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FINANCIALIZATION AND THE MONETARY CIRCUIT:
A MACRO-ACCOUNTING APPROACH
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ABSTRACT. This paper aims to cross-breed the standard moneiranit accounting
model with inputs from the current Post-Keynesian litemtiliihe goals twofold: (i)
to analyze the impact of household credit-based consumpiéoinby capital-asset
inflation, on the soundness af ‘pure sign-money economy of productign(ii) to
supply a bit more sophisticated description of the workingnadern financial systems
than the one grounded on the usbahk-based vs. markebased’ distinction.
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1. Introduction

The Franco-ltalian approach to the Monetary Theory of Production (MTP
hereafter)- also known as the Theory of the Monetary Circuit (TMC) or the
Circulation Approach- is the arrival point of a varied line of research which
was pursued by some French and Italian monetary economists (such as
Barréere, 1979, 1990; Graziani, 1977, 1984, 1989, 1994, 2003; Parguez, 1975,
1996, 2001; Poulon, 1982) in the mid-1970s and which has been further
developedin the 1980s-199@s This line of research is based on the
rediscovery of some of the most far-reaching aspects of the anaflyisay|
Marx, whose view of capitalism which he regarded as a monetary economy
of production — shows a noteworthy resemblance with a number of
‘dissenting’ works of the twentieth century (see Messori, 1983). The obvious
reference is the crop of studies that is drawn from the point ahwigécmost
influential work of Knut Wicksell, Geldzins und Guterpreise [Interest and
Prices] was published (in 1898), and then merges into the Treatise on Money
(1930) of John Maynard Keynes. Thesgevidently, a strong link between the
Franco-Italian specificdeclension’ of the MTP and the Cambridge School of
Keynesian Economiés- including the direct pupils of Keynes (Richard Kahn,
Nicholas Kaldor and Joan Robinson) and Michal Kalecki®. However, it is
within the pioneer work of some French scholarmtably, Jaques Le Bourva
(1962) and Bernard Schmitt (1960, 1972, 1975, 198that we can find the
early attempt to build a general macro-monetary circuit framework@ito
be an alternative to (and in competition with) the neoclassicalltaneous
general equilibrium model.

These very theoretical roots make the TMC sladnigh degree of affinity
to, and consistency with, the current Post-Keynesian approach and other
radical schoofs There are, of course, many and deep theoretical differences

! Whose autbrs are usually called, somewhat ironically, ‘les circuitistes’.

% For an introduction to the MTP and a discussion atisyirspectives, see Lucarelli and
Passarella (2012a,b).

® This definition has been coined by Pasinetti (2005) andsredethoseecnomists who are
sometimes labelleds the ‘English’ Post-Keynesians. English Post-Keynesians were based in
Cambridge and were mainly interested in the analysisamfymtion, distribution and growth
Historians of economic thought usually distinguish themmfréhe ‘American’ Post-
Keynesians (notably, Paul Davidson, Alfred Eichner, Hyman k{inBasil Moore, Joseph
Staindl and Sidney Weintraub), who were/are mainly istecein the theory of money and
finance, and whose theoretical framework is akin tGITtHE’s one.

* We have not mentionettiose Italian economists whizveloped the ‘Classical-Marxian®
approach of Piero Sraffa and came to be appointed to thkeraxa staff of Cambridge
(notably, Luigi Pasinetti and Pierangelo Garegnani). Howeétvex,possible to show that the
TMC and the Sraffian theory of prices and distributiva mutually consistent (see Lavoie,
20086).

> Significantly, some scholars refer the TMC as the ‘posteynesian Circuit approach’
(see Halevi and Taouil, 2002) or the ‘French and Italian poskeynesian school’ (see Godley
and Lavoie, 2007). Among the works suggesting integration batteetheory of monetary
circuit and the current Post-Keynesian studies, e@odley (1999), Lavoie (2004, 2006),
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between authors such as Marx, Wicksell, Schumpeter, Keynes and Miasky, a
well as between the New Cambridge simulation modeling and, say, the
‘linguistic’ research of Bernard Schmitt. Yet, the Franco-Italian approach to
the MTP shows that those divergences can be regarded as lgastréian

the views that they have in common with each other. More precisay, t
keystone of the TMC is the association of the Keynesian concefnitidl
finance with the Marxian notion ofmoney-capitdl (see Messori, 1983). On

this basis, TMC authors depict the working of capitalism &snanetary
circuit’, viz. a circular sequence of economic acts involving the usegof si
money which is ex nihilo created by banking system. In detail, the céheal-c
which marks anartificial’ monetary economy of production, made up of only
three sectors (non-financial corporations, workers and banks), is opened by the
decision of corporations to borrowom the banking sector. This flow of
credit-money, named the initial finance, is used to pay a wagehilbrkers

in return for the labour-force required to start the process of production. Notice
that the labour-force bought thanks to the bank initial finance is thatenty

that the corporate sector (considered as a whole) cannot reproducdfby itse
Once the production cycle is concluded, wage-earners spend one portion of
their income in the commodity market and a second portion in the financial
market, on the purchase of securities issued by firfietice that, for
corporate sector considered as a whole, there is no difference between these
two sources of expenditure: in both cases, the liquidity flows backns fin

the form of final finance. However, wage-earners can also decided@aav

— the third portion- of their income by holding it in the form of bank deposits

(or even in the form of cash balances, if the government sector is inctuded i
the model). In this case, the greater the liquid balances held e eeagers,

the greater the losses of revenue suffered by the corporate sector.
Nevertheless,as wage-earners use the whole of their income both on
expenditure of consumer-goods and/or the purchase of securities, corporations
are able to repay their debt arfthe circuit is closed “without losses™’
(Graziani, 2003, p. 30)

It is starting from this sketched description of the working of a monetary
economy of production that we are able to isolate and highlight the thabretic
cornerstones of the TMC, which arét) the rejection of the so-called
‘methodological individualism(and of its associated notions of thmicro-
foundation$ and the ‘representative agenjsin favour of a model that
explicitly considers the hierarchic relationships among different economic

Zezza (2004, 2012), Keen (2009), and Pilkington (2009).

® For the moment, we assume away the other real amitfaassets held by households.

