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viii The macroeconomics of fi nance- dominated capitalism – and its crisis

Ŷd Growth rate of domestic GDP

Ŷb
d  Balance- of- payments constrained growth rate for domestic 

GDP

Ŷf Growth rate of foreign GDP
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Preface and acknowledgements

This book presents my latest research on the macroeconomics of fi nance- 

dominated capitalism and the recent fi nancial and real crises of developed 

capitalist economies. This research started in late 2004/early 2005 when 

I prepared my oral ‘habilitation’ presentation for Carl von Ossietzky 

University, Oldenburg, as part of the German qualifying exam for becom-

ing a full professor. I had to propose three topics to the ‘habilitation’ com-

mittee, and one of them was ‘Financial Structure and Economic Growth: 

Theoretical and Empirical Aspects’. Among the three topics I suggested 

this was the one I was least familiar with at that stage, but which for me 

seemed to be the most interesting. Quite unexpectedly to me, the commit-

tee thought so, too, and chose this subject for the presentation. This meant 

hard work for me over Christmas break 2004/05 catching up with the 

relevant literature in that area and preparing a kind of overview presenta-

tion with some conclusions for further research. Then, during the follow-

ing years as a Senior Researcher at the Macroeconomic Policy Institute 

(IMK) at Hans Boeckler Foundation, Düsseldorf, Germany, I started 

to link the existing literature and empirical fi ndings with the Kaleckian/

Post- Keynesian approaches to distribution and growth, with which I 

was quite familiar and to which I had already contributed. This research 

agenda was supported and accelerated when Till van Treeck joined the 

IMK as my fi rst PhD student in early 2007. We started to build diff erent 

types of models in order to integrate fi nancial topics, and what was by 

then called ‘fi nancialization’ issues, either jointly or separately into the 

Post- Keynesian/Kaleckian approach. What initially looked like a rather 

academic exercise from the perspective of a research institute focussing on 

short- run forecasting and macroeconomic policies, became highly relevant 

when the fi nancial and economic crisis fi nally hit in 2008/09. I am there-

fore most grateful to the IMK for providing the resources for this kind of 

research during the period from 2005 until 2009, when I left the institute 

in order to join the Berlin School of Economics and Law. In producing 

some of the research which has gone into this book, I have also benefi t-

ted from the very pleasant and stimulating environment during my stays 

as a Visiting Professor at Vienna University of Economics and Business, 

Austria, in 2007 and 2008. Since 2009 my present institution, the Berlin 
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School of Economics and Law (BSEL), Germany, has supported my 

research on the macroeconomics of fi nancialization, and my colleagues at 

the Institute for International Political Economy (IPE) at the BSEL have 

provided a friendly and stimulating environment and atmosphere for this 

kind of research. I am most thankful for all this, too.

Since most of my research on the macroeconomics of fi nance- dominated 

capitalism has already been published in journals or books – or has been 

accepted to be so – I am grateful to the editors and publishers of the 

journals and books named below for permissions to draw on some of my 

papers (to be) published in their academic outlets for the purpose of this 

book:

 ‘Financialization, re- distribution, and the fi nancial and eco-

nomic crisis – a Kaleckian perspective’, in T. Niechoj, Ö. Onaran, 

E.  Stockhammer, A. Truger and T. van Treeck (eds), Stabilising 

an Unequal Economy? Public Debt, Financial Regulation, and 

Income Distribution (Marburg, Germany: Metropolis), 2011, 35–62 

(Chapters 2, 6 and 7).

 ‘Redistribution, global imbalances and the fi nancial and economic 

crisis – the case for a Keynesian New Deal’, International Journal 

of Labour Research (Geneva, Switzerland: International Labour 

Organization), 2011, 3 (1): 51–73, (Chapters 2, 6 and 7).

 ‘A Keynesian perspective on “fi nancialization”’, in P. Arestis and 

M.  Sawyer (eds), 21st Century Keynesian Economics. International 

Papers in Political Economy (Basingstoke, UK: Palgrave 

Macmillan), 2010, 120–61 (Chapter 3).

 ‘“Financialization”, distribution, capital accumulation and produc-

tivity growth in a Post- Kaleckian model’, Journal of Post Keynesian 

Economics (Armonk, NY, USA: M.E. Sharpe), forthcoming 

(Chapter 4).

 ‘Financialization, re- distribution, household debt and fi nancial fragil-

ity in a Kaleckian model’, PSL Quarterly Review (Rome, Italy: Paolo 

Sylos Labini (PSL) Association), 2012, 65 (260): 11–51 (Chapter 5).

 ‘Finance- dominated capitalism in crisis – the case for a Keynesian 

New Deal at the European and the global level’, in P. Arestis 

and M. Sawyer (eds), New Economics as Mainstream Economics. 

International Papers in Political Economy (Basingstoke, UK: Palgrave 

Macmillan), 2011, 190–230, with Achim Truger (Chapter 7).

 ‘Finance- dominated capitalism in crisis – the case for a global 

Keynesian New Deal’, Journal of Post Keynesian Economics 

(Armonk, NY, USA: M.E. Sharpe), forthcoming, with Achim Truger 

(Chapter 7).
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 1

1. Introduction

In 2008/09 the world economy was hit by a decline in real gross domestic 

product (GDP), which had not been seen for generations. The so- called 

‘Great Recession’ started with the collapse of the subprime mortgage 

market in the US in summer 2007, and it gained momentum with the 

breakdown of Lehman Brothers in September 2008. Under the conditions 

of deregulated and liberalized international fi nancial markets, the fi nan-

cial and real crises rapidly spread all over the world and reached another 

climax with the euro crisis which started in 2010. Although some countries 

quickly recovered from the recession of 2008/09, others did not. The world 

economy in late 2011 is still suff ering from this deep crisis and, moreover, 

is threatened by another slowdown in growth and increasing fi scal and 

fi nancial uncertainty, according to the latest outlook of the IMF (2011).

The world economy is hence far from having overcome the causes of the 

crisis, which in our view are rooted in the long- run developments since the 

early 1980s. It is by now widely accepted that the fi nancial crisis has been 

caused by liberalized fi nancial markets, wrong incentives, personal greed, 

fraud, naive beliefs, and herding behaviour of economic actors.1 However, 

several authors have made clear that this is only part of the story and that 

the severity of the fi nancial and economic crises can only be understood if 

the changes in income distribution over the last decades and the emerging 

global imbalances are taken into account.2 We subscribe to this perspective 

and we hold that the following medium-  to long- run developments since 

the early 1980s, in particular in the advanced capitalist economies but 

also aff ecting the emerging market economies, have been responsible for 

the crisis: ineffi  cient regulation of fi nancial markets, increasing in equality 

in the distribution of income, and rising imbalances at the global (and at 

the Euro area) level. These developments have been dominated by the 

policies aimed at deregulation of labour markets,  reduction of government 

intervention into the market economy and of government demand man-

agement, redistribution of income from (lower) wages to profi ts and top 

management salaries, and deregulation and liberalization of national and 

international fi nancial markets. In what follows, we will call this broad 

policy stance ‘neo- liberalism’, describing the policies implemented – to 

diff erent degrees in diff erent capitalist economies – since the early 1980s. 
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2 The macroeconomics of fi nance- dominated capitalism – and its crisis

‘Financialization’ or ‘fi nance- dominated capitalism’ – we use these terms 

interchangeably – is interrelated and overlaps with neo- liberalism, but is 

not identical with it.3 Epstein (2005, p. 3) has presented a widely accepted 

defi nition, arguing that ‘[. . .] fi nancialization means the increasing role of 

fi nancial motives, fi nancial markets, fi nancial actors and fi nancial institu-

tions in the operation of the domestic and international economies’. The 

instabilities and crises the world economy is presently facing can there-

fore be understood as a crisis of neo- liberalism and fi nance- dominated 

capitalism.

The detailed features of fi nancialization or fi nance- dominated capital-

ism have been described and analysed extensively and in detail by several 

authors.4 This book does not aim to add to these descriptive studies and 

analyses. We rather attempt to develop a macroeconomic perspective 

on fi nance- dominated capitalism and its crisis. In the present book we 

will argue that from a macroeconomic point of view fi nancialization has 

aff ected long- run economic developments through the following three 

channels:

1. With regard to distribution, fi nancialization has been conducive to a 

rising gross profi t share, including retained profi ts, dividends and inter-

est payments, and thus a falling labour income share, on the one hand, 

and to increasing inequality of wages and top management salar ies, 

on the other. The major reasons for this have been falling bargaining 

power of trade unions, rising profi t claims imposed in particular by 

increasingly powerful rentiers, and a change in the sectoral composit-

ion of the economy in favour of the fi nancial corporate sector.

2. Regarding investment in capital stock, fi nancialization has been char-

acterized by increasing shareholder power vis- à- vis management and 

workers, an increasing rate of return on equity and bonds held by 

rentiers, and an alignment of management with shareholder interests 

through short- run performance related pay schemes, bonuses, stock 

option programmes, and so on. On the one hand, this has imposed 

short- termism on management and has caused decreasing manage-

ments’ animal spirits with respect to real investment in capital stock 

and long- run growth of the fi rm. On the other hand, it has drained 

internal means of fi nance for real investment purposes from the cor-

porations, through increasing dividend payments and share buybacks 

in order to boost stock prices and thus shareholder value. These 

‘preference’ and ‘internal means of fi nance’ channels have each had 

partially negative eff ects on fi rms’ real investment in capital stock 

and hence on long- run growth of the economy to the extent that 

 productivity growth is capital embodied.
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 Introduction  3

3. Regarding consumption, fi nancialization has generated increasing 

potential for wealth- based and debt- fi nanced consumption, thus cre-

ating the potential to compensate for the depressing demand eff ects of 

fi nancialization, which were imposed on the economy via redistribu-

tion and the impact on real investment. Stock market and housing 

price booms have each increased notional wealth against which house-

holds were willing to borrow. Changing fi nancial norms, new fi nancial 

instruments (credit card debt, home equity lending), deterioration of 

creditworthiness standards, triggered by securitization of mortgage 

debt and ‘originate and distribute’ strategies of commercial banks, 

made increasing credit available to low income, low wealth house-

holds, in particular. This allowed for consumption to rise faster than 

median income and thus to stabilise aggregate demand. But it also 

generated increasing debt–income ratios of private households and 

thus increasing fi nancial fragility.

Against the background of these basic macroeconomic tendencies of 

fi nance- dominated capitalism, rising current account imbalances at the 

global, but also at the European level, have developed and contributed to 

the severity of the Great Recession and to the euro crisis. Some countries 

relied on debt- led soaring private consumption demand as the main driver 

of aggregate demand and GDP growth, generating and accepting con-

comitant rising defi cits in their trade and current account balances. Other 

countries focussed on mercantilist export- led strategies as an alternative 

to generating demand, in the face of redistribution at the expense of (low) 

labour incomes, stagnating consumption demand and weak real invest-

ment, and have hence accumulated increasing surpluses in their trade and 

current account balances.

In this book we will develop and analyse the basic macroeconomic 

features and tendencies of fi nancialization and their contributions to the 

crisis of fi nance- dominated capitalism. In Chapter 2, three dimensions of 

re-distribution – functional distribution, personal distribution and the 

development of top incomes – taking place in the course of fi nancialization 

and neo- liberalism since the early 1980s, will be outlined and examined 

for the major Euro area countries, Austria, Belgium, Germany, Greece, 

Ireland, Italy, the Netherlands, Portugal, and Spain; Sweden and the UK 

as EU countries outside the Euro area; and the US, Japan and China. In 

examining the eff ects of fi nancialization on distribution we focus on the 

determinants of functional income distribution, because we consider the 

development of functional income distribution as the key to changes in 

personal distribution and to the understanding of the macroeconomic 

eff ects of distributional changes. We will identify the potential channels 
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4 The macroeconomics of fi nance- dominated capitalism – and its crisis

through which fi nancialization and neo- liberalism have aff ected the share 

of direct labour in national income in the negative. Three channels are of 

particular interest here: fi rst, the change in the sectoral composition of 

the economy in favour of the high profi t share fi nancial corporations and 

at the expense of the non- fi nancial corporate sector and the government 

sector; second, the rise in overhead costs, in particular top management 

salaries and interest payments, and the increase in profi t claims imposed 

on the corporate sector by shareholders; third, the weakening of bargain-

ing power of workers and trade unions triggered by shareholder value 

orientation and short- termism of management, increasing relevance of the 

fi nancial sector with weak trade unions, the threat- eff ect of liberalization 

and globalization of fi nance and trade, deregulation of the labour market, 

and downsizing of the government sector and abandoning government 

demand management policies.

Chapter 3 will deal with the eff ects of fi nancialization on investment in 

real capital stock. We will start with a detailed examination of the eff ects 

of fi nancialization and increasing shareholder power on corporate invest-

ment in capital stock, supplying theoretical and empirical evidence for the 

‘preference’ and ‘internal means of fi nance’ channels. In order to derive 

the macroeconomic results, we will integrate the eff ects of fi nancializa-

tion on distribution discussed in Chapter 2 and also briefl y consider some 

eff ects of fi nancialization on consumption without, however, dealing 

explicitly with household debt, which is discussed in Chapter 5. We will 

summarise the macroeconomic results of increasing fi nancialization and 

shareholder power as they have been derived in the previous literature, 

before integrating some main channels of infl uence of fi nancialization 

into a simple analytical Kaleckian stock- fl ow consistent model. This will 

enable us to outline the short-  and medium- run eff ects with respect to the 

rates of capacity utilization, profi ts and capital accumulation, as well as 

to stability of the fi nancial structure of the corporate sector. We will show 

that, depending on the constellation of parameters, our model gives rise 

to three diff erent macroeconomic regimes in the face of rising shareholder 

power: ‘fi nance- led growth’, ‘profi ts without investment’ and ‘contrac-

tive’ regimes may emerge. We will show that only the ‘fi nance- led growth’ 

regime yields a medium- run stable fi nancial structure of the corporate 

sector, whereas the other two regimes are prone to fi nancial instability.

In Chapter 4 we will focus on the long- run eff ects of fi nancialization on 

capital accumulation and productivity growth – and hence on potential 

growth. On the one hand, the early orthodox proponents of shareholder 

value orientation have argued that increasing shareholder power would 

induce managers to make more effi  cient use of the funds at their disposal 

and thus reduce the ineffi  ciencies inherent in the ‘principal- agent’ confl ict 
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 Introduction  5

of modern corporations (Jensen/Meckling 1976). This should have a 

positive eff ect on productivity growth and the growth potential of the 

economy. On the other hand, to the extent that fi nancialization, increasing 

shareholder power and rising shareholder value orientation of manage-

ment causes a policy of ‘downsize and distribute’ (Lazonick/O’Sullivan 

2000), in order to satisfy shareholders’ demand for distributed profi ts and 

high stock and share prices, low capital stock growth will have negative 

eff ects on productivity growth and thus on long- run potential growth 

of the economy. We will address these potentially contradicting eff ects 

of fi nancialization on capital accumulation and productivity growth in 

a simple Kaleckian distribution and growth model for a closed private 

economy with endogenously determined productivity growth. We will 

show that depressed capital accumulation caused by fi nancialization and 

increasing shareholder power is also very likely to feed back negatively 

on productivity growth and hence on long- run potential growth of the 

economy.

Chapter 5 will explicitly address the eff ects of fi nance- dominated 

capitalism on private household consumption and indebtedness. We 

will examine in this chapter whether an economic boom based on debt- 

fi nanced consumption and thus increasing household debt is necessarily 

bound to collapse for systemic reasons related to stock- fl ow or stock- 

stock dynamics. We will specify the conditions under which household 

debt–income or debt–capital ratios become unstable, triggering increasing 

fi nancial fragility and fi nally fi nancial crisis. These issues will be addressed 

in a simple Kaleckian distribution and growth model, in which we allow 

for debt- fi nanced consumption of workers’ households, along with redis-

tribution at the expense of labour income and weakened animal spirits of 

the fi rm sector with respect to real investment, each caused by fi nance- 

dominated capitalism and neo- liberalism. We will show that increasing 

lending to private households will not necessarily trigger an unstable 

process of increasing debt–income or debt–capital ratios. However, such 

a process may arise, if lending to workers exceeds some threshold, and/

or animal spirits of the fi rm with respect to investment in capital stock 

decline, and/or the rate of interest rises by too much such that it exceeds 

the endogenously determined rate of profi t.

In Chapter 6 we will focus on the global imbalances which have arisen, 

in particular in the latter period of fi nance- dominated capitalism, and 

which have contributed to the severity of the recent crises. It will be 

argued that, against the background of partially depressing eff ects of 

fi nance- dominated capitalism via redistribution of income and via invest-

ment in capital stock, some countries have relied on debt- led soaring 

consumption demand as the main driver of aggregate demand and gross 
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6 The macroeconomics of fi nance- dominated capitalism – and its crisis

domestic product (GDP) growth, whereas others have focussed on mer-

cantilist export- led strategies as an alternative to generating demand. We 

will examine the set of countries introduced in Chapter 2, derive an ex post 

typology along the lines mentioned above, and discuss the related global 

current imbalances.

The economic policy conclusions from our analysis of the macroeco-

nomic channels of transmission of fi nancialization and of the recent crisis 

can be found in Chapter 7. We will argue that a medium-  to long- run 

sustainable recovery strategy for major parts of the world economy can 

neither follow the ‘debt- led consumption boom’ type nor the ‘export- led 

mercantilist’ type. We will rather make the case for an income-  or wage- 

led recovery strategy embedded in a Global Keynesian New Deal, which 

tackles the main causes of the recent crisis, that is, ineffi  cient regulation 

of fi nancial markets, increasing inequality in the distribution of income 

and rising imbalances at the global (and at the Euro area) level. In par-

ticular, we will elaborate on the three main pillars of the policy package 

of a Global Keynesian New Deal: fi rst, the re- regulation of the fi nancial 

sector in order to prevent future fi nancial excesses and fi nancial crises; 

second, the re- orientation of macroeconomic policies, in particular in the 

current account surplus countries; and third, the re- construction of inter-

national macroeconomic policy co- ordination and a new world fi nancial 

order.

In Chapter 8 we will turn to the euro crisis as the latest fallout of the 

crisis of fi nance- dominated capitalism. We will analyse the institutional 

and economic policy defi ciencies of the Euro area and the European 

Union, which are at the roots of the euro crisis that started in 2010: the 

lack of an explicit guarantee of public debt of member countries by the 

European Central Bank, the exclusions of fi scal transfers among Euro 

area member countries, in principle, and the current account imbalances 

which have built up in the Euro area since 1999. Against the background 

of this analysis, we will describe some key ingredients of an alternative 

macroeconomic policy model for Europe based on Keynesian and Post- 

Keynesian principles. We will argue that stabilizing wage and expansive 

fi scal policies will have major roles to play in order to cope with the 

current account imbalances and to initiate recovery for the Euro area as 

a whole. We will derive a criterion for acceptable current account defi cits 

for macroeconomic policy coordination within the Euro area. Finally, we 

will argue that the European Union and the Euro area will have to develop 

institutions and policies which, on the one hand, guarantee public debt 

of all the member countries, and which, on the other hand, provide the 

stable fi nancing of acceptable current account defi cits and thus a stable 

transfer of current account surpluses of the mature more slowly growing 
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 Introduction  7

countries to the more rapidly growing and catching- up member countries. 

In Chapter 9 we will fi nally summarize our main fi ndings and conclude.

NOTES

1. See, in particular, the overview in Akerlof/Shiller (2009, pp. 29–40, 149–56), but also 
Baker (2009).

2. On global imbalances and unequal distribution as causes for the present crisis, on top of 
the widely accepted ineffi  cient regulation of the fi nancial sector, see for example, with dif-
ferent emphasis, Bibow (2008), Horn et al. (2009), Fitoussi/Stiglitz (2009), Sapir (2009), 
Stockhammer (2010a, 2010b), UNCTAD (2009), and Wade (2009). In particular, see the 
early pre- crisis analysis by van Treeck et al. (2007) focussing on the eff ects of fi nancial-
ization on distribution, aggregate demand, global imbalances and the resulting potential 
for instability. For a review of the changes in world wide fi nancial markets and related 
imbalances which fed the fi nancial crisis see, for example, Guttmann (2009).

3. See Stockhammer (2010a, 2010b) for a similar distinction and Palma (2009) for a more 
extensive discussion of the relationship between neo- liberalism and the present crisis.

4. See, for example, Krippner (2005), Palley (2008), and the contributions in Epstein (2005) 
for a detailed treatment of the development of fi nancialization in the US, van Treeck 
(2009b) and van Treeck et al. (2007) for a more detailed comparison of the macroeco-
nomics of fi nancialization in the US and Germany, and Stockhammer (2008) for the 
development in Europe.

M2928 - HEIN TEXT.indd   7M2928 - HEIN TEXT.indd   7 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by not authorized at 08/10/2013 09:22:29AM



 8

2.  Finance- dominated capitalism 
and re- distribution of income1

2.1 INTRODUCTION

The neo- liberal period since the early 1980s and the emergence of fi nance- 

dominated capitalism in major OECD countries have been associated with 

a massive re- distribution of income. This is true for functional income 

distribution which has shifted at the expense of wages as well as for per-

sonal distribution of income which has become more unequal over time. 

This chapter will start with outlining the trends of redistribution since the 

early 1980s and will make use of diff erent indicators for this. Then, the 

Kaleckian theory of distribution will be presented and the main channels 

of infl uence of neo- liberalism and fi nance- dominated capitalism on the 

falling labour income share will be identifi ed within this approach. Finally, 

some empirical evidence for these channels of infl uence will be reviewed.

2.2  TRENDS OF RE- DISTRIBUTION SINCE THE 
EARLY 1980s

The trend towards re-distribution under the conditions of fi nance- 

dominated capitalism has several dimensions which will be examined here 

for the major Euro area countries, Austria, Belgium, Germany, Greece, 

Ireland, Italy, the Netherlands, Portugal, and Spain; Sweden and the 

UK as EU countries outside the Euro area; and the US and Japan.2 Data 

are mainly from European Commission and Organization for Economic 

Co- operation and Development (OECD) sources. Lack of reliable data 

is the reason why China had to be excluded from part of the analysis of 

 distribution trends.

First, we observe that functional income distribution has changed at 

the expense of labour and in favour of broad capital income in the period 

of neo- liberalism and fi nance- dominated capitalism. The labour income 

share, as a measure taken from the national accounts and corrected for 

the changes in the composition of employment regarding employees and 

self- employed,3 has shown a falling trend in the developed economies 
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 Re- distribution of income  9

considered here since the early 1980s, with cyclical fl uctuations due to 

the well known counter- cyclical properties of the labour income share 

(Figures 2.1a–2.1c). In order to eliminate cyclical fl uctuations of the 

labour income share, we have calculated cyclical averages for the three 

trade cycles from the early 1980s until 2008 (Table 2.1). On average over 

the cycle, the labour income share has fallen in all countries but Portugal, 

from the fi rst cycle (early 1980s to the early 1990s) to the third cycle 

(early 2000s until 2008). The fall has been most substantial in Austria and 

Ireland with more than 10 percentage points of GDP at factor costs, and 

in Greece, France, Italy, Spain and Japan with more than 5 percentage 

points of GDP. In Belgium, Germany, the Netherlands, Sweden, the UK 

and the US the labour income share has fallen by less than 5 percentage 

points of GDP at factor costs. The reasons for this long- run development 

and its relationship with neo- liberalism and fi nance- dominated capitalism 

will be examined more closely in the next section.

