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Abstract 

 

In contrast to mainstream economics, this paper argues that market-based economies exhibit 
an inherent tendency to periodic instability. The approach identifies those factors which 
suggest growing financial fragility; the essential precondition of financial and economic 
instability. Furthermore, the case is made that particular indications of elevated and growing 
risk of financial instability are identifiable. This position follows views advanced by Mitchell 
and Burns (1938). Allowing that the conditions identified are sufficient as signs of economic 
instability, and that they are endemic to capitalism, this thesis advances the possibility of 
identification of the level of macroeconomic risk by examining these conditions. The 
implications of inherent and identifiable instability in predominantly market-based 
economies are drawn in this paper in terms corporate valuations. 
 
As a tentative development from the essential and the current features of modern economic 
systems, two leading signs of heightened economic fragility are indicated. These are: changes 
in business debt flows, and changes in corporate equity flows. These factors contribute to the 
volatility of effective aggregate demand due to their impact on investment stability. They 
amplify business cycles through financial acceleration. At broad levels of monetary 
aggregates expanding money supply is identical to expanded debt. The incidence of that debt, 
however, indicates that corporate debt is a measure of the operation of financial acceleration 
on equities. The expansion of corporate debt fuels investment and economic growth and, in 
turn, is fuelled by it. To varying degrees this phenomenon becomes self-reinforcing, although 
on the back of expanding risk. At the same time as corporations assume increasing debt, 
equity flows typically exhibit an inverse net movement, providing evidence for Minsky’s 
Financial Instability Hypothesis. 
 
The defining feature of the signs identified of economies moving endogenously towards 
instability is the temporal displacement of effective aggregate demand. These features have 
developed over recent history beyond historical precedent so that the pro-cyclical financial 
acceleration possible under fractional reserve banking has operated effectively as a pyramid 
scheme. Isolating a narrow suite of leading indicators is advanced as a potentially productive 
means to improve our understanding of business cycles, and to aid their predictability of 
turning points in these cycles. This process is related to corporate valuations and especially 
those used in fair value-based GPFR. This research intends to develop an index which 
captures the identified macroeconomic risk factors, and enhances the relevance of GPFR. 
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1.0 Fair value accounting measurement: its objectivity and the need to qualify level one 

fair value assumptions of market efficiency 

1.1 Introduction 

 Although it is a common view that interest in business cycle research moves counter 

to the business cycle, this is not quite true. Instead, the focus of that research changes with 

business cycle changes. As booms extend that research focus takes a ‘gratulatory’ view 

(Persons, 1930), that ‘this time it’s different’. Such confidence arose through the 1920s, on 

the back of a rapid expansion of debt across the economy, and again in the late 1960s, 

influenced by almost ten years of uninterrupted economic expansion (Klein, 1976; Cooper, 

2008; Bormotov, 2009). More recently, Bernanke (2004), Stock and Watson (2003), and 

Nakov and Pescatori (2007) have reiterated this view in their ascription of causation to 

monetary policy or structural changes in the economy of the Great Moderation; that period of 

sustained economic growth and low inflation and output volatility from 1984 to 2007. 

Conversely, when, as it has always done, the business cycle (often abruptly) re-presents 

itself, macroeconomics turns its attention to the question of ‘what went wrong’ (Taylor, 

2008). Sufficient differences in the confluence of factors behind economic expansions and 

recessions, grant ideologues ample opportunity to assign these phenomena to particular, sub-

structural causes (Taylor, 2008; Schwartz, 2008). This allows the ‘re-jigging’ of (Lakatosian) 

auxiliary hypotheses, while preserving the generative hypothesis of neo-classical economics 

(Galbraith, 1990). The central position of this paper is that such sub-structural theoretical 

adjustments are inadequate and that market-based, monetary economies are defined by a 

central tendency to move through equilibrium, rather than towards it. 

 

 Modern definitions of the business cycle establish them as a functional entailment of 

predominantly market-based economies. From shortly after its inception, the National Bureau 

of Economic Research (NBER) defined business cycles as: 

 

 “…a type of fluctuation found in the aggregate activity of nations that organize their 

work mainly in business enterprises…” 

- (Burns and Mitchell, 1947, cited in Klein, 1976) 
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From this definition, and the identification of business cycles’ occurrence (in the UK) since 

1792, shortly after the beginning of the British industrial revolution and the emergence of the 

modern corporation (Most, 1982; Kam, 1986), the essential relationship between the 

prevalence of private enterprise in an economy and business cycles arises as an analytical 

entailment. 

 

 The theoretical basis to the approach adopted in this paper pursues the investigation 

of business cycles through the use of Minsky’s financial instability hypothesis (FIH). 

Minsky’s (1986) FIH identifies the central role of business financing in creating financial 

fragility and, thereby, the conditions preceding financial and economic instability. Minsky 

(1975; 1986) tells us that booms progressively support debt financing as the terms of 

previous debt contracts are met, leading to increasing demand for debt and a growing 

willingness to supply it. This process of financial acceleration needs nothing more than the 

inability of banks to stand outside the market, and uncertainty concerning the timing of the 

end of the boom, to adjust the conventional view of financial acceleration to a collective 

market overreaction. Such a temporal promotion of aggregate demand, based on competitive 

pressures leading to simple trend extrapolation, is advanced by this discussion as the defining 

causation of business cyclicality under capitalism (Shiller, 2005; Minsky, 1986). The 

machinery linking business cycles with capitalism, consistent with Minsky’s theory, are the 

financing structures arising under modern capitalism. 