" We simplify away the repayment of interest (in monetaryns) to the banks. In the next
sections, following Zezza (2004, 2012), welvinhplicitly assumethat the ‘financial period’
(which starts when the bank loan is created on demandrpbmations, and ends when the
loan is paid back) is longer than the ‘production period’ (in which corporations recover
liquidity from sales and pay the interest to banks, whichturn, spend this liquidity to
purchase goods and/or equities from corporate sector). Thisaloll us to treat interest
payments consistently. On this out-and-out rebus (or conomdstithe circuit approach, see
also Parguez (2003), Lavoie (2004), Rochon (2005), BellofindePassarella (2009).
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sector§; (i) the adoption of a sequential model, characterized by the non-
ergodicity — which, of course, is in stark contrast to any neoclassical notion of
a simultaneous general equilibmui (iii) the endogenous determination of the
supply of money which is considered a pure sign, i.e. a mere book-keeping
liability in the balance-sheet of the issuing bnkiv) the rejection of the
‘marginalist theory of distribution in favour of the so-callédalecki-Keynes
formulationrt, which is not only close to the Post-Keynesian theory developed
by Kaldor and Joan Robinson but also consistent with Sraffa’s approach; (v)
the idea that credit-money and finance really matter (both inhibre-sand in
the long-run) and that this makes capitalist economies intrinsigca#itable.
Finally, notice that the proponents of the TMC share also a number of
epistemological presumptions with the other MTP authors. Besidesngfusi
the old neoclassical individualist reductionism, they also oppose the
‘instrumentalist epistemology embraced by the majority of current
mainstream economists By contrast, most MTP authors regard the aim of
the economic theory as to explain what happens in ‘teal world.
Consequently, a good economic theory has to start fstytized facts (i.e. a
specific class of basic abstract hypotheses which are derived frem th
observation of the empirical or ‘concreté — capitalist reality) and hence to
recognize the existence of both institutions and different social slassa
world marked by radical uncertainty. Notice that MTP authors do nog de
that a theory could arise from a process of abstraction. What is clartiet
abstraction to be in Marx’s words — ‘historically determined

The ‘standard version of the monetary circuit framework is doubtlass
fine description of the effective working of Western capitalist economies
during the period 1950s-mid 1970s. However, since the end of the 1970s,
especially in the US and in the UK, stock markets and financial kassine
sector have progressively taken on a role which seems to be much more
relevant than thépassive’ function assigned by the TCM. Even the banking
sector has seemed to shift its core towards consumer-credit anthtiaging
of financial activities, thereby changing its nature into fee-edlausiness. To
the extent thathose changes have become permanent features of modern
financially-sophisticated economiesgijrcuitist analysis needs to be updated.
This is the starting point of the remainder of the paper, which enaed as

8 Notice that not all the authors who refer to the MTig® to give micro-foundations to
their macroeconomic models. Minsky’s ‘financial instability hypothesis’, on the one hand, and
current ‘(heterogencous) agent-based modeling’, on the other hand, are both examples of
micro-founded MTP approaches. Rather, what MTP authessyalrefuse is to bring back the
role of each economic agent to the behavior of a pérfeational and forecasting consumer.
According to MTP authors, the essence of capitalsrtsi domination by capitalists (firms
and banks) rather than households (see Toporowski, 2008).

® The point is that, for non-ergodiariables, ‘sample moments (averages, variances, etc.)
do not converge on their true values over time. The imdio is that future realizations of
random variable$...] cannot be predicted based on prior empirical observations’ (Hanngsen,
2006, p. 208).

19°0n this aspect, we refer the reader to the recent iGawyer (2013).

1 According to wiom a hypothesis is a ‘good assumption whether it provides valid and
meaningful predictions concerning the class of phenomdriah it is intended to explain,
whereas the (lack of) ‘realism’ of the assumption is totally irrelevant.
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follows. Section 2 deals with the remarkable change in the luatatructure

of the circuit of monetary payments in high-income economies. Se@ions
presents the basic assumptions behind the accounting framework developed in
the subsequent sections. Sections 4%&adalyze the impact dtapital-asset
inflation’ on the financial-economic soundness of the corporate sector and
hence of the whole economy. In sectionvé provide a more sophisticated
description of the working of modern financial systems than the one grounded
on the usual‘bank-based vs. marked-based systemi€hotomy. Some
concluding remarks are provided in section 7.

2. TheMonetary Circuit in ‘Money-Manager Capitalism’

We know that a distinctive feature of a growth-oriented productive system
such as the one analyzed by Keynes and, in the wake of him, further dnalyze
by TMC authors during the 1970ss the major role of banks in the financing
of production (and investment), where security market plays a passiva role i
channelling household saving towards manufacturing corporations. However,
as Seccarecci@012)has argued, since the end of the 1970s financial markets
have begun to take on a central role first in Anglo-Saxon countriehandint
other Western economie$a fact, ‘growing profits and retained earnings
associated with a relatively weak business investment have slowly transformed
(or rentierized) the nonfinancial business sector itself into a neletethat
seeks profitable outlets that provide high financial returns for its internal
funds (Seccareccia, 2012, p. 282). At the same time, households’ saving has
fallen drastically: since the 1990s, the household sector in the padsof
Anglo-Saxon countries has increasingly become a net borrower, rathex than
net lender (that has been long considerdtbuseholds’ ‘traditional’ role). On
the moneyupply side, banks have become ‘financial conglomerates’ that
seek to maximize their fees and commissions by issuing and mgrasgets
in off-balance-sheet affiliate vehicles. This has produced a chamgpaced
to the standard monetary circuit framework, where the banking system is
assumed to finance the activity of the corporate sector (current padact,
at a lower level of abstraction, investment plans). In fact, duhiaegso called
‘Money Manager Capitalisinthe traditional link between non-financial firms
and banks‘has been largely severdd.], and it is the dynamics of the
bank/financial markets axig..] that has taken center stagéeccareccia,
2012, p. 284

In HG. 1 the simplest version of the monetary circuit is represented by the
sequence (1)-J5For the sake of simplicity, we are assuming that households
use their incomes (i.e. both labour-incomes and capital-incomes) for buying
commodities and/or securities (say, shares) issued by corporate setttor, w
any increase in their holdings of bank deposits being excluded. In sitbhim, w
a monetary economy of production, the usual (i.e. logical) sequence is: (1)
commercial banks lend to the non-financial corporati@mabling them to
start the process of production, as well as to finance each individual
investment plan (but notice that, at the macroeconomic leveputuhase of
intermediate goods is amxchange °‘internal’ to the firm sector); (2)
corporations use the initial finance to pay a money wage-bill to howseimol



return for the labour-power that those corporations need; \3ade the
production process is over, households spend a percentage of their income in
the commodity market and hold the rest in the form of financial adsgts (
hypothesis, equities issued by corporatiprig)a,b) the liquidity (notably
credit-money) thatis spent in both the equity market and the comnyodit
market comes back to the corporate sector as a whole; (5) insofar as non-
financial firms get back their monetary advances, they are ableay (&he
‘principar of) their bank deBt.

