
when security prices are still falling. In the fa@mthe predominant
market opinion is that security prices have nadefakufficiently and
that they have fallen more than sufficiently in tager.

From the point of view of orthodox theory of finanat does not
make any sense to say that security prices haveased or decreased
more, or less, thasufficientlyif no new information has emerged at a
given point in time. For, if securities are thoughtbe undervalued,
then arbitrageurs would continue to buy them uhgir prices are bid
up to a level that is no longer considered low.elwise, if securities
are thought to be overvalued, again, arbitrage @vbuing their value
down to a level consistent with what is considei@dbe their ‘true’
value. Thus, at a given point in time, with an wmoiped information
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set, the prevailing asset prices must be the bsstnaes of
fundamental values.

However, Keynes’ approach in tigeatiseis consistent with
the modern “noise trader” (or the so-calleehaviora) approach to
finance, which holds thatsklessarbitrage is not effective in relation
to the prices of shares or bonds as a whole arerelgimited even
when it comes to the relative prices of individaatets (Shleifer and
Summers, 1990; Shleifer and Vishny, 1997). Accaydim this view,
even when it is assumed that arbitrageurs know Vilnadamental
values are, they face nesklessarbitrage opportunities when actual
prices deviate from their true values. For withrété time horizon, an
arbitrageur faces two kinds of risk: when s/he,, sa#jls overvalued
assets short, it is possible that by the time &/lsepposed to liquidate
his/her position, (i) economy can grow so rapidigttthe true values
increase, or, more importantly, (i) asset pricaghihbe even more
overpriced. In both cases, the arbitrageur wouldekperiencing
losses. Thus, the fear of loss would limit the iahipositions the
arbitrageurs take and thus prevent them from dgiyrices down in
any significant way. Moreover, if we drop the asgtion that
arbitrageurs know what the true values are, theafidoss they face is
higher, and the compensatory shift in demand fer uhdervalued
securities smaller.

In a vein very similar to the modern behavioral raygh, in the
Treatise Keynes remarks that when prices deviate fron tteie’
values no automatic mechanism exists in the shorte check their
deviation.Opinion, or what we would today calhoise (Black 1986)
moves prices. “If everyone agrees that securitiesasorth more, and
if everyone is a ‘bull’ in the sense of preferrisgcurities at a rising
price to increasing his savings deposits, thereoifimit to the rise in
price of securities and no effective check arisesnfa shortage of
money” (CW, V: 229). However, as prices continueise, a ‘bear’
position begins to develop, and that is what caantally check the
rise in prices. “..(I)n proportion as the prevailing opinion comes to

4 The more elaborate justification of this positin based on ‘the efficient market
hypothesis,” which has gained currency among ecdstsmafter Samuelson’s (1965)
“proof” that in a market that isfficientin appropriating all available information, stock
prices should exhibit a random walk and Fama’s §) @@monstration that they almost
actually do. But, neither proposition is consideredid any longer in the finance
literature. Empirically, it is shown that stock ggs do not exhibit random walk, and
theoretically it is shown thainforeseeabl@rices are neither necessary nor sufficient
for rationally determined stock prices. See, among others, LoMaaKinlay (1999),
Bossaerts (2002) and Shleifer (2000).
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seem unreasonable to more cautious people, ther ‘viw’ will tend
to develop, with the result of an increase in thear’ position...”
(CW, V: 228-9).

In Keynes’' discussion in thd&reatise the rise of the bear
position at a time when security prices are rigi@ys an important
role in explaining the turning point of a businegsle expansion. In
his view, “it is astonishing ... how large a changehe earnings bill
can be looked after by the banking system, witlaouapparent breach
in its principles and traditions” (CW, V: 272). Yethe banking
system’s ability to accommodate a rising level a@bduction is
typically impaired at some point during a businegsle expansion.
That happens typically not because the bankingséctheld back by
the central bank or faces some intrinsic difficulbut because the
financial sentiment falters. The trigger can havemgriad of
immediate causes, but the underlying reason is sdlinvariably the
fact that the actual performance of profits, thodgey might still be
rising, falls short of the high expectations thatlerlie asset prices. As
the view that the market might be overvalued betpnske hold, the
bear position develops, and “...the tendency of tlmanicial
circulation to increase, on the top of the increasehe industrial
circulation ...break[s] the back of the banking systend cause it at
long last to impose a rate of interest, which is axdy fully equal to
the natural rate but, very likely in the changectwinstances, well
above it” (CW, V: 272).