 

 The focus of this research is on corporations and on the implications that debt-

induced movements from equilibrium may have for company valuations. Net corporate debt 

flows are identified as a leading sign of equity asset market movements from a stable 

equilibrium. Net corporate equity flows are a companion sign but they are inverse to market 

movements and net corporate debt flows and indicate market movements from fundamental 

value. These signs are not advanced as central in the causation of financial fragility but as 

symptoms of the conditions of financial acceleration that (typically) develops economic 

expansions into bubbles (booms ‘exaggerated’ by capitalist financing structures beyond 

levels justified by changing fundamentals). 

 

1.2 Summary 

 The underlying hypothesis of this research is that predominantly market-based 

economies are characterized by endemic instability. The identified distinguishing 
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characteristic of capitalism is a competition-based compulsion to trend extrapolation (Shiller, 

2005; Minsky, 1986). This typically transforms booms into bubbles. The discussion employs 

Minsky’s FIH and recent related research to interpret these developments. Consistent with 

Minsky, the position is taken that financing structures under capitalism provide the 

mechanism for growing financial fragility, temporally promoting aggregate demand and 

inflating corporate valuations. Net flows of corporate equity and debt are advanced as signs 

of market deviations from equilibrium. As a tentative step in the development or 

identification of these signs, potential implications for GPFR are advanced. 

 

2.0 Related Research 

This section provides a brief survey of business cycle research. The history of business cycle 

identification and prediction is relatively limited, forming a minority focus in economics, but 

it has adopted several distinct approaches. From the identified approaches, and an analysis of 

the respective merits of these, this section infers tentative bases for the construction of a 

financial fragility index which is the aim of this paper. 

 

From Mitchell and Burns (1938), phases in business cycles were linked to the recurrence of 

their signs. Mitchell and Burns identified a suite of leading, coincident, and lagging 

indicators of stages in the business cycle. They argued that although each cycle was driven 

by its own particular forces and that business cycles are irregular, the signs of these cycles 

are sufficiently uniform that some level of anticipation of cycle phases is possible. This view 

is reiterated by Shiskin and Moore (1968), Moore (1974), and Gordon (1986). As economies 

evolve, so too do business cycle indications (Moore, 1974). These contributions to business 

cycle research isolate factors such as housing and retail activity, manufacturing activity, 

inventory levels, changing rates and levels of unemployment and other proximate factors 

signal changes in the business cycle. This approach is highly detailed and necessarily focuses 

on the short term. The index advanced in this paper differs in its objective in that it seeks less 

specification but a longer term view. It does, however, aim at identification of disquilibria 

throughout the business cycle, consistent with Mitchell’s and Burns’ approach, rather than 

simply targeting positive bubbles, as more recent business cycle indicator research and 

literature does.  

 

Essentially, Mitchell and Burns’ seminal work in business cycle research has been 

progressively updated and refined by subsequent researchers in this field. Shiskin and Moore 
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(1968) divided eighty-eight indicators into the twenty-six most reliable. The remainder were 

deemed of lesser reliability, based on the economic reliability of each indicator and the 

statistical adequacy of the underlying data. The temporal relation of the indicators, whether 

lagging, coincident, or leading, was further clarified. Zarnowitz and Boschan (1975a; b) inter 

alia added a distinction between real and nominal variable measurement to improve the 

usefulness of this approach during periods of elevated inflation. Limitations of the indicator 

approach include: false signals; indicator ‘hesitancy’ and/or reversal, and the 

underdevelopment of variables reflecting the growing importance of the service sector to 

developed economies as a whole (Reilly and Brown, 2003). This indicator approach has 

fallen from favour in the US, although it is increasingly popular internationally (Klein, 

2001). 

 

2.1 Recent implicit and explicit indicies 

More recent business cycle research includes derivation of implicit and explicit indicies such 

as that of: Trichet (2005), Borio (2003; 2006), Borio and Lowe (2002), Cecchetti, et al 

(2000), Detkin and Smets (2004), Shiller (2005), and Adalid and Detkin (2007). There is 

some diversity in the nominated business cycle indications advanced by these economists, 

but this line of research is almost singular in its focus on positive bubbles, the growing 

financial and economic fragility that attends these bubbles, and in their prescription of 

proposals to mitigate the harm of these. Borio and Lowe (2002) assert that changes in credit 

aggregates are a primary business cycle indicator. Conversely, Shiller (2005) argues that a 

movement of asset prices from a defined long-run equilibrium value are key indications of 

financial instability. Following Shiller’s (2005) approach, this discussion is concerned to 

isolate a deviation from fundamental value as a means to identify such deviations in GPFR 

disclosures. 

 

Trichet (2005) identifies an important challenge for macroeconomics as the identification of 

real and/or financial factors that expose the financial system to significantly increased risk. 

Indicators he identifies: are the credit to income ratio, and movements in real aggregate asset 

prices. Deviation of 4% or more from long run averages, in the case of the former, and 40% 

for the latter, Borio and Lowe (2002) would have predicted 55%1 of all crises three years in 

advance. Historically, this index produced just three percent false positive results. Using 
                                                 
1 This number appears to be at odds with the referenced research findings which, as identified below, argue for 
just 42% accurate predictions from the dual variable model. 
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credit-to-income growth alone, beyond the 4% threshold, increases predictive success to 

79%, but it does so at the cost of 18% false positive results. Consistent with the low (42%) 

predictive power attributable to market levels, this thesis avoids using changing market levels 

as indicartors of financial fragility. 