Second, personal income distribution has become more unequal in 

most of the countries from the mid 1980s until the mid 2000s. Taking the 

Gini coeffi  cient as an indicator, this is true for the distribution of market 

income, with France and the Netherlands being exceptions in our data set 

(Table 2.2).4 In some countries this rise in inequality has been consider-

able, in particular in Germany, Italy, Portugal, the UK and the US. Also 

in China inequality increased until the mid 1990s. If we include redistribu-

tion via taxes and social policies by the state, Belgium, France, Greece, 

Ireland and Spain have not seen an increase in their Gini coeffi  cients, with 

considerable declines in France, Greece and Spain. The other countries, 

however, have also experienced an increasing inequality in disposable 

income in the period of neo- liberalism and fi nance- dominated capitalism. 

This increase was particularly pronounced in Germany, Italy, the UK, 

the US and China. Although tax and social policies have reduced income 

inequality in all of the countries under investigation but China, in most 

countries this has not prevented an increase in inequality over time. This is 

also the conclusion the OECD (2008) has drawn for a broader set of coun-

tries and from the application of further measures of income inequality.

This picture regarding personal income distribution, however, remains 

incomplete, because Gini coeffi  cients or other measures of inequality of 

personal income distribution are usually based on data from household 

and consumer surveys which do not include top incomes and thus under-

estimate the development at the top of the income hierarchy (OECD 

2008). Bach et al. (2009) in a study on income distribution in Germany 

from 1992–2003 report an increase of the Gini coeffi  cient for gross market 

incomes from 0.62 in 1992 to 0.65 in 2003, merging household and con-

sumer survey data from the German Socio Economic Panel with data 
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 Re- distribution of income  13

from offi  cial income tax statistics, thus creating a data base for the entire 

income distribution. Their Gini coeffi  cient for Germany including top 

incomes is thus substantially higher than the one included in the OECD 

database referred to above.

Third, the path- breaking research by Piketty/Saez (2003, 2006) based 

on tax data for the US has shown that, with regard to changes in personal 

income distribution, the share of top incomes in national income has 

increased signifi cantly since the early 1980s in this country.5 Studies based 

on tax data, which have by now been extended to several other countries 

and have been reviewed in Atkinson et al. (2011), focus on the distribu-

tion of market income prior to taxation and government re- distribution. 

Making use of the data supplied by Atkinson et al. (2010) we take a look 

at the developments of the income shares of the top 0.1 per cent in 11 

countries in Figures 2.2a–2.2d.6 The US and the UK have seen an explo-

sion of the shares of the very top incomes since the early 1980s, which prior 

Table 2.1  Labour income share as percentage of GDP at current factor 

costs, average values over the trade cycle, early 1980s–2008

1. Early 1980s 

– early 1990s

2. Early 1990s

 – early 2000s

3. Early 2000s 

– 2008

Change (3. – 1.), 

percentage points

Austria 75.66 70.74 65.20 −10.46

Belgium 70.63 70.74 69.16 −1.47

France 71.44 66.88 65.91 −5.53

Germany 67.11 66.04 63.34 −3.77

Greecea 67.26 62.00 60.60 −6.66

Ireland 70.34 60.90 55.72 −14.61

Italy 68.31 63.25 62.37 −5.95

Netherlands 68.74 67.21 65.57 −3.17

Portugal 65.73 70.60 71.10 5.37

Spain 68.32 66.13 62.41 −5.91

Sweden 71.65 67.04 69.16 −2.48

UK 72.79 71.99 70.67 −2.12

US 68.20 67.12 65.79 −2.41

Japana 72.38 70.47 65.75 −6.64

Notes:
The labour income share is given by the compensation per employee divided by GDP at 
factor costs per person employed.
The beginning of a trade cycle is given by a local minimum of annual real GDP growth in 
the respective country.
a adjusted to fi t in 3 cycle pattern.

Source: European Commission (2010), author’s calculations.
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14 The macroeconomics of fi nance- dominated capitalism – and its crisis

Table 2.2 Gini coeffi  cient before and after taxes

Gini coeffi  cient before taxes

Country mid- 

70s

mid- 

80s

around 

1990

mid-

 90s

around 

2000

mid- 

2000s

Change from earliest 

to most recent value

Austria . . . . . . . . . . . . . . . 0.43 . . .

Belgium . . . 0.45 . . . 0.47 0.46 0.49 0.04

France . . . 0.52 0.51 0.48 0.50 0.48 −0.04

Germany . . . 0.44 0.42 0.46 0.48 0.51 0.07

Greece . . . . . . . . . . . . . . . . . . . . .

Ireland . . . . . . . . . . . . 0.43 0.42 . . .

Italy 0.42 0.44 0.51 0.52 0.56 0.14

Netherlands 0.42 0.47 0.47 0.48 0.42 0.42 0.00

Portugal 0.46 . . . 0.44 0.49 0.48 0.54 0.08

Spain . . . . . . . . . . . . . . . . . . . . .

Sweden 0.39 0.40 0.41 0.44 0.45 0.43 0.04

UK 0.36 0.44 0.46 0.48 0.48 0.46 0.10

US 0.37 0.40 0.42 0.45 0.45 0.46 0.09

Japan . . . 0.35 . . . 0.40 0.43 0.44 0.04

China 0.29 0.30 0.34 0.36 . . . . . . 0.07

Gini coeffi  cient after taxes

Country mid- 

70s

mid- 

80s

around 

1990

mid- 

90s

around 

2000

mid-

 2000s

Change from earliest 

to most recent value

Austria . . . 0.24 . . . 0.24 0.25 0.27 0.03

Belgium . . . 0.27 . . . 0.29 0.29 0.27 0.00

France . . . 0.31 0.30 0.28 0.28 0.28 −0.03

Germany . . . 0.26 0.26 0.27 0.27 0.30 0.04

Greece 0.41 0.34 . . . 0.34 0.34 0.32 −0.09

Ireland . . . 0.33 . . . 0.32 0.30 0.33 0.00

Italy . . . 0.31 0.30 0.35 0.34 0.35 0.04

Netherlands 0.25 0.26 0.28 0.28 0.28 0.27 0.03

Portugal 0.35 . . . 0.33 0.36 0.36 0.38 0.03

Spain . . . 0.37 0.34 0.34 0.34 0.32 −0.05

Sweden 0.21 0.20 0.21 0.21 0.24 0.23 0.02

UK 0.28 0.33 0.37 0.35 0.37 0.34 0.06

US 0.32 0.34 0.35 0.36 0.36 0.38 0.06

Japan . . . 0.30 . . . 0.32 0.34 0.32 0.02

China . . . . . . 0.38 0.45 0.45 0.45 0.07

Notes:
Data refer to cash income of households and are broken down to individuals.
The income attributed to each individual is adjusted for household size, but does not 
distinguish between adults and children.

Source: OECD (2010) for all countries but China, WIDER (2011) for China, author’s 
calculations.
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 Re- distribution of income  19

to the present crisis have again reached levels of the 1920s in the US and 

the late 1930s in the UK.7 In France, Germany, the Netherlands, Spain, 

Portugal, Italy, Ireland, China, Japan and Sweden, however, the shares 

of the top 0.1 per cent have remained roughly constant or only slightly 

increased in the neo- liberal period and have not returned to the high levels 

prior to World War II.8 But note that the share of the top 0.1 per cent in 

Germany is substantially higher than in the other countries and has only 

been surpassed by the US and the UK since the late 1980s and the mid 

1990s, respectively.

Furthermore, in the data set provided by Atkinson et al. (2010) for 

Germany, the top 1 per cent, top 0.1 per cent and the top 0.01 per cent 

income shares do not show any pronounced rising trend until 1998. Bach 

et al. (2009), in their study for Germany already referred to above, confi rm 

this result also for the respective values until 2003. However, they fi nd a 

remarkable growth of the income share accruing to the richest 0.001 per 

cent of the population (about 650 persons), which managed to increase 

its share of gross market income – excluding capital gains – from 0.55 per 

cent in 1992 to 0.82 per cent in 2003.

The increase in the income share of the top 0.1 per cent in the US is 

mainly driven by an increase in business income (profi ts from sole propri-

etorship, partnerships and so on) and by the increase in top salaries, 

including wages and salaries, bonuses, exercised stock- options and pen-

sions, whereas the share of capital income (interest, dividends, rents, roy-

alties and so on) in the top 0.1 per cent income share has remained roughly 

constant (Figure 2.3). Remuneration of top management (‘working rich’) 

has therefore contributed signifi cantly, but not exclusively, to rising ine-

quality in the US from the early 1980s until 2006.9

Top management salaries have contributed around 50 per cent to the 

income of the top 0.1 per cent income share in the US since the mid 1970s. 

In Germany, however, the main income of the top 0.1 per cent income 

share derived mainly from business activity (64.1 per cent in 1992, 58.5 

per cent in 2003) and capital income (20.9 per cent in 1992, 19.2 per cent 

in 2003), with a decreasing trend each (Bach et al. 2009).10 Top manage-

ment salaries have played a minor role. However their share has increased 

from 15 per cent in 1992 to 22.4 per cent in 2003.11 Therefore, the ‘working 

rich’ phenomenon seems to arise in Germany as well. The same seems to 

be true for some other countries for which data are available. Atkinson et 

al. (2011) mention Italy, the Netherlands, Spain, the UK and Japan. For 

the Nordic countries, however, notably Sweden, the share of top manage-

ment salaries in top income shares has decreased in the neo- liberal period, 

according to their review.

Since top management salaries are part of compensation of employees 
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 Re- distribution of income  21

in the national accounts and are thus included in the wage share con-

sidered above, the increase in top management salaries in the period of 

neo- liberalism and fi nancialization has dampened the fall in the measured 

wage share since the early 1980s. Excluding top management salaries from 

the wage share would therefore give an even more pronounced fall in the 

share of ‘ordinary labour’.12 

In the following section we will address the causes for the change in 

functional income distribution or in factor shares for several reasons. 

On the one hand, the analysis of factor shares provides the link between 

incomes at the macroeconomic or the national accounting level and 

incomes at the level of the household, thus helping to understand the 

development of inequality in personal distribution, and providing an 

indicator of the relative powers of diff erent groups, according to Atkinson 

(2009). On the other hand, the analysis of functional income distribution 

allows for a straightforward integration of changes in distribution into a 

macroeconomic framework.

2.3  FINANCIALIZATION AND CHANGES IN 
FUNCTIONAL DISTRIBUTION: POTENTIAL 
CHANNELS OF INFLUENCE

2.3.1 A Kaleckian Approach

In order to discuss the long- run eff ects of neo- liberalism and fi nan-

cialization on functional income distribution, we start with a Kaleckian 

approach (Kalecki 1954, pp. 11–41, 1971, pp. 43–77). According to 

Kalecki, functional income distribution in the industrial sector of the 

economy is determined by mark- up pricing of fi rms in incompletely 

competitive markets (monopoly, oligopoly, monopolistic competition 

and so on). Whereas in the primary sector (agriculture, fi shing, mining) 

with inelastic supply in the short run, changes in demand cause changes 

in prices, in the industrial sector changes in demand trigger changes in 

output and thus the rate of capacity utilization with prices being more 

or less rigid. The rate of capacity utilization therefore becomes endog-

enous in the Kaleckian models of distribution and growth focussing on 

 industrial economies, both in the short run and in the long run.13 Since 

we are mostly dealing with developed capitalist economies with domin-

ating industrial and service sectors we apply Kalecki’s approach. In the 

labour intensive service sector, below full employment supply can be 

considered to be variable, too, and prices can be assumed to be set by 

means of marking up unit costs.
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22 The macroeconomics of fi nance- dominated capitalism – and its crisis

Post- Keynesians have proposed diff erent cost plus pricing procedures: 

mark- up pricing, full cost or normal cost pricing and target rate of 

return pricing.14 For the sake of simplicity, we start with Kalecki’s (1954, 

pp. 11–41, 1971, pp. 43–77) mark- up pricing approach. What follows is 

not meant to present a detailed and exact analysis of pricing procedures in 

certain periods of development of modern capitalism, but rather to identify 

channels of infl uence of fi nancialization on pricing and distribution in a 

stylized way. We are interested in the potential medium-  to long- run eff ects 

of fi nancialization on distribution, but not so much on the causes of short- 

run, cyclical fl uctuations of functional income distribution. With Kalecki 

we assume that fi rms mark up marginal costs which are roughly constant 

up to full capacity output given by the available capital stock. This implies 

that the mark- up is applied to constant average variable costs. Unit 

 variable costs are composed of unit direct labour costs and unit mater-

ial costs. To the extent that raw materials and semi- fi nished products are 

imported from abroad, international trade is also included into our model.

In this approach, the mark- up has to cover overhead costs, that is, 

depreciation of fi xed capital and in particular salaries of overhead labour, 

on the one hand, and fi rms’ gross profi ts, that is, interest and dividend pay-

ments as well as retained profi ts, on the other hand. As will be seen below, 

this approach is thus well suited to take the explosion of top management 

salaries observed in the US and other countries into account.15 With a 

given mark- up and constant unit variable costs up to full capacity output, 

gross and also retained unit profi ts will vary pro- cyclically, because unit 

overhead costs will move counter- cyclically, that is, they will fall (rise) 

with fi xed overhead costs spreading over increasing (decreasing) output.16

For a vertically integrated domestic industrial or service sector j, which 

uses fi xed capital, labour and imported raw materials and semi- fi nished 

goods as inputs, we get the following pricing equation:

 pj 5 (1 1 mj
)  (waj 1 pfemj

) , m .  0, (2.1)

with pj denoting the output price in sector j, mj the mark- up, w the nominal 

wage rate, aj the labour–output ratio, pf the unit price of imported material 

or semi- fi nished products in foreign currency, e the exchange rate, and mj 

imported materials or semi- fi nished inputs per unit of output. Since the 

relationship between unit material costs and unit labour costs (zj) is given 

by:

 zj 5 apfemj

waj

b, (2.2)
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 Re- distribution of income  23

the price equation can also be written as:

 pj 5 (1 1 mj
)  cwaja1 1

pfemj

waj

b d 5 (1 1 mj
)  [waj

(1 1 zj
) ]. (2.3)

The gross profi t share (hj), including overhead costs and thus also 

 management salaries, in gross value added of sector j is given by:

 hj 5
Pj

(P 1 W)
j

5
1

1

(1 1 zj
)  mj

1 1

5
(1 1 zj

)  mj

(1 1 zj
)  mj 1 1

, (2.4)

with P denoting gross profi ts including overhead costs and W represent-

ing wages for direct labour. For the corresponding share of wages for 

direct labour in gross value added (1 − hj) we obtain:

 (1 2 h)
j 5

Wj

(P 1 W)
j

5
1

(1 1 zj
)  mj 1 1

. (2.5)

The gross profi t share (h) including overhead costs for the economy as a 

whole is given by the weighted average of the sectoral profi t shares, the 

wage share of direct labour (w = 1 − h) for the economy by the weighted 

average of the sectoral wage shares:17

 h 5
P

(P 1 W)
5

1

1

(1 1 z)  m
1 1

5
(1 1 z)  m

(1 1 z)  m 1 1
, (2.6)

 1 2 h 5
W

(P 1 W)
5

1

(1 1 z)  m 1 1
. (2.7)

Functional income distribution is thus determined by the mark- up in 

pricing of fi rms, by the relationship of unit material costs to unit labour 

costs, and by the sectoral composition of the economy. With constant 

technical conditions of production (constant a and m), an increasing gross 

profi t share including overhead costs (a decreasing wage share of direct 

labour) can either be caused by rising mark-ups, a falling nominal wage 

rate, rising prices of imported materials or semi- fi nished goods in foreign 

currency, a depreciation of the domestic currency (thus a rising exchange 

rate), and/or a change in the sectoral composition of the economy in 

favour of high profi t share sectors.

Before discussing the potential channels of infl uence of fi nancialization 
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24 The macroeconomics of fi nance- dominated capitalism – and its crisis

and neo- liberalism on functional income distribution, the determinants 

of the mark- up have to be examined more closely. According to Kalecki 

(1954, pp. 17–18, 1971, pp. 49–52) the mark- up, or what he calls the 

‘degree of monopoly’, has several determinants.

First, the mark- up is positively related to the degree of concentration 

within the respective industry or sector. A high degree of concentration 

within an industry makes price leadership by the most important fi rms, 

tacit agreements or more or less formal cartels more likely. Second, the 

mark- up is negatively related to the relevance of price competition relative 

to other forms of competition (product diff erentiation, marketing and so 

on). We summarize these two determinants as the ‘degree of price compe-

tition among fi rms in the goods market’. These determinants of the mark- 

up have been highlighted, in particular, in the works by Steindl (1976) 

and Baran/Sweezy (1966) focussing on the tendencies towards ‘monop-

oly capital’.18 They have been integrated into the modern Kaleckian/

Steindlian distribution and growth models starting with the works by 

Rowthorn (1981) and Dutt (1984).

Third, Kalecki claims that the power of trade unions has an adverse 

eff ect on the mark- up. In a kind of strategic game, fi rms anticipate that 

strong trade unions will demand higher wages if the mark- up and hence 

unit profi ts exceed ‘reasonable’ or ‘conventional’ levels, so that the high 

mark- up can only be sustained at the expense of ever rising prices and 

fi nally a loss of competiveness of the fi rm.19 This will induce fi rms to con-

strain the mark- up in the fi rst place. Starting with Rowthorn (1977), in the 

Post- Keynesian literature the eff ect of trade union bargaining power has 

been integrated into confl ict claims infl ation models, in which workers/

trade unions and fi rms have confl icting and potentially inconsistent 

income claims generating infl ation, on the one hand, and aff ecting income 

distribution, on the other hand (see for instance Lavoie 1992, pp. 372–421, 

Hein/Stockhammer 2010).

Fourth, Kalecki argues that overhead costs may aff ect the degree of 

monopoly and hence the mark- up. Since a rise in overhead costs squeezes 

gross profi ts, ‘there may arise a tacit agreement among the fi rms of an 

industry to ‘protect’ profi ts, and consequently to increase prices in rela-

tion to unit prime costs’ (Kalecki 1954, p. 17).20 Lavoie (2009) recently 

discussed the eff ects of shifting managerial staff  costs to prices in a 

Kaleckian distribution and growth model. From the perspective of the 

fi rm, interest payments on debt are also part of overhead costs, and thus 

the idea of an interest rate or interest payments elastic mark- up has been 

introduced into Kaleckian models of distribution and growth (Lavoie 

1993, Hein 2006, 2007, 2008a, pp. 102–23).21 A permanent increase in 

interest rates (or interest payments) would thus induce fi rms on average 
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to increase the mark- up in order to survive. Recently, this idea has been 

further extended arguing that from the perspective of the management 

of the fi rm dividend payments are as well a kind of overhead obliga-

tion. A permanent increase of dividend payments could therefore induce 

management to recover this drain of funds for real investment or other 

purposes by means of increasing the mark- up, that is, raising prices or 

forcing down unit labour costs if market conditions and relative bargain-

ing power of fi rms and labour unions allow (Hein 2010a, 2010b, Hein/van 

Treeck 2010a, 2010b).

Making the mark- up elastic with respect to diff erent types of overheads 

and gross profi t claims means that fi rms need to have a notion of normal 

or long- run average levels of output or rates of utilization of capacity 

given by the capital stock, because unit overhead costs decrease with 

output. The mark- up approach becomes thus equivalent to a target rate 

of return approach (Lavoie 1992, p. 135), and the mark- up in equation 

(2.1) can be understood as being determined by a target rate of return 

at long- run average levels of output or rates of capacity utilization. In 

the early target rate of return approaches by Eichner (1976), Harcourt/

Kenyon (1976) and Wood (1975) it was assumed that the mark- up set by 

the fi rm is determined by the required internal means of fi nance for real 

investment purposes – under the conditions of incomplete credit markets 

characterized by asymmetric information, which do not allow fi rms to 

borrow without any own means of fi nance, according to Kalecki’s (1937) 

‘principle of increasing risk’. Therefore, in these approaches it was growth 

expectations of fi rms which determine the target rate of return and thus 

the mark- up. Recently, this approach has been extended by allowing for 

diff erent target rates of return by diff erent stakeholder groups within a 

fi rm. Lavoie (2002) presented a model of target rate of return pricing 

with diff erent target rates of workers and fi rms, generating confl ict infl a-

tion and an endogenous normal rate of capacity utilization. Dallery/van 

Treeck (2011) have included shareholders and their target rate of return 

into the model and have derived diff erent outcomes depending on the 

relative powers of each group. Their model allows for the analysis of 

the eff ects of various features of fi nancialization, in particular the eff ects 

of the dominance of shareholders over other groups imposing their target 

rate of return, or ‘fi nancial norm’ (Boyer 2000), on the fi rm as a whole. 

Taking these recent extensions into account, the mark- up in equation 

(2.1) can be seen as refl ecting the target rate of return as an outcome of 

distribution struggle within the fi rm, at a long- run average rate of capacity 

utilization being itself an endogenous outcome of the distribution strug-

gle, on the one hand, and interacting with aggregate demand in the goods 

market, on the other.
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26 The macroeconomics of fi nance- dominated capitalism – and its crisis

Having so far identifi ed the main channels of infl uence on the labour 

income share of direct labour, respectively on the gross profi t share includ-

ing management salaries, we shall now discuss the potential eff ects of fi nan-

cialization and neo- liberalism on functional income distribution via the 

channels identifi ed above. We consider the three determinants of the mark- 

up: the degree of price competition in the goods market, bargaining power 

and activity of trade unions in the labour market, and overhead costs and 

gross profi t targets. Furthermore, we consider the prices of imported raw 

materials and semi- fi nished goods (in relation to direct labour costs) and 

the sectoral composition of the domestic economy. From the enormous 

recent literature on fi nancialization,22 we can derive the following seven 

‘stylized facts’ which may have exerted a direct impact on income distribu-

tion, if we follow the Kaleckian approach: increasing shareholder value 

orientation and increasing short- termism of management; rising dividend 

payments; increasing interest rates and interest payments, in particular 

in the 1980s; increasing top management salaries; increasing relevance 

of fi nancial as compared to real investment and hence of the fi nancial 

sector relative to the non- fi nancial sector; hostile take overs, mergers and 

acquisitions; and liberalization and globalization of international fi nance 

and trade. We have added two further developments since the early 1980s 

which might have aff ected functional income distribution, and which are 

part of neo- liberalism: deregulation of the labour market and the attempts 

at downsizing of the share of government activity in real GDP, of govern-

ment intervention in the private sector of the economy, and of government 

aggregate demand management. In Table 2.3 we summarize the potential 

eff ects of these developments on the gross profi t share including top man-

agement salaries via the channels proposed by the Kaleckian theory of 

distribution and in the following section we discuss the relevance of each 

of these potential eff ects taking a look at the related empirical literature.

2.3.2 Evidence

The degree of price competition in the goods market has been aff ected 

in an ambiguous way so that the overall eff ect remains unclear, a priori. 

Hostile takeovers, mergers and acquisitions may have increased industrial 

concentration and, ceteris paribus, allowed for higher mark- ups, whereas 

liberalization and globalization of international trade and fi nance obvi-

ously increase the degree of price competition and thus impose a down-

ward pressure on the mark- up. The overall eff ect thus remains unclear. 

A similar result holds for the prices of imported raw materials and semi- 

fi nished goods (relative to wage costs) as a determinant of the profi t share. 

They may be aff ected by globalization and liberalization of international 
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28 The macroeconomics of fi nance- dominated capitalism – and its crisis

trade and fi nance, but in an ambiguous way. Whereas prices of labour 

intensive reproducible semi- fi nished goods have a tendency to decline 

due to increased international competition and relocation of production 

towards low wage regions, prices of non- reproducible raw materials, in 

particular energy, have a tendency to rise due to the industrialization of 

China and India and the respective increase in world demand, in particu-

lar. The overall eff ect is again unclear. In what follows, we will therefore 

focus on the other three channels in Table 2.3 and we will treat them in 

reverse order.

