
gressive debt units. Once the 
economy reaches Ponzi units, it 
slows, and it is set for a reverse 
Minsky journey. 

In Minsky’s framework, the 
“hedge unit” describes a borrower 
who obtains a loan to buy an as-
set, and the asset plus other in-
come generates sufficient income 
to pay the interest and the princi-
pal on the loan. The debt is 
termed hedged because the in-
come stream can pay the interest 
and amortise the principal. It is a 
very stable unit.  In the mortgage 
market, a hedge unit could be a 
conventional 30-year fixed amor-
tising mortgage. In the past, debt 

was perceived as a bad thing, and 
paying off one’s mortgage as 
quickly as possible was part of the 
culture. If debt creation at the 
margin is a hedge unit, it is a sta-
bilizing factor. 

 

A “speculative unit” is a step far-
ther out on the risk spectrum. It is 
characterized by a borrower who 
buys an asset, and the income 
generated by the asset plus other 
income is sufficient to pay the 
interest on the note but not to pay 
the principal. Doing so produces 
the immediately favourable effect 
of lowering the monthly payment 
because the principal is not being 
amortised.  In the mortgage mar-
ket, a speculative unit could be an 
interest-only loan with a balloon 
payment at maturity that is equal 
to the amount originally bor-
rowed. The speculative type of 
debt unit is less stabilizing than a 
hedge unit because the borrower 
is betting on at least three things: 
the interest rate is not going to 
rise, the terms and conditions will 
not change and the value of the 
collateral will not decline. 

 

If the marginal unit of debt crea-
tion is speculative, then the sys-
tem is becoming less stable. But 

As one of the twentieth century’s 
notable economists, Hyman Min-
sky’s key contribution to economic 
thought was an analysis of capital-
ism’s tendency for boom and bust. 
As Paul McCulley describes in his 
paper “The Liquidity Conundrum”, 
the Minsky framework goes some 
way to help explain the current 
credit crisis.1 

 

Minsky’s central thesis is known as 
the “financial instability hypothe-
sis.” This hypothesis states that sta-
bility is inherently destabilizing be-
cause stability leads to the assump-
tion that it will last forever, which 
encourages yet more risk-taking, 
especially with debt instruments. 
Therefore, the more stability a mar-
ket has and the longer it lasts, the 
more unstable the foundation of the 
stability becomes. Stability is desta-
bilizing because it leads to more 
unstable debt structures. 

 

Minsky broke down the process of 
stability begetting instability into 
steps that are characterized by three 
types of debt structures: hedge 
units, speculative units and Ponzi 
units. In a financial cycle, a long 
period of stability leads to more 
units of debt creation and the pro-
gressive substitution for more ag-
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property market had reached the 
Ponzi stage.  

 

For borrowers, the rationale behind 
not making the first mortgage pay-
ment can also be explained by the 
call option effect: if the value of 
the property goes down, why 
would the borrower continue to 
pay for it? Once property prices 
are stretched beyond any rational 
sense, borrowers stop seeking 
loans. The Minsky journey is over, 
and the economy starts heading in 
the other direction. 

 

The forward Minsky journey lifted 
interest rates as the risk appetite of 
investors increased. A reverse 
Minsky journey will lower interest 
rates and ultimately be stabilizing 
as Ponzi units are removed, specu-
lative units are restrained, and 
hedge units dominate at the mar-
gin.  

 

The destination of a reverse Min-
sky journey is a more stable econ-
omy but the journey itself will be a 
deflationary one. In other words, 
prices will decline. 

 

Clearly the Minsky framework of-
fers a cautionary tale for property 
investors - everywhere. 

 

Sources: 

1. McCulley, Paul A., “The Li-
quidity Conundrum”, CFA 
Institute Conference Proceed-
ings Quarterly, March 2008 
(reprinted almost verbatim). 

the paradox is that the longer an 
economy is stable, the more likely 
borrowers are to engage in such 
speculative behaviour. 

 

Furthest out on the risk spectrum is 
what Minsky called the “Ponzi 
unit”, which is typified by a bor-
rower who buys an asset but the 
income generated by the asset plus 
other income is not sufficient for 
amortising the principal or even 
paying all of the interest. In the 
mortgage market, a Ponzi unit 
could be a negative amortisation 
loan - at the maturity date, the bor-
rower has a balloon payment but it 
is bigger than the original amount 
borrowed because of the unpaid in-
terest. Like the speculative unit, the 
Ponzi unit borrower is also gam-
bling on the interest rate as well as 
the terms and conditions of the loan 
not changing. In addition – and 
most importantly – the borrower is 
betting that the value of the asset 
will only go up. In other words, 
borrowers who take on a Ponzi debt 
unit are gaming that if they buy an 
overvalued asset, when the balloon 
payment comes due, another bor-
rower will pay an even higher price 
for the asset. 

 

Minsky’s three steps describe what 
unfolded in the U.S. property mar-
ket over the last seven years. By 
2006, the preponderance of debt 
creation at the margin was the 
Ponzi unit. A classic example were 
the adjustable-rate mortgages 
(ARM) in which borrowers put no 
money down, got a teaser rate for 
two years and could opt to pay less 
than the full amount of interest. Af-

ter two years, however, the interest 
rate goes up by about 5.0%. The 
majority of the dodgy borrowers for 
the years 2004 through 2006 took 
advantage of ARMs. 

 

Minsky’s hypothesis also explains 
why the property downturn oc-
curred. Property prices had been 
rising at a steady pace for a long 
period, so borrowers journeyed 
along the path from hedge units 
through speculative units and onto 
Ponzi units. As more people went 
down the Minksy path they drove 
up the value of their property. Ris-
ing property prices became a self-
fulfilling prophecy. 

 

Initially few defaults were occur-
ring because borrowers seldom de-
fault when they are making money. 
By 2006, the banks were in effect 
granting to dodgy borrowers a free 
call option (a right to buy a speci-
fied asset at a specified price during 
a specified period) on the value of 
their property. As the property mar-
ket continued to go up, the default 
rate on the mortgages was low be-
cause borrowers’ call options were 
in the money. If borrowers de-
faulted on their mortgage, they 
would give up their profits. 

 

The rating agencies assumed that 
this default experience would con-
tinue indefinitely. However, by the 
first quarter of 2007, the sub-prime 
mortgages issued earlier had a surge 
of early payment defaults. The per-
centage of borrowers in default on 
their first mortgage payment rose 
quickly, which signalled that the 
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