 

Detkin and Smets (2004) found that broad money supply and credit developments are among 

the few early indicators of high-cost asset price booms. They argue that their findings support 

the European Central Banks (ECB) “Twin Pillar” approach of broad aggregate money supply 

(augmenting inflation targeting) as an indicator of financial fragility. This argument was first 

advanced by Renshaw (1995), who made the case that conditions of a money gap and a 

budget deficit of greater than 3.5% of GDP are highly correlated with rising stock prices and 

they are necessarily unsustainable in the long run. Western (2004) reiterates this view, 

although with the caveat that velocity volatility may confound meaningful inferences from 

the growth in money supply in terms of a) the causal relationship, and b) monetary policy 

implications. Logically, as a derivation of the position advanced by this thesis that markets 

permanently fail to find equilibrium and that money supply is a central measure of this, 

money supply may be a passive correlate of asset price movement.  

 

Borio and Lowe (2002) argue for the growth of the ‘credit gap’2, relative to historical 

average credit to GDP, as the best indicator of future economic and financial instability. They 

link credit ‘overproduction’ to rising asset prices, suggesting this as a preliminary step 

towards establishing such an index. Their research considers a large cross-section of 

countries (34) over the period 1960-1999. They focus on absolute levels and trends of credit 

and asset price gaps in these countries.3 Their finding is that an asset price gap of 40%, 

combined with a  credit gap of 4%, reduces false positives to below 5%, but it is predictively 

successful in only 42% of cases. Conversely, a credit gap at the same threshold is 

predictively useful in 78% of cases, with 18% false positives. Acknowledging the challenges 

presented in creating an index that incorporates all relevant variables, they aim at pushing 

their parsimonious model as far as it can run. A limitation they acknowledge is the use of 

                                                 
2 The credit gap is defined as a deviation in credit-to-GDP, in relation to its trend. This is essentially an 
historical average, adjusted for any long term, systematic bias in credit aggregates and so is more muted (and 
concomitantly), less likely to produce false positive predictions, than credit-to-GDP simpliciter. 
3 The asset price gap is determined by separate and aggregated price information on residential property, 
equities and commercial property. This is inflation adjusted. The 40% threshold is against long term averages. 
The authors make the case that each component acquires meaning as a risk indicator only in the presence of the 
other. 
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stock price only as a description of asset price movement. Where these authors’ reticence is 

justified, abductive inference to the superior leverage obtaining from banks’ traditional 

preference for real estate, suggests their concern is likely to be misplaced. Importantly, and in 

contrast to Borio and Lowe (2002), Adalid and Detkin (2007) find that monetary aggregates 

provide stronger information regarding financial vulnerability than private credit does.  

 

Present heterodox research and literature, beyond the distinctions made earlier, is also 

impeded by ongoing disagreement over bubbles simpliciter. Difficulties in the identification 

of bubbles have made research in this area a difficult and minority endeavour. An important 

heterodox economist engaged in this project is Shiller (2005). His implicit index uses asset 

price (house and share) movements relative to certain fundamentals. A number of limitations 

have been observed in his chosen metrics, as discussed below.  

 

Shiller’s (2005) index comprises equity security prices and long term relational 

values of housing stock. Shiller’s index of deviations in asset prices from their long run 

equilibrium relates the S& P Composite Stock Price Index (inflation adjusted) to earnings 

over the period 1870-2005. He makes the case that significant increases in stock prices 

relative to earnings implies overvaluation, potential ‘bubbling’, and a heightened risk of 

mean reversion in this relationship. Shiller relates price-to-earnings ratios to interest rate 

movements over the period 1881-2005. The interest rate referent connects with earnings 

because the absolute value of assets is determined by the relation of risk assets to risk-free 

proxies. In this model, risk asset prices move inversely to interest rates. Shiller (2005) 

provides empirical support for what is an essentially Minskian contraction of lender margins 

and a concomitant decrease in borrower margins over periods of economic and market 

booms as risk-free interest rates move inversely to risk-asset prices. 

 

The price-to-earnings relationship is augmented in Shiller’s index by relating stock 

prices and dividends, suggesting that stock price volatility is not validated by changes in 

subsequent dividends. This relationship (or its absence) challenges market efficiency which 

argues that stock prices reflect future expected cash flows or that errors are without 

systematic bias. While EMH, therefore, states that stock prices should be stronger correlates 

of dividend flows, Miller (1990) had previously contended that dividend levels must be 

contextualised by their sustainability and that this may qualify Shiller’s (2005) finding that 

stock price falls are not matched by a similar decline in post-crash dividend flows.. 
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The final element of Shiller’s (2005) index involves certain loosely evidenced 

deviations from fundamental value in the housing market. He notes, in particular, the sharp 

rise in house prices from 1997-2004, with a US-wide rise of 52% in real house prices over 

this period. Over the majority of the period 1890-2004 Shiller notes inflation adjusted house 

prices were remarkably stable, with the 1890 base (100), still holding in 1979. Only in recent 

times (1997-2004) did the index rise to 166. Shiller investigates the underlying long-run 

stability of real house prices, suggesting that, despite the population growth over the whole 

period (from approximately 100 million people to 300 million people), adequate land 

remained available. Further, increases in real house prices were and should be constrained by 

technological improvements; reducing building costs. He argues that this supports constant 

real prices, after allowing for real improvements in the amenity and quality of houses. Yet 

from 1997-2002, in the eight most volatile states in the US, the median home increased in 

value from 4.9 times yearly per capita income to 7.7 times per capita income, suggesting 

progressive degrees of fundamental overvaluation (Shiller, 2005). 