The sectoral composition of the economy is aff ected by an increasing 

share of the fi nancial sector in value added as compared to the non- 

fi nancial sector, on the one hand, and by downsizing government activity 

in GDP, on the other hand. The eff ect of the latter is obvious, because in 

the national accounts the government sector is a ‘non- profi t’ sector; gov-

ernment owned corporations are part of the corporate sector. And even 

if we include top management salaries into the profi t share, this will only 

have a minor eff ect for the government sector as compared to the private 

sectors of the economy in which these salaries usually exceed those in the 

public sector. Therefore, downsizing government will, ceteris paribus, 

reduce the economy- wide wage share and increase the profi t share. An 

increasing share of value added of fi nancial corporations relative to the 

non- fi nancial corporations will push up the economy- wide gross profi t 

share, too, if the sectoral wage share in the fi nancial sector falls short of 

that in the non- fi nancial sector. In a decomposition study for Germany 

(1980–2008) and the US (1970–2008), Dünhaupt (2012) shows that in 

these two countries this has been indeed the case: In the US, the wage 

share according to the national accounts, thus including top management 

salaries, has been fl uctuating around slightly less than 75 per cent in the 

non- fi nancial corporate sector and around 65 per cent in the fi nancial cor-

porate sector, each without a clear tendency to fall. It has been the increase 

in the share of the fi nancial sector in value added of the corporate sector 

which has caused the wage share in the US corporate sector to fall. In 

Germany, where the share of the fi nancial sector in value added of the cor-

porate sector has only slightly increased in the 2000s, the wage share in the 

fi nancial sector has been fl uctuating around 70 per cent without any long- 

run downward or upward tendency, whereas the wage share in the non- 

fi nancial sector having been around 77 per cent until the mid 1990s has 

shown a considerable downward tendency since then and has fallen to the 

level of the fi nancial corporate sector. Therefore, in Germany the fall in the 

wage share in the corporate sector has been dominated by the falling wage 

share in the non- fi nancial corporations, with the sectoral shift towards the 

fi nancial sector contributing to this decline since the early 2000s.
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With regard to overhead costs and gross profi t targets, in the previous 

section of this chapter we have already discussed increasing top manage-

ment salaries, showing how signifi cant this development has been in the 

US, but recently also in other countries including Germany. Excluding 

top management salaries from the wage share taken from the national 

accounts would therefore make the latter fall even more, that is, there 

is at least a correlation of a rising share of top management salaries in 

GDP and a falling tendency of the share of direct labour. In this section 

we shall now focus on interest and dividend payments. Studying the 

development of the profi t rate of non- fi nancial corporations in France 

and the US (1960–2001), Dumenil/Levy (2005) have found that the rise 

in this profi t rate since the early 1980s has been mainly due to the rise in 

net real interest payments. Excluding these payments from profi ts, the 

profi t rate of the non- fi nancial corporate sector has remained constant 

in France and has increased only slightly in the US.23 Therefore, rising 

interest payments have had to be paid for by a reduction in the labour 

income share and it has thus been mainly the rentiers class which has 

benefi ted from re- distribution at the expense of labour. In a more general 

study on 29 OECD countries (1960–2000) focussing on the development 

of the share of rentiers’ income in GDP, Epstein/Power (2003) confi rm the 

results by Dumenil/Levy. They show that the share of rentiers’ income in 

GDP increased at the expense of the wage share in most countries during 

the 1980s, remaining on the high level through the 1990s. In their study, 

rentiers’ income is defi ned as the sum of profi ts of the fi nancial sector plus 

interest income of the non- fi nancial sector and households. Since nominal 

interest payments also compensate for capital losses due to infl ation, 

Epstein/Jayadev (2005) have extended the analysis for 15 OECD countries 

(1960–2000), correcting the share of rentiers’ income in GDP for infl ation. 

Applying this method, they mainly confi rm the earlier results by Epstein/

Power (2003). These studies, however, only partially cover the distributive 

eff ects of fi nancialization, because they do not include dividend payments 

of non- fi nancial corporations to private households in their defi nition of 

rentiers’ income.

Dünhaupt (2012) has therefore redefi ned rentiers’ income as net prop-

erty income of private households, including thus net interest and net 

dividends received, and she has examined the development of the rent-

iers’ share in net national income and of its components for Germany 

(1980–2008) and the US (1970–2008). For the US she fi nds an increase 

in the rentiers’ share in the early 1980s, which then remains roughly 

constant over the next 25 years, and a corresponding decline in the wage 

share, whereas the share of retained earnings shows no marked trend. 

The decomposition of the rentiers’ share reveals that the spike in the 
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early 1980s was mainly driven by net interest income and that since the 

late 1980s net dividend income has increased its share tremendously. In 

Germany, the rentiers’ share has increased continuously since the early 

1990s with a corresponding fall in the wage share, whereas the share of 

retained earnings shows marked fl uctuations but no trend. The increase 

in the rentiers share has almost exclusively been driven by an increase in 

the share of dividend income.

Econometric evidence on the eff ects of rentiers’ income claims on the 

wage share or the gross profi t share is rather limited and is focussed on the 

eff ects of interest rates or interest payments. Marterbauer/Walterskirchen 

(2002) have estimated the determinants of the adjusted wage share for the 

overall economy in Austria, Germany, Denmark, Finland, Ireland, Italy, 

the Netherlands and Sweden from 1970–2000. They fi nd signifi cant eff ects 

with the expected sign almost uniformly for each of the countries for GDP 

growth indicating the eff ect of the trade cycle, the unemployment rate rep-

resenting trade union bargaining power, and infl ation capturing the eff ect 

of changes in prices of imported raw materials and semi- fi nished products. 

For Austria they also include the real long- term interest rate which is 

taken to refl ect rentiers’ income claims. Although the variable shows the 

expected sign it is not statistically signifi cant.

Argitis/Pitelis (2001) obtained for the non- fi nancial corporate sector in 

the US and the UK in the period 1965–97 that the nominal interest rate 

negatively aff ects the share of industrial profi ts in gross value added of the 

non- fi nancial corporate sector in both countries. Further determinants 

of the share of industrial profi ts are nominal wages and the bargaining 

power of labour unions, measured by unemployment and strike intensity. 

Therefore, according to these results, a rise in the interest rate does not 

seem to aff ect the mark- up and thus does not harm the wage share directly, 

but rather seems to compress industrial profi ts. However, if rising interest 

rates are accompanied by weakened bargaining power of labour unions 

and lower wage demands, re- distribution will take place at the expense of 

labour income, according to the results by Argitis/Pitelis.

Marterbauer/Walterskirchen (2002) and Argitis/Pitelis (2001) have thus 

found no signifi cant direct impact of overhead costs associated with fi nan-

cialization on the wage share or the gross profi t share. However, they have 

only introduced real or nominal interest rates into their regressions and 

have not controlled for indebtedness of the business or corporate sector.24 

Hein/Schoder (2011) have therefore included net interest payments of the 

non- fi nancial business sector in relation to the nominal capital stock of 

this sector into their estimations of a profi t share function for the total 

economy for Germany and the US from 1960–2007.25 The following 

control variables have been applied: the unemployment rate indicating the 
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relative powers of workers and fi rms in the distribution struggle, consumer 

price infl ation indicating exogenous price shocks, and the growth rate of 

real net domestic income as an indicator for demand aff ecting the short- run 

room of manoeuvre of fi rms for price setting. They fi nd a highly signifi cant 

and strong eff ect of net interest costs on the profi t share thus confi rming 

the notion of an interest payments elastic mark- up aff ecting distribution 

between capital and labour.26 Unemployment has a positive eff ect on the 

profi t share in the US, but no eff ect in Germany. Infl ation shocks aff ect the 

profi t share negatively in both countries. Hence, on average, trade unions 

were strong enough to compensate for infl ation induced losses in the real 

wage position of workers. Aggregate demand had a short- run positive but 

long- run negative impact on the profi t share in both countries.

Taken together, there seems to be some statistical evidence that rising 

overhead costs and rising profi t claims of shareholders correlate with a 

falling wage share. Econometrically, however, it seems to be diffi  cult to 

disentangle these eff ects and further studies on these issues seem to be 

required. Hein/Schoder (2011) is the only recent study to our knowledge 

which fi nds statistically signifi cant direct eff ects of a fi nancialization 

related overhead variable, net interest payments of non- fi nancial business 

relative to the capital stock, on the profi t share. The studies referred to so 

far, however, all fi nd signifi cant eff ects of the last channel of infl uence of 

fi nancialization on the profi t share to be reviewed: bargaining power and 

activity of trade unions.

Trade union bargaining power and activity can be assumed to have 

been aff ected by the following features of fi nancialization and the neo- 

liberal period since the early 1980s. First, shareholder value orientation 

and increasing short- termism of management has weakened trade unions 

by replacing the ‘retain and invest’ strategy of the Fordist era with a 

‘downsize and distribute’ strategy (Lazonick/O’Sullivan 2000) aiming 

at high share prices. Second, the increasing relevance of the fi nancial as 

compared to the non- fi nancial sector can be supposed to have weakened 

trade unions, because they have been traditionally stronger in the non- 

fi nancial sector in many countries, particularly in the industrial sector of 

the private economy and in the public sector. Similar eff ects could there-

fore be found when downsizing the government sector. Related to this, the 

abandonment of Keynesian demand management policies aimed at low 

unemployment and their replacement with Monetarist supply side policies 

aimed at low infl ation, drastically increased unemployment in the early 

1980s. Furthermore, deregulation of the labour markets since the early 

1980s has been especially aimed at undermining the bargaining power of 

trade unions, since this has been assumed to be an important factor for the 

NAIRU in mainstream theory and politics (Stockhammer 2004a, Chapter 
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3). Liberalization and globalization of international trade and inter-

national fi nance has increased competition among workers through the 

‘threat eff ect’ of fi rms to outsource and relocate production. Since trade 

unions are still predominantly organized at the national levels, outsour-

cing and relocation threats have therefore also contributed to weakened 

trade union bargaining power.

Recent panel estimations by the IMF (2007a) for 18 OECD countries 

from 1983–2002, and by the European Commission (2007) for 13 OECD 

countries from 1983–2002 have found that skill biased technological 

change is the most important variable aff ecting the labour income share, 

taking ICT use and/or capital labour ratios as proxies. Globalization, 

proxied by relative export and import prices, off shoring, immigration, 

and/or openness, also contributes; but labour market institutions – 

 representing trade union bargaining power – have little importance for 

functional income distribution, taking the tax wedge, unemployment 

benefi ts, union density, minimum wages, and employment protection 

legislation as indicators. From the Kaleckian perspective applied in this 

chapter it is not clear why skill biased technical change should aff ect the 

overall wage share or labour income share as derived from the national 

accounts in the negative – we would rather expect a higher degree of 

wage dispersion if the recent type of technical change, demanding a 

higher degree of qualifi cation and education, improved the bargain-

ing position for high skilled labour but weakened the position of the 

low- skilled.27

Stockhammer (2009) has checked the robustness of the results of the 

European Commission (2007) and the IMF (2007a) for a sample of 15 

countries (13 EU countries, Japan and the US), 1982–2003, fi nding that 

they are not robust at all and suff er from serious econometric prob-

lems.28 According to his results, the eff ect of technological change, indi-

cated by ICT services and capital–labour ratios, often turns statistically 

insignifi cant. Globalization, however, has a robust eff ect. Extending the 

econometric model and estimating fi ve years non- overlapping averages 

gives statistically signifi cant, strongly negative eff ects of the globalization 

of trade, measured by the relationship of imports plus exports to GDP, 

and of fi nancial globalization, indicated by foreign assets and liabilities 

as a ratio of GDP, on the labour income share. Union density has a posi-

tive eff ect on the labour income share in non- Ghent countries. Therefore, 

Stockhammer (2009, p. 53) concludes:

Overall our fi ndings support the view that income distribution has changed 
due to globalization in production and fi nance, [and] changes in the bargaining 
power between capital and labor rather than through technological change.29

M2928 - HEIN TEXT.indd   32M2928 - HEIN TEXT.indd   32 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:23:43AM



 Re- distribution of income  33

2.4 CONCLUSION

Summing up our review on the eff ects of fi nancialization and neo- 

liberalism on income distribution from a Kaleckian perspective, we 

can conclude that there is some evidence that fi nancialization and neo- 

liberalism have contributed to the falling labour income share since the 

early 1980s through three main channels. First, the shift in the sectoral 

composition of the economy from the public sector and the non- fi nancial 

business sector with high labour income shares towards the fi nancial busi-

ness sector with a lower labour income share has contributed to the fall in 

the labour income share for the economy as a whole. Second, the increase 

in management salaries as a part of overhead costs together with rising 

profi t claims of the rentiers, that is, rising interest and dividend payments 

of the corporate sector have been associated with a falling labour income 

share. Third, fi nancialization and neo- liberalism have weakened trade 

union bargaining power through several channels: increasing shareholder 

value orientation of management, the sectoral shifts away from the public 

sector and the non- fi nancial business sector with stronger labour unions 

in many countries to the fi nancial sector with weaker unions, deregulation 

of the labour market, and liberalization and globalization of international 

trade and fi nance. These developments have not only triggered falling 

labour income shares but they also have been conducive to increasing 

inequality of personal/household incomes as a major feature of fi nance- 

dominated capitalism.

NOTES

 1. This chapter draws on Hein (2011a, 2011b, 2011c).
 2. For a similar analysis focusing on the G20 countries see Hein/Mundt (2012).
 3. The labour income share is given by the compensation per employee divided by GDP 

at factor costs per person employed. The European Commission (2010) from which our 
data is taken calls this the ‘adjusted wage share’.

 4. OECD (2010) data used here are collected by the OECD from national sources. Data 
refer to cash income of households and are broken down to individuals. The income 
attributed to each individual is adjusted for household size, but does not distinguish 
between adults and children (OECD 2008, pp. 41–7).

 5. For studies on the US see also Dew- Becker/Gordon (2005), Gordon/Dew- Becker 
(2007), Mohun (2006) and Dumenil/Levy (2004b). The latter provide a more extended 
interpretation of the results by Piketty/Saez (2003) for the US against the background 
of fi nancialization.

 6. Austria, Belgium and Greece are not in the data set supplied by Atkinson et al. (2010). 
They are also missing from The World Top Incomes Database provided by Alvaredo et 
al. (2011).

 7. Atkinson et al. (2011) hold that their results may even underestimate the re- distribution 
in favour of the very top incomes, because capital income included in progressive 
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income tax base has declined over time: ‘Indeed, over time, many sources of capital 
income, such as interest income, or returns on pension funds, have been either taxed 
separately at fl at rates or fully exempted, and hence have disappeared from the tax base. 
(. . .) As a result (. . .) of the development of numerous (. . .) forms of legally tax- exempt 
capital income, the share of capital income that is reportable on income tax returns, 
and hence included in the series presented, has signifi cantly decreased over time. To 
the extent that such excluded capital income accrues disproportionately to top income 
groups, this will lead to an underestimation of top income shares. (. . .) We view this 
as one of the main shortcomings – probably the main shortcoming – of our data set.’ 
(Atkinson et al. 2011, pp. 34–5).

 8. A similar pattern can be observed for the shares of the top 1 per cent, as is shown by 
Atkinson et al. (2011).

 9. Atkinson et al. (2010) also include realized capital gains into their decomposition of the 
top 0.1 per cent income share in the US. The share of realized capital gains in the top 
0.1 income share has also increased since the early 1980s, albeit with considerable pro- 
cyclical fl uctuations.

10. Bach et al. (2009) attribute this diff erence of Germany from the US (and also from 
France) to the large share of unincorporated fi rms in Germany, some of them of con-
siderable size. Furthermore, some very rich German families have accumulated their 
income in private foundations and holdings and report only the distributed income in 
their personal income tax returns.

11. For the top 0.01 per cent and the top 0.001 per cent income shares wage incomes are 
even less important. The share of salaries in total income, however, also increased from 
1992 until 2003 (Bach et al. 2009).

12. See Buchele/Christiansen (2007) for such an exercise for the US corporate sector. 
They somewhat arbitrarily identify the share of the top 0.5 per cent of wage and salary 
income as payments to corporate offi  cers on the basis of their ‘proximity to capital’ and 
exclude these salaries from the wage share. See also Glyn (2009) for a similar approach 
for the US, Atkinson (2009) for the UK, and Dünhaupt (2011) for Germany and the 
US.

13. See Hein et al. (2011, 2012) for a discussion of the related problems.
14. See Lavoie (1992, pp. 129–48) for a discussion of Post- Keynesian pricing theory. He 

shows that there is no fundamental diff erence between mark- up pricing, full cost pricing 
and target rate of return pricing. See also Lee (2002) for a short overview. 

15. See Lavoie (2009) for another Kaleckian approach starting from target rate of return 
pricing and including overhead labour.

16. Overhead labour salaries are thus an important contribution to the observed counter- 
cyclical movement of the wage share as calculated from the national accounts.

17. Sectoral profi t shares (and thus wage shares) will diff er according to the sectoral dif-
ferentials in the determinants of functional distribution discussed below. Even if actual 
or target profi t rates are equalized across sectors and there are hence no restrictions to 
free competition between sectors (in the classical sense, not in the neoclassical sense of 
perfect competition), this implies that sectoral profi t shares will have to diff er none-
theless due to the diff erences in the technical structure of production among sectors 
(Lavoie 1992, pp. 144–8, Semmler 1984).

18. Also Sylos- Labini’s (1969) idea of entry- preventing- pricing is related to price competi-
tion among fi rms in the goods market as a determinant for the mark- up. Sylos- Labini 
(1969) argues that with fi xed costs digression the large incumbent fi rm within a sector 
will set prices and hence mark- ups such that entry by smaller fi rms with a lower level of 
output and thus higher unit total costs will be deterred.

19. See also Kalecki’s (1971, pp. 156–64) chapter on ‘Class struggle and the distribu-
tion of income’ where he argues that trade- union power ‘manifests itself in the scale 
of wage rises demanded and achieved’ (Kalecki 1971, p. 162). Part of this will be 
shifted to prices and hence to consumers, another part will be absorbed by a lower 
mark- up.
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20. However, Kalecki (1954, p. 18) adds: ‘The degree of monopoly may, but need not neces-
sarily, increase as a result of a rise in overheads relative to prime costs.’

21. Lavoie (1992, pp. 135–6) argues: ‘What is important to remember when using straight-
forward mark- up models is that the mark- up depends on overhead elements, such as 
overhead labour salaries, and on fi xed or quasi- fi xed interest costs.’ This approach has 
been inspired by the treatment of interest payments as part of the costs of the fi rm in the 
neo- Ricardian monetary theory of distribution (Panico 1985, Pivetti 1985, 1991) which 
pick up Sraff a’s (1960, p. 33) idea of closing the degree of freedom of a system of prices 
of production by the interest rate.

22. See for example, Dumenil/Levy (2004a), Krippner (2005), Orhangazi (2008), Palley 
(2008), and the contributions in Epstein (2005) for a detailed treatment of the develop-
ment of fi nancialization in the US and other countries, van Treeck (2009a) and van 
Treeck et al. (2007) for a comparison of the macroeconomics of fi nancialization in the 
US and Germany, and Stockhammer (2008) for the development in Europe.

23. The profi t  rate of the fi nancial sector in the US, however, has increased signifi cantly 
since the early 1980s exceeding the profi t rate of the non- fi nancial sector by a consider-
able amount since then (Dumenil/Levy 2004a).

24. Hein/Ochsen (2003) also report that they have not found any signifi cant eff ect of the 
interest rate in their estimations of profi t share functions for France, Germany, the UK 
and the US from the early 1960s to the mid 1990s.

25. The profi t share is the net operating surplus of the total economy adjusted for the 
labour income of the self- employed related to the net value added.

26. In the US, a 1 percentage point increase in net interest payments in relation to the net 
nominal capital stock raises the profi t share by 2.44 percentage points. In Germany the 
corresponding eff ect is 2.16 percentage points.

27. It is therefore less surprising that, examining the determinants of personal income dis-
persion, the IMF (2007b) fi nds that skill biased technical change, together with fi nancial 
deepening have increased income inequality.

28. See also Stockhammer (2009) for a brief review of further studies on non- OECD 
countries.

29. Buchele/Christiansen (2007) confi rm a similar result for the US. They fi nd for the 
labour share in value added of the corporate sector of the US, 1950–2005, that it is 
negatively aff ected by the change in capacity utilization in manufacturing, capturing 
the cyclical eff ect of demand on distribution, and most importantly by the unemploy-
ment rate and by the degree of openness, measured by the ratio of imports to GDP. The 
latter two variables are considered to aff ect the labour share through their eff ects on the 
bargaining power of trade unions.
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3.  Finance- dominated capitalism, 
capital accumulation and 
macroeconomic regimes1

3.1 INTRODUCTION

In order to discuss the macroeconomic implications for the period of 

fi nance- dominated capitalism with respect to aggregate demand, growth 

and fi nancial stability within a demand- led distribution and growth model, 

we fi rst have to consider the eff ects of fi nancialization on the main build-

ing blocks of such a model. This concerns, fi rstly, the eff ects on functional 

income distribution, which have been examined in depth in the previous 

chapter. Secondly, we have to consider the eff ects on the components of 

aggregate demand, that is, on investment in capital stock of the fi rm sector 

and on consumption expenditures by the private household sector. Our 

main concern in this chapter will be with investment of the fi rm sector and 

with the related eff ects on aggregate demand, growth and the long- run 

stability of the fi nancial structure of the corporate sector. The eff ects of 

fi nancialization on private consumption demand will only marginally be 

treated in this chapter and we will not consider the problems of household 

debt yet. Chapter 5 will be devoted to a detailed treatment and modelling 

of the related issues.

Therefore, in this chapter we will start with a detailed examination of 

the eff ects of fi nancialization on corporate investment in capital stock 

supplying theoretical and empirical evidence, which will be followed by a 

brief consideration of the eff ects on consumption. Then we will summarize 

the macroeconomic results of increasing fi nancialization and shareholder 

power as they have been derived in the previous literature, before we 

integrate some important channels of infl uence of fi nancialization into a 

simple analytical Kaleckian stock- fl ow consistent model in order to derive 

the short-  and medium- run eff ects with respect to the rates of capacity 

utilization, profi ts and capital accumulation, as well as to stability of the 

 fi nancial structure of the corporate sector.

M2928 - HEIN TEXT.indd   36M2928 - HEIN TEXT.indd   36 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:27:54AM



 Capital accumulation and macroeconomic regimes  37

3.2  FINANCIALIZATION AND INVESTMENT IN 
CAPITAL STOCK

Regarding the eff ects of fi nancialization on investment decisions of the 

corporate sector, some authors, such as Crotty (1990), Dallery (2009), or 

Stockhammer (2005–06), have highlighted the importance of the ‘owner- 

manager confl ict’ inherent to large corporations.2 This confl ict arises from 

the postulation of a ‘growth- profi t trade- off ’ at the fi rm level, implying 

that shareholder value orientation is likely to be associated with a high 

preference for short- term profi tability and with a low propensity to invest 

in real capital stock by fi rms. Due to diversifi ed portfolios, ‘stockholders 

typically have only a fl eeting relation with any particular enterprise’, as 

Crotty (1990, p. 534) argued, and care much more about the current prof-

itability than the long- term expansion and survival of a particular fi rm. 

In fact, with fi nancialization, various mechanisms have been designed, 

on the one hand, to impose restrictions on management’s ability to seek 

expansion, and, on the other hand, to change management’s preferences 

themselves and align them to shareholders’ profi t maximization objective. 