3.1. ‘Beauty Contest’ and Asset Price Bubbles

Ever since Friedman (1953) argued that destahyizin
speculation would be unprofitable, and, thus, utasagble in the long
run, the mainstream view among economists havenass$uthat
speculation as a rule could not be destabilizingseA price bubbles
were considered highly unlikely if not impossible & ‘normally’
functioning market.

The intuition behind Friedman’s argument restedaosimple
view of arbitrage, in which the market comprisesagntraders who
know the true values and misinformed noise-tradérsecurities are
undervalued, as the argument goes, then the smalers would
continue to buy them until their prices are bidtagheir true value.
Likewise, if securities are overvalued, smart tradeould sell them,
bringing their price down to their true value. lede under these
conditions, speculation is always stabilizing andofipable.
Misinformed noise traders create riskless arbitraggortunities that
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smart traders profit from, while making losses tkelves. In other
words, this implies that the rate of current pgb@nge is a function of
the difference between the current price and tipeebed future price,
which is by assumption equaltrme value. In simple terms:

dP _ . .
E_J(P P), 1)

where, P®, the future expected price, is assumed to be aphst

(P*=P) and equal to thdrue value, andj is the adjustment
coefficient indicating the speed with which tradegspond to changes
in current price. When

P>P°, then£<0;
dt

and P<P®, then%>0.

The time path of price is given by,
P(t) = P(0)e™" + P®,
which clearly cannot be unstable, since the stghmbndition j >0 is

always satisfied because the speed of adjustmengositive by
definition.

Undoubtedly, the assumption that smart traderspecidators
know with certainty what the true value is excegtlinunrealistic.
But, even under this strong assumption, it doesneoessarily follow
that the deviation of the current price of an agseh its true value
creates a riskless arbitrage opportunity. As maestio above, the
speculator who sells overvalued assets short cantffiat by the time
s/he is supposed to close his/her position, treevtalue has increased,
or, that the assets in question have become evea overpriced.In
both situations, the speculators who have soldrge=ushort would
be making losses. Even if the true value is knatwvdpes not follow
that it would be equal to the expected future prideus, because the
fear of making losses would cause smart tradedartio the initial
positions they take in an over- or undervalued tass@rent price
might not smoothly adjust to its true value. Nesdl® say, if we drop
the assumption that speculators know what the \alge is, the risk
of loss they perceive is likely to be higher, ahe tompensatory shift
in demand for undervalued assets smaller. Thathig the modern

® Shleifer and Summers (1990) call these, respsgtithefundamental valuandnoise
trader risk.
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behavioralapproach to finance holds that the effect of ealy# can
be severely limited.

This also takes us very close to a world descritved
Keynes’(1936: Ch. 12) famous beauty contest analogiere
speculators base their expectations of future gssets not only on
what they think the true values are, but, more irgraly, on what
they think the average opinion about the averagei@pis. In other
words, noise (Black, 1986) is at least as important as inforamat
about true values in causing asset price changedgring the resale
price uncertain. Uncertainty about the future regaice means that
traders lack a terminal value from which to bacldize, which in
turn implies that they must not only form higheder expectations
(i.e., on what others think others think) but atscide how much
weight to assign them relative to what they thewesethink the true
value is (Hirota and Sunder, 2003). Since no dirgcormation exists
on others’ higher order expectations, traders havafer that from
market trends, i.e., the magnitude and directioohainges in current
price.

For instance, if a trader observes that the pric@asset (or an
asset group) which s/he thinks is already ovendaligestill rising in
price, s/he is led to surmise that either her/lpimion about the true
value is wrong or that the price increase indicatesibble, i.e., a self-
sustained rise in price on account of noise tradingen by the
average opinion thinking that the average opinionkis the price will
keep on rising. In either case, the current pricenges are likely to
gain in importance in how the trader forms his/égpectation about
the future price. The current change in price bexomither a proxy
for the higher order expectations or a correctinepinions about the
true value, or, some combination of both.