 

Shiller’s indices are largely implicit. He does not attempt to combine the indications 

of the disequilibrium asset prices he identifies but, somewhat more vaguely, appears to 

assume the sufficiency of his evidence. Implied in these is a ‘correct’ value or value range for 

various asset prices. He does not explicitly state these although deviations in price-to-

earnings ratios and house price rises relative to an inflation-adjusted 1890 base of 100 are 

employed. With some adjustment for quality changes, constant real prices are implied as the 

equilibrium price level for housing stock. 

 

Shiller’s ‘indicators’ present a number of problems. In terms of stock prices he relies 

on accounting numbers which are subject to changing practice. The transition to fair value 

measurement inter alia, from historical cost, may confound comparison with earlier periods. 

Further, the manner in which accounting treats research and development as an expense has 

had a disproportional ‘dampening’ effect on earnings (Lev, 1988; Lev and Zarowin, 1999) 

and assets reported on balance sheets over the latter part of the period reviewed by Shiller. 

Market conditions, including growing global competition, stimulated progressively increased 

expenditure on research and development. 

 

 9



In relation to Shiller’s house price index, this is less vulnerable to the negative 

observations outlined above. The problem here is the lack of specification of evidence, which 

he does not present in a comprehensive fashion. We are not given relevant comparisons. 

Allowing that the eight most volatile states’ median house price raised from 4.9 to 7.7 times 

US per capita income (1997-2004), it is unclear why he has not assessed the relative 

movements against the pertinent states’ income levels. This would control for the particular 

changes in income occurring in the identified states. It would also be instructive to know how 

average US house prices and those in the least volatile states behaved. Further, we are not 

told how qualitative housing changes have or should impact house prices, or to what degree. 

Thirdly, the absence of land scarcity may be strictly correct, but location preferences and 

concentrations may confound simple inference from raw population increase to a lack of 

demand-push price increase. Further, nothing of Shiller’s discussion tells us anything about 

the dwelling size or land size preferences and changes in these. Population is deemed a 

sufficient proxy for this. Simply, this measure, although interesting, is probably beyond 

tractability in a sufficiently well-specified sense. 

 

2.2 Summary of business cycle research foci, methods and conclusions 
Figure one summarises the financial fragility index research that has been reviewed in this 

section. 

 
Figure one: Summary of research into financial fragility indexes 
 
Economist Variables Findings Limitations/observations
1. Mitchell and 
Burns (1938); 
Moore (1974); 
Gordon (1986) 

Various leading, 
coincident and 
lagging business 
cycle indicators, 
including inventory 
levels, level of 
unemployment, 
business confidence, 
etc 

Although irregular, 
business cycles show 
recurrent signs. These 
may change over time 
and they may be 
improved. 

Short term view, 
identifying near ‘real 
time’ signs of phases in 
the business cycle. 
Identifies signs of 
disequilibrium rather 
than typical approaches 
which prioritise positive 
bubbles. 

2. Borio and Lowe 
(2002); Borio 
(2003; 2006); 
Friedman (1983; 
1996; 1992) 

The credit ‘gap’ and 
asset price (rise) 
‘gap’, respectively 
of 4% and 40% 
above trend. Uses 
BIS data for 
combined asset 
index of private and 
commercial real 

The parsimonious single 
factor credit model 
predicts approx. 80% of 
economic reversals. The 
inference drawn is that 
‘excessive’ credit 
increases typically 
precede economic and 
financial market 

Focus is purely on 
positive bubbles. Type 2 
errors (false positives) 
occur in 18% of cases. 
Aims at monetary policy 
formulation only. 
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estate and equity 
markets.* 

downturns. 

3. Shiller (2005) Share prices above 
historical PE’s & 
lower than historical 
div. yields. Housing 
above CPI-adjusted 
base year 100 
(1890) 

High PE equity markets 
& housing above CPI-
adjusted 1890 levels 
indicate overvaluation & 
subsequent mean 
reversion 

An equilibrium model. 
Over-reliance on the 
constancy of accounting 
numbers. No assessment 
of changes in the size, 
amenity or 
concentration of 
housing. 

4. Detkin and Smets 
(2004); Adalid and 
Detkin (2007);  

Monetary policy & 
aggregates and 
credit aggregates 
greater increase 
relative to trend 
(average of pre-
boom, boom, & 
post-boom) and a 
gap of 10% above 
trend for asset prices 
*(as per Borio & 
Lowe). 

High-cost booms are 
characterised by looser 
monetary policy 
(deviation from the 
Taylor Rule). Greater 
(than low-cost booms) 
asset price rises and 
larger credit and money 
gaps. 

Focus is on monetary 
policy prescription. 
Priority is given to real 
estate. Identifies ‘high-
cost’ booms and so 
captures a sense of 
deviation from 
equilibrium. 

5. Renshaw (1995) Combines the 
money gap with 
budget deficit of > 
3.5% as an 
indication of 
instability 

Where budget deficits 
are accompanied by 
above trend growth in 
money aggregates a 
high correlation with 
unsustainable stock rises 
occurs. 

The money gap 
presupposes something 
‘correct’ about the base 
year referent. Budget 
deficits often grow over 
recessions. Nothing 
inherent to such deficits 
indicates 
unsustainability without 
information on the types 
of spending causing the 
deficit & whether 
government deficits are 
accompanied by private 
sector surpluses. Focus 
is on positive bubbles. 
Identifies a sense or 
proxy for disequilibrium 
conditions. 

Sutton (2009-2010) Corporate equity 
flows, corporate 
debt flows and 
levels. 