Management’s desire for growth is constrained through, in particular, 

higher dividend payouts demanded by shareholders, a weaker ability of 

fi rms to obtain new equity fi nance through stock issues (which tend to 

decrease share prices), a larger dependence on leverage, and an increased 

threat of hostile takeovers in a liberalized market for corporate control. 

Simultaneously, fi nancial market- oriented remuneration schemes have 

been developed to align management’s preferences to shareholders’ objec-

tives. As an overall result, it has been argued that the traditional manager-

ial policy of ‘retain and invest’ is replaced by the shareholder- oriented 

strategy of ‘downsize and distribute’ (Lazonick/O’Sullivan 2000).

Graphically, these new developments can be analysed on the basis of 

Figure 3.1. The lines given by FFi refl ect diff erent fi nance constraints faced 

by the managers of the fi rm in their investment decisions. These fi nance 

frontiers indicate the maximum rate of accumulation (g) that fi rms can 

fi nance with a given profi t rate (r). Seen from a diff erent angle, they deter-

mine the profi t rate that is necessary for fi rms to be able to fi nance the 

desired accumulation rate under the conditions of incompletely competi-

tive fi nancial markets, as has been suggested by Kalecki’s (1937) ‘principle 

of increasing risk’.

The second constraint faced by managers is the expansion frontier (EF). 

It indicates the profi t rate that can be realized with a particular growth 

strategy. The expansion frontier is assumed to be upward sloping for low 

accumulation rates and downward sloping for higher rates (Lavoie 1992, 

pp. 114–16). The upwards sloping part is caused by dynamic economies 
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of scale and scope allowing for a higher rate of profi t when accumula-

tion is rising: Investment in capital stock allows for the introduction of 

new and more productive means of production; profi tability and survival 

of the fi rms in an uncertain environment will depend on sheer size; and 

rapid expansion in novel markets will allow for temporary monopoly 

profi ts. The negatively sloped segment of the expansion function is due to 

managerial ineffi  ciencies reducing the rate of profi t: At a certain speed of 

expansion, management will have diffi  culties in handling the expansion 

process (Penrose eff ect); internal expansion in a certain market may be 

costly because of rising advertising, product innovation and research and 

development costs; and external expansion and diversifi cation into further 

markets, in particular foreign markets, may be limited by management’s 

(lack of) knowledge about new markets and products.

In the traditional Post- Keynesian analysis of the fi rm, the accumulation 

decision is determined by the point of intersection of the fi nance frontier 

and the expansion frontier (Lavoie 1992, p. 117). In this view, fi rms are 

interested in the profi t rate only insofar as a higher profi t rate eases the 

fi nance constraint and hence allows for faster expansion. In contrast, with 

fi nancialization it seems more appropriate to consider the possibility that 

the desired accumulation rate, given by preferences, is below the maximum 

g 
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Source: Hein/van Treeck (2010b, p. 279).

Figure 3.1  Shareholder value orientation and investment decisions at the 

fi rm level
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rate, given by the fi nance constraint. Therefore, Figure 3.1 is completed by 

a set of indiff erence curves, Ui, refl ecting diff erent preferences of manag-

ers faced with the growth- profi tability trade- off  in the downward- sloping 

segment of the expansion frontier (see also Dallery 2009, Stockhammer 

2005–06).3 With higher shareholder value orientation, one may expect two 

things to happen:

1. Shareholders impose higher distribution of profi ts on fi rms, that is, a 

higher dividend payout ratio and hence a lower retention ratio and/

or a lower contribution of new equity issues to the fi nancing of invest-

ment, or even share buybacks. Therefore, internal means of fi nance 

for real investment are reduced, and the ability to invest hence suff ers 

(‘internal means of fi nance channel’).

2. Managers’ (fi rms’) preference for growth is weakened as a result of 

remuneration schemes based on short- term profi tability and fi nancial 

market results. The preference for growth, and hence the willingness 

to invest in capital stock, therefore suff ers, too (‘preference channel’).

The fi rst eff ect will imply a counter- clockwise rotation of the fi nance 

frontier in Figure 3.1. The second eff ect can be represented as a fl atten-

ing of the indiff erence curve. Starting from a situation (point A) in which 

shareholders’ infl uence on the fi rm’s preferences is very weak (U0) and 

the accumulation decision of the fi rm is restricted only by a relatively 

loose fi nance constraint (FF0), the eff ects of increasing shareholder value 

orientation can be interpreted as follows. The new accumulation decision 

will be determined either by the new preferences alone (U2 with FF0 or FF1 

(point C) or U1 with FF0 (point B)), or by the new fi nance constraint alone 

(U0 with FF1 (point B) or U0 or U1 with FF2 (point C)), or by preferences 

fully compatible with constraints (U1 with FF1 (point B) or U2 with FF2 

(point C)).

Econometric evidence in favour of the hypothesis that fi nancialization 

has caused a slowdown in capital accumulation has been presented by 

Stockhammer (2004b), van Treeck (2008), Orhangazi (2008) and Onaran 

et al. (2011). Stockhammer (2004b) takes the share of interest and divi-

dends in profi ts of non- fi nancial business as an indicator for the dominance 

of short- term profi ts in fi rms’ or in management’s preferences. Short- term 

fi nancial investment is hence preferred over long- term real investment 

in capital stock and the share of dividends and interest in profi ts should 

therefore be negatively associated with real investment. Using annual data 

for the business sector and applying time series estimations for France 

(1978–97), Germany (1963–90), the UK (1970–96), and the US (1963–97), 

Stockhammer fi nds evidence in favour of his hypothesis for France, the US 
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and maybe also the UK, but not for Germany. Van Treeck (2008) intro-

duces interest and dividend payments, each in relation to the capital stock, 

into the estimation of the determinants of the rate of capital accumulation 

in the non- fi nancial corporate sector of the US (1965–2004) using annual 

data for his time series estimations. He fi nds that dividend and interest 

payments each have a statistically signifi cant negative eff ect on capital 

accumulation, indicating the fi nance constraint given by internal means 

of fi nance. The value of the negative coeffi  cient on dividend payments also 

exceeds the one on interest payments which is interpreted as evidence for 

‘shareholder value orientation’ of management: Dividend payments thus 

do not only negatively aff ect investment via internal means of fi nance 

but also via fi rms’ (or management’s) preferences. Onaran et al. (2011) in 

their time series study for the US (1962–2007) fi nd a positive eff ect of the 

non- rentier profi t share on real gross private domestic investment, but a 

negative eff ect of the rentier profi t share (net dividends and net interest 

payments of domestic industry as a share of nominal GDP), which severely 

dampens a positive impact of unit gross profi ts on investment through the 

‘internal means of fi nance’ channel. Orhangazi (2008) has used fi rm- level 

data on non- fi nancial fi rms in the US (1972–2003) with a focus on the 

manufacturing sector in a dynamic panel- estimation approach. He fi nds 

that fi nancial profi ts have a negative impact on real investment for large 

fi rms, indicating short- termism in favour of short- term fi nancial profi ts 

and at the expense of long- term profi ts from investment in capital stock. 

For small fi rms, however, the eff ect of fi nancial profi ts (the sum of interest 

and equity income in net earnings) on real investment is positive, because 

fi nancial profi ts seem to ease the fi nancing constraint for these fi rms. The 

eff ect of fi nancial payments (interest expense, cash dividends, purchase of 

fi rms’ own stock) on investment is negative for the whole panel.

3.3  FINANCIALIZATION AND HOUSEHOLDS’ 
CONSUMPTION

A second aspect of fi nancialization stressed in various models is the link 

between fi nancial and housing wealth, household indebtedness and con-

sumption. Finance- dominated capitalism has generated increasing poten-

tial for wealth- based and debt- fi nanced consumption. Stock market and 

housing price booms have each increased notional wealth against which 

households were willing to borrow. Changing fi nancial norms, new fi nan-

cial instruments (credit card debt, home equity loans), deterioration of cred-

itworthiness standards, triggered by securitization of mortgage debt and 

‘originate and distribute’ strategies of commercial banks, made increasing 
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credit available to low income, low wealth households, in particular. This 

allowed consumption norms to rise faster than median income, driven by 

habit persistence, social visibility of consumption (‘keeping up with the 

Joneses’), and so on (Cynamon/Fazzari 2008).4 Bhaduri et al. (2006) and 

Bhaduri (2011a, 2011b) have explicitly focussed on the wealth- eff ect on 

consumption, implying that increases in fi nancial wealth stimulate house-

holds’ willingness to consume. However, stock market wealth is purely 

‘virtual wealth’ and increasing consumption may hence be associated with 

increasing indebtedness of private households. Therefore, fi nancial deregu-

lation may improve the perspectives of maintaining a wealth- based con-

sumption boom over a considerable period of time. However, fi nally the 

expansive eff ects of consumer borrowing may be overwhelmed in the long 

run by rising interest obligations, which reduce households’ creditworth-

iness and may eventually require higher saving by households and thus 

lower consumption demand. As mentioned above, we will come back to a 

more detailed examination of this in Chapter 5. Here it is suffi  cient to note 

that fi nance- dominated capitalism may be conducive to rising propensities 

to consume out of current income due to wealth eff ects on consumption.

3.4  FINANCE- DOMINATED CAPITALISM AND 
POTENTIAL MACROECONOMIC REGIMES

Based on the impact of fi nance- dominated capitalism on distribution and 

the contradictory eff ects on investment and consumption, diff erent poten-

tial macroeconomic growth regimes have been derived in the literature.

1. Some authors have considered the possibility of a ‘fi nance- led growth’ 

regime (Boyer 2000), in which shareholder value orientation has an 

overall positive impact on growth. The condition for this is a very 

high propensity to consume out of rentiers’ income and/or a very 

strong wealth eff ect on consumption. This compensates for the loss of 

consumption caused by the redistribution at the expense of labour. In 

turn, it also stimulates investment via the accelerator mechanism and 

over- compensates the direct negative eff ect of increasing shareholder 

power and shareholder value orientation on real investment.5

2. Other authors, starting with Cordonnier (2006), have argued that a 

regime of ‘profi ts without investment’ might emerge. In this regime, 

rising interest or dividend payments of fi rms to rentiers are associ-

ated with a rising profi t rate and with a rising rate of capacity utiliza-

tion, but with a falling rate of capital accumulation. Due to a high 

propensity to consume out of rentiers’ income and/or out of wealth, 
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redistribution in favour of rentiers is able to compensate for the loss of 

consumption demand caused by a falling labour income share. But it 

is insuffi  cient to stimulate capital accumulation in the face of increas-

ing shareholder value orientation of management and the decrease 

of fi rms’ internal means of fi nance associated with high dividend 

 payments or share buybacks.6

3. Finally, some authors have shown that a ‘contractive’ regime may 

arise, in which rising interest and dividend payments to rentiers have a 

restrictive eff ect on the rates of capacity utilization, profi t and capital 

accumulation (Hein 2008b, Hein/van Treeck 2010a, van Treeck 

2008). Due to a low rentiers’ propensity to consume, and implicitly 

a low wealth eff ect on consumption, rising rentiers’ income is unable 

to compensate for the reduction in consumption demand caused by 

redistribution at the expense of labour in this regime. And manage-

ments’ shareholder value orientation together with the loss of internal 

means of fi nance also causes a slowdown in capital accumulation.

Given a specifi c parameter constellation, in particular a regime of ‘profi ts 

without investment’ seems to be a viable accumulation regime for a con-

siderable period of time. However, major drawbacks of the analysis of the 

papers mentioned so far have to be noticed. In particular, in these papers 

the eff ects of changes in interest and dividend payments on fi rms’ debt– and 

equity–capital ratios and hence on the fi nancial structure of the fi rm sector 

are not considered explicitly. That is why some authors have started to study 

the impacts of fi nancialization in stock- fl ow- consistent models, pioneered 

by Lavoie/Godley (2001–02). These models take into account stock- fl ow 

interactions of fi nancial and real variables, either analytically or by means of 

model simulations (Godley/Lavoie 2007, pp. 378–444, Hein 2010b, Lavoie 

2008, Skott/Ryoo 2008a, 2008b, Taylor 2004, pp. 272–8, van Treeck 2009a).7

As has been reviewed in more detail in Hein/van Treeck (2010b), these 

stock- fl ow consistent models are also able to generate the three potential 

accumulation regimes mentioned above. In order to obtain a ‘fi nance- led 

growth’ regime, these models usually rely on strong eff ects of Tobin’s q 

(or Kaldor’s valuation ratio) in the investment function and on a strong 

wealth eff ect in the consumption function.8 Under these conditions, the 

increase in stock market prices, associated with a higher target rate of 

profi t imposed on the fi rm by shareholders, share buybacks, increasing 

dividend payments to rentiers and redistribution at the expense of labour, 

feeds back positively both on investment and consumption spending and 

may dominate the overall result (Skott/Ryoo 2008a, 2008b, van Treeck 

2009a). However, if the models do away with a strong coeffi  cient on 

Tobin’s q in the investment function, ‘profi ts without investment’ (van 
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Treeck 2009a) or even ‘contractive’ accumulation regimes are generated 

(Godley/Lavoie 2007, pp. 378–444, Hein 2010a, 2010b, Lavoie 2008).

We doubt that in an era of fi nancialization an increase in Tobin’s q trig-

gered by increasing shareholder power, share buybacks, increasing divi-

dend payments and enforced changes in management’s preferences should 

be considered to cause rising real investment. Medlen (2003) provides 

empirical support for our doubts. According to his observations, there was 

a positive correlation in the US (1968–2001) between Tobin’s q, on the one 

hand, and the relationship between mergers and acquisitions to new real 

investment, on the other hand. This is the exact opposite of what Tobin’s q 

would suggest, because a rise in Tobin’s q should be correlated with higher 

real net investment relative to mergers and acquisitions.9

The stock- fl ow consistent models referred to above do not pay much 

attention to changes in distribution between capital and labour caused by 

changes in the fi nancial regime and the related macroeconomic eff ects via 

consumption and investment. And fi nally, instability problems regarding 

the fi nancial structure of the corporate sector have been hardly addressed 

in these models. Therefore, in the following section we present a simple 

model which tackles some of these issues.

3.5  FINANCIALIZATION IN A SIMPLE 
COMPARATIVE STATIC, STOCK- FLOW 
CONSISTENT DISTRIBUTION AND GROWTH 
MODEL

In this section we develop a simple analytical stock- fl ow consistent dis-

tribution and growth model. In this model, the transmission channels 

of fi nancialization discussed above are integrated in the following way. 

First, fi nancialization is assumed to aff ect distribution between fi rms and 

rentiers in the short run, and distribution between capital and labour 

through a dividend- elastic mark- up in fi rms’ price setting in the medium 

run. Second, fi rms’ investment is aff ected through the channels dis-

cussed above, the ‘preference channel’ and the ‘internal means of fi nance 

channel’. Third, consumption is infl uenced via distribution of dividends in 

the short run and via a reduction in the labour income share in the medium 

run of the model. However, in this section we will not yet deal with house-

hold debt. Fourth, the development of fi rms’ outside fi nance–capital ratio 

is endogenized in order to check the medium- run stability and viability of 

the potential accumulation regimes.

Our model has a medium- run horizon, because we allow debt and equity 

held by rentiers to vary relative to the capital stock. But we do not consider 
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any eff ect of changes in the dividend payments (relative to interest pay-

ments) on households’ portfolio choice between credit/bonds and shares. In 

our view, portfolio choice seems to be dominated by long- run institutional 

and habitual factors, such as the pension system (pay as you go versus 

capital- based), the stock market culture, and sentiments towards risk.10 

Therefore, what we consider in the medium- run analysis of our model is the 

development of the ratio of debt plus equity held by rentiers relative to the 

capital stock and its feedback eff ects on capital accumulation, without any 

deeper investigation into the composition of rentiers’ fi nancial wealth. For 

the reasons given in the previous section, our model neither includes any 

positive eff ect of Tobin’s q on fi rms’ investment in capital stock, nor do we 

consider wealth eff ects on consumption and credit- fi nanced consumption 

expenditures in order to keep the model as simple as possible.

The model we employ in this section is an extension of the basic 

Kaleckian model suggested by Bhaduri/Marglin (1990), into which fi nan-

cial variables are integrated in a way similar to the integration of monetary 

variables into this model by Hein (2007). We have chosen the Bhaduri/

Marglin approach as a starting point, because the basic structure of this 

model allows for ‘wage- led’ or ‘profi t- led’ demand and growth regimes. 

The results of the model are hence not restricted to the usual Kaleckian 

models with wage- led demand and growth regimes.11

3.5.1 The Basic Model

We assume a closed economy without economic activity of the state. 

Under given conditions of production, there is just one type of com-

modity produced which can be used for consumption and investment 

purposes. There is a constant relation between the employed volume of 

labour (L) and real output (Y), that is, there is no overhead- labour and 

no technical change, so that we get a constant labour–output ratio (a). 

The capital–potential output ratio (v), the relation between the real capital 

stock (K) and potential real output (Yp), is also constant. The capital stock 

is assumed not to depreciate. The rate of capacity utilization (u) is given 

by the relation between actual real output and potential real output. The 

basic model can be described by the following equations.

Pricing and distribution

 p 5 [1 1 m(r) ]wa, m .  0,  

0m
0r

 $  0, (3.1)

 h 5
P

pY
5 1 2

1

1 1 m(r)
, 
0h
0r

 $  0, (3.2)
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 r 5
P

pK
5

P

pY
 
Y

Yp
 
Yp

K
5 hu 

1

v
, (3.3)

Financing of capital stock and rentiers’ income

 pK 5 B 1 ER 1 EF, (3.4)

 g 5
B 1 ER

pK
, (3.5)

 � 5
EF

pK
, (3.6)

 P 5 PF 1 R, (3.7)

 R 5 r(ER 1 B) , (3.8)

Saving, investment and goods market equilibrium

 s 5
S

pK
5

P 2 R 1 sRR

pK
5 r 2 (1 2 sR

)rg, 0 , sR # 1, (3.9)

 g 5
I

pK
5 a 1 bu 1 th 2 qrg, b, t, q $ 0, (3.10)

 g 5 s, (3.11)

 
0s
0u

2
0g
0u

. 0 1 h

v
2 b . 0. (3.12)

Variables:

p: price; m: mark- up; r: rentiers’  rate of return on equity and bonds; w: 

nominal wage rate; a: labour–output ratio; h: gross profi t share; P: gross 

profi ts; Y: real income; r: rate of profi t; K: real capital stock; Yp: full 

capacity output determined by the capital stock; u: rate of capacity util-

ization; v: capital- full capacity output ratio; B: bonds held by rentiers; 

ER: equity held by rentiers; EF: equity held by fi rms/owner- managers; 

g: outside fi nance–capital ratio; �: inside fi nance–capital ratio; PF: 

retained profi ts by fi rms; R: rentiers’ income; s: saving- capital rate; S: 

saving; sR: propensity to save out of rentiers’ income; g: rate of capital 

accumulation; I: investment; a, b, t, q: coeffi  cients in the investment 

function.
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Writing w for the nominal wage rate, we assume that fi rms set prices 

(p) according to a mark- up (m) on constant unit labour costs up to full 

capacity output. Following Kalecki (1954, pp. 17–18), the mark- up is 

determined by the degree of price competition in the goods market and by 

the relative powers of capital and labour in the labour market (equation 

3.1). The profi t share (h), that is, the proportion of profi ts (P) in nominal 

output (pY), is therefore determined by the mark- up (equation 3.2). The 

mark- up and the profi t share may become elastic with respect to the rent-

iers’ rate of return on equity and bonds (r) in the medium run, as will be 

discussed in more detail below. The profi t rate (r) relates the annual fl ow 

of profi ts to the nominal capital stock and can be decomposed into the rate 

of capacity utilization, the profi t share, and the inverse of the capital- full 

capacity output ratio (equation 3.3).

The pace of accumulation in our model is determined by fi rms’ decisions 

to invest, independently of saving, because fi rms have access to short- 

term (or initial) fi nance for production purposes supplied by a developed 

banking sector.12 We assume that long- term fi nance of the capital stock 

consists of fi rms’ accumulated retained earnings (EF), long- term credit 

granted by rentiers’ households (B), and equity issued by the fi rms and 

held by rentiers’ households (ER) (equation 3.4). Part of fi rms’ liabilities 

(B1ER) is therefore held by ‘outsider  s’ to the fi rm, that is, rentiers’ house-

holds, whereas another part (EF) is controlled by ‘insiders’, either by the 

management or by owner- managers. The balance sheet matrix in Table 3.1 

summarizes the fi nancing of the capital stock.

Since in our model we assume prices in goods and fi nancial markets to 

be constant – capital gains are hence omitted from the analysis – rentiers 

are interested in short- run maximum dividend and interest payments, 

whereas management favours long- term growth of the fi rm, following the 

arguments presented above. The rentiers’ share in capital stock, the outside 

fi nance–capital ratio, is given by g (equation 3.5), whereas � denotes the 

accumulated retained earnings–capital ratio or the inside fi nance–capital 

ratio (equation 3.6). We assume these ratios to be constant in the short 

Table 3.1 Balance sheet matrix

Workers’ 

households

Rentiers’ 

households

Firms S

Loans 1B −B 0

Equities 1ER −ER 0

Capital pK pK

S 0 1B1ER 1EF pK = B1ER1EF
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run, but to be variable and hence to be endogenously  determined in the 

medium run.

Total profi ts (P) split into fi rms’ retained profi ts (PF), on the one 

hand, and dividends plus interest paid to rentiers’ households (R), on the 

other (equation 3.7). Interest payments to rentiers’ households are given 

by the rate of interest and the stock of debt, with the rate of interest as a 

distribution parameter being an exogenous variable for income genera-

tion and capital accumulation, mainly determined by monetary policies 

and risk and liquidity assessments of banks and rentiers, following the 

Post- Keynesian ‘horizontalist’ view of endogenous money and credit.13 

Dividend payments, given by th  e dividend rate and the stock of equity 

held by rentiers’ households, are also determined by the power struggle 

between rentiers (shareholders) and fi rms (management), with rentiers 

being interested in high dividends for income purposes and management 

being in favour of retained earnings for fi rms’ real investment and growth 

purposes. We omit the eff ects of rentiers’ portfolio choice from our con-

siderations and, in order to simplify further analysis, in what follows we 

synthesize dividend and interest payments to rentiers and consider just 

one rentiers’ rate of return on bonds and equity (r), which together with 

the stock of equity and bonds held by rentiers determines rentiers’ income 

(equation 3.8). The rentiers’ rate of return is determined by the power 

struggle between managers and rentiers and is hence the crucial variable 

when it comes to the discussion of the eff ects of increasing shareholder 

power vis- à- vis management and workers.

Changes in the rentiers’ rate of return may cause a change in the mark- 

up in fi rms’ pricing in incompletely competitive goods markets (equation 

3.1), if the determinants of the mark- up are aff ected as well by the rise of 

shareholder power, in particular the degree of price competition in the 

goods market and the relative powers of workers and labour unions in the 

labour market.14 If these changes occur, distribution between gross profi ts, 

as the sum of retained fi rms’ profi ts and interest and dividends received by 

rentiers’ households, on the one hand, and wages, on the other hand, will 

be aff ected (equation 3.2). Discussing the eff ects of a rising rentiers’ rate 

of return caused by rising shareholder power, we distinguish two cases: 

(1) the dividend- inelastic mark- up in which a rising rentiers’ rate of return 

leaves the gross profi t share in national income untouched and only aff ects 

fi rms’ retained profi ts adversely, and (2) the dividend- elastic mark- up in 

which an increasing rentiers’ rate of return aff ects distribution between 

gross profi ts and wages.