If so, the crucial variable that determines whesmculation is
stabilizing or not very much depends on the redativeight traders
assign to their higher order expectations (i.e.atwhey think others
think others think) relative to their own assessim@nwhat the true
value is. To the extent that they do, they becomeemesponsive to
the current price change in forming their expeotatiabout the future
price. In Kaldor's (1939) formulation, whether spktion is
stabilizing or not in this setting depends on thestiity of future
price expectations with respect to present prigaghs.

® See also Hicks (1946: 205-6).
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If indeed the expected future price can be thowghtomprise
two parts, then we can write:

pe=p+odP, )
dt

whereP is what the true value is believed to be (and sumd
constant for simplicity), andr is the coefficient of elasticity of the
future price with respect to the current changgrice.

Plugging (2) in (1) gives:

dP dP

—=j[P+0—-P],
dt dt
and rearranging, we get
dP ] ] =
+ P P

dt 1-g 1-g
which, in turn, yields the following time path ofige:
_j ‘

P(t)=[P(0)-Ple™ +P
The stability conditiona<—:_L, shows that stability depends on
J

both the elasticity of expectations and the reactipeed. If the
reaction speed is assumed instantanegus1), a less than unitary

elasticity of expectationsd <1) ensures stability as Kaldor argued.

In other words, destabilizing speculation - andaaset price bubble -
requires that traders revise their expected fupuige proportionally
more than the change in current price. However, Itheer is the
reaction speed K 1), the greater is the extent to which the thoish
value of g exceeds unity.

It is highly plausible that both the reaction spgpdand the
elasticity of expectationsd) might respond to changes in market
opinion as to the degree to which asset pricesoaegvalued. As
remarked above, if a trader observes that the lgotice is well above
what s/he thinks the true value is and still risisipe either begins to
lose confidence in his/her own opinion on whateigsonable or think
that asset price increases have acquired the ¢baxzca bubble. In
either case, an increasing number of traders wightnthink alike will
either leave the market or become much more regmoms current
price movements in forming expectations about tikeiré price -
eithernaively as noise traders emartly as speculators are presumed
to do. In this setting, unlike what Friedman fomsauccessfulréad
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rational) speculators are those who engage in direpeculation,
where they act like noise traders themselves irskiwet run, trying to
feed the bubble rather than help deflate it (Ded-en al., 1990)’
Because the successful speculative strategy enteniping on the
bandwagon of noise traders and knowing when tooffetvhile the
rest rides on, this might also imply a rising reactspeed. Thus, any
sustained trend of a current price increase fronatwhe market
opinion generally holds to be the true value, watehe cause, is
likely to raise both the elasticity of expectatioasd the reaction
speed. While this does not explain how initiallyices become
misaligned, it suggests speculation can becomealiésing once
price deviations exceed in size and duration atethreshold.

In a similar manner, Keynes’ discussion on how tagsiEes
behave over the business cycle, in hisatise seems to presuppose
that speculation can be stabilizing or destabijzidepending on the
phase of the cycle. As discussed in the previousiocse Keynes
argues that agents form expectations about thel tvafue of asset
prices and the weighted average of these opiniend to shift over
the course of a business cycle expansion, whichhame reflected in
the changing magnitude of the bear position in ¢senomy. He
stylistically divides the expansion phase of a hess cycle into two
parts, where the preponderance of market opiniddshthat asset
prices are alternately undervalued and overvalugihgl the early and
late periods of the cycle. The latter period owssekistence, and is
prolonged in duration, to the extent that the baglsystem transfers
the bearfunds (bank deposits of those who have sold sgesishort)
to those who still have &ullish sentiment that asset prices will
continue to rise. In other words, while asset riaee rising in both
periods, in the former their increase is drivenfloydamentalsand in
the latter by speculation By implication, while speculation is
stabilizing in the former period it becomes desiabig during late
expansion, giving rise to a bubble.

Thus, Keynes argument in th&reatise implies that the
elasticity of expectations can vary endogenouslgrahe business
cycle. When traders observe that the actual psoegell above what
they think the true value is and still rising, thegt only infer that

" In the modern finance literature on asset prigebkes the emphasis, until recently, was
on rational traders’ risk aversion which was thaughprevent them from eliminating
noise driven price movements. However, the focus haen shifting to ‘trend’
speculation as the winning strategy for speculatardact well known to market
participants all along (Soros, 1987; Temin and Ya@04).