Relationship to recent 
research 
Combines an estimate of 
disequilibration 
identified in 1, 3, & 5. 
Isolates the strongest 
features of 2 & 4 as the 
basis for fragility 
indexation. Extends 

Uses proxies/ surrogates 
for movement towards 
financial fragility. 
Extends Minskian 
analysis of capitalism’s 
periodic gravitation 
towards financial 
fragility. Focused on 
equity markets. 
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these features to 
surrogates exhibiting 
high prospectivity as 
leading indicators. Aims 
at accounting 
disclosures. Thus, less 
‘intrusive’ than 
proposals for monetary 
policy formulation. 

Proposed accounting 
disclosures in relation to 
underlying economic 
risk levels. 
Use of surrogates 
(particularly net equity 
flows) poses risks of a 
question-begging 
analysis by which no 
sensible causal nexus 
can be drawn between 
the sign & its inferred 
indication. 
 

 

3.0 Theory: Minsky’s Financial Instability Hypothesis 

 Minsky’s (1975; 1986, 1992) theory, the FIH or ‘Wall Street Paradigm’, describes a 

movement in capitalist economies towards increasing financial fragility over economic 

booms. As booms create increasing corporate cashflows these come to exceed the demand of 

existing debt contracts. This period creates a speculative euphoria in which increasing 

amounts of debt are assumed by businesses. Eventually, this results in a financial crisis, 

compelling lenders to tighten credit supply. This is the so-called ‘Minsky moment’; when the 

economy moves from fragile stability to instability and crisis. 

 

 The FIH identifies the preponderance of private debt as hedge finance in the early 

stages of an economic expansion. This debt is the most stable as all negative cash flows 

under such debt contracts are met by the borrower from existing cash inflows. That is, both 

principal and interest are repaid over the period of the loan. Traditional household mortgages 

are typical examples of hedge borrowing. 

 

Minsky describes a euphoria that arises when corporate cash flows begin to exceed 

the cash flow demands on those corporations from debt. This euphoria causes an increase in 

borrowing. This, in turn, causes a steady trend towards increasing speculative and ponzi 

borrowing. Such higher risk debt comes to form the major part of total business debt. 

Speculative debt entails the borrower’s ability to repay interest only requiring the re-

financing of the loan when it matures. The ponzi borrower is higher risk still, as the principal 

amount actually increases over the period of the loan, requiring a steady increase in the value 

of the asset over which the loan is held. Minsky observes that declining economic conditions 
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may independently cause a movement in the characterisation of debt, from hedge to 

speculative or ponzi debt. 

 

Minsky offers a theoretical basis to these observations. As debt contracts are 

progressively validated over booms (due to the performance of the terms of those contracts 

by borrowers) borrower and lender margins contract4, creating a strengthening bias in favour 

of debt financing as both margins contra-indicate financing by equity issues. The contraction 

of lender margins reduces interest rates and increasingly marginal projects are financed while 

the borrower margin contraction drives asset price increase, rendering equity issues 

expensive in terms of forgone gains. Underlying conventional features create a systemic bias 

in favour of debt financing, including the tax treatment of interest expenses (Gertler and 

Hubbard, 1989). This general approach implies movements in corporate debt as positive 

correlates of market movements, but in doing so it points to instability in such markets. 

 

In contrast Gertler, Hubbard and Kashyap (1990) argue that information asymmetries 

are reduced by rising asset prices. They propose a counter-cyclical fluctuation in agency 

costs based on the firm’s net value, so that increasing value reduces agency costs. Their 

theory is based partly on the narrowing of interest rate spreads over booms as evidence of 

declining agency costs. This explanation is incomplete as it tells us about the ‘margin of 

safety’ external lenders infer from asset price increases without offering any insights into 

how this margin influences agency costs to lenders. This argument simply retreats to the 

most plausible available neoclassical adornment of classical economics: exogenous cause is 

indicated.  Gertler, et al (1990) identify an increase in the risk-free rate reducing firms’ 

collateralizable net worth, thereby increasing agency costs of external finance. 

 

The rival interpretations of Minsky and Gertler, et al seem to offer alternative 

explanations of the progressive contraction of interest rate spreads over booms presenting the 

question of which one the evidence best supports. Minsky argues that interest rate spread 

contractions over booms indicate a general trend extrapolation; the success of past lending 

establishing the success of future lending. Gertler, et al (1990) argue rising asset prices 

increase collateral, thereby reducing lenders’ agency costs. Simply, asymmetric information 

                                                 
4 Borrower margins are reflected in the prices paid for assets in Minsky’s terms. A contracting borrower margin 
manifests in rising prices paid for assets. Lender margins are the interest rate charged by lenders, the security 
required for loans, and the duration of loan maturity, where longer maturities reflect a declining lender margin. 
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between the borrower and lender is reduced by an increase in the market price of the assets 

against which a loan is secured. The latter explanation concludes with a non sequitur of its 

premises. For this reason Minsky’s (1986) and Shiller’s (2005) position appear more soundly 

based; the process of induction, whereby the experience of the recent past is preferred to infer 

future developments. 

 

At its core Minsky’s FIH offers the view of a more fundamental departure of market-

based economies from a default-state equilibrium system than New Keynesianism generally 

does. Where New Keynesianism isolates behavioural and informational frictions as 

identifiable caveats to economies as default state stable equilibrium-finding systems, 

Minskian analysis suggests, in particular, in relation to behavioural frictions, such market 

imperfections are inherent and structural (Minsky, 1986). Minsky’s view finds tentative 

support in the persistence of business cycles and, despite his view that such cycles can be 

ameliorated by apt policy interventions, their essential relation is to economies primarily 

organised around markets. 

4.0 The Index derived by this research 

This section provides an outline of the index that will be developed as a core outcome of this 

research. It summarises preliminary analysis on the index development and indicates the 

direction of the analysis required in the future. The focus to this point has been exclusively 

on the US. 