Yet, as has been mentioned, during the last decades the process of
financialization of Western economies has involved a remarkable change i
the historical structure of the monetary circuit. The strategidipof banks
and financial markstin this ‘new capitalism made in US (and UK) is
depicted in 5. 2. On the one hand, the creation of credit-money has been
increasingly sustained by household deht fiereafter) rather than by the
demand for finance of the corporate sector (see arrow 1). On the other hand,
household debt has fuelled the transactions on the financial markets (both on
the corporate stock market and on the other financial asset Mmadr&etsise of
the demand arising from the growing saving (i.e. money profits) of the
corporate sector (see arrow (3) isF2)'2 In short, the sequence which marks
the ‘new monetary circuit is virtually opened by the decision of banks to grant
credit to households on the basis of their wealth (i.e. the stocksefsas
hoarded by households) (arrow (1)). Households spend both this flow of
credit-money and (a share of) their labour (and financial) income in the
commodity market (arrow (2)Jo the extent that corporations are abléutad
their desired productive investment plans, they can assign a pgeaftie
retained earnings to both the equity market and the market of othacifh
assets (i.e. generisecuritie$ issued by banking sector, within the simplified
model we are developing in the next sections). In the former corporations c
repurchase a part of their own sharesither from other firms or from
households and banks (arrows (4.b)-(4%c)n the latter, banks and financial
intermediaries place financial assets (for instance, derivato@ucts such as
the notorious‘collateralized debt obligatiohfCDO)) which are indirectly
‘monetized’ by non-financial corporate saving (arrows (3)-(4.a)). This happens
becausein the presence of rising prices and returns in the financial markets,
‘it may become profitable for overcapitalised firms to allocate excess capital to
financial assets in preferenceectgzaging in real investment’ (Toporowski and
Michell, 2012, p. 20). The final outcome is that, eventually, corpomtion

12 Notice that if households do not hoard deposits, then eeesuths paid by corporations
as dividends on shares flow back to the same corpoeaters For a complete analytical
description of the standard monetary circuit phasesefee the reader to Graziani, 2003.

13 Notice that loans funding household credit-based expeaditun into an equivalent
amount of bank deposits received by the corporate sectowhsle. That amount of deposits
(in excess of the funds needed to undertake the productidheiml/estment) feeds corporate
‘over-capitalization’, allowing firms to invest in financial assets. On this pointe s
Toporowski, 2008; Toporowski and Michell, 2012.

4 The reasons why the single corporation buys backwits-shares are: (i) to sustain the
price of shares; (ii) to settle the level of internguldity; (iii) to distribute income to its
owners in the form of capital gains.



assume the role of net lenders, whereas households become net borrowers.

3. Basic Assumptions and the Accounting Framewor k

In the remaining sections, the effect of the process of financializatiadhe
soundness of the corporate sector, and hence of the circuit of money payments
of the whole economy, will be analysed withansocial accounting formal
model where three macro-sectors are explicitly included.

0] Households(or wageearners). This sector comprises individuals
who sell their labour-power to firms in return for a money-wage.
They spend their income in order to acquire the desired quantity of
consumer goods and financial assets (i.e. bank deposits and
equities). They can also borrow in order to feed their extra-
consumption. However, by definition, households cannot obtain
bank (initial) finance in order to start the process of production.

(i) Non-financial corporations (dirms). For the sake of simplicity,
this sector is assumed to include firms which produce a single
homogeneous output by means of labour and use the same output-
good as an input. In order to start the process of production, firms
need to borrow from banks and to use that finance to purchase
labour-powerfrom households. Once the production is concluded,
corporations enter financial markets in order to place their-own
shares and to subscribe a number of financial assets (i.e. both their-
own equities and other securities issued by financial sector).

(i)  Integrated financial sectdfor financial-banking sector)it’s the
macro-sector that incles central bank, commercial banks and
other non-bank financial intermediaries. Notice that, withipuae
credit economy, central bank is just supposed to steer the target
rate of interest on refinancing, and to lend to commercial Banks
Commercial banks, in turn, lend to non-financial corporations,
households and non-bank financial operators. Finally, financial
operators issue financial assets. More precisely, they issue equities
which are bought by households, and other securities which are
subscribed by corporate sector. Finally, both banks and financial
operators (may) hold a percentage of non-financial corporate
capital stock.

From points (i) to (iii)it follows that, in order to account for the features of the
new capitalism, we are tempaigrnegleting the usual distinctions between
commercial banks and investment banks, and between banks and other
financial intermediaries. Furthermore, we are assuming that households
demand (and obtain) bank loans in order to finance consumption beyond the
limit of their disposable incon® Notice that, since those loans are supposed

15 On a heterodox interpretation of the effective raliofved by the central banker in the
steering of the target rate of interest, we refer¢haeer to Brancaccio and Fontana (2013
16 On this point, see also Palley (1994) that emphasize®kn®f consumer debt within a
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to be an increasing function of household net wealth, consumption ircrease
(decreases) as the price level in the financial market incrédeeseases)
Thus, in the presence of flat corporate investment at leastpnomous
consumption induced by asset inflation must be regarded as the real @ngine
the considered artificial pure credit economy. Notice that botlydliernment
sector and foreign markets are to be ignored at this stage of the analysis.

In the wake of the current stock-flow consistent modelling (SFCM
hereafter), previous hypotheses have been summarized within assetmfl
accounting sheets, viz. table 1, 2 anfl Bhese social matrixes constitutes the
‘skeleton’ of the circuit framework we are going to discuss in sections 4 and 5
The starting point of SFCM authors is that, at the macroeconomic éerly
financial asset always needs a counterpart liability, and wéecsa.In this
regard, tables 1, 2 and 3 assure the respect of the condition of aggredate stoc
flow coherence. In detail,ABLE 1 is the nominal balance-sheet matrix of our
artificial pure sign-money closed economy of productionpBlE 2 is the
corresponding transaction-flow matrix; andeLE 3 shows uses and sources
of funds within the economy that is to say, it shows the monetary budget
constraint faced by households, corporations and financial sector, respectively.
More precisely, ach column of TaBLE 1 shows current stocks of assets and
liabilities of every sector; ach row of TaBLE 2 shows the flow of
expenditures, income and transfers from one sector to anditredly, each
column of TaBLE 3 shows how &ch sectoral balance shert affected by
current flows. This point is worth of some additional comments. The fourth
column of TABLE 3 shows the identity between the productive investment
undertaken by corporations aitd sources of financing (bank loans, equities
and retained profits, net of the purchase of financial assets). As for the
causality, we are assuming that bank loans dafined in ‘residual’ and
‘revolving’ terms, namely, as the extern&linds that corporations need in
order to cover non-self-financed productive investment (in addition to current
production). The second column ofBLE 3 shows household flows of funds.
Notice that, to the extent that bank loans are used to finance extra-
consumption, this entails an additional and (potentially) lasting indebtifes
household sector. The point is that consumption, unlikestment (be it
‘financial’ or ‘productivé, as in the case of corporations), does not entail any
additional future return. Finally, the sixth column ofele 3 shows the flow
of funds of the integrated financial sector. This latter manages aenuoh
different financial assets and its net income is given byalpebraic sum of
the corresponding financial revenues (as is shown in the fifth column of

Minskian context.

" Notice, in this regard, that (withthe current heterodox literature) the label ‘stock-flow
consisternit is typically associated with a specific set of macroeconomic Post-Keynesian
models mainly developed by Wynne Godley and the scholatiseofevy Institute of New
York (see Godley and Lavoie, 2007; see also Dos Santos, 20@6kystem of difference
equations and accounting identitifsthe SFCM is explicitly derived from a complete set of
sectoral balance-sheets. However, this preliminary procedlosvifegy SFCM authors to
avoid any accountingpblack holé) could be extended to every formal macroeconomic model,
whatever its theoretical leaning.