In the face of increasing shareholder power, we consider the mark- 

up to be dividend- inelastic in the short run. Therefore, in the short run 

only the distribution of income between fi rms and rentiers is aff ected by 
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rising shareholder power. But in the medium run, the mark- up is likely 

to become dividend- elastic because of decreasing price competition in 

the goods market associated with mergers and acquisitions and hostile 

takeovers in the corporate sector, and in particular because of weakened 

bargaining power of workers caused by a policy of ‘downsize and distrib-

ute’ and increasing (threat of) unemployment (Lazonick/O’Sullivan 2000). 

The profi t share, and therefore distribution between capital and labour, 

will hence become elastic with respect to the rentiers’ rate of return in our 

model.

In order to simplify the analysis, we assume a classical saving hypothesis, 

that is, workers do not save. The part of profi ts retained is completely saved 

by defi nition. The part of profi ts distributed to rentiers’ households, the 

interest and dividend payments, is used by those households according to 

their propensity to save (sR). Therefore, we get the saving- capital rate (s) in 

equation (3.9) which relates total saving to the nominal capital stock. Note 

that an increase in the rentiers’ rate of return, ceteris paribus, decreases 

the saving- capital rate because income is transferred from fi rms with a 

saving propensity of unity to rentiers’ households with a saving propensity 

of presumably less than unity. In our model, we consider only rentiers’ 

consumption out of current income fl ows. As argued above, increasing 

stock prices and rising (stock market) wealth will further lower the overall 

saving rate, in particular when households can borrow extensively against 

collateral. However, this will be associated with increasing household debt 

which might feed back negatively on consumption. These aspects are not 

modelled here, but will be considered in Chapter 5 of this book.

The accumulation rate (g), relating net investment (I) to the capital stock 

(equation 3.10) is based on the investment function proposed by Bhaduri/

Marglin (1990). Investment decisions are assumed to be positively aff ected 

by expected sales and by unit profi ts (or the profi t share), because both 

increase the (expected) profi t rate. Expected sales are determined by the 

rate of capacity utilization. Unit profi ts are given by the profi t share and 

are thus determined by the mark- up in fi rms’ pricing in the goods market. 

Distributed profi ts, the dividends and interest payments to rentiers, have a 

negative impact on investment, because they reduce retained earnings and 

fi rms’ own means of fi nance. Distributed profi ts are given by the rentiers’ 

rate of return and the stocks of debt and equity held by rentiers, each 

variable being normalized by the capital stock. An increase in the rentiers’ 

rate of return has a negative impact on investment because fi rms’ internal 

funds for investment fi nance are adversely aff ected. This also limits the 

access to external funds in imperfect capital markets and also the willing-

ness of fi rms to rely on external fi nance for investment in capital stock, 

according to Kalecki’s (1937) ‘principle of increasing risk’.
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As argued above, given shareholders’ desire for profi ts – compared to 

management’s desire for growth of the fi rm – increasing shareholder power 

vis- à- vis management will increase the rentiers’ rate of return and reduce 

available funds for real investment and growth of the fi rm. But increas-

ing shareholder power will not only aff ect internal funds and thus fi rms’ 

fi nance constraints but also management’s preferences: Management’s 

‘animal spirits’, refl ected in the constant a in the investment function, will 

decline and might even become negative when managers are aligned with 

shareholders through stock option programmes and the threat of hostile 

takeovers in an active market of corporate control. Therefore, even if the 

availability of internal funds were irrelevant for fi rms’ investment deci-

sions, increasing shareholder power would aff ect investment nonetheless 

in the negative through this ‘preference channel’. Our investment function 

hence captures the two channels of transmission of increasing shareholder 

power on real investment: the ‘internal means of fi nance channel’ and the 

 ‘preference channel’.

As mentioned above, we refrain from integrating a positive eff ect of 

Tobin’s q or Kaldor’s valuation ratio (or of the relationship between 

the dividend rate and the rate of interest) into our investment function, 

because an increase in the dividend rate (relative to the interest rate) indi-

cates rising shareholder power vis- à- vis management and can hence not be 

seen as a stimulus for real investment, we rather assume the opposite. In 

our model, the shares of internal and external investment fi nance matter 

for fi rms’ real investment, but the source of external fi nance (issue of 

shares or debt) is of minor relevance for investment decisions.

The goods market equilibrium is determined by the equality of saving 

and investment decisions (equation 3.11). The goods market stability 

condition requires that the saving- capital rate responds more elastically 

to changes in capacity utilization than the capital accumulation rate does 

(condition 3.12). The transactions in our simple model are summarized in 

the transaction fl ow matrix in Table 3.2.

Our model generates the following goods market equilibrium values:

 u* 5
a 1 th 1 rg(1 2 sR 2 q)

h

v
2 b

, (3.13)

 r* 5

h

v
[a 1 th 1 rg(1 2 sR 2 q) ]

h

v
2 b

, (3.14)
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50 The macroeconomics of fi nance- dominated capitalism – and its crisis

 g* 5

h

v
(a 1 th) 1 rg cb(1 2 sR

) 2 q
h

v
d

h

v
2 b

. (3.15)

In what follows, the eff ects of increasing shareholder power on stable 

goods market equilibria only will be discussed. Increasing shareholder 

power will, fi rstly, aff ect management’s preferences regarding growth and 

hence animal spirits in the negative, and, secondly it will be associated with 

an increasing rentiers’ rate of return.

3.5.2  Short- run Eff ects of Financialization and Increasing Shareholder 

Power

For the discussion of the short- run eff ects of fi nancialization and 

increasing shareholder power we assume g and � to be given and con-

stant. For the medium run these ratios will be endogenized, the stabil-

ity will be checked, and the eff ects of changes in management’s animal 

spirits and the rentiers’ rate of return on these ratios will be examined. 

For the short run, we will also assume that fi rms are unable to shift 

increasing dividend payments to prices, because the determinants of the 

mark- up will change rather slowly. The mark- up and the profi t share 

will therefore remain constant in the short run, too. This restriction 

will also be lifted for the medium- run considerations, and the eff ects of 

redistribution between capital and labour on investment and saving will 

be taken into account.

An increase in shareholder value orientation of management, and 

Table 3.2 Transaction fl ow matrix

Workers’ 

households

Rentiers’ 

households

Firms’ 

current

Firms’ 

capital
S

Consumption −CW −CR 1CW1CR 0

Investment 1I −I 0

Wages 1W −W 0

Retained profi ts −PF 1DEF 0

Distributed profi ts: 

  dividends and 

interest

1R −R 0

Change in equity −DER 1DER 0

Change in loans −DB 1DB 0

S 0 0 0 0 0
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hence a decrease in animal spirits, as indicated by a in the investment 

function, has uniquely negative eff ects on the endogenous variables. 

This is so, because animal spirits display unambiguously positive rela-

tionships with the equilibrium rates of capacity utilization, profi t and 

capital accumulation, as can easily be seen from equations (3.13) to 

(3.15):

 
0u*

0a
. 0, 

0r*

0a
. 0 and 

0g*

0a
. 0.

An increase in the rentiers’ rate of return, however, has ambiguous 

eff ects. It aff ects fi rms’ investment through the availability of internal 

funds and the access to external fi nancing, but it also has an infl uence 

on the income of rentiers’ households and hence on consumption. With 

the outside fi nance–capital ratio, as well as the mark- up and the profi t 

share, being constant in the short run, we obtain the following eff ects of a 

change in the rentiers’ rate of return on the equilibrium rates of capacity 

 utilization, profi t and capital accumulation:

 
0u*

0r
5

(1 2 sR 2 q)g

h

v
2 b

, (3.13a)

 
0r*

0r
5

h

v
(1 2 sR 2 q)g

h

v
2 b

, (3.14a)

 
0g*

0r
5

g cb(1 2 sR
) 2 q

h

v
d

h

v
2 b

. (3.15a)

The eff ects of a change in the rentiers’ rate of return may be positive or 

negative, depending on the parameter values in the saving and investment 

functions of the model. We obtain the following conditions for positive 

eff ects on the short- run equilibrium values of the system:

 
0u*

0r
. 0, if: 1 2 sR . q, (3.13a’)

 
0r*

0r
. 0, if: 1 2 sR . q, (3.14a’)
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0g*

0r
. 0, if: 1 2 sR . q

h

vb
. (3.15a’)

Assuming the stability condition (3.12) for the goods market equilib-

rium to hold implies for equation (3.15a’): h/vb . 1. Therefore, we get the 

following cases for the short- run equilibrium in Table 3.3.

The ‘normal’ case of a negative impact of an increase in the rentiers’ rate 

of return throughout on the equilibrium values of capacity utilization, the 

profi t rate and the rate of capital accumulation will be given if: 1 2 sR , q. 

Therefore, this case is the more likely the higher the rentiers’ propensity 

to save and the higher the responsiveness of fi rms’ real investment with 

respect to distributed profi ts and hence to internal funds. With this param-

eter constellation, the increase in consumption demand associated with 

redistribution of income from fi rms to rentiers’ households is insuffi  cient 

to compensate for the negative eff ects on fi rms’ investment. In the ‘normal’ 

case, the eff ect of an increasing rentiers’ rate of return on the equilibrium 

rates of capacity utilization, profi t and capital accumulation amplifi es 

the negative eff ects of rising shareholder power via management’s animal 

spirits on these variables and we obtain the overall ‘contractive’ regime 

(Table 3.4).

In the ‘puzzling’ case, we have an opposite parameter constellation: 

1 2 sR . qh/vb. A low propensity to save out of rentiers’ income, a low 

responsiveness of investment with respect to distributed profi ts and inter-

nal funds, and a high elasticity with respect to capacity utilization allow 

for a positive eff ect of an increasing rentiers’ rate of return on the equilib-

rium rates of capacity utilization, profi t and capital accumulation. In the 

‘puzzling’ case, the eff ects of an increasing rentiers’ rate of return on the 

equilibrium rates of capacity utilization, profi t and capital accumulation 

Table 3.3 Short- run cases for a change in the rentiers’ rate of return

‘Normal’ case ‘Intermediate’ case ‘Puzzling’ case

1 2 sR , q
q , 1 2 sR ,

qh

vb

qh

vb
, 1 2 sR

0u
0r

*
– 1 1

0r
0r

*
– 1 1

0g
0r

*
– – 1
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may over- compensate the negative eff ects of rising shareholder power 

via management’s animal spirits. If this condition holds, we will obtain a 

‘fi nance- led’ accumulation regime, and hence an overall positive eff ect of 

increasing shareholder power on the rates of capacity utilization, profi t 

and capital accumulation (Table 3.4).

Finally, an ‘intermediate’ case may arise if: q ,  1 2 sR ,  qh/vb. In 

this case, an increase in the rentiers’ rate of return is accompanied by rising 

rates of capacity utilization and profi t, but by a falling equilibrium rate of 

capital accumulation. What is required for the ‘intermediate’ case, on the 

one hand, is a low rentiers’ propensity to save, which boosts consump-

tion demand in the face of redistribution in favour of rentiers, and a low 

responsiveness of fi rms’ investment with respect to distributed profi ts and 

hence internal funds, which limits the negative eff ects of redistribution on 

fi rms’ investment. On the other hand, however, in the ‘intermediate’ case 

we also have a low responsiveness of investment with respect to cap acity 

utilization which, in sum, is not able to over- compensate the negative 

eff ects of a rise in the rentiers’ rate of return through internal funds. Under 

the conditions of the ‘intermediate’ case, the negative eff ects of increasing 

shareholder power via management’s preferences (animal spirits) may 

be overcompensated by the eff ects of a rising rentiers’ rate of return with 

respect to capacity utilization and the profi t rate, but the negative eff ect 

on capital accumulation is not. For the former, it is again required that 

increasing shareholder power is associated with a strong eff ect of the 

increase in the rentiers’ rate of return but with a low eff ect via manage-

ment’s animal spirits. If these conditions hold, we will obtain a ‘profi ts 

without investment’ regime (Table 3.4).

Comparing the micro and the macro eff ects of fi nancialization and rising 

shareholder power, our model generates the following results.15 Only 

under the conditions generating the ‘profi ts without investment’ regime 

does there exist a strict micro- macro identity: Based on the ‘growth- profi t 

trade- off ’ at the micro level (Figure 3.1), fi rms reduce capital accumulation 

Table 3.4  Short- run accumulation regimes under the conditions of 

fi nancialization and rising shareholder power

‘Contractive’ 

regime

‘Profi ts without 

investment’ regime

‘Finance- led 

growth’ regime 

Eff ect via management’s 

 animal spirits

weak/strong weak weak

Eff ect via rentiers’ rate 

 of return

‘normal’ case ‘intermediate’ case ‘puzzling’ case
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54 The macroeconomics of fi nance- dominated capitalism – and its crisis

in order to increase the rate of profi t, and this is what is generated at the 

macro level, if the conditions of the ‘profi ts without investment’ regime 

prevail.

With the conditions for the ‘fi nance- led growth’ or the ‘contractive’ 

regime prevailing, however, the economy will be characterized by a 

macroeconomic fallacy of composition in the face of rising shareholder 

power. The ‘fi nance- led growth’ is characterized by a ‘paradox of 

growth’: At the micro level, fi rms restrict capital accumulation in order 

to increase the rate of profi t, but at the macro level the conditions are 

such that the rate of capital accumulation increases together with the 

rate of profi t. And the ‘contractive’ regime suff ers from a ‘paradox of 

profi ts’: At the micro level, fi rms reduce capital accumulation in order 

to increase the rate of profi t, but at the macro level this leads to a falling 

rate of accumulation and a falling rate of profi t, too. In terms of Figure 

3.1, in both paradoxical cases fi rms attempt to move to the left along the 

expansion frontier, but the aggregate demand and distribution eff ects 

hereby induced lead to a shift in both the expansion frontier and the 

fi nance frontier faced by fi rms with the respective results for the two 

regimes.

3.5.3 Medium- run Equilibrium and Stability of the Financial Structure

In the medium run of our model, the fi nancial structure of the economy 

and hence the inside and outside fi nance–capital ratios are no longer exog-

enous, but have to be determined endogenously. Since g 1 � 5 1, it is 

suffi  cient to analyse the dynamics of g in the face of changing shareholder 

power and rentiers’ rates of return. The accumulation of bonds and equity 

held by rentiers is given by rentiers’ income and the propensity to save out 

of this income:

 D (ER 1 B) 5 sRr(ER 1 B) . (3.16)

For the growth rate of debt plus equity held by rentiers we get:

 
D (ER 1 B)

(ER 1 B)
5 sRr. (3.17)

If we assume that prices remain constant, which means that mark- ups 

and distribution may change but not the price level, the growth rate of 

the outside fi nance–capital ratio depends on the growth rate of outside 

fi nance and on the growth rate of the real capital stock. From equation 

(3.5) we get:
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 ĝ 5
D (ER 1 B)

(ER 1 B)
2 K̂ 5 sRr 2 g. (3.18)

In medium- run equilibrium the endogenously determined value of g 

has to be constant, hence ĝ 5 0 has to hold. Introducing this condi-

tion into equation (3.18) and making use of equation (3.15) yields the 

 following medium- run equilibrium value for the outside fi nance–capital 

ratio:

 g* 5

sRrah

v
2 bb 2

h

v
(a 1 th)

r cb(1 2 sR
) 2 q

h

v
d . (3.19)

This medium- run equilibrium will be stable if: 0ĝ/0g , 0. Starting from 

equations (3.18) and making use of equation (3.15) yields:

 
0ĝ
0g

5

2r cb(1 2 sR
) 2 q

h

v
d

h

v
2 b

. (3.20)

Taking into account that we assume the goods market equilibrium to be 

stable, it follows for the medium- run stability condition of the outside 

fi nance–capital ratio:

 
0ĝ
0g

, 0 if:    b(1 2 sR
) 2 q

h

v
. 0

 3 1 2 sR . q
h

vb
. (3.20’)

Stability of g requires a low rentiers’ propensity to save, a low responsive-

ness of fi rms’ investment with respect to distributed profi ts and internal 

funds, a low profi t share and a high elasticity of investment with respect 

to capacity utilization. This is tantamount to a positive relationship of the 

rate of capital accumulation with the outside fi nance–capital ratio. From 

equation (3.15) we obtain:

 
0g*

0g
5

r cb(1 2 sR
) 2 q

h

v
d

h

v
2 b

, (3.15b)
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0g*

0g
. 0  if:    b(1 2 sR

) 2 q
h

v
. 0

 3 1 2 sR . q
h

vb
. (3.15b’)

Most importantly, it has to be noted that medium- run stability of the 

outside fi nance–capital ratio requires a ‘puzzling’ case eff ect of a change 

in the rentiers’ rate of return on the short- run equilibrium rate of capital 

accumulation, as can be seen in condition (3.15a’).

3.5.4  Medium- run Eff ects of Financialization and Rising Shareholder 

Power

Analysing the medium- run eff ect of increasing shareholder power, we 

have to take into account that fi rms may be able to shift a higher rate of 

return demanded by rentiers to the mark- up, and hence the gross profi t 

share (including dividend and interest payments) may increase. Therefore, 

with a dividend- elastic mark- up we have: 0h/0r $ 0, and the labour 

income share will decrease in the face of a rising rentiers’ rate of return. 

Regarding the stability analysis from the previous section we have to bear 

in mind that, ceteris paribus, a medium- run increase in the gross profi t 

share may turn a short- run ‘puzzling’ case to an ‘intermediate’ case and 

may therefore turn a stable fi nancial structure unstable.

We start our analysis of the medium- run results of increasing shareholder 

power with examining the eff ects of a rising rentiers’ rate of return on the 

outside fi nance–capital ratio and on the rate of capital accumulation, and 

then we discuss the eff ects of decreasing management’s animal spirits on the 

medium- run equilibrium. The results are summarised in Table 3.5.

Rentiers’ rate of return and medium- run equilibrium

From equation (3.19) we obtain the following eff ects of a change in the 

rentiers’ rate of return on the equilibrium outside fi nance–capital ratio:

 
0g*

0r
5

h

v
(a 1 th) 1

0h
0r

 
r

v
[r(qg 1 sR

) 2 a 2 2th ]

r2 cb(1 2 sR
) 2 q

h

v
d . (3.19a)

For the evaluation of the eff ects of an increasing rentiers’ rate of return 

we have to distinguish the ‘medium- run stable’ from the ‘medium- run 

unstable’ case.
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For the stable case, in which b(1 2 sR
) 2 qh/v . 0 has to hold, we 

obtain:

 

0g*

0r
. 0

if:     b(1 2 sR
) 2 q

h

v
. 0,

and:  g* .
1

qr
£a 1 2th 2 sRr 2

h(a 1 th)

0h
0r

 r

§ .

 (3.19a’)

In the medium- run stable case, the eff ect of a change in the rentiers’ rate 

of return on the outside fi nance–capital ratio depends on the initial value 

of the rentiers’ share in the capital stock. If g is below the value defi ned in 

condition (3.19a’), an increase in the rentiers’ rate of return, hence rising 

dividend payments, will raise g; if g is above this value it will fall; and if g is 

exactly equal to this value there will be no eff ect of a change in the rentiers’ 

rate of return.

In the medium- run unstable case, we have b(1 2 sR
) 2 qh/v , 0 and 

the inspection of equation (3.19a) yields just the opposite result to the 

stable case:

 

0g*

0r
. 0

if:     b(1 2 sR
) 2 q

h

v
, 0,

and:  g* ,
1

qr
£a 1 2th 2 sRr 2

h(a 1 th)

0h
0r

 r

§ .

 (3.19a’’)

Evaluating the eff ects of an increasing rentiers’ rate of return on 

the medium- run equilibrium rate of capital accumulation, we have to 

 determine the medium- run equilibrium rate of capital accumulation 

fi rst. Applying the equilibrium condition ĝ 5 0 to equation (3.18), we 

obtain:

 g** 5 sRr. (3.21)

The eff ect of a rising rentiers’ rate of return on the medium- run 

 equilibrium rate of capital accumulation, given the propensity to save out 

of rentiers’ income, is thus by necessity positive in each regime:
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0g**

0r
5 sR . 0. (3.21a)

This fi nding follows straight forward from the condition for medium- 

run equilibrium, which requires the constancy of g and hence that capital 

stock has to grow at the same rate as the sum of debt plus equity held 

by rentiers’ households. An increase in dividend (and also in interest) 

payments to rentiers in relation to the capital stock therefore requires 

increasing capital stock growth in order to obtain a medium- run equilib-

rium.16 We call this medium- run equilibrium rate of capital accumulation 

the ‘warranted rate’ (g**), because it is the rate of accumulation which is 

required for the constancy and thus stability of the outside fi nance–capital 

ratio. However, it is by no way guaranteed that the goods market equilib-

rium rate of capital accumulation will adjust to that rate. Our ‘warranted 

rate’ of accumulation is thus reminiscent of Harrod’s (1939) ‘warranted 

rate of growth’. However, in our case it is neither related to goods market 

equilibrium, nor to desired capacity utilization, but to a constant fi nancial 

structure of the fi rm sector.

As shown above, under the condition (3.15a’) for the short- run ‘puzzling’ 

case regarding the eff ects of a rising rentiers’ rate of return, the stability 

condition (3.20’) for the medium- run equilibrium outside fi nance–capital 

ratio is met. The goods market equilibrium rate of capital accumulation 

will thus adjust to the ‘warranted rate’ when the rentiers’ rate of return 

increases, and the new medium- run equilibrium will be reached.17 If the 

increase in capital accumulation following an increase in the rentiers’ rate 

of return is not suffi  cient to meet the increased ‘warranted rate’ in equation 

(3.21) immediately, the outside fi nance–capital ratio will grow according 

to equation (3.18), and this will push up the goods market equilibrium rate 

of capital accumulation according to equation (3.15) and thus stabilize 

the system. Therefore, the conditions for the short- run ‘puzzling’ case are 

 suffi  cient for medium- run stability of the ‘fi nance- led growth’ regime.

Under the conditions of the short- run ‘normal’ and ‘intermediate’ 

cases, capital accumulation will fall when the rentiers’ rate of return 

increases and the new equilibrium will not be reached; the stability condi-

tion for medium- run equilibrium (3.20’) is not met. With the short- run 

‘normal’ and ‘intermediate’ cases prevailing, which implies instability 

of the medium- run outside fi nance–capital ratio, the ‘warranted rate’ of 

capital accumulation in equation (3.21), therefore, contains a ‘knife- edge’ 

instability property. If the goods market equilibrium rate of capital accu-

mulation in equation (3.15) by accident is equal to the ‘warranted rate’ in 

equation (3.21), capital stock will keep on growing at that rate. But any 

deviation from the ‘warranted rate’ will cause exploding deviation from 
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this rate. If the goods market equilibrium rate of capital accumulation falls 

short of the ‘warranted rate’, the outside fi nance–capital ratio will rise, 

according to equation (3.18), and this will feed back negatively on capital 

accumulation, according to equation (3.15), making capital accumulation 

fall further below the ‘warranted rate’ and the outside fi nance–capital 

ratio rise further above the equilibrium rate. If the goods market equilib-

rium rate of capital accumulation exceeds the ‘warranted rate’, the outside 

fi nance–capital ratio will fall (equation 3.18), and this will feed back 

positively on capital accumulation (equation 3.15), making it diverge even 

further from the ‘warranted rate’ and so on. The medium- run cumulative 

disequilibrium process will hence be characterized either by rising outside 

fi nance–capital ratios and by falling rates of capital accumulation, or it 

will show decreasing outside fi nance–capital ratios and increasing rates of 

capital accumulation. We therefore attain a ‘paradox of outside fi nance’ 

reminiscent of Steindl’s (1976, pp. 113–22) ‘paradox of debt’:18 Falling 

(rising) rates of capital accumulation induce fi rms to attempt to reduce 

(raise) the outside fi nance–capital ratio, but the macroeconomic eff ects of 

such a behaviour is that this ratio will increase (fall).