4.1 Introduction 
An ongoing debate involves the relative value of monetary aggregates and credit 

aggregates as business (cycle) phase indicators. At the broadest level of aggregation, 

notwithstanding the progressively voluble contrary opinion of Friedman (1981; 1982; 1983; 

1986; and 1996), it is unclear that broad credit offers incremental information over that 

provided by broad money supply. The inference to rising financial acceleration on the back 

of rising credit per se is overdetermined as Congdon (2005) notes that inter alia trade credit 

simply temporarily reallocates aggregate demand rather than increasing it due to debtors’ 

increased consumption or investment being offset by the temporary decrease in the aggregate 

demand contribution of the creditor. Congdon acknowledges the asset-inflationary 

significance of bank credit. On the basis of the preceding observations disaggregated 

incidences of credit are indicators of elevated risk to the economy and financial system. This 

position is theoretically consistent with Minsky (1986; 1991; 1992; 1993) and BIS (2001), 
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isolating the central role of business financing through debt as determinative of the level of 

financial fragility in the wider economy. Following Borio and Lowe (2002), the approach 

taken here favours a parsimonious model prioritizing corporate debt in the context of 

indexation, and targeting a description of equity market equilibrium and movements from 

this state. Consistent with Minsky (1986), Cooper (2008), and Toporowski (1999), an inverse 

(to corporate debt) movement in corporate equity is hypothesized as a sign of the movement 

from equilibrium value. 

 

The index proposed by this discussion is related historically to broad economic 

movements. Without arguing for a precise, mechanistic relationship between asset market 

movements and the broader economy, a significant body of theoretical and empirical 

research supports the link between the economy and capital markets (Kydland and Prescott, 

1982). It has been argued that asset markets are a leading indicator. This view is variously an 

empirical derivation and a logical extension of the theoretical view of market pricing as 

efficient5 aggregated estimates of future cash flow distributions probabilistically attributed to 

particular companies, securities or other financial and real capital assets. I specifically 

eschew a characterisation of the leading, lagging or coincident nature of asset market price 

levels relative to the real economy due to important historical failings of markets in terms of 

macroeconomic prescience. 

 

The nominated indicators of secondary equity market instability specifically relate 

business cycle turning points to their implications for corporations. This establishes a basis to 

extract company financial reporting implications. Market levels and the stability of these are 

linked to the directionality of corporate debt and equity. The primary nexus identified is 

between increasing corporate debt, decreasing corporate equity and the relationship of these 

movements to (rising) asset market levels as proximate signs of disequilibration. Isolating 

corporate credit (debt) contextualises the evidence of Detkin and Smets (2004) and Borio and 

Lowe (2002), of credit aggregate movements’ strong leading indication of changes in 

economic and financial cycles, in terms of their relationship to corporations. 

 

4.2 Current index analysis 

                                                 
5 Efficient markets hypothesis proponents typically do not advance the case that the market is invariably correct. 
This misunderstanding forms the basis to a number of objections to the efficient market hypothesis. 
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To date I have constructed and analysed relevant US time series data over sixty years (1946-

2008). This section summarises the findings in respect of corporate debt and equity flows 

and is presented in three primary graphs. Graph one shows the relationship between 

movements in corporate equity and debt. It is deflated in 2005 dollars and demonstrates that 

there is no significant relationship between corporate debt and equity flows in the post-war 

period up to the Great Moderation, which began in 1984. During the period to 1984 

generally positive net debt and equity flows are evident. This provides a potential 

qualification to the nominated signs, establishing the need to investigate other conduits for 

financial acceleration in this paper. Further, factors confounding the hypothesized 

relationship require investigation. 

   

A broadly inverse (directional) relationship emerges between corporate debt and equity in 

the period since 1984, as opposed to the initial post-war period covered by the graph. This 

emerging relationship corresponds with the beginning of the period referred to as the Great 

Moderation and is notable for the wave of international and domestic financial liberalization 

which, from the 1970s, progressively spanned the developed world.  

Graph one  
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4.3 Net corporate debt flows 

During the Great Moderation net corporate debt flows are a (generally) strong 

positive correlate of rising prices in equity markets. This situation lends support to Minsky’s 

view of the progressive corporate employment of debt, consistent with declining lender 
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margins, contracting borrower margins; a fact reflected in rapidly rising asset prices. Minsky 

attributes this to validation of preceding debt contracts and the confidence this builds in both 

lenders and borrowers. These movements can be observed in graph two. 

Graph two 
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Source: (See graph two) 

 

From 1946 to 1967 graph two-A reflects the strong positive correlation between 

corporate debt levels and market levels. The disruption of the generally positive correlation 

between net corporate debt and the S&P in 1949 and 1961 finds plausible explanation 

primarily in external factors which explain a rising market coupled with declining corporate 

debt (French, 1997). The late 1940s had seen rapid increase in government spending and, 

more particularly, expectations that this would continue as a movement to a Keynesian 

orthodoxy established the era of ‘big government. This development, in contrast to the 

reactive government economic interventions of the depression-era New Deal, underwrote 

buoyant markets due to the economic stimulus of extensive government demand (Gordon, 

2004). Similarly, $200 billion in war bonds matured in 1961 which, along with the (then) 

largest tax cuts in history under President Kennedy, sustained buoyant markets despite the 

inverse movement between equity market price levels and corporate debt levels (French, 

1997). The strength of the deviation of the variables in 1961 from those anticipated here, 

along with the aggregate weight of exogenous causation of that deviation, supports the basic 

default assumption of a strong positive relationship between rising debt and rising equity 

markets.. The implication of this is that where we see an uncoupling of rising equity market 

levels with debt, prima facie inference that an identifiable explicit cause for such a deviation 

should also occur. 