METU STUDIES IN DEVELOPMENT 113

higher order expectations are at work but alsaareéasing numbers
assign greater weight to them (what they think th@ink others
think) over their own opinion. They begin to eithese confidence in
their own judgment of what is reasonable or thih&ttasset price
increases have acquired the character of a bulob&ther case, they
become much more responsive to changes in curregt ip forming
expectations about the future price. That, in oterds, implies a
regime shift from inelastic to elastic expectations aslérs begin to
discount their own opinions in forming expectati@imut the future
price.

Keynes’ discussion of the trade cycle in thEeatise
presupposes of a regime shift of this sort. Duthegy upswing, actual
profits cannot increase at an increasing rate,endidset prices often
will. Thus, sooner or later, optimistic expectagpand thus the asset
prices that they underlie, outstrip the actual genince of profits.
The latter, though still rising, eventually fallsast of the former, but
the bullish sentiment tends to persist. Thus, vewantually “breaks
the back of the banking system,” causing the réiaterest to rise, is
the development of the ‘other view’ which holdstthaset prices have
become excessive.

4. Debate on the two-price theory

Robertson (1931) objected to Keynes’ employmenttwd
separate principles to determine, respectively, itheestment and
consumer goods prices in hiseatise He argued that Keynes could
insulate the price level of new investment goodsnfrchanges in the
flow of savings only because he was assuming that-sgaving was
associated with hoarding and under-saving with adisting. This
argument was only partially true, because it missieel the real issue
of contention between them. The very logic of theaftity Equation
as an accounting identity, as Wicksell laid barequires that a
reduction in monetary income (over-saving) involesdecreased
monetary circulation. This can come about eithesugh a fall in the
total quantity of money or increased hoarding,amns combination of
the two. Thus, if the quantity of total money i miecreasing, over-
saving has to be associated with an increase ihogetling, and thus
a fall in the overall velocity for the broad monsypply. Otherwise,
over-saving and thus a fall in monetary income douobt have
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occurred. So, there was something to Robertson’s objecBan, the
real contentious issue in his criticism was whetirenot this increase
in inactive balances (hoarding) would also tramslaito excess
demand for financial assets. If it did, as Robertseems to have
argued, then, clearly the price of securities (#mas that of new
investment goods) could not be determined indepghdef savings
as Keynes had. Thus, Keynes’ ‘two price’ theory \@sshould have
been) the central issue in this debate.

In his rebuttal of Robertson, Keynes argued thait@ation of
over-savings involves windfall losses for a claksmrepreneurs who
would be forced to liquidate a part of their agsasitions in order to
be able to meet their current financial obligatitmst can no longer be
covered by sale proceeds (CW, Xlll: 219-36). Thilie increased
demand for financial assets, if indeed inactiveabeds caused that,
would be balanced by the increased supply comimgn fithose
entrepreneurs running down their reserves of filnassets to
compensate for their windfall losses. In other vgorithe increase of
wealth savers experience at the end of the permddibe matched by
the decrease of wealth experienced by entrepreriacirsgy windfall
losses. The prices of financial assets would themain basically
unchanged, provided that the state of bearishnésawers is not
significantly different than that of entrepreneufhile this argument
is plausible, it might have detracted attentiomfriine real issue.

For Keynes' stronger argument is of course the depa
justification for his ‘two-price’ theory, which halso restated in his
rebuttal (CW, XIlI: 220). In the language of moddmmance theory,
this can perhaps be put more succinctly: The poten asset is
determined solely by its expected future price epehdently of its
current flows of supply and demand, if these flaave dwarfed by
speculative stocks that awery large. Thus, the impact of ‘outside’
supply and demand on the current price can be iadiyect, through
its influence, if any, on the expected future primethe asset in