TaBLE 2)',

4. The Effect of ‘Capital-Asset Inflation” on Profits

The somewhat paradoxical accounting structure oftle& monetary circuit
depicted in K. 2 can be derived byABLE 1, 2 and 3lIn this regard, it is
assumed that corporations express two different kinds of demand for bank
loans: (i) the stricto sensunitial finance’ which the corporate sector as a
whole needs to fund current productior, land which covers the wage-bill
paid to workers (W, the cost of production); (ii) a further demand for credit,
allowing each single firm to fund &l part of productive investment which
cannot be financed by internal sourceﬁ%g.LThe amount of the initial loan
demanded (and obtained) by the corporate sector is therefore:

L; =Lg, +Lg =W +pAK 1)

where/ is the (residual) share of investment funded by loans (i.e. a measure of
the leverage ratio of the investment), p is the unit value ohtimogenous
output (i.e. the price level), and AK is the current change in the existing stock

of capital (i.e. théproductive’ investment in real terms).

At the end of the process of production, households can purchase consumer
goods and/or save a share of their income, thereby increasing their stock of
financial assets. If we assume that households can also borrow credit-money in
order to fund their extra consumption (i.e. in order to achievedésired
level of consumption), then théirugmented’ budget constraint is:

where F, is the flow of dividends from corporations to householdsisRhe
flow of dividends from financial sector to householdgjs the rate of return
on bank deposits, Ms the stock of deposits held by households, ALy, is the
flow of new loans to households, is the rate of interest on loans, ik the
stock of bank loans to householdsjsGhe flow of consumption, and AV}, is

18 Notice that within the proposed framework: (i) every interage (and rate of return) is
set at a level that remains fixed during a given accountimgde(ii) the corresponding
interest-payments (and returns) are due in the subsequéd.déor a Minskian-Kaleckian
simulation model derived from this accounting framework, &ferrthe reader to Passarella
(2012b).

19 According to Graziani, firms ‘need finance in order to set up and carry on any kind of
production’. Hence, a bank loan ‘must cover the cost of total production and is not confined to
financing specifically the production of capital goods’ (Graziani, 2003, p. 69). However,
Graziani himself admits that, insofar as we abandon theeptina of the corporate sector as
one thais fully integrated and we consider a multiplicity of units, ‘in order to buy finished
[capital] goods, firms need finance as much they needdaméor paying the wage bill in the
labour market’ (Graziani, 2003, p. 99). This is the reason why we consider both flows of
finance. Notice that 4, is borrowed at the beginning of the period, whereas one shesitne
that Ly is demanded only when the productiscompleted. We will neglect this complication
hereafter, by assuming that the whole finance is olitaibéhe beginning of the period.
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the change in the stock of household wealth.

For the sake of simplicity, let us assume that: (i) bank loans to households
can be expressed as a proportjgmf the value of household stocks of assets
(including capital gains, see the seventh row &L E 3); (ii) the interest rate
on bank deposits is negligihl@ii) the integrated financial sector éenot face
any cost of production, and uses entirely any levetsofetained earnings to
subscribe equities issued by corporatf@n§v) banks and financial operators
do not issue new shares; (v) hence, households divide their savings between
corporate equities and deposits only. Given these premises, we have:

ALy, = P(Vh(—l) +ApgE ﬂ1(—1)) (3)
PerAEg, =6, ( iLcylben+Fr—ibenPe 1)) ()
AEq =AE; (1-0) (6)
from which we obtain:
PerAEN = R ABL + RiA K (7)

= (AV, =AM )+ 0 i y yAl (1) +F =i o aP (1))

whereb, is the percentage of financial se¢toretained earningdEs is the
guantity of newly issued corporate shares, net of any stock buyback >ahd
is the corporate ratio of stock buyback to current issues. Variables p ared i
worth of a more thorough comment: D is the overall value of secusBasd
by banks (through other financial intermediaries) using loans to households as
collateral; p is the corresponding rate of retutn a sense, we are assuming
that banks can turn part of their ‘uses of funds’ (i.e. loans to households) into
an equivalent amount of ‘sources of funds’ (i.e. new marketable securities)
Since the above simplified description roughly corresponds to the actual
scheme adopted by banks and financial operators to issue derivative financia
products, we will refer to those securities as ‘therivatives$ (D). As for the
meaning of the remaining symbols, we refer the reader to the ylastne
end of the paper.

Equation (7) shows that the demand for corporate equities arises from
household saving (although it is likely that it happens in decressint as
the process of financialization takes off) d@noim net receipts of banks and
financial operators. Notice that corporations decide to use their retained

20 As has beenrgued, if we model a single monetary circuit, ‘the rationale for banks asking
for interest payments is either to pay for their “cost of production” [...] or to distribute profits
to bank owners, or to cumulate wealth, and since we carouilthat banks cumulate wealth
in the form of their own deposits, we can safely assinaeany level of undistributed profits
obtained by the banking sector is used entirely to purchase equities’ (Zezza, 2012, p. 6; see
also Zezza, 2004).
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earnings in order to repurchase (from households and the financial-banking
sector) part of the issued capital stock, then the current nagehhatis
described by the left-hand term of equatiopr{fy be negative- this will be

so ife > 1. In this case, households and financial sector can spend the resulting
additional flow of credit-money only for consumption. Consequently, even in
the presence of share-purchase, there is only one circumstance which can
producea net loss of liquidityfor corporate sector as a whole: the decision of
the other sectors to save a percentage of their income in theofocash
balances (i.e. bank deposits, in this simplified model). Finally, ifdiwele
equation(7) by AEgw, and therwe use(6) in (7), we obtain:

(AVH =AM )+ 0, (i ol (1) +F =i paP 1)

AE, (1-0) (7)

Per =

which is a positive function of both the retained earnings of financtabrse
and the buy-back of corporate shares.

From the second column oABLE 2 we can derive also the macroeconomic
equation of corporate profits, which roughly corresponds to the well-known
Kaleckian aggregate identitetween capitalists’ incomes and capitalists’
expenditures (see Kalecki, 1971):

Pf = m K+ C_ W_ i_(—l) Lf (_1) + b (—l)D(—l) (8)

It deserves to be noted that the rate of return on derivatives is directly linked to
the rate of interest on household debt. The reason is that theatateg
financial sector issue bonds subscribed by corporations which are looking for
higher returns on their internal capital. This process allows the basystem

to ‘monetize’ a percentage (call i) of its credit with households without
waiting until the maturity-date. However, in order to do so, the financial-
banking sector need® pay an interest on the issued bonds, whose rate of
return must be higher than the rate on deposits and lower than (or equal to) th
rate on loans to households i, <i, ).