 

As observed in graph two-B the positive relationship between corporate debt and market 

levels of the earlier period continues to hold in the intermediate twenty years (1968-1989). 

This period does not observe deviations in this relationship, as in the earlier period. 
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Graph two-B 
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Source: (See graph two). 

The relationship between the S&P and net corporate debt flows improves in the later period 

(1990-2008), observing a near-unitary correlation between the S&P 500 index and net 

corporate debt flows. Both graphs two-B and –C support the positive relationship between 

equity markets and corporate debt levels. The only minor deviation is in the period from late 

1987-1988, when the Greenspan-led Federal Reserve commenced its policy of Taylor-Rule 

augmentation. The Taylor Rule, as originally conceived, is about responding to deviations in 

inflation and the output gap with interest rate changes. The Taylor Rule was augmented by a 

separate weighting assigned to the stability of financial markets as significant influences on 

economic growth and stability. Plausibly, the short term effect of the Federal Reserve 

System’s easing of monetary conditions following the 1987 stock market crash provides an 

explanation for the identified ‘anomaly’. 
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Graph two-C 
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Source: (See graph two). 

 

The prior graphs have shown that in the US debt flows are strongly positively correlated with 

equity market levels. In the period since 1984 graph three shows a strong inverse relationship 

between corporate debt and equity flows and, therefore, a strong inverse relationship 

between net equity flows and equity market price levels. Graphs three A, B, and C show an 

expanded view of sub-periods, spanning the coverage period of graph three. These 

movements are employed by this thesis to identify signs of financial fragility, particularly as 

it relates to equity markets. The level of movements in equity flows relative to total market 

capitalisation, in the context of the temporal precedence of changing equity flow 

directionality to market trends, supports a view of such flows symptomatic nature, rather 

than causation of the inverse equity market movement. 

 

The second basis for the use of corporate equity flows as a surrogate for systemic movement 

towards heightened financial fragility is that, at least over the Great Moderation, 

observations support equity flows’ inverse and precedent to market movements. Given the 
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minor nature of the equity flows in absolute terms (relative to total market capitalisation), 

causation cannot be reliably inferred from lagged correlation. The described relationship is 

most likely a surrogate rather than causal. This is not equivalent to a rejection of an 

important causal nexus as a potential implication of the identified relationship and the 

priority we might assume of marginal economic agents; it simply places no reliance on this 

assumption. Moreover, although the minor nature of net equity flows’ movements relative to 

the total capitalization of the market places doubt on rising asset market levels as a result of 

equity supply constraints, the motivation behind changes in equity flows plausibly fits within 

a Minskian analysis. Simply, the changing relation between lender and borrower margins 

indicates market equity outflows and debt inflows. 

 

 

Graph Three.     
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Source: (See graph two). 

 

 

Graph three-A 
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Graph three-B 
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Graph three-C 
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Graph three supports the position advanced by Cooper (2008) that equity markets do not 

conform to the behaviour expected by the neo-classical view of market clearance. Where 

goods and services markets clear by the price mechanism so that price changes adjust supply, 

equity markets translate rising prices into signals to reduce supply. Between 1984 and 1999, 

a period of generally rising asset markets, the majority of individual years’ changes in net 

equity position were negative. Rising prices reduce equity supply due, in part, to share 

buybacks and also the elevated takeover activity of private equity. To make the case that 

such developments are expected outcomes of contracting demand is inconsistent with 

sustained high and rising equity prices during such phases. In graph three it can be seen that 

in which the most rapid rises in market levels are matched by net equity outflows. This is 

consistent with market participant rationality as expectations of continuing equity price 

increases imply greater cost of capital from equity than from debt financing. 

 

Possibly the most interesting implication that can be drawn from this graph is the 

potential leading indication it suggests. From 1983, the beginning of the 1980s bull market, 

net equity flows turn from positive to substantially negative. The sharply negative flows 
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trend back towards neutrality from late 1986, anticipating the 1987 share market crash by up 

to twelve months. The brevity and truncation of this trend reversal demonstrates the short 

term efficacy of central bank re-inflation of the economy under Greenspan’s incumbency as 

chairman of the Federal Reserve (from 1987 to 2006). Further, it implies equilibrium 

parameters in relation to neutral net equity flows. This is, at the least, plausibly so through 

the Great Moderation. Again in 1989, negative equity flows trend towards neutrality, 

becoming positive from 1991; the only recession of the Great Moderation until 2001. 

Positive equity flows trend towards neutrality from 1994, signalling the start of the 1990s 

‘super bull run’. Net outflows become progressively greater until late 1998, before trending 

to a neutral position through 1999, anticipating the 2000 ‘tech wreak’ by better than a year. 

In late 2003 rising equity inflows reverse, preceding a sharp rise in the S&P index. These 

trend negative from 2005. This trend continues until 2007, before breaching neutrality by 

2008 and moving to positive equity flows in 2008. Each directional change appears to 

anticipate inverse equity market movements, and to do so by about twelve months. 

 

Allowing that the identified relationship is reliable in its recurrence since 1983, 

preliminary inference supports the view noted above that precedent and inverse equity flows’ 

from neutrality relative to market movements is a leading indicator of a movement from 

equilibrium. The concern here is not the identification of causation.   