8 In his haste to make the point that excess sawang increased hoarding were not one
and the same, Keynes appears to have caused amfusiinsisting that over-saving
had no particular relation to increased inactiviamees unless the banking sector chose
to supply a higher amount of saving deposits, withowever indicating that what he
took as hisdefault case was an endogenous fall in the supply of momagugh,
technically, excess savings can be associated neitther a fall in the money supply
nor increased net hoarding in a given period if *1@DP” transactions increase
inordinately relative to those on the currentlyguoed output, this cannot be generally
the case.
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questiort. In a nutshell, this was the gist of Keynes’ argammm
justification of his ‘two-price’ theory. Already ithe Treatise Keynes
had made a distinction between the decision to gatke sense of
non-consumption, and the decision on how to dismdsghat is not
consumed, and remarked that the main consideratianaking the
latter decision is the current and expected fuagset prices, which
also influenced how all financial wealth was heBlecause the
marginal increase in financial wealth, equal torent savings used to
purchase securities, was “trifling” in magnitudemgared to the total
stock of wealth, expectations about the future tgssees were much
more important than the marginal increase in thaate for financial
assets. The way he put it, the ‘excess beariskofaan inverse index
of the stock demand for securities, reflected thblip's demand for
inactive balances (saving deposits) given theireetqiions (and
degree of their confidence in them) about futursetiprices, and the
current asset prices changed accordingly to thenéxhe banking
sector chose not to accommodate the changes icisutdémand for
saving deposits (inactive balances). In other wordgsh a given
banking sector policy, future asset price expemtatigoverned the
current prices of securities (and thus those okstwent goods),
reflecting in part profit expectations in the resmlonomy along with
the other considerations summarized under Keyrawofis ‘beauty
contest’ analogy discussed above.

The ‘finance’ debate that broke out after the mailon of the
General Theorywas essentially a continuation of the disagreement
Robertson had with Keynes in 1931. It again invdlv@o separate
iIssues -one, about consistency in macro accouatidg the other, on
economic behavior- that were entangled togethed, e former
continued to detract attention from the more imguatrtdisagreement
with respect to the latter involving Keynes’ ‘twoige’ theory. As
Keynes redefined investment and savings in @eneral Theory
insisting that they were separate but always e@gaéement first had
to be reached on expressing ‘investment-savingéqiligibrium in
terms of a discrepancy betwestendedandactual magnitudes, with
all the attending confusion about whiatendedsavings meant. Then,
the focus of the debate again became the monetmoflary of the
discrepancy between investment and savings.

° Ironically, the ‘efficient market hypothesis,” wh the detractors of Keynes were quick
to embrace, also presupposes that the current@asses are solely determined by their
expected future prices independently of outsid@luand demand.
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In 1931, the issue was the connection between sx&®angs
and increased hoarding (i.e., in the absence aramgenous fall in
the money supply); after th@eneral Theoryit became a debate about
what the corollary of an increase in ‘intended’@stment was. A rise
in the money supply was ruled out by assumption “dighoarding”
had an immediate price effect by definition. Thtss time around,
the whole debate could only be framed from the ‘eyodemand’ side
and focus on the pressure an increase in planngehditures would
exert on the interest rate. In his exchanges wghchtics, including
Robertson among others, Keynes (1937a, 1937b, 19%338) had to
concede that a rise in planned investment would r@se the demand
for money prior to its execution, and, thus, alhest things being
equal, the interest rate. He emphasized banks'doattrfacilities to
argue that this effect on the interest rate wowaldamount to much in
practice. Decades later, in another round of “faedrdebate an article
by Asimakopulos (1983) set off, it was in a simN&in accepted that
additional bank finance would be required until theltiplier process
worked itself out, generating enough savings taakthe higher level
of investment (Chick, 1983; 1997).

The effect of these rounds of ‘finance’ debates wahlnk the
increased ‘planned’ expenditures to a prospectiaense in the
money supply or the interest rate, without howelienging into
forefront the more important issue about economiéhabior. If
anything, this preoccupation with the accountingbtgm alone had
the effect of placing undue emphasis on the s@ddihance demand
as a separate motivation to hold money, which agpéa have
weakened the essential aspect of Keynes' ‘two-prtbeory. In
Davidson’s (1978) well-known incorporation of theea into the IS-
LM model, an increase in planned investment noy shifts up the IS
schedule but the LM schedule as well, causing ikereést rate to go
up faster and sooner whenever the level of actiagg. Of course, the
verbal explanation of why the interest rate risess wery different
than Robertson’s ‘loanable funds’ account, butehd result was the
same in obliterating whatever remained intact fiehat Hicks’ called
Keynes’ ‘special theory?