In the ‘contractive’ and the ‘profi ts without investment’ regimes, an 

increase in the rentiers’ rate of return shifting the ‘warranted rate’ upwards 

will thus trigger a cumulatively downward process of the goods market 

equilibrium rate of capital accumulation and a cumulatively upwards 

process of the outside fi nance–capital ratio. A decrease in managements’ 

animal spirits associated with rising shareholder power will exacerbate this 

process. Redistribution at the expense of labour in the medium run via 

the dividend- elastic mark- up will also reinforce this process if accumula-

tion is wage led, and it will dampen it without being able to prevent it, if 

 accumulation is profi t led.

Animal spirits and medium- run equilibrium

Finally, we have to examine the eff ects of falling management’s animal 

spirits as a second channel of infl uence of rising shareholder power. From 

equation (3.19) we obtain for the eff ect of animal spirits on the medium- 

run equilibrium outside fi nance–capital ratio:

 
0g*

0a
5

2
h

v

r cb(1 2 sR
) 2 q

h

v
d . (3.19b)

In the medium- run stable case, in which b(1 2 sR
) 2 qh/v . 0, we get 

0g*/0a , 0. Falling animal spirits associated with rising shareholder 
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62 The macroeconomics of fi nance- dominated capitalism – and its crisis

value orientation will hence increase the equilibrium outside fi nance–

capital ratio. Medium instability implies b(1 2 sR
) 2 qh/v , 0 and 

hence 0g*/0a . 0. Decreasing animal spirits will thus shift the (unstable) 

 equilibrium outside fi nance–capital ratio downwards.

For the eff ects of animal spirits on the medium- run ‘warranted rate’ of 

capital accumulation we obtain from equation (3.21):

 
0g**

0a
5 0. (3.21b)

Since the ‘warranted rate’ of capital accumulation required for a constant 

outside fi nance–capital ratio is determined exclusively by rentiers’ saving 

out of dividend and interest payments relative to the capital stock, changes 

in management’s animal spirits have no eff ect on this rate. A change in 

animal spirits will only aff ect the goods market equilibrium rate of capital 

accumulation. This will exacerbate cumulatively diverging processes of 

the goods market equilibrium rate of capital accumulation from the ‘war-

ranted rate’ in the medium- run unstable case, and it will modify, but not 

prevent the adjustment process in the medium- run stable case.

3.6 CONCLUSIONS

In this chapter we have identifi ed theoretically and empirically the main 

channels of infl uence of fi nancialization on investment in capital stock, 

taking into account the eff ects on functional income distribution out-

lined in the previous chapter and some rudimentary expansive eff ects 

on household consumption, without yet integrating household debt into 

the picture. The purpose of course was to obtain some macroeconomic 

 implication of fi nance- dominated capitalism.

Regarding investment in capital stock, fi nancialization has been asso-

ciated with increasing shareholder power vis- à- vis management and 

workers, an increasing rate of return on equity and bonds held by rentiers, 

and decreasing managements’ animal spirits with respect to real invest-

ment, which each have partially negative eff ects on fi rms’ real investment. 

Regarding consumption, fi nancialization has been considered to imply a 

tendency towards higher propensities to consume out of current income – 

based on wealth eff ects and access to debt fi nance, which has not yet been 

modelled explicitly in this chapter. And regarding distribution, fi nancial-

ization has been viewed to be conducive to a falling labour income share, 

in particular, apart from the increasing inequality of wages and salaries, 

with only the former tendency explicitly integrated into our model.

M2928 - HEIN TEXT.indd   62M2928 - HEIN TEXT.indd   62 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:27:54AM



 Capital accumulation and macroeconomic regimes  63

As in the preceding literature, introducing these channels into a 

Kaleckian demand- led growth model has yielded diff erent potential accu-

mulation regimes for an era of fi nance- dominated capitalism. Depending 

on the values of the model parameters, ‘fi nance- led growth’, ‘profi ts 

without investment’ and ‘contractive’ regimes may emerge. Only in the 

‘fi nance- led growth’ regime increasing shareholder power is overall expan-

sive with respect to the rates of capacity utilization, profi t and capital 

accumulation, whereas in the ‘profi ts without investment’ regime the 

eff ects on the rates of capacity utilization and profi t remain expansive but 

capital accumulation is depressed, and in the ‘contractive’ regime there is a 

depressing eff ect on all three endogenous variables of the model.

Analysing the medium- run stability and viability of these regimes in a 

simple stock- fl ow consistent distribution and growth model has given the 

following results: Only the ‘fi nance- led growth’ regime yields medium- run 

stability of the fi nancial structure of the fi rm sector and of capital accu-

mulation. However, it should be noted that this regime requires a very 

special parameter constellation: only weakly negative eff ects of increas-

ing shareholder power on management’s animal spirits, a low rentiers’ 

propensity to save, a low profi t share, a low elasticity of investment with 

respect to distributed profi ts and internal funds, and a high responsiveness 

with regard to capacity utilization. In particular, a medium- run increase in 

the gross profi t share associated with fi nancialization may turn the stable 

fi nancial structure unstable.

More realistic parameter constellations giving rise to ‘profi ts without 

investment’ or ‘contractive’ regimes have turned out to yield cumulatively 

unstable medium- run results regarding the fi nancial structure of the fi rm 

sector and the rate of capital accumulation. In the face of rising share-

holder power, a rising rentiers’ rate of return and falling managements’ 

animal spirits, these regimes are liable to systemic instability characterized 

by rising outside fi nance–capital ratios, that is, rising debt plus rentiers’ 

equity–capital ratios, and falling goods market equilibrium rates of capital 

accumulation and hence to a macroeconomic ‘paradox of outside fi nance’. 

Falling labour income shares triggered by fi nancialization increase the 

likelihood of these unstable regimes.

Of course, this is not to argue that economies with a ‘profi ts without 

investment’ or a ‘contractive’ regime are cumulatively unstable, because 

there may be other forces in the economy at work (in particular economic 

policies) which contain this instability. However, based on the results of 

our simple model, we would argue that under the conditions of the ‘con-

tractive’ and the ‘profi ts without investment’ regimes there exists a consid-

erable systemic medium- run instability potential regarding the fi nancial 

structure of the corporate sector of the economy and regarding capital 
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64 The macroeconomics of fi nance- dominated capitalism – and its crisis

accumulation. In the following chapter we will turn towards long- run pro-

ductivity eff ects imposed by the eff ects of fi nance- dominated capitalism on 

income distribution and capital stock growth before we deal with the insta-

bility potential being generated by debt- fi nanced household consumption.

NOTES

 1. This chapter is based on Hein (2010a). For a similar model including an investment 
function generating the ‘stagnationist’ variant of the Kaleckian model see Hein (2010b). 
See also Hein (2009, 2011d) and Hein/van Treeck (2010a, 2010b) for models similar to 
the one developed in this chapter and for overviews of the related literature.

 2. The following arguments on fi nancialization and the Post- Keynesian theory of the fi rm 
draw on Hein/van Treeck (2010a, 2010b).

 3. One may also interpret the indiff erence curves as refl ecting the preferences of the fi rm as 
a whole, determined by a compromise between shareholders and managers.

 4. See Barba/Pivetti (2009), Cynamon/Fazzari (2008), Guttmann/Plihon (2010), and van 
Treeck (2009b) for extensive discussions of the eff ects of fi nance- dominated capitalism 
on households’ (debt- fi nanced) consumption, with a focus on the US.

 5. See also Aglietta (2000), Hein (2008b), Hein/van Treeck (2010a), Stockhammer (2005–
06) and van Treeck (2008) for the discussion of the conditions for such a regime within 
diff erent model frameworks.

 6. See Hein (2008b), Hein/van Treeck (2010a) and van Treeck (2008) for such a regime 
within diff erent model setups.

 7. See also the earlier approach by Skott (1988, 1989, pp. 114–40).
 8. On Tobin’s q see Brainard/Tobin (1968) and Tobin (1969). For a discussion see Crotty 

(1990) and Tobin/Brainard (1990). On Kaldor’s valuation ratio see Kaldor (1966b) and 
the discussion in Lavoie (1998).

 9. Generally, empirical studies have diffi  culties in fi nding a statistically signifi cant and 
empirically relevant eff ect of Tobin’s q on investment. See, for example, Bhaskar/Glyn 
(1995), Chirinko (1993) and Ndikumana (1999).

10. See van Treeck et al. (2007) for a comparison of the development in Germany and the 
US. In Germany, direct and indirect holding of stock and shares by private households 
is still very low compared to the US and has developed rather slowly, although stock 
market prices have increased more than tenfold since the early 1980s.

11. For a similar approach integrating fi nancialization issues into the ‘stagnationist’ 
version of the Kaleckian distribution and growth model, which is more in line with the 
original ideas of Kalecki, see Hein (2010b).

12. The distinction between short- term (or initial) fi nance for production purposes and 
long- term (or fi nal) fi nance for investment purposes, not dealt with in the present 
chapter, can be found in the monetary circuit approach. See Graziani (1989, 1994), 
Hein (2008a, pp. 70–79), Lavoie (1992, pp. 151–69), and Seccareccia (1996, 2003).

13. The Post- Keynesian ‘horizontalist’ view of endogenous money was pioneered by 
Kaldor (1970, 1982, 1985), Lavoie (1984, 1992, pp. 149–216, 1996), and Moore (1988, 
1989). For a survey of the Post- Keynesian endogenous money approach and its imple-
mentation into Post- Keynesian models of distribution and growth see Hein (2008a).

14. See Hannsgen (2004, 2006a, 2006b) and Lima/Setterfi eld (2010) for empirical work on 
the cost- push channel of changes in the interest rate (‘Gibson’s paradox’ or ‘Wright 
Patman eff ect’), and Hein (2008a) for an overview of the development and implementa-
tion of this idea in Neo- Ricardian, Marxian and Post- Keynesian economics. The eff ects 
of changes in the dividend rate and hence also in the overall rentiers’ rate of return can 
be seen from a similar angle: From the perspective of the fi rm these payments are costs 
which have to be covered by the prices set by the fi rm. In the face of a rising rentiers’ 
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rate of return, either the fi rm manages to raise the mark- up on unit labour costs and 
labour bears the brunt, or retained profi ts will have to give way, or confl ict infl ation will 
accelerate. See Hein (2008a), Hein/Stockhammer (2010), and Lima/Setterfi eld (2010) 
for theoretical models including the cost- push eff ects of monetary policies.

15. See also Hein/van Treeck (2010a) for the following results.
16. Since an increasing rentiers’ rate of return may also aff ect the value of the equilibrium 

outside fi nance–capital ratio, as shown above, the required increase in capital stock 
may not need to be proportionate to the increase in outside fi nance.

17. As long as condition (3.20’) is met, this adjustment process may be disturbed but not 
prevented by the two additional eff ects of rising shareholder power in our model: 
falling ‘animal spirits’ triggered by rising shareholder power and the depressing eff ect 
of a rising profi t share on capital accumulation in a wage- led growth regime. See Hein 
(2010a) for a more detailed discussion.

18. On the ‘paradox of debt’ see also Dutt (1995) and Lavoie (1995).
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4.  Finance- dominated capitalism and 
long- run productivity growth1

4.1 INTRODUCTION

In this chapter we focus on the long- run eff ects of fi nancialization on 

capital accumulation and productivity growth – and hence on potential 

growth. On the one hand, the early orthodox proponents of shareholder 

value orientation had argued that increasing shareholder power would 

induce managers to make more effi  cient use of the funds at their dis-

posal and thus reduce the ineffi  ciencies inherent in the ‘principal- agent’ 

confl ict of modern corporations (Jensen/Meckling 1976). Therefore, 

increasing shareholder power and shareholder value orientation of man-

agement should have a positive eff ect on productivity growth and the 

growth potential of the economy. On the other hand, those who have 

argued that fi nancialization, increasing shareholder power and rising 

shareholder value orientation of management would cause a policy 

of ‘downsize and distribute’ (Lazonick/O’Sullivan, 2000), in order to 

satisfy shareholders’ demand for distributed profi ts and high stock and 

share prices, should expect that low capital stock growth associated with 

such a policy would also have negative eff ects on productivity growth 

and thus on long- run potential growth of the economy as a whole 

through several channels.

We address these potentially contradicting eff ects of fi nancialization 

on capital accumulation and productivity growth in a simple Kaleckian 

distribution and growth model for a closed private economy with 

endogen ously determined productivity growth. We start by  presenting 

the basic model features. Then we will make use of the distinction 

between the demand and the productivity regime, as suggested by 

Setterfi eld/Cornwall (2002), and analyse the demand regime before we 

turn to the productivity regime. Putting these two regimes together 

allows for the derivation of the overall regime and the discussion of the 

eff ects of increasing shareholder power on long- run capital accumulation 

and  productivity growth.
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4.2 THE BASIC MODEL

The eff ects of fi nancialization and increasing shareholder power will be 

integrated into a Kaleckian distribution and growth model with an exten-

sion of the investment function proposed by Bhaduri/Marglin (1990). 

Shareholder power will be considered to be the exogenous variable in our 

model, both for the demand and the productivity regime. For the analysis 

of the demand regime we will take productivity growth to be an exogenous 

variable, which will then be endogenized in the analysis of the productiv-

ity regime. Finally, in the overall regime, the equilibrium rates of capital 

accumulation and productivity growth will be determined endogenously 

and the eff ects of increasing shareholder power will be derived.

We assume a closed private economy. Under given conditions of pro-

duction, there is just one type of commodity produced which can be used 

for consumption and investment purposes. There is no overhead- labour 

and in order to simplify the following discussion we assume that technic al 

progress is labour saving and capital embodied. Technical progress 

is hence associated with a falling labour–output ratio (a = L/Y) and 

rising labour productivity (y = Y/L). The capital–labour ratio (k = K/L) 

increases at the same rate as labour productivity does, and the capital–

potential output ratio (v = K/Yp), therefore remains constant. This means 

we assume Harrod- neutral technical progress, as in Rowthorn (1981), 

Cassetti (2003) and Dutt (2003). For the sake of simplicity we also do not 

consider depreciations. The rate of capacity utilization (u) is given by the 

relation between actual real output and potential real output. Pricing and 

distribution of income between diff erent social groups in the model can be 

described by the following equations:

 p 5 [1 1 m (W) ]  wa, m .  0, 
0m
0W

$ 0, (4.1)

 h 5
P

pY
5 1 2

1

1 1 m (W)
, 
0h
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$ 0, (4.2)

 r 5
P

pK
5

P

pY
 

Y
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Yp

K
5 hu 

1

v
, (4.3)

 P 5 PF 1 RI 1 RD 5 PF 1 R, (4.4)

 rR 5
R

pK
, 
0rR

0W
. 0, (4.5)
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 rF 5
PF

pK
, (4.6)

 r 5 rF 1 rR. (4.7)

Writing w for the nominal wage rate, we assume again that fi rms set 

prices (p) according to a mark- up (m) on unit labour costs in the incom-

pletely competitive goods market (equation 4.1). Following Kalecki 

(1954, pp. 17–18), the mark- up is mainly determined by the degree of price 

competition in the goods market and by the relative powers of capital and 

labour in the labour market. The profi t share (h), that is, the proportion 

of total profi ts (P) in nominal output (pY), is therefore determined by the 

mark- up (equation 4.2). The mark- up and the profi t share may become 

elastic with respect to a change in shareholder power (W) vis- à- vis manage-

ment and labourers, as will be discussed in more detail below. The profi t 

rate (r) relates the annual fl ow of profi ts to the nominal capital stock and 

can be decomposed into the profi t share, the rate of capacity utilization 

and the reciprocal of the capital–potential output ratio (equation 4.3).

Since long- term fi nance of fi rms’ capital stock in our model consists of 

fi rms’ accumulated retained earnings controlled by owners/managers and 

equity and bonds held by rentiers’ households, total profi ts (P) split into 

fi rms’ retained profi ts (PF), on the one hand, and dividends paid on equity 

held by rentiers (RD) as well as interest paid on debt (RI) also accruing to 

rentiers’ households, on the other hand (equation 4.4).2 In order to sim-

plify further analysis, we again synthesize dividend and interest payments 

to rentiers and thus only have to consider retained profi ts versus distrib-

uted profi ts (R). Dividing by the nominal capital stock, we can distinguish 

a rentiers’ profi t rate (rR) (equation 4.5) and a fi rms’ profi t rate (rF) (equa-

tion 4.6), which sum up to the total profi t rate (equation 4.7). Note that 

in order to simplify the analysis in this chapter, we do not explicitly treat 

the debt– and equity–capital ratios and the stability of these ratios. These 

ratios are not assumed to be constant; they may vary, but the dynamics 

are not studied here.

As has been argued in the previous chapter, fi nancialization and rising 

shareholder power will be associated with increasing rentiers’ demand for 

distributed dividends. It may also be accompanied by increasing interest 

payments, if the process of fi nancialization is characterized by the substitu-

tion of equity–capital by debt (debt- fi nanced mergers and acquisitions, debt- 

fi nanced share buybacks), as has been observed in the US and recently also 

in Germany (see Krippner 2005, van Treeck et al. 2007, van Treeck 2009b). 

Therefore, we assume here that an increase in shareholder power will also 

cause an increase in the rentiers’ profi t rate. With a given total rate of profi t, 
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a given capital–potential output ratio, given income distribution between 

capital and labour, and a given rate of capacity util ization, an increase in 

the rentiers’ rate of profi t would cause a decrease in the fi rms’ rate of profi t 

(equation 4.7). However, as will be seen below, as the rate of capacity utiliza-

tion is an endogenous variable in our model, the total rate of profi t will gener-

ally not remain constant in the face of a change in the rentiers’ rate of profi t.3

Further on, a persistent increase in shareholder power (W) is likely 

to aff ect distribution between capital and labour, as we have argued in 

Chapter 2 of this book. If fi nancialization and rising shareholder power 

reduce the degree of competition in the goods market as a consequence of 

mergers and acquisitions, hostile takeovers, and so on, and, in particular, 

if the bargaining power of labour unions in the labour market decreases 

as a result of fi rms’ ‘downsize and redistribute’ strategy and of (the threat 

of) increasing unemployment, rising dividend payments to shareholders 

will be associated with an increasing mark- up in fi rms’ pricing (equation 

4.1). Under these conditions, increasing shareholder power will hence be 

accompanied by an increasing share of total profi t in income (equation 

4.2) and by a falling share of labour income.

4.3 THE DEMAND REGIME

Saving, investment and the goods market equilibrium of the model are 

described by the following equations:

 s 5
S

pK
5

P 2 R 1 sRR

pK
5 r 2 (1 2 sR

)rR, 0 , sR # 1, (4.8)

 g 5
I

pK
5 a 1 bu 1 th 2 qrR 1 wŷ,

 b, t, q, w $ 0, 
0a
0W

, 0, 
0rR

0W
. 0, (4.9)

 g 5 s, (4.10)

 
0s
0u

2
0g
0u

. 0 1 h

v
2 b . 0. (4.11)

For the determination of the goods market equilibrium we assume 

again a classical saving hypothesis, that is, workers do not save. The part 

of profi ts retained is completely saved by defi nition. The part of profi ts 

distributed to rentiers’ households is used by those households according 

to their propensity to save (sR). Therefore, we get the saving rate (s) in 

equation (4.8) which relates total saving to the nominal capital stock.
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The accumulation rate (g), relating net investment (I) to the capital 

stock in equation (4.9) is based on the investment function proposed by 

Bhaduri/Marglin (1990). Investment decisions are assumed to be posi-

tively aff ected by expected sales (proxied by the rate of capacity utiliza-

tion) and by unit profi ts (and hence the profi t share), because both increase 

the (expected) profi t rate. Distributed profi ts, the dividends and interest 

payments to rentiers, have again a negative impact on investment, because 

they reduce retained earnings and fi rms’ own means of investment fi nance. 

This also limits the access to external funds in imperfect capital markets 

and the willingness of fi rms to go into debt, according to Kalecki’s (1937) 

‘principle of increasing risk’.

Based on a ‘growth- profi t trade- off ’ at the fi rm level, as introduced in 

Chapter 3, pronounced shareholder value orientation is likely to be associ-

ated with a high preference for short- term profi tability at the expense of 

the propensity to invest in real capital stock (Crotty 1990, Stockhammer 

2005–06). This has two dimensions. First, increasing shareholder power 

vis- à- vis management will increase the rentiers’ rate of profi t and reduce 

available funds for real investment and growth of the fi rm. Second, man-

agement’s animal spirits, refl ected in the constant a in the investment 

function, will decline and might even become negative when managers 

are aligned with shareholders through stock option programmes and the 

threat of hostile takeovers in an active market of corporate control. Our 

investment function hence captures again the two channels of transmis-

sion of increasing shareholder power on real investment: the ‘internal 

means of fi nance channel’ and the ‘preference channel’.

We also include technical progress, which for the time being is assumed 

to be exogenous, into the investment function, following the procedure 

suggested by Rowthorn (1981), Lavoie (1992, pp. 316–22) and Dutt 

(2003). Since technical progress is embodied in capital stock, it will stimu-

late investment. Firms have to invest in new machines and equipment in 

order to gain from productivity growth (ŷ)  which is made available by 

new technologies. This eff ect on investment will be the more pronounced 

the more fundamental technical change is: The invention of new basic 

technologies will have a stronger eff ect on real investment than marginal 

changes in technologies already in existence.4

The goods market equilibrium is determined by the equality of 

saving  and investment decisions (equation 4.10). The goods market 

 stability condition requires that the saving rate responds more elastic-

ally to changes in capacity utilization than capital accumulation does 

(equation 4.11). Finally, we obtain the following goods market equi-

librium values for the rates of capacity utilization, profi t and capital 

accumulation:
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 u* 5
a 1 th 1 wŷ 1 rR (1 2 sR 2 q)

h

v
2 b

, (4.12)

 r* 5

h

v
 [a 1 th 1 wŷ 1 rR (1 2 sR 2 q) ]

h

v
2 b

, (4.13)

 g* 5

h

v
 (a 1 th 1 wŷ) 1 rR cb(1 2 sR

) 2 q 

h

v
d

h

v
2 b

. (4.14)

In what follows, the discussion of the eff ects of increasing shareholder 

power  on the demand regime will assume stable goods market equilibria, 

and we will focus here on the eff ects on capital accumulation only.5 We have 

two channels of infl uence of rising shareholder power via fi rms’ investment, 

the ‘preference channel’ with 0a/0W , 0 and the ‘internal means of fi nance 

channel’ with 0rR/0W . 0. Further on we have a potential ‘distribution channel’ 

with 0h/0W $ 0. For the demand regime of our model, we get the following 

total eff ects of an increase in shareholder power on capital accumulation:

 
0g*

0W
5

0a
0W

 

h

v
1

0rR

0W
 cb(1 2 sR

) 2 q 

h

v
d 1

0h
0W

 

1

v
 (th 2 bu)

h

v
2 b

. (4.15)

As can be seen from the fi rst term in the numerator, the eff ect of increas-

ing shareholder power via the ‘preference channel’ is negative. The eff ect via 

the ‘internal means of fi nance channel’, however, may be negative or posi-

tive, because increasing dividend payments mean a loss of internal means 

of fi nance for fi rms with a negative impact on investment, but they also 

increase rentiers’ income with a direct positive impact on consumption and 

an indirect one on investment. The overall eff ect of the ‘internal means of 

fi nance channel’ will hence depend on the rentiers’ propensity to save and on 

the elasticities of fi rms’ investment with respect to distributed profi ts and to 

capacity utilization, as can be seen from the second term in the numerator. 