 

4.4 Summary 

The focus on positive bubbles of typical ‘financial fragility indexation’ research and 

literature is motivated by the desire to derive appropriate monetary policy responses to 

positive bubbles. In this sense it exhibits certain features. Thus, this research requires high 

levels of variable specification if the indicies are to productively address bubbles and their 

adverse economic consequences, and to do this without creating negative effects. Negative 

effects include precipitating recessions, without alleviating their severity and inducing 

recession through tightened monetary policy that may involve collateral damage, without 

deflating ‘bubble elements’ in the economy. Existing heterodox research also frequently 

targets the long term containment of inflation. In this regard it is similar to, though less 

inherently reactive than, orthodoxy. This issue is identified in Trichet’s (2005) discussion of 

the risk of ‘false positives’ (type one errors) that Borio’s and Lowe’s (2002) tentative index 

delivers. Again typically, the implications drawn from such research are that direct 

interventions in the economy and/or markets are necessary. Firstly, the aim is to develop an 
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index that informs market participants of broad macroeconomic risks.  Secondly, the focus of 

this research is on equilibrium value. Accordingly, negative bubbles will be considered as 

well as the more typically treated positive bubbles.  

 

Creating a better index 

Preliminary observation and theory suggest several variables. The investigation is, to 

this point, confined to the US. The importance and global economic primacy of the US in the 

modern era supports the priority of testing any theory of equity market valuation 

disequilibration against US markets. The index variables include: 

1. Directionality of corporate debt. 

2. Directionality of corporate equity. 

 

The positive movement of corporate debt with equity market levels, and inverse movement 

of corporate equity, favour the directionality of these movements as primary indicators of 

equity market movements from equilibrium value. However, I still have to establish 

parameters defining levels in the nominated variables indicating particular levels of 

macroeconomic risk. Further, the index must be extended to a wider range of countries and 

should be tested against cases. 

 

5.0 Accounting application and conclusion 

The central motivation behind this research is that modern, predominantly market-

based economies do not have a natural equilibrium default state. Instead, they move in a 

succession of swings through such a state, to points of acute disequilibria. This process, 

consistent with Minsky, is viewed here as being facilitated by the financing structures in 

modern economies. 

 

The succession of ‘over reactions’ is driven by competitive market conditions. 

Individuals and individual firms cannot reliably anticipate economic and financial market 

turning points. This systematizes the pressure on individual investors and financial 

intermediaries to maintain market exposure. Simply, rational economic agents increase the 

volatility of their returns (from market average) if they chose to act independently of the 

market. 
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The basic condition of competitive markets’ compulsive gravitation to trend 

extrapolation, where booms and busts self-reinforce, results in the progressive accumulation 

of debt over booms. Minsky describes this trend over booms to an ever greater proportion of 

high-risk speculative or ponzi debt throughout the economy. Rising equity markets make 

equity financing an expensive option relative to debt. The greater relative cost of equity 

drives the market to demand increasing levels of debt. The modern financial system is able to 

leverage the monetary base almost without limit. The greater relative facility of modern, 

deregulated economies for financial accelerations, when coupled with rising market demand 

for credit, rapidly expands credit money. This development operates as a financial accelerator 

on (typically) new technological developments, eventually exhausting the potential of such 

developments. The imbalance between the fundamental drivers of economic expansions and 

the financial acceleration of these results in the declining quality of investment and, 

progressively, increased risk in debt contracts. 

 

The preceding discussion explains why economies exist in a permanent state of 

disequilibrium. Instead of focusing on the particular causes, or apparent causes, of individual 

cycles, the position adopted here is that the financial system introduces an inherent level of 

instability into modern market-based economies, creating business cycles at the margins. 

That is, notwithstanding fundamental causes at the genesis of booms, it is the financing 

structure that transforms booms into bubbles. It is also the aftermath of such bubbles that 

determine the length and depth of subsequent recessions and market reversals. This provides 

the type of universal causation necessary for the anticipation of business cycles, signs of 

these, and, more generally, indications of movement from equilibrium. 

 

Having identified the driving force behind business cycles, this research will extract 

signs of economic and cyclical fluctuations. The particular application to secondary (equity) 

asset markets directs focus to movements in corporate equity and debt. Preliminary 

indications support rising corporate debt and declining corporate equity as evidence of an 

asset price inflationary movement from equilibrium value. 

 

5.1 Conclusion 

 Preliminary analysis of index variables has been undertaken. Further analysis is 

required. Part of the extension of this analysis includes time series from other countries, 

including the UK, Australia and China. The preliminary investigation establishing the 
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viability of the selected variables will require more rigorous analysis. This will include 

regressions of the variables on each other to increase specification of the (presently) rudely 

observed relationships and also to enable parameter specification. In addition, as noted in 

appendix two, the index will be applied to GPFR. 

 

 The proposal is for the indexation of macroeconomic risk and the relation of this to 

corporations and their valuation. The approach adopted draws on Keynesianism and, more 

particularly, the financial Keynesianism of Hyman Minsky. Signs of risk levels are identified 

as an increase in corporate debt flows, in tandem with an inverse movement in equity flows. 

To this point the objectivity of market values has largely gone unchallenged by academics. 

Where a significant source of challenge has developed in terms of behavioural economics, it 

relies on evidence from psychology of human irrationality at the individual level. In this 

sense it represents a mirror image of conventional neo-classical inferences from components 

to the whole. A key intuition directing this research is that the fallacy of composition 

confounds meaningful inferences from either of these approaches. This informs the position 

adopted here that, on aggregate, markets are populated by rational actors but that this 

rationality has altogether too little information to operate on. Qualifying the assumption of 

market efficiency so that accounting information is more than an echo of established market 

prices seems to offer accounting as a discipline its best prospect of maintaining its relevance 

in an increasingly competitive financial information market.  
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