Besides, from (2) an{¥’) we obtain the following identities:
C=W+Fp+ R +AL —i gLy y—AV, 9)

Per AEn =8, (i 3L 1+ Fp —ip(yP 1)+ (A, —AM,) (10)

Let us consider two different cases. Case 1. We assume that:fdipthestive
investment is entirely financed by the issuing of new equities (sqpNtat
pesAEw); (i) both corporatios and financial-banking sector do not distribute
dividends (so thatf=Fgp =F, =0 andf; = 6, = 1)21; (iii) the rate of return on
derivatives is negligible §i= 0). Using (9) and (10) into (8), we get:

21 Notice that, in this case, the only reason for purchasingties is the wish to realize
capital gains.
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P, =Al, —AM,, (11)

and hence:
AL, >AM, =P, >0 (12)

Receipts from sales (made by corporate sector as a whole) are emqagh t
back what the corporations have borrowed (i.e. principal plus interestpand t
provide a positive net money profit, if the amount of loans to households is
larger than the amount of deposits that households (decide to) Tiad
conclusion is that non-financial corporations (considered as a wholly
integrated sector) realize money profits if households become net deldtors wi
the banking sector (and, hence, firms result to be net creditors).

Case 2. Let us suppose that: (i) the productive investment of corporations
could be debt-financed; (i) the rate of return on derivatives is pasitive
allowing corporation to realize financial gains. If we keep on assuming that
neither the corporate sector nor the financial sector distribute dividéshs
the amount of money profits of the corporate sector as a whole becomes:

P =(AL, + Ly +ip D¢ 1))~ AM,, (13)

Remembering equatio(8), we obtain:

P =P(1+aiL(—1))(\41(—1)+ApEf Ern(—l))+/1f PAK-AM, (13)

from which:

p(1+ai  y)) Vo + WeEncy)+ 4 PAK>AM, =P >0 (14

wherea is the percentage of loans to household sector which have been turned
into derivatives (i.e. which have be&scuritized’)?”. Once again, we see that

the higher the level of productive investment, the higher will be thenaeey

profit realized by the corporate sectoras stated b¥Kalecki’s law. Notice
however, that the profitability of the corporate sector is now positively
affected also by both the level of the receipts from fneestment in
financial assets (i.e. the return on derivatives, in this simplifiedat) and the
household wealth, including capital gains realized by households on the equity
market. More precisely, the inflation in the price of equities has twibiyeos
effects first, it increases the amount of consumer credit, therefore sustaining
corporate profits from sales; second, (part of) the interest accruing tolthe de
of households is a financial gain for the corporate sector. Notice f@s$0 t
since inflation of capital assets allows each individual firm tolace its
borrowing by the equity financing, thécapital-asset inflationcould reduce

the monetary cost of such financing. Nonetheless, if we admit that banks and

22 50 that we havepD = ai ALy,
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financial operators spend all of their receipts, then interestgatgnon loans

are neven ‘real’ cost for the corporate sector, because they are doomed to
flow back to it in the form of higher consumption and/or higher equity-
financing. This is the reason why interests accruing on bank loans to corporate
sector do not appear in the equatfd®)*,

5. Financialization, Prices and the Distribution of Income

As the most part ofdissenting’ scholars; circuitistes’ reject the‘marginalist
theory of prices, distribution and employment. By contrast, their position is
akin to the Post-Keynesian theory developed by Nicholas Kaldor, Joan
Robinson and Michat Kalecki. Following Graziani (2003), the first step is to
determine the equilibrium price level which resdiitem the equality between
the aggregate demand and the aggregate supply of goods. Thisslatem

real terms by autonomous decissdaken by corporate sector about the level
and the composition of the current productfon algebraic terms, the total
monetary value of the aggregate supply is:

AS= prN (15)

where p is the (unknown) price of a unit of outputs the average output per
worker (i.e. a measure of the labour productivity) and N is the employment
level.

From the first column of ABLE 2 we can derive the aggregate demand for
consumption of households within our artificial economy. Adding the demand
for investment of non-financial corporations, we get:

AD =C +1 (16)
= (W+Fp + By + i yMacn =i abn AL —Sh) + PAK

% Herein lays a possible difference with respect to ttaditional TMC. For Graziani
(2003), while interests paid on securities are never a rsalteaorporations (apart from a
possible ‘income effect’), interests paid on bank loans represent a real subtraction from
corporate profits. However, the adoption of a fully cenémacroeconomic approach allows
us to show that: (i) the corporate sector as a wholetbaaretically, always realize its-own
autonomous investment plans and hence the deriving net profigs, tiie scale of intended
production; (i) the financial-banking sector can always sssfully compete with households
in the ‘commodity’ market by settling the rates of return on deposits and loans. Thus, bank
interest payments are a subtraction from householdnezame, rather than from the corporate
one. Nevertheless, for the sake of simplicity, in the aéthe paper we will keep on assuming
that banks use the entirety of they retained earnings thgse@quities.

24 Observe that if one considers n firms (or sectors) producitifferent goods (with &

2), then the hypothesis that the supply is given in eyahs becomes inconsistent with the
hypothesis of the tendential uniformity of the profit rfe=e Lunghini and Bianchi, 2004; see
also Brancaccio, 2008). However, the adoption of a totallyeagged approach, dealing with
a single homogeneous good, a single price and a singlefrptefit, allows us to disregard
this problem (to a first approximation, at least).
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Notice, however, that: (i) the monetary wage-bill is the producthef
(average) wage paid to each worker, w, and the level of employment) N; (i
both household flow of financial incomes and household saving can be
regarded as a percentage of the wage-bill; (iii) the productivetmegasof
corporations is anything but a share, k, of the produced Gutpience, the
equation (16) can be re-written as:

AD =wN (1+ f, +l,—s},) + pkzN (16)

where § is the percentage of net financial incomes and the percentage of
bank loans granted to households, both percentages being related to the wage-
bill. As usual, gis the (both average and marginal) propensity of households
to save.

As we have mentioned before, the equilibrium price-level is detethbge
the6 equality between aggregate demand and aggregate supply, wash gi
uLs:

_w I+ +l sy, 17)
/4 1-k

The price of output depends on the unit cost of labour (the left-hand ratio) and
on the profit margin of the corporate sector (embedded in the right-hand
ratiof’. This latter, in turn, depends on: the average propensity of non-
financial corporatios to invest, k the average propensity of households to
save, & and, finally, the value of,fard I, (i.e. the percentages of financial
incomes and consumer-credit, respectively). Notice that if, by chadhee
propensity to invest of corporations equals theerall propensity to save of
households (k =rs- f, — I1)), then the equilibrium unit price equals the unit cost

of production. This implies that théentrepreneurial’ profit is absent.
Nonetheless, this must be considered just an accidental event. no
‘spontaneouseconomic force is able to assure a zero-level for corporate
profits within a circuit model.

On the other hand, gross profits in real terms are equal to money gross
profits (Pst = pAK + C— W + ip1)D1)) divided by the price level. If, for the
sake of simplicity, we assume that rate of return on derivaisvesgligible,
then we obtain:

5 In fact, ‘firms offer for sale the whole of the finished product. At the same time they
enter the market as buyers having decided to buy thotioina[K] of aggregate product’
(Graziani, 2003, p. 101).