Finally, if rising shareholder power has a positive eff ect on the profi t share, 

the ‘distribution channel’ will have ambiguous eff ects on equilibrium capital 

accumulation, too, because the accumulation regime in the model may either 

be wage led or profi t led, as can be seen from the third term in the numerator. 

If unit profi ts have a strong impact on investment decisions and the impact 
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72 The macroeconomics of fi nance- dominated capitalism – and its crisis

of capacity utilization is rather weak, capital accumulation tends to become 

profi t led and redistribution at the expense of labour will push capital accu-

mulation. If, however, the impact of unit profi ts is weak and the eff ect of 

aggregate demand and hence the rate of capacity utilization is strong, accu-

mulation will become wage led and redistribution at the expense of labour 

in the face of rising shareholder power will aff ect capital accumulation in a 

negative way.

Therefore, depending on the parameter values of our model, the eff ect 

of increasing shareholder power on equilibrium capital accumulation in 

the demand regime may be ‘expansive’ or ‘contractive’:

 
0g*

0W
. 0, if : 1 2 sR . ±  

2 

0a
0W

2
0h
0W
at 2 b 

u

h
b

0rR

0W

1 q ≤ h

bv
. (4.15’)

An ‘expansive’ demand regime is obtained, if the following condi-

tions are given: a low propensity to save out of rentiers’ income, little 

importance of distributed profi ts (and hence internal funds) for fi rms’ 

investment decisions, weak relevance of the ‘preference channel’ for fi rms’ 

investment decisions relative to the ‘internal means of fi nance channel’, 

and a high responsiveness of investment with respect to the profi t share. 

A ‘contractive’ demand regime will prevail under the opposite conditions.

4.4 THE PRODUCTIVITY REGIME

Within Post- Keynesian distribution and growth theory, in particular 

Kaldor has developed diff erent ways to endogenize technological change. 

In his technical progress function (Kaldor 1957, 1961), productivity growth 

is positively aff ected by the growth of capital stock and capital intensity, 

because technical progress is capital embodied. Another possibility has been 

proposed by Kaldor (1966a) looking for an explanation of the (slow) growth 

in the United Kingdom. There he applies Verdoorn’s Law. According to 

Verdoorn (1949), the growth rate of labour productivity in industrial pro-

duction is positively associated with the growth rate of output.6 This can 

be explained by static and dynamic economies of scale. Following these 

approaches implies that the growth rate of labour productivity is positively 

aff ected by the dynamics of output and capital stock. Rowthorn (1981), 

Lavoie (1992, pp. 322–7), and Dutt (2003), for example, have chosen the 

latter way of integrating productivity growth into Kaleckian distribution 

and growth models, and we will follow their suggestion here.
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Apart from capital accumulation, we will consider two further determin-

ants of productivity growth. First, we assume a direct eff ect of increasing 

shareholder power on productivity growth: Following the arguments put 

forward by early proponents of shareholder value orientation (Jensen/

Meckling 1976), we assume that increasing shareholder power and the 

associated higher dividend payouts demanded by shareholders, weaker 

ability of fi rms to obtain new equity fi nance through stock issues (which 

tend to decrease share prices), increased threat of hostile takeovers in a 

liberalized market for corporate control (Manne 1965), as well as fi nan-

cial market- oriented remuneration schemes (Fama 1980), push manage-

ments to make more effi  cient use of the resources at their disposal. This 

should have positive eff ects on labour productivity growth and potential 

growth of the economy, at least initially.7 However, as Jensen (2005) and 

Rappaport (2005) have argued recently, there may be drawbacks if share-

holder value orientation goes too far, productivity enhancing investment 

is undermined by share buybacks and dividend payouts, and manage-

ment’s short- termism becomes an obstacle to effi  ciency and productivity 

gains – and fi nally to shareholder value itself. The eff ect of shareholder 

power on productivity growth may thus be non- linear. However, in our 

simple model, we will fi rst consider only a directly positive partial eff ect 

of shareholder power on productivity growth and we will come back to 

potential drawbacks when we discuss the macroeconomic feedbacks in the 

total model in Section 4.5.

Second, we include a wage- push variable into the productivity growth 

equation, as in Taylor (1991, pp. 225–8), Cassetti (2003), Naastepad 

(2006), and Hein/Tarassow (2010). We thus make use of an idea proposed 

by Marx (1867) and Hicks (1932).8 The argument is as follows: Low unem-

ployment and increasing bargaining power of employees and their labour 

unions will speed up the increase in nominal and real wages which will 

fi nally generate a rising wage share and hence a falling profi t share.9 This 

will accelerate fi rms’ eff orts to improve productivity growth in order to 

prevent the profi t share from falling. Dutt (2006b) has recently argued that 

increasing pressure from lower unemployment and rising real wages will 

accelerate the diff usion of innovations and will thus increase productivity 

growth.10 Since rising shareholder power may have a depressing eff ect on 

workers’ bargaining power and on the wage share, as argued above, this 

may have an indirect negative eff ect on productivity growth.

Taking into account capital stock growth, shareholder power and the 

profi t share as determinants yields the following simple equation for 

labour productivity growth:

 ŷ 5 h 1 eg 1 �W 2 ch (W) ,   h, e, �, c . 0. (4.16)
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74 The macroeconomics of fi nance- dominated capitalism – and its crisis

The constant in equation (4.16) can be interpreted as representing ‘learn-

ing by doing’. As in the demand regime, a change in shareholder power 

has ambiguous eff ects on the productivity regime in this simple linear 

version of the productivity growth equation, taking capital accumulation 

as  exogenous variable for the time being:

 
0ŷ
0W

5 � 2 c 

0h
0W

. (4.17)

Whereas the direct eff ect of increasing shareholder power on productivity 

growth is positive, the indirect eff ect via the profi t share is negative and 

may thus overwhelm the direct eff ect, so that the overall eff ect is indeter-

minate. The condition for a positive eff ect is:

 
0ŷ
0W

. 0,                   if:                          � . c 

0h
0W

. (4.17’)

The productivity regime may therefore be ‘expansive’ or ‘contractive’, 

too. The ‘expansive’ regime is given when the eff ect of shareholder power 

on productivity growth is strong and the wage- push eff ect is weak and/or 

redistribution at the expense of the wage share is only moderate.

4.5  INCREASING SHAREHOLDER POWER AND 
THE OVERALL REGIME

In order to discuss the total eff ect of a change in shareholder power on 

the demand and productivity regimes together, we fi rst have to determine 

the overall equilibrium with given shareholder power. Graphically, we 

obtain this equilibrium in Figure 4.1, which contains the goods market 

equilibrium rate of capital accumulation from equation (4.14) and the pro-

ductivity equation (4.16). With given shareholder power (W), we obtain a 

joint equilibrium in which the rate of capital accumulation (g**) and the 

growth rate of labour productivity (ŷ*) are determined endogenously.11 

The ‘natural rate of growth’, or potential growth, is hence endogenous in 

our model.

Analytically we obtain from equations (4.14) and (4.16) the following 

results for the endogenous growth equilibrium:

 g** 5

h

v
 [a 1 th 1 w (h 1 �W 2 ch) ] 1 rR cb(1 2 sR

) 2 q 

h

v
d

h

v
 (1 2 ew) 2 b

.

 (4.18)
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ŷ* 5

ah

v
2 bb (h 1 �W 2 ch) 1 e e h

v
 (a 1 th) 1 rR cb(1 2 sR

) 2 q 

h

v
d f

h

v
(1 2 ew) 2 b

.

 (4.19)

The existence and stability of the overall equilibrium requires that the 

slope of the capital accumulation function exceeds the slope of the produc-

tivity function in Figure 4.1. From equations (4.14) and (4.16) we obtain 

the following condition for this:

 
h

v
 (1 2 ew) 2 b . 0 (4.20)

This implies that the reaction of capital accumulation with respect to pro-

ductivity growth and of productivity growth with respect to capital accu-

mulation have to be moderate in order for an overall equilibrium to exist 

and to be stable.12 Otherwise we would observe a cumulatively explosive 

process. In what follows we assume this  stability condition to hold. From 

equations (4.18) and (4.19) we can derive the eff ects of rising shareholder 

power on the overall equilibrium, that is, on the equilibrium rates of 

capital accumulation and  productivity growth:

ŷ

ŷ*

g** g*

g* (ŷ, W– )

ŷ (g, W– )

Figure 4.1 Growth equilibrium with endogenous productivity growth
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 (4.22)

If both the demand regime and the productivity regime are expansive in 

the face of rising shareholder power, it follows that: 

 
0a
0W

 

h

v
1

0rR

0W
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Therefore, the numerators in equations (4.21) and (4.22) will be both posi-

tive and the overall regime will be expansive, too. And if both the demand 

regime and the productivity regime are contractive, it follows that: 

 
0a
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h

v
1

0rR

0W
 cb(1 2 sR

) 2 q 

h
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1
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 c , 0,

and thus the overall regime will be contractive, too.

If however, the demand regime is contractive (expansive) and the pro-

ductivity regime is expansive (contractive) the two terms in the numerators 

of equations (4.21) and (4.22) have opposite signs and the overall eff ect of 

rising shareholder power depends on the relative strength of each partial 

eff ect. In Figures 4.2a–4.2c this is shown for a ‘contractive’ demand regime 

and an ‘expansive’ productivity regime, in which a change in shareholder 

power has opposite partial eff ects on capital accumulation and on pro-

ductivity growth. The overall results will therefore depend on the relative 

strength of each of these partial eff ects. If the contractive eff ect on the 

demand regime is rather weak, and the expansive eff ect on the productivity 

regime is strong, we may obtain an overall expansive regime, as shown in 

Figure 4.2a: Capital accumulation and productivity growth increase with 

rising shareholder power. However, if the negative eff ect on the demand 

regime is very pronounced and the positive eff ect on the productivity 

M2928 - HEIN TEXT.indd   76M2928 - HEIN TEXT.indd   76 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:32:22AM



 Long- run productivity growth  77

regime is weak, we may obtain an overall contractive regime, as can be seen 

in Figure 4.2c: The rates of capital accumulation and productivity growth 

decrease in the face of rising shareholder power. With intermediate partial 

eff ects on demand and productivity regimes, an overall intermediate regime 

is possible as well: Increasing shareholder power triggers slower capital 

accumulation but faster productivity growth, as is displayed in Figure 4.2b.

In Table 4.1 the potential eff ects of changing shareholder power on 

ŷ

ŷ2*

ŷ1*

g1** g*g2**

g2* (ŷ, W– 2)
g1* (ŷ, W– 1)

ŷ2 (g, W– 2)

ŷ1 (g, W– 1)

b) Intermediate overall regime 

ŷ

ŷ2*

ŷ1*

g1** g*g2**

g2* (ŷ, W– 2)
g1* (ŷ, W– 1)

ŷ2 (g, W– 2)

ŷ1 (g, W– 1)

a) Expansive overall regime 

Figure 4.2  Increasing shareholder power, expansive productivity regime 

and contractive demand regime
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78 The macroeconomics of fi nance- dominated capitalism – and its crisis

the overall regime are summarized. Under special conditions increasing 

shareholder power may indeed have positive eff ects on capital accumu-

lation and productivity growth and hence on the overall regime of the 

economy. Such a regime emerges for sure if increasing shareholder power 

has positive eff ects on fi rms’ productivity growth via management’s use of 

the resources at their disposal, and rising shareholder power triggers rising 

capital accumulation. However, it might also arise if there is a strongly 

positive eff ect on capital accumulation but a weakly negative eff ect on 

productivity growth, or a weakly negative eff ect on capital accumulation 

but a strongly positive eff ect on productivity growth.

An overall contractive regime will arise if the eff ects of rising share-

holder power on productivity and demand regimes are negative each, or 

if it is strongly negative for one regime but only weakly positive for the 

other. If rising shareholder power has moderately positive eff ects on one 

regime but moderately negative ones on the other, intermediate regimes 

with rising (falling) rates of accumulation but falling (rising) rates of pro-

ductivity growth might emerge.

Finally we shall address the eff ects of increasing shareholder power on 

the productivity growth- capital accumulation nexus,13 as described by 

the coeffi  cient w in equation (4.9). Deriving the potential growth regimes 

we have assumed so far that the elasticity of capital accumulation with 

respect to productivity growth is not aff ected by increasing shareholder 

power. This implied that an increase in shareholder power meant a paral-

lel shift of the g* (ŷ)  curves in Figures 4.2a–4.2c. However, if we concede 

ŷ

ŷ2*
ŷ1*

g1** g*g2**

g2* (ŷ, W– 2)
g1* (ŷ, W– 1)

ŷ2 (g, W– 2)

ŷ1 (g, W– 1)

c) Contractive overall regime 

Figure 4.2  (continued)
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0ŷ
*/
0W

O
v
er

a
ll

 r
eg

im
e

0g
**

/0
W

0ŷ
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80 The macroeconomics of fi nance- dominated capitalism – and its crisis

that increasing shareholder power and shareholder value orientation of 

management are accompanied by the attempts to improve productivity 

growth by means of downsizing strategies, increasing the pressure on 

labour and thereby intensifying work eff ort, this should also aff ect the 

nexus between productivity growth and capital accumulation. The posi-

tive eff ect of productivity growth on capital accumulation might therefore 

be weakened. An increase in shareholder power might negatively aff ect 

the coeffi  cient w in the accumulation function (4.9) and therefore the slope 

of the g* (ŷ)  curves in Figures 4.2a–4.2c. On the one hand, this implies 

that the stability condition of the overall regime (4.20) is more easily met 

and an explosion of the model is prevented. On the other hand, however, 

including this eff ect means that a positive impact of increasing shareholder 

power on the overall regime is weakened, and in the case of opposing 

eff ects on the demand and the productivity regimes an overall expansive 

regime becomes less likely, although not impossible.14 As is shown for 

example in Figure 4.3, under the conditions of an ‘expansive’ productivity 

regime and a ‘contractive’ demand regime, the inclusion of the negative 

eff ect of increasing shareholder power on the elasticity of capital accumu-

lation with respect to productivity might easily turn an ‘expansive’ into an 

‘intermediate’ overall regime; instead of moving from A to B, the equilib-

rium will move to C.

ŷ

ŷ2*

ŷ1*

g1** g*g2**

g2* (ŷ, W– 2)

g1* (ŷ, W– 1)

ŷ2 (g, W– 2)

ŷ1 (g, W– 1)

A

B
C

Figure 4.3  Increasing shareholder power, expansive productivity regime 

and contractive demand regime with a negative eff ect on the 

elasticity of capital accumulation with respect to productivity 

growth
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 Long- run productivity growth  81

4.6 CONCLUSIONS

Focussing on the long- run eff ects of fi nancialization and increasing share-

holder power in a simple Kaleckian endogenous growth model, we have 

found that under special conditions increasing shareholder power may 

indeed have positive eff ects on capital accumulation and productivity 

growth and hence on potential growth of the economy, as implied by the 

claims of the early protagonists of the concept of shareholder value ori-

entation. However, such a regime does not only require directly positive 

eff ects of increasing shareholder power on the productivity regime – or 

only weakly negative eff ects if there are strongly positive eff ects on the 

demand regime. It also requires expansive eff ects of increasing shareholder 

power on capital accumulation via the demand regime of the economy – 

or only weakly negative eff ects if there are strongly positive eff ects on the 

productivity regime. The condition of positive eff ects on the productivity 

regime has recently been questioned by the protagonists of the shareholder 

value concept themselves (Jensen 2005, Rappaport 2005) and it has also 

been questioned on empirical grounds (Graham et al. 2005). The latter 

condition regarding the positive eff ects on the demand regime requires 

extreme assumptions with respect to the determinants of saving and invest-

ment and it has been put into question by empirical studies on the eff ects of 

fi nancialization and increasing shareholder power on fi rms’ real investment 

(Onaran et al. 2011, Orhangazi 2008, Stockhammer 2005–06, van Treeck 

2008), reviewed in the previous chapter, and on the prevailing demand 

regime (van Treeck 2008, 2009b, van Treeck et al. 2007): Although being 

able to generate high levels of demand and profi ts at the macroeconomic 

level for considerable periods of time, building on wealth- based and credit- 

fi nanced consumption demand, increasing fi nancialization and share-

holder power seems to cause a general weakness of capital accumulation. 

This not only contributes to fi nancial and real instability, as has been ana-

lysed in Chapter 3, but depressed capital accumulation is also very likely to 

feed back negatively on productivity growth and hence on long- run poten-

tial growth of the economy, as shown in the present chapter. Therefore, an 

overall long- run ‘contractive’ regime seems to be the most likely outcome 

of fi nancialization, rising shareholder power and pronounced shareholder 

value orientation in a Kaleckian endogenous growth model.

NOTES

 1. This chapter is based on Hein (2012b). For a similar model based on an extended stag-
nationist Kaleckian investment function see Hein (2010c).
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82 The macroeconomics of fi nance- dominated capitalism – and its crisis

 2. The balance sheet matrix for the model in Chapter 3, therefore, also applies to the 
model in this chapter. The same holds true for the transaction fl ow matrix.

 3. Of course, one may also consider the possibility that an increase in shareholder power 
reduces the rentiers’ profi t rate, when there are strong contractive macroeconomic 
eff ects on the overall profi t rate. Here, we exclude this possibility for simplicity.

 4. Dutt (2003) also discusses potential eff ects of technical progress on saving – new prod-
ucts and hence consumption possibilities may cause a reduction in the propensity to 
save – and on the mark- up and hence income distribution – technology leaders may 
increase their mark- ups and hence the profi t share for the economy as a whole. We will 
not integrate these eff ects into our model.

 5. For a more detailed discussion including the eff ects on the rates of capacity utilization 
and profi t in similar models see Chapter 3 and Hein (2010b) and Hein/van Treeck 
(2010a).

 6. For empirical evidence on Verdoorn’s Law see the survey by McCombie/Pugno/Soro 
(2002) and the recent work by Vergeer/Kleinknecht (2007) and Hein/Tarassow (2010).

 7. It should also have a negative impact on the capital–potential output ratio, at least 
temporarily. This eff ect will be neglected here in order to keep the analysis as simple as 
possible.

 8. See also Lima (2004) who makes use of a non- linear eff ect of the wage share on tech-
nological innovations in a somewhat more complex model than ours. However, in his 
model there is no Verdoorn eff ect or technical progress function. See also Lima (2000).

 9. In a Kaleckian model of an open economy, nominal wage growth exceeding productiv-
ity growth will cause a rise in the wage share and a drop in the profi t share, even if the 
mark- up on unit labour costs in fi rms’ pricing remains constant (Hein 2005).

10. For empirical evidence on wage push variables in productivity growth see recently 
Marquetti (2004), Naastepad (2006), Vergeer/Kleinknecht (2007), and Hein/Tarassow 
(2010).

11. Of course, the rates of capacity utilization and profi t can be determined endogenously 
in this model, too.

12. Comparing stability condition (4.20) for the overall regime, with feedbacks between 
capital accumulation and productivity growth, with the stability condition (4.11) for 
the demand regime, with exogenous productivity growth, shows that the former is 
more stringent than the latter. See Lavoie (1992, p. 325) for a similar result in a diff erent 
Kaleckian model.

13. I am grateful to Laurent Cordonnier for drawing my attention to this eff ect.
14. However, as can easily be checked with the help of equation (4.21), in the extreme 

case, when increasing shareholder power turns w = 0 in the accumulation function 
(4.9), an overall expansive regime will become impossible, when the eff ect of increasing 
shareholder power on the productivity regime is expansive and on the demand regime 
is contractive. In the opposite case, when increasing shareholder power has a contrac-
tive eff ect on the productivity regime but an expansive eff ect on the demand regime, an 
overall contractive regime becomes impossible if w = 0.
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5.  Finance- dominated capitalism, 
consumption, household debt 
and instability1

5.1 INTRODUCTION

In the previous chapters we analysed the eff ects of fi nance- dominated 

capitalism on income distribution, investment in capital stock and on 

productivity growth. Discussing the potential macroeconomic regimes in 

Chapters 3 and 4 we also included potential eff ects on consumption, but 

we have not dealt with household debt yet. This will be the focus in the 

present chapter. We start from the observation that fi nance- dominated 

capitalism has generated increasing potential for wealth- based and debt- 

fi nanced consumption. Stock market and housing price booms have 

each increased notional wealth against which households were willing to 

borrow. Changing fi nancial norms, new fi nancial instruments (credit card 

debt, home equity loans) and deterioration of creditworthiness standards, 

triggered by securitization of mortgage debt and ‘originate and distribute’ 

strategies of commercial banks, made increasing credit available to low 

income, low wealth households, in particular. This allowed consumption 

norms to rise faster than median income, driven by habit persistence, 

social visibility of consumption (‘keeping up with the Joneses’), and a kind 

of ‘consumer arms race’ (Cynamon/Fazzari 2008).2

Econometric studies have shown that (fi nancial and housing) wealth is 

a statistically signifi cant determinant of consumption – not only in the US. 

For the US, Ludvigson/Steindel (1999) and Mehra (2001) have estimated 

marginal propensities to consume out of wealth between 3 per cent and 7 

per cent, applying time series econometrics to diff erent periods. Onaran 

et al. (2011), carefully distinguishing between propensities to consume out 

of wages, non- rentier profi ts, rentier profi ts, fi nancial wealth and housing 

wealth, fi nd smaller values for the US (1962–2007): The propensity to 

consume out of net fi nancial wealth is estimated to be 0.7 per cent whereas 

the estimate for the propensity to consume out of gross housing wealth is 

2 per cent. They also fi nd a higher propensity to consume out of rentiers 

profi ts (net interest and net dividend payments of the industrial sector) than 
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out of total profi ts. Boone/Girouard (2002) fi nd marginal propensities to 

consume out of wealth between 2 per cent and 4 per cent for the US, the UK, 

France, Italy and Japan (1980–99), with a higher value only for Canada. 

Applying dynamic panel regression for 14 OECD countries (1979–99), 

Dreger/Slacalek (2007) obtain that the marginal propensity to consume out 

of fi nancial and housing wealth in capital- market based countries has been 

3.7 per cent, whereas in bank- based countries it has only been 0.7 per cent.

With respect to consumption demand, household debt, based on 

(notional) fi nancial or housing wealth may thus become a substitute for 

higher wages:

Household debt thus appears to be capable of providing the solution to the 
fundamental contradiction between the necessity of high and rising levels of 
consumption, for the growth of the system’s actual output, and a framework 
of antagonistic conditions of distribution, which keeps within limits the real 
income of the vast majority of the society. (Barba/Pivetti 2009, p. 127.)3

However, consumption booms based on notional wealth eff ects and 

increasing indebtedness of private households may generate increasing 

fi nancial fragility and ‘fi nancial instability’, to use the terminology intro-

duced by Minsky (1975, 1977, 1986). The late Hyman Minsky summarized 

his ‘fi nancial instability hypothesis’ as follows:

Over a timespan without fi nancial panic and a deep depression, the fi nancial 
structure changes so that fi nancial layering increases and the proportion of 
what I called speculative and Ponzi fi nancial postures increase. The above 
can be called the fi rst postulate of the Financial Instability hypothesis. The 
second postulate is that the increase in layering and the shift in the structure of 
payment commitments progressively increase the vulnerability of the fi nancial 
system to a debt defl ation process, which can usher in a deep depression busi-
ness cycle. (Minsky 1995, p. 92.)