19 while Hicks (1937) arguably stood KeyneST on its head in his famous review
article, he also appears to have identified acelyrathat was unique about his theory.
This was in his opinion the notion that an increimsexpenditures and income did not
necessarily put an upward pressure on the intestst Hicks called this Keynes’
“special theory,” and distinguished it from ti&T which in his view was closer to
orthodoxy since Keynes' argument there implied thas his IS/LM formulation he
believed made evident - an increase in expendiagtéo a rise in the interest rate, all
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5. Conclusion

As it evolved after theGT, Keynesian theory had so strayed
away from the two-price theory that Minsky (19757)5had to
reestablish that Keynes was essentially aboutrfaestment theory of
fluctuations in real demand and a financial theoryfluctuations in
real investment”. Restating the two-price theory, indky
reemphasized that changing views about the futurertetheir
influence on the present through their impact oa thrrent asset
prices, reflecting the expected profitability ofoducing investment
goods. But, at the same time, Minsky paid littlem@tion to asset price
speculation and its macroeconomic effects, anduefbuched that
part of Keynes’ analysis in thEreatiseon how self-sustained biases
in asset prices affect financial sentiment in ficiahmarkets over the
business cycle.

The point of this paper has been to argue that Whastky
overlooked in thelreatiseis of importance for his argument, in that
Keynes’ account of how financial sentiment shifteiothe cycle in
this work can help provide a satisfactory explamatf the turning
point of a Minskian business cycle expansion. &sstin Minsky’s
account, the expansion in théreatise begins with optimistic
expectations enabling firms to capitalize their eotpd earnings in
financial markets and thereby finance their invesitmexpenditures.
During the upswing, the actual increase in profdidates the higher
asset prices, spurring them to increase furthet;,. iBuike asset prices,
actual profits cannot increase at an increasirg irathe course of an
expansion. Thus, the rise in profits increasinghgsl behind the
upward movement in asset prices. As economic pegoce begins to
fall short of the level of expectations that areitdized in asset
values, the view that asset prices are excessigmdbéo take hold in
financial markets and the bear position rises. Thike point at which
higher asset prices tend to become a drag on th@saty rather than
a stimulant, and the pressure on the banking systemaise the
interest rate begins to build. Thus, what ultimateipairs the ability
of the banking system to accommodate a rising l@feéconomic
activity is the fact that at some point during apansion the financial

other things being equal (p. 152). The “speciabtifeHicks was referring to is but the
essential feature of the ‘two-price’ theory, wherebsset prices are determined
independently of investment and saving flows.
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sentiment falters, and that is why sooner or |Hterinterest rate rises
as Minsky insisted that it does.
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Ozet

Neden Keynes'ilPara Uzerine Bir Denen's bugiinGenel Teoriden
daha ilging olabilir?

Mali serbestlgmeyle birlikte, 1930’lar mali buhranindan 6ncekinééni hatirlatir bir
sekilde, piyasalarda varlik fiyat spekilasyonu ekoitohayat acisindan merkezi bir 6nemita
hale geldi. Keynes'irPara Uzerine Bir Denemeserinde, si gevrimlerini aciklarken yagt
analizlerde spekulasyon ve maligggkenlerin dnemli bir rol oynadini goririz. Oysa, daha iyi
taninan eserifstihdam, Faiz ve Paranin Genel Tedrisie Keynes'in spekiilasyona skin
gorislerine etraflica yer verilngse de, bu tlr saptamalar bu eserdestir@ien ¢ikti teorisinde
kullanilmamstir. Daha sonraGenel Teoryi, Keynes'in mali piyasalara gkin gorilerini 6n
plana ¢ikaracakekilde yorumlayan Minsky'nin, Keynes'in bu sz ledi iki eseri arasindaki
disunsel ilskiyi guclendirdii soylenebilir. Ancak, bu makalede, Minsky'nin bugaparken
Keynes'in onceki eserinde varlik fiyat spekulasymeuiliskin gelistirdigi analizlerinden
yeterince yararlanmagh ve bunlarin gunimiz piyasalarindasa@an ekonomik sorunlari
anlamada 6zellikle 6nemgtdig1 savunulmaktadir.

Anahtar sozcikler: Keynesgil iktisat, Minsky, iki-fiyat teorisi, spélasyon, finansal
kirilganlik.

JEL siniflandirmasi:B22, E12, E44.