% |t is easy to demonstrate that this method leads tdtseshich are equivalent to the
usual cost-plus pricing. Notice also that, unlike Graziani, we prefessiome that the level of
employment is determined by the amount of initial finanagdiaed by non-financial firms
and banks (viz. that the supply of credit-money is nafeptdy horizontal), given the
(average) nominal wage per worker that hamnimegotiated by firms and workers éN_;,/wj).
Obviously, one might also assume that the amount oflifiti@ance is linked, in turn, to the
expected aggregate demand.

" The profit rate of corporate sector, gross of moyetaerests due to banks, is therefore:
r=@+f,+l,-s,)/ @-k)-1= (f,+,-s,+k)/(@k).
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As we would expect, on the basis of Kaléghkesson, if consumption equals
the wage-bill (C= W= f, + I, — 5, = 0), then real profit before the deduction
of interest payments equal to real investment {fp = kzN = AK), and hence
non-financial corporations earn exactly what they have spent on productive
investment (B = pkaN = pAK).

From the(13) we can derive also net profits in real ter®& = Py/p,
which amount to:

RPf _ p(l+a||_(,1))(vh(—1)+ApEfEﬂ1(—1))_AMh (1_ k)ﬂ'+ﬁuf kzN (19)
w(1+ f,+1,—sp,)

Equation (19) is represented irGF3. Net profits of corporate sector depend
on several factors, among which are the net worth of households (including
capital gains on corporate shares) and the coefficierdeaiuritization (that

is, @). Notice, however, that the same possibility of realizing firrgains
through the purchase of derivatives is likely to negatively affecpropensity

of corporations (as a whole) to undertake productive investment. More
precisely, we could suppose that the greater the prospect of reéili@ngial
returns (on derivatives), the lower is the benefit coming from undertaking a
productive investment and hence from the production of goods. To the extent
that this happens, the final effect on the net profit of the corporate $&ctor
ambiguous, since the percentagéwhich can be regarded as a proxy of the
degree of financializatignincreases, but the scale of production (N, in this
simplified model) decreases, because of the smaller amount of productive
investment.

As mentioned, the distribution of output between corporations and
households is autonomously set by the decisions of the former with regard to
the scale of production (N) and the composition (k) of output (given the labour
productivity, 7). This means that the purchasing power of households can be
regarded as the residual term (or the dependent variable) to bridgaghe
between the total output and the real profit realized by the corp@eiia: s
Finally, notice that, once the process of inflation of capital-assaits, this is
likely to cause a change in the profile ofstumers of banks and, hence, a
qguickening in the change of the whole financial system. Indeed, (conaterci
banks are driven to shift towards consumer-credit and/or other financial
activities, insofar as the corporate sector is able to borrow funds andipe real
profits in the financial markets. The same increase in the autonomous
consumption of households is another factor which allows corporations to
increase their internal funds (in the form of retained profits) and to reduce their
non-speculative demand for bank loans. The result is that banks as a whole
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face a trade-off: they can expand their business towards households and
financial activities only if they accept the risk of reducing their ial¢he
financing of investment plans and current production of the corporate®&ector
But to the extent that they do that, they lose their function of baikspf
capitalist institutions whose liabilities are employed by firtosstart the
process of production, and turn into financial intermediaries operatimg s
clearing houses.

6. Beyond the Market-Based vs. Bank-Based Dichotomy

A logical corollary of the above considerations is the bringing intstepre of

the relevance of the traditional ‘market-based vs. bank-based financial
systems’ dichotomy, dominant in the economic thought of the last ceftury
According to tlat approach, financial-based systems are those under which
corporations raise the most part of funds they need by issuing newisscurit
(especially shares), whereas bank-based systems are those under which
corporations mainly borrow from banks. It follows that, in the former, the
main source of financial instability is asset price bubbles, wherepathei
latter, the main source of financial instability is excess of lendihgye in
general, pros and cons related to each system have been the subjeighof a
number of both theoretical debates and empirical analyses. Yensdlave

their participants pointed out thaiet‘bank based/market based’ dichotomy is
implicitly linked to a specific (and very controversial) view of theture of
money, namely, that of theo-called ‘theory of loanable funds(TLF
hereafter). According to the TLF, the role of financial systems isldo aiet
suppliers of fundsor ‘savers’ (typically households), to meet net demanders
of funds or ‘investors’ (typically corporations). Apart from the sources of
instability, the only difference between market-based and bank-basehsyste
is that the former realize the matching of supply and demand through the
trading of securities, whereas in the latter saving takes the form of bank
deposits and investment takes the form of demand for leavith deposits
being the basis/condition of loans. In both cases, the causality goeshizom
supply of money to the demand of money, and from aggregate saving to
aggregate investment. Eventually, financial markets and banking géayor

the same role, that is, to merely make the matching of supply and demand
loanable funds easier. The result is that the two institutions appeae
interchangeabtandeed they are perfect substitutes. The adoption of the TLF
is, therefore, the hidden premise of the whole age-old discussion on the shift of
advanced economies from the bank-based ideal-type to the market-based one
and of the linked debate on there or less ‘desiderability’ of that historical

trend.

28| this sense, an expansive monetary policy pursued etitgal bank, via the reduction
of the target interest rate, may have a ‘crowding out’ effect on the traditional banking activity
— if this is not offset by a harsh regulation of finahbiasiness, at least.

29 Among recent woks trying to investigate the standard dichpgtas well as further
typologies of financial systems, see Levine (2002).
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By contrast, one of the basic features of the TMC is the conceptidre of t
capitalistic economies as hierarchical structures in which ssdro-sector
(households, corporations, banking system) and each market (consumer
market, financial market) carry out a specific, and hence non-reytibece
function. From the TMC’s viewpoint, the market-based vs. bank-based
typology is, thus, grounded on a two-fold theoretical misunderstanding. First,
the banking sector is not, and has never bgencloak-room atendant’ of
Cannan (1921) and the neoclassical economics, but a capitalistiatimstit
whose function is texnihilo create sign-money (i.e. credit), without any need
for previously stored savings (saeow (1) in FG. 1). Second, the logical
macroeconomic function of financial markets ts allow corporations to
recover the liquidity they inflated in the circuit at the beginrohthe period
and not to fund corporate working. In theriginal’ circuit at least,
corporations cannot but borrow from banks in order to finance current
production, i.e. the purchase of labour-force. During subsequent circuits, each
single firm will need also to (partially) fund its own investmeranpli.e. the
purchase of a portion of output of previous period éseew (4) in kG. 1).
Notice that it is this second source of (bank) financing that altmwsorate
sector as a whole to ‘monetize’ real profits. In any case, the point is that the
corporate sector cannot turn to financial market until household sawing i
formed (financial markets are not banks!), viz. until the same corpseater
has started the process of production (by requiring an initial finance to banks)
and distributed incomes to the participamghat process. Household saving
(be it eithervoluntary or ‘forced’), in turn, will always match corporate
investment, but onhexpost, through the price level setting (see Graziani,
2003).This is the reason why TMC authors call the bank financing ‘the initial
finance’, whereas the liquidity coming from the placing of newly-issued
securities in the financial markeitsusually denominated ‘the final finance’.

The former is the necessary condition to start the process of production and
the circuit of payments among sectors; the latter determinaetetree of final
indebtness (towards either banks or households) of corporations. Still, the
former directly settles the scale of current production and hence #is dv
employment and income (if one assumes that the supply of credit-money is not
infinitely elastic, at least); the latter affects the scafethe (subsequent
circuits just indirectly (in the presence of credit-rationing linked to the
corporate leverage ratio).

Yet, as has been argued in section 2, in the last three decagesciss of
financialization has involved a remarkable change in the working of a number
of financially-sophisticated economies, especially of the US. Hesmage
guestions arisedoes the TMC still provide a fine representation of the
effective working oftoday’s advanced economies? How is it possible to re-
read the process of financialization in the light of the circpgreact? The
basic thesis of this paper is that the TMC should not be considarextea
‘empirical’ description of theold’ Fordis manufacturing system (interpreted
as a sort ofGolden Age’ of capitalism), as opposed to the new finagial
sophisticated capitalism. Rather, the TMC must be regarded agetieeal
social accounting of a monetary economy of production, be it either
‘traditional or ‘financializated. In particular, the basic circuit framework is a
logical meta-model such as the Tableau économique of Frangois Qaeshay
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the Marxian reproduction schemes. lIts function is to define the conddfons
macro-monetary reproducibility of the system (i.e. the solvency requirements
for the corporate sector and hence for the economy as a whole), regafdless
any individual behavioural function. In other words, the TMC defines the
necessary monetary relationships between sectors (corresponding to well-
defined social classes) and markets. In this sense, the recewtiseis of the
US economy (in 2001 and 2008)viesbrought out an subterranean increasing
conflict between the proper (that is, the logical) function of financiaketa
(depicted in K. 1) and the historical evolution they have had in the US
(leading to the new scheme ofsF2)*°. From this viewpoint, the question is
not why did a double deep crisis explode during the 2000s in the US, but why
did not it burst before. In our opinion, the reason lies in that the somewhat
‘paradoxical’ monetary circuit depicted in Fig. 2 was temporary (although not
indefinitely) sustainable. In fact, it represented, for two decadesast, le
powerful counter-tendency to the stagnation tendencies affecting $he U
economy since the mid 1970s.

Notice that such a counter-tendency was anything but spontaneous: rather,
it was politically managed and fed by the US authorities, espeeaitiéir the
mid of 1980s (see Bellofiore, 20LIThe main instrument of intervention was
the monetary policy; the main source of aggregate demand was household
autonomous consumption fed by asset inflation (via bank credit); finally, the
condition of sustainability of the whole system was given by thee@asing
market value of assets employed as collaterals. Notice thatrsnmed, a
increase in the percentage of household autonomous consumption, insofar as it
increases the net profit of corporate sector, allisslatter to reducds need
for external funds. Analogously, increasing equity-prices allow corporations to
replace bank borrowing with ‘cheaper’ long-term funds (and henceo reduce
their leverage ratio on productive investm&ntZonsequently, in the presence
of inflation of equites banks could be drivetio shift further towards
consumer-credit and/or change their nature into fee-related financial
businesses. This happens because they no longer have the non-financial
corporate sector as their main category of customer. In the US tlseno@d-
1980s,this phenomenon had become a self-feeding process: the change in the
banking model concurred to produce the inflation in the prices of (financial
and then real-estate) assets which, in turn, concurred to modify tloeneunst
profile of banks. The very capacity to self-feeding could be considered,
together with the stimuli of the Federal Reserve, the main fadtaviat) the
paradoxical circuit depicted in Fig. 2 to last for a considerable periochef ti

30 A thorough discussion about the peculiar antitrust legisiagiod the other historical
reasons for the US ‘anomaly’ is out the aim of this contribution.

31 One might be tempted to think that capital-asset inflatamot induce macroeconomic
changes but can only produce microeconomic effects, since cgaited realized by some
units (either households or corporations) offset cagaabes suffered by other units.
However, this is not true whenever: (i) there is asymmaetfgcmation, so that units realizing
capital gains react more quickly than units sufferingjtedlosses; (ii) capital gains and losses
entail a redistribution of income among different sectfor instance, from households to
corporations and banks); (iii) bank loans are linked toviilee of assets, allowing units to
realize capital gains immediately
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before it collapseH.

7. Concluding Remarks

In this paper, we have revisited the monetary circuit frameworkeitight of

the central role taken, during the last decaligdinancial markets in the US

and in a number of other advanced economies. The result is a new, although
somewhat ‘paradoxical, circuit of payments inwhich bank lending is
sustained by household debt, rather than by the corporate demand of finance.
The same household debt fuels the expansion of the financial markets, by
virtue of the growing corporate saving invested in financial asdeis.this
interconnection between increasing household debt, increasing financial
profits and progressive changes in the role of banks, that has become the
‘artificial heart’ of the new capitalism (made in th&S) of the 1990s-2000s

until the big crash of 2008 at least. Of course, the end of‘tinadel, and

hence of the role of the US households as buyers of last resort of world
surpluses, will require re-thinking again the specific futdeelension’ of the

circuit of money payments among sectors and/or countries. For instance, the
recent foreign debt crisis of several Euro Asddlember-States will require
including explicitly both the government sector and foreign markets as further
sources/leakages of liquidity In this purposethe traditional ‘market-based

vs. bank-baseslystems’ dichotomy, linked to the old theory of loanable funds,

should be recognized to be empirically useless and theoretically wBgng.
contrast, the basic framework of the TMC still represents the bestlogic
starting point of every specific analysis of the historical chang the
working of capitalist economies.
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FiG. 3. The relationship between real corporate profits arahdialization On the one hand,
the higher the coefficient of securitizatian,the higher will be, ceteris paribute amount of
corporate profits (fromRP/ to RF”’, in the picture). On the other hand, the process of
financialization is likely to reduce the volume of the productinvestment undertaken by
firms (I = AK = kzN), thereby bringing down the intercept of the profit fumet The final
result is therefore ambiguous (frdR®;” to RP*, in the depicted caselrinally, notice that the
slope of the profit function depends, in turn, on a nurobbeifferent variables (embedded, for
the sake of simplicity, in the scalgr Among these variables are the rate of interest ok ban
loans, i, the household loans to assets ratiothe investment to output ratio, k, and further
variables linked to household flow of incomes and stock ofasse
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Appendix: theroad to hell

The sequence which leads to financial fragility and to the cristejrnthe
circuit of payments depicted ind= 2, can be split into two different phases.
Initially, the increase in financial asset prices and consumer cnaglithavea
positive effect on the balagsheet of the corporate sector, through the
reduction in the total cost of financing (for the same level of consampti
This is likely to be a self-feeding process: financial assetiofiduels credit-
based consumption which fuels saving of corporate sector which, in tus, fue
financial asset inflation. We may assume that the historicelngtgooint of

the described process is the long-run decrease in the rate of return on
‘productive’ investment, which leads corporations to use their funds to buy
financial assets. This very inflow of new funds sustains the quotations of
assets in the financial markets. In turn, the increasing value etsastows
households to recur to bank credit in order to feed their desired level of
consumption, in spite of stagnating wages. In fact, this is what happetie

US during the 1990s and although with some differencesduring the up-
swing of 2003-2007.

3a

Asset inflation
Stage 1 sustains

consumer credit,
and hence
profits, etc. I e
; ncrease in the
(self-feeding) leverage (on Asset deflation:
‘financial consumption and
investment’) and investment

Long-run Corporations
decrease in purchase

return on financial assets |
productive

in the effective decrease (crisis)

b asset inflation
investment ( ) rate of interest

Macro-level: share
buyback and low
retained earnings
reduce corporate

soundness

3b Stage 2

FiG. 4. From tranquillity to financial fragility, and fromafgility to crisis: the whole sequence.

During the second phase of tifemancialization’ process, this latter shows its
negative side. First, insofar as it becomes profitable for over-capali
corporations to allocate excess capital to financial assets fargmee to
engaging in ‘productive’ investment, this component of the aggregate demand

is doomed to decrease. Second, financialization cdedd to a ‘over-
indebtness’ of @ number of corporations, because of their attempt to increase
the rate of return on their own funds by using the leverage to purchase
financial assets (according to the well-known scheme described irkyMins
1975). Third, corporate buyback of shares ends up reducing the resilience of
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the sector considered as a whole, because it increases ¢hagkevatio on
(both financial and productive) investm&ntAt the same time, both the
increase in the price of assets and the growing financial fragfligconomic

units can lead to an increase in the effective rate of inter&stentually, all
these factors cannot but forcing indebted units to cut consumption and
investment, therefore giving rise to the crisis.

35 A look at the Fig. 2 shows that, if the stock buyback is ‘internal’ to the corporate sector,
then households (as a whole) cannot draw from the fiaentarket the liquidity that they
need in order to pay off their bank debt. However, theyeeaily keep on renewing their bank
loans, as the price of financial assets (and hencewlesilth) keeps on increasing, thanks of
the inflow of corporate saving. The same goes for theocatp purchases of financial assets
from banks and other financial operators. By contrasthéoextent that corporations re-
purchase their shares from households, these carff@an of) their debt, but at the price of
‘de-accumulating’ their stock of assets, with the risk of a debt-deflation crisis. Data seem t
indicate that the two hypotheses describe two different ¢sulest) phases of the actual
process of financialization. On the one hand, the finéinaton of western economies (which
started at the end of the 1970s and continued to take glageg the 1980s) has been
associated with a tendential fall in the proportion fofe€l) investment financed by new
issues. On the other hand, the equityrvestment ratio has decreased during the upswings
(mainly because of the stock-repurchase of the nondiahrtorporate sector) and has
increased after the crises, such as in the Wall Strashes of 1987, 2000 and 2007 (see
Ryoo, 2010; see also Passarella, 2012a).

% As either the endogenous outcome of the pressure ofrdefoa credit on a non-
infinitely elastic supply (as claimed by Minsky, 1975) or taeuft of an autonomous decision
— concerning the target rate of interestaken by the central bank in order to hold inflation
down (as claimed by ‘horizontalist’ authors). On this point, we refer the reader also to
Passarella, 2010.



Tablesand Key to Symbols

TABLE 1. Nominal balance-sheets of each economic sector iredsigi-money capitalist economy

1. Households 2. Non-financial corporations 3. Integrated financial sector Totals
(column)

1. Deposits +Mp [-M{] -M 0
2. Loans —Ln —Ls +L
3. Capital +p- K +p-K
4. Derivatives +D -D 0
5. Equities +Per - Em + Pev- B — Per - Emn +Per Ep— Pev- Ep
6. Net worth (Totals) Vi \ A p-K

Notes: A‘+’ before a magnitude denotes an asset, whéréaenotes a liabilityLy, is the total amount of bank loans borrowed by householdsder to fund their

extra-consumption.

TABLE 2. Nominal transactions among economic sectors

1. Households 2. Non-financial corporations 3. Integrated financial sector Totals

Current Capital Current Capital Current Capital (row)
1. Consumption -C +C 0
2. Investment +p- AK [-p-AK] 0
3. Wages +W -W 0
4. Consumer credit +AL; [-ALy] 0
5. Interest on loans =iy - Laey =y - Ly +icy - Ley 0
6. Interest on deposits +imc - Mney [+imey - Micy) —imcy - M 0
7. Return on derivatives +ipcy - Dey —ipcy - Dey 0
8. Dividends (distrib. profits) +Fpn + Fp —F +Fp—Fp 0
9. Current saving (Totals) S 0 Fut 0 Fun 0 Sot

Notes A ‘+’ before a magniide denotes a receipt, whereas ‘~> denotes a payment; it is assumed that tleeneithera government sector naforeign sector; both
inventory stocks and capital depreciation are assumedrtedbgible.



TABLE 3. Flow of funds at current prices: uses and sources

1. Households 2. Non-financial corporations 3. Integrated financial sector Totals

Changes in:

Current Capital Current Capital Current Capital (row)
1. Deposits +AMy, [~AM{] -AM 0
2. Loans —ALp —AL¢ +AL 0
3. Derivatives +AD -AD 0
4. Capital goods [-p-AK] +p- AK 0
5. Equities +pet - AER + Pept AEy —Per - AEw et AEp— pen- AEp 0
6. Net capital trans. (Totals) 0 S 0 Fut 0 Fub Sot
7. Net worth (acc. memo) S+ Aper - Emca) + APeb - Ep(ay Fut— Aper - By + Ap - Key Fuo— Apeb * Enc1) + APer - B¢ 1) Sot + Ap - Ki g

Notes A ‘+’ before a magnitude denotes a use of funds, whéeredsnotes a source of funds; the total amount of depesiia/ays equal to total amount of lopes
post total saving always equals total investmeanges in capital @snot enter in the column totals (because they areidemes! in TABLE 3) and the same goes for
loans to household¢he difference between current saving (row 9ABLE 2) and net capital transactions (row 6 iRBLE 3) is always zero.

Glossary of symbols in Tables 1, 2 and 3

D Derivatives Fut Retained earnings of corporatioasP;)
C Total consumption (of households) ip Rate of return on derivatives

M Deposits (total) im Rate of return on deposits

Mn Deposits held by households i Rate of interest on loans

M¢ Deposits held by corporations K Quantity of capital

Ep Equities issued by financial sector (and purchased by households) L Total amount of bank loans

E Equities issued by corporations (total) L¢ Loans to corporations

En Equities issued by corporations net of share repurchase Ln Loans to households (consumer credit)
Ep Corporate equities purchased by financial sector p Price of a unit of output (or price level)
Emn Corporate equities purchased by households Peb Price of equities issued by financial sector
Fp Financial sector’s dividends (distributed to households) Pet Price of equities issued by corporations
Fy Corporate dividends (total) Vb Net worth of financial sector

Fo Corporate dividends distributed to financial sector \ Net worth of corporations

Fn Corporate dividends distributed to households Vi Net worth of households

Fub Retained earnings of financial secteréi L) w Total wage-bill