Minsky’s approach was mainly focussing on increasing corporate debt 

in a period of economic expansion triggering increasing fi nancial fragil-

ity and instability. The recent Great Recession, however, was preceded 

by increasing household debt–income ratios against the background of 

re- distribution in the course of a consumption boom, and not by rising 

debt–capital ratios of the business sector in an investment boom. It has 

also been questioned whether from a macroeconomic perspective, real 

economic expansion necessarily has to be associated with increasing debt–

capital or debt–income ratios.4 Discussing in depth and detail whether 

Minsky’s ‘fi nancial instability hypothesis’ can be fully applied to the Great 

Recession, or to what extent it is relevant, is however well beyond the 

scope of this chapter.5
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In what follows we will rather examine whether an economic boom 

based on debt- fi nanced consumption and thus increasing household debt 

is necessarily bound to collapse for systemic reasons related to stock- fl ow 

or stock- stock dynamics. If not, what is the role of the other channels of 

infl uence of fi nancialization on household indebtedness and growth, that 

is the redistribution at the expense of labour and weakened animal spirits 

of the fi rm sector with respect to real investment? What are the conditions 

under which household debt–income or debt–capital ratios become unsta-

ble, triggering increasing fi nancial fragility and fi nally fi nancial crisis? In 

the present chapter we address these issues in a simple Kaleckian distribu-

tion and growth model, in which we allow for debt- fi nanced consump-

tion of workers households, along with redistribution at the expense of 

labour income and weakened animal spirits of the fi rm sector with respect 

to real investment, each caused by fi nance- dominated capitalism and 

neo- liberalism.

The majority of models in the Kaleckian and Mynskian tradition has, in 

discussing the eff ects of fi nance- dominated capitalism, focussed on the role 

of corporate debt for the business cycle and for medium- run growth, or 

on the role of outside fi nance including equity held by rentiers.6 However, 

three types of modelling approaches focussing on household debt have 

been proposed.

The contradictory macroeconomic eff ects of household indebtedness 

for consumption purposes have already been included by Palley (1994) 

into a multiplier- accelerator business cycle model: An increase in house-

hold debt initially stimulates aggregate demand transferring purchasing 

power from lending high income households with a low marginal propen-

sity to consume to borrowing low income households with a high propen-

sity to consume. But interest payments on debt subsequently become a 

burden on aggregate demand, because purchasing power is re- distributed 

in the opposite direction. This model is then extended to include Minskyan 

‘tranquillity’ eff ects and to examine interactions of fi nancial fragility and 

tranquillity. However, this business cycle model in level variables does not 

treat the development of stock- fl ow (debt–income) or stock- stock (debt–

capital) ratios, neither are the changes in income distribution or in the 

propensities to invest in real capital stock examined.

Bhaduri at al. (2006) have explicitly focussed on the wealth- eff ect on 

consumption in their model, implying that increases in fi nancial wealth 

stimulate households’ willingness to consume. However, stock market 

wealth (and also housing wealth) is purely ‘virtual wealth’ and increasing 

consumption is hence associated with increasing gross indebtedness of 

private households. Therefore, a wealth- based credit boom may be main-

tained over a considerable period of time. Finally, however, the expansive 
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eff ects of consumer borrowing may be overwhelmed in the medium run 

by rising interest obligations, which reduce households’ creditworthiness 

and eventually require higher saving. A debt- led consumption boom will 

then turn into a debt- burdened recession. Although the authors consider 

the debt–income ratio of households as a major determinant of credit-

worthiness and hence of access to new borrowing, the dynamics of this 

ratio are not traced in the medium or long runs of their model. Potential 

‘paradoxes of debt’ are not at issue, and distributional and investment 

eff ects of ‘fi nance- dominated capitalism’ on household indebtedness and 

growth are also missing in the medium-  to long- run dynamics. The same 

is true for Bhaduri’s (2011a, 2011b) extensions of this approach, which 

attempt to show how a debt- fi nanced consumption boom supported by 

rising asset prices ultimately leads to a credit crunch and debt defl ation, 

and how the tendency towards Ponzi fi nance increases the fragility of the 

fi nancial sector.

Dutt (2005, 2006a) has analysed the eff ects of easier access to con-

sumer credit associated with deregulation of the fi nancial sector within 

a Steindlian model of growth and income distribution, making use of 

a similar mechanism to Palley (1994). Credit- based consumption of 

workers, facilitated by the deregulation of the fi nancial system allow-

ing home equity lending, adjustable consumer loans and securitization, 

stimulates eff ective demand and growth in the short run. However, in the 

medium run, contractive eff ects arise because interest payments imply 

re- distribution of income from workers to capitalists who have a lower 

propensity to consume. These eff ects may overwhelm the expansive eff ects 

so that higher workers’ debt has medium- run contractive eff ects on capital 

accumulation and growth under certain conditions. However, with a low 

rate of interest, high levels of autonomous investment and a low profi t 

share, the medium- run eff ects of workers’ debt may remain expansive, 

according to Dutt.

Our approach is close to Dutt’s, albeit with a somewhat diff erent 

modelling strategy. Dutt’s models include a built- in stabiliser, because 

he assumes that the desired lending of capitalists (or rentiers) to workers 

households, or the desired debt of workers households from the perspec-

tive of the capitalists (or rentiers), is determined and thus restricted by 

workers’ income net of interest payments. He thus excludes cumulative 

increases, and hence instability, of workers’ debt–income or debt–capital 

ratios. We will not make such a restrictive assumption and rather hold 

that creditors, because of the institutional changes in the age of fi nan-

cialization mentioned above, do not care much about workers’ net income 

when granting credit. This allows us to focus on the issue of medium- run 

stability of workers’ debt–capital ratios, and to treat the major eff ects of 
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fi nance- dominated capitalism outlined above in a direct and explicit way. 

In particular, by examining the conditions for medium- run stability of the 

workers’ debt–capital ratio in our model, we hope to identify the potential 

causes for systemic instability, and thus increasing fi nancial fragility and 

fi nancial crisis, caused by stock- fl ow or stock- stock dynamics in fi nance- 

dominated capitalism.

The remainder of the chapter is structured as follows: We start with 

an outline of the basic Kaleckian distribution and growth model with 

workers’ debt. Then we discuss the properties of the short- run equilibrium, 

taking the workers’ debt–capital ratio as an exogenously given constant. 

Subsequently, the medium- run equilibrium values for the workers’ debt–

capital ratio will be endogenously determined, along with the associated 

medium- run equilibrium rates of capacity utilization and capital accumu-

lation, and the stability properties of this medium- run equilibrium will be 

discussed. Next we derive the eff ects of changes in exogenous parameters on 

the medium- run equilibrium. The following section then discusses the short-  

and medium- run eff ects of fi nance- dominated capitalism in context: a fall in 

animal spirits of the fi rm sector with respect to real investment, an increase 

in the profi t share, and a rise in lending to workers. It also elaborates on 

potential feedback eff ects of increasing workers’ debt, and hence decreasing 

creditworthiness and limited access to credit, on aggregate demand, capital 

accumulation and growth. Finally, we summarize and conclude.

5.2 THE BASIC MODEL

In our basic closed economy, one- good model without government activ-

ity, we assume the price (p) in the incompletely competitive goods market 

to be set by fi rms, marking up unit direct labour costs. There is no over-

head labour, the capital stock (K) does not depreciate, and the labour–

output ratio (L/Y) as well as the capital–potential output ratio (v 5 K/Yp)  

are fi xed, that is, there is no technical progress. Unit direct labour costs are 

thus constant up to full capacity output. Productive capacity (Yp) given by 

the capital stock is usually not fully utilized and the rate of capacity util-

ization (u 5 Y/Yp) , given by the proportion of output to potential output 

as determined by the capital stock, is treated as an endogenous variable. 

By means of fi rms setting the mark- up (m) in the goods market, functional 

income distribution between capital and labour is determined. The share 

of profi ts in national income (h 5 P/Y)  is therefore a function of those 

variables determining the mark- up, in particular the degree of competi-

tion in the goods market and the bargaining powers of capital and labour 

unions in the labour market:

M2928 - HEIN TEXT.indd   87M2928 - HEIN TEXT.indd   87 04/07/2012   10:0804/07/2012   10:08

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:34:51AM



88 The macroeconomics of fi nance- dominated capitalism – and its crisis

 h 5 h(m) . (5.1)

We will treat the profi t share as an exogenous variable in our model, which 

of course may change over time due to the changes in the determinants of 

the mark- up associated with fi nance- dominated capitalism (see Chapter 

2), and we will examine the eff ects of such a variation on output, growth 

and fi nancial stability.

In a closed private economy, we have two types of households, rent-

iers and workers, and a fi rm sector. In order to keep the model as simple 

as  possible, we assume that the capital stock of the fi rm sector (pK) is 

completely fi nanced by equity issued by the fi rms and held by the rentiers 

households (ER). Therefore, rentiers receive all the profi ts being made 

by the fi rms (P) as dividend payments (PR), and there are no retained 

 earnings of the fi rm sector in our model:7

 P 5 PR 5 hpY . (5.2)

Since the capital stock is completely fi nanced by equity issued by 

the fi rm sector and total profi ts are completely distributed as dividend 

payments to rentiers’ households, it also follows that in our model the 

dividend rate (d 5 PR/ER
)  is equal to the rate of profi t on capital stock 

(r 5 P/pK) . And since the latter can be decomposed into the profi t share, 

the rate of utilization of productive capacities given by the capital stock, 

and the capital–potential output ratio, we have:

 d 5
PR

ER

5
P

pK
5

P

pY
 
Y

Yp
 
Yp

K
5 hu 

1

v
5 r. (5.3)

Since the rate of capacity utilization is an endogenous variable in our 

model, the same holds true for the profi t rate and thus the dividend rate.

Workers’ consumption (CW) is determined by their wage income 
[W 5 (1 2 h)Y ], on the one hand, and by credit received from rentiers 

(DBW) net of interest payments on their stock of debt (iBW) to rentiers, on 

the other hand. Workers do not save and we thus obtain:

 CW 5 W 1 DBW 2 iBW 5 (1 2 h)Y 1 DBW 2 iBW. (5.4)

Loans from rentiers to workers thus have a twofold eff ect. On the one 

hand, they increase available fi nancial resources and boost consumption. 

On the other hand, they increase workers households’ stock of debt and 

thus interest payments which reduce workers’ consumption. The net eff ect 

may be positive or negative. We assume that the rate of interest is given by 
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monetary policies of the central bank, setting the base rate of interest (the 

overnight rate) in the money market, and by rentiers’ liquidity and risk 

assessments as well as the degree of competition in the credit and fi nancial 

markets, determining the mark- up on the base rate and thus the rate(s) 

of interest in these markets. We treat the rate of interest as an exogenous 

variable in our model.

Rentiers’ consumption (CR) is determined by their total income, consist-

ing of distributed profi ts of fi rms (hpY 5 PR
)  plus the interest payments 

from workers’ households (iBW), and their propensity to consume (cR):

 CR 5 cR
(hpY 1 iBW

) , 0 , cR , 1. (5.5)

There are only two types of assets available for rentiers’ saving: equity 

issued by the fi rm sector and debt of workers’ housholds.8 We assume that 

rentiers’ saving (SR), determined by their propensity to save (sR 5 1 2 cR
)  

out of total income, is split in fi xed proportion between additional lending 

to workers and buying additional equity issued by the fi rms, so that we 

have:

 DBW 5 dSR 5 dsR
(hpY 1 iBW

) , (5.6)

 DER 5 (1 2 d)SR 5 (1 2 d)sR
(hpY 1 iBW

) . (5.7)

Credit going to workers does therefore not depend on workers’ net 

income, as in Dutt (2005, 2006a), but on rentiers’ income and saving. Dutt’s 

lending function excludes cumulative increases, and hence instability, of 

workers’ debt–income or –capital ratios. We do not want to make such a 

restrictive assumption and rather hold that rentiers, because of the institu-

tional changes in the age of fi nancialization outlined in the introduction, 

tend not to care much about workers’ net income or indebtedness when 

granting credit. This allows us to focus on the issue of long- run stability 

of workers’ debt–capital ratios. Therefore, as a fi rst approximation, we 

suppose that rentiers’ loans to workers is a fi xed proportion (d) of rent-

iers’ saving.9 This proportion is determined by several factors: workers’ 

households’ willingness to go into debt, rentiers’ households’ willingness 

to supply credit to workers, hence workers’ households’ creditworthiness 

as perceived by rentiers and aff ected potentially, but not necessarily, by 

workers’ debt–capital or –income ratios, the regulation of the credit market 

and thus the standards for creditworthiness, and other factors infl uenc-

ing creditworthiness.10 We will treat d as an exogenous variable, which of 

course may shift over time, in particular due to the eff ects of fi nancializa-

tion outlined in the introduction. However, our parameter d can also be 
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understood to be aff ected by the willingness of the fi rm sector to invest in 

capital stock and to issue equity to rentiers in order to fi nance long- term 

real investment (or to issue debt to rentiers’ households in a more complex 

model). The literature on the eff ects of fi nancialization on real investment 

decision of the fi rm sector reviewed in Chapter 3 has shown that increasing 

shareholder dominance and shareholder value orientation of management 

tends to dampen investment in capital stock due to the perceived growth- 

profi t trade- off  at the fi rm level.11 Therefore, because of the dominance of 

shareholders’ interests fi rms prefer short- run profi ts instead of long- run 

growth of capital stock. This implies, on the one hand, increasing dividend 

payout ratios to rentiers, which, however, is not modelled here, because we 

assume profi ts to be completely paid out to rentiers. On the other hand, 

however, increasing shareholder value orientation also implies a reduction 

in real investment fi nanced by issuing equity (or debt), and even share buy-

backs. In our model this would show up as a decline in the parameter (1−d).

The basic structure of the model can be summarized by the balance 

sheet matrix in Table 5.1 and the transaction fl ow matrix in Table 5.2.

Introducing workers’ household’s debt into the basic Kaleckian distri-

bution and growth model,12 we start by normalising equations (5.4)–(5.6) 

by the nominal capital stock:

 
CW

pK
5 (1 2 h)

u

v
1 B̂WlW 2 ilW, (5.8)

 
CR

pK
5 cRah

u

v
1 ilWb, (5.9)

 
DBW

pK
5 B̂WlW 5 dsRah

u

v
1 ilWb. (5.10)

The workers’ debt–capital ratio (lW 5 BW/pK)  is treated as a constant in 

short- run analysis but will be endogenously determined in the medium 

Table 5.1 Balance sheet matrix

Workers’ 

households

Rentiers’ 

households

Firms S

Loans −BW 1BW 0

Equities 1ER −ER 0

Capital pK pK

S −BW 1BW1ER 0 pK = ER
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run of our model. Examining its stability in the medium run will be a 

major task. Finally, B̂W 5 DBW/BW is the rate of change of workers’ 

debt.

We can now include the creditor–debtor relationship between rentiers’ 

households and workers’ households into the three basic equations of 

the Kaleckian model and the stability condition for the goods market 

equilibrium:

 g 5
I

pK
5 a 1 bu, 0 , b, (5.11)

 s 5
S

pK
5 sRah

u

v
1 ilWb, 0 , sR , 1, (5.12)

 g 5 (1 2 d)s, (5.13)

 (1 2 d)sR

h

v
2 b . 0. (5.14)

The rate of investment (I) in capital stock (g) is determined by (expected) 

sales and hence by the rate of capacity utilization and by animal spirits 

of the fi rm sector (a), so that we obtain the basic Kaleckian function for 

capital accumulation in equation (5.11). Equation (5.12) defi nes the saving 

rate (s), that is, saving in relation to the capital stock, which is determined 

by rentiers’ income normalized by the capital stock and their propensity 

to save. In equation (5.13) we have the goods market equilibrium condi-

tion, that is, rentiers’ saving which is not used for workers’ consumption 

has to be invested by fi rms. The usual Kaleckian/Keynesian goods market 

stability condition (5.14) requires that rentiers’ saving net of workers’ debt 

Table 5.2 Transaction fl ow matrix

Workers’ 

households

Rentiers’ 

households

Firms’ 

current

Firms’ 

capital
S

Consumption −CW −CR 1 CW 1CR 0

Investment 1I −I 0

Wages 1W −W 0

Retained profi ts 0 0 0

Distributed profi ts 

 (dividends)

1PR −PR 0

Change in equity −DER 1DER 0

Interest on loans −iBW 1iBW 0

Change in loans 1DBW −DBW 0

S 0 0 0 0 0
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fi nanced consumption has to respond more elastically to the endogenous 

variable of the model, the rate of capacity utilization, than does real 

investment of the fi rm sector. For the following analysis we assume that 

the goods market stability condition holds.

5.3 THE SHORT- RUN EQUILIBRIUM

For the short- run equilibrium we take the workers’ debt–capital ratio 

as given and constant. From equations (5.11) to (5.13) we obtain for the 

short- run equilibrium rates of capacity utilization (u*) and capital accu-

mulation (g*):

 u* 5
a 2 (1 2 d)sRilW

(1 2 d)sR

h

v
2 b

, (5.15)

 g* 5

(1 2 d)sRaah

v
2 bilWb

(1 2 d)sR

h

v
2 b

. (5.16)

The following eff ects of changes in exogenous variables on the stable 

goods market equilibrium are derived:

 
0u*

0a
5

1

(1 2 d)sR

h

v
2 b

. 0, (5.15a)

 
0g*

0a
5

(1 2 d)sR

h

v

(1 2 d)sR

h

v
2 b

. 0, (5.16a)

 
0u*

0h
5

2(1 2 d)sR

u*

v

(1 2 d)sR

h

v
2 b

, 0, (5.15b)

 
0g*

0h
5

2b(1 2 d)sR

u*

v

(1 2 d)sR

h

v
2 b

, 0, (5.16b)
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0u*

0d
5

sRailW 1
h

v
 u*b

(1 2 d)sR

h

v
2 b

. 0, (5.15c)

 
0g*

0d
5

bsRailW 1
h

v
 u*b

(1 2 d)sR

h

v
2 b

. 0, (5.16c)

 
0u*

0i
5

2(1 2 d)sRlW

(1 2 d)sR

h

v
2 b

, 0, (5.15d)

 
0g*

0i
5

2b(1 2 d)sRlW

(1 2 d)sR

h

v
2 b

, 0, (5.16d)

 
0u*

0sR

5

2(1 2 d) ailW 1
h

v
 u*b

(1 2 d)sR

h

v
2 b

, 0, (5.15e)

 
0g*

0sR

5

2b(1 2 d) ailW 1
h

v
 u*b

(1 2 d)sR

h

v
2 b

, 0, (5.16e)

 
0u*

0lW

5
2(1 2 d)sRi

(1 2 d)sR

h

v
2 b

, 0, (5.15f)

 
0g*

0lW

5
2b(1 2 d)sRi

(1 2 d)sR

h

v
2 b

, 0. (5.16f)

A change in animal spirits is positively associated with the goods market 

equilibrium (equations 5.15a and 5.16a). A higher profi t share will cause 

lower values for equilibrium capacity utilization and capital accumulation 

(equations 5.15b and 5.16b), that is, the paradox of costs applies to our 

model. An increase in the share of rentiers’ lending to workers is expansive 

in the short run with workers’ debt–capital ratio given (equations 5.15c 
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94 The macroeconomics of fi nance- dominated capitalism – and its crisis

and 5.16c). An increase in the rate of interest will have a negative eff ect 

on the goods market equilibrium (equations 5.15d and 5.16d), because 

income is redistributed from workers to rentiers who have a lower propen-

sity to consume. For the same reason an increase in the short- run exog-

enous workers’ debt–capital ratio means lower goods market equilibrium 

rates of capacity utilization and capital accumulation (equations 5.15f and 

5.16f). Furthermore, a higher propensity to save out of rentiers’ income 

implies lower values for the goods market equilibrium (equations 5.15e 

and 5.16e), that means, the paradox of saving is valid.

Therefore, in the short run, redistribution at the expense of labour asso-

ciated with fi nance- dominated capitalism is contractive. The same is true 

for dampened animal spirits of the fi rm sector with respect to real invest-

ment. However, these contractive impacts may be (over- )compensated if 

at the same time the lending of rentiers to workers increases suffi  ciently. 

A lower rentiers’ propensity to save also contributes to dampening the 

contractive eff ects of redistribution at the expense of workers and of lower 

animal spirits. The same is true for a lower rate of interest imposed by 

monetary authorities. Next we have to examine the related medium- run 

eff ects by means of endogenizing the determination of the workers’ debt–

capital ratio and the related feedback eff ects on capacity utilization and 

capital accumulation.

5.4  THE MEDIUM- RUN EQUILIBRIUM: 
EXISTENCE AND STABILITY

In the medium run of our model workers’ debt–capital ratio may vary and 

the equilibrium value has to be determined endogenously. Determining 

the equilibrium workers’ debt–capital ratio also means determining their 

medium- run equilibrium debt–income ratio, too, which may be considered 

to be more appropriate as an indicator for creditworthiness. However, 

since the sum of wages is given as W 5 [ (1 2 h)u/v ]  pK, the equilibrium 

workers’ debt- income ratio (tW) is strictly related to the equilibrium 

workers’ debt–capital ratio:

 tW 5
BW

W
5

lW

(1 2 h)  

u

v

. (5.17)

With a given workers’ debt–capital ratio, workers’ debt–income ratio 

is positively related to the profi t share and inversely to the rate of cap-

acity utilization. We will come back to these relationships when discussing 
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potential feedback eff ects on the share of rentiers’ saving lent to workers 

in Section 5.6. In what follows, however, we will focus on the workers’ 

debt–capital ratio for reasons of convenience. Medium- run equilibrium 

requires the endogenously determined value of this ratio to be constant. 

If we assume goods market prices to be constant – mark- ups may change 

but the price level remains the same, which means that unit labour costs 

will have to vary inversely with the mark- up – the rate of change in the 

workers’ debt–capital ratio is given as:

 l̂W 5 B̂W 2 K̂ 5 B̂W 2 g. (5.18)

In medium- run equilibrium we need l̂W 5 0 and hence:

 B̂W 5 g. (5.19)

From equations (5.10) and (5.15) we obtain:

 B̂W 5

dsRaa 
h

v
2 bilWb

lW c (1 2 d)sR

h

v
2 b d . (5.20)

Inserting equation (5.16) and equation (5.20) into equation (5.19) yields 

two medium- run equilibrium values for the workers’ debt–capital ratio:

 l**W1 5
d

1 2 d
 (5.21)

and

 l**W2 5
ah

biv
. (5.22)

Stability of the medium- run equilibrium workers’ debt–capital ratio 

requires:

 
0l̂W

0lW

, 0. (5.23)

Starting from equation (5.18), inserting equations (5.16) and (5.20) yields:

 l̂W 5

sR cad 

h

v
 l21

W 1 b(1 2 d) ilW 2 a (1 2 d)  

h

v
2 bdi d

(1 2 d)sR 

h

v
2 b

. (5.24)
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From this we obtain:

 
0l̂W

0lW

5

sR cb(1 2 d) i 2 ad 

h

v
 l22

W d
(1 2 d)sR 

h

v
2 b

. (5.24a)

Since the denominator will be positive, if we only deal with stable short- 

run goods market equilibria, stability of medium- run equilibrium is given 

if the numerator in equation (5.24a) is negative. Therefore, stability is 

obtained under the following condition:

   
0l̂W

0lW

, 0    if:  lW , Å d

(1 2 d)
 

ah

biv
1 lW , "l**W1 l**W2 . (5.24a’)

Instability will hence prevail under the following condition:

   
0l̂W

0lW

. 0    if:   lW . Å d

(1 2 d)
 

ah

biv
1 lW . "l**W1 l**W2 . (5.24a’’)

Since we have two equilibrium values for the workers’ debt–capital 

ratio and the benchmark for stability is given by the root of the product 

of these two values, only the lower value is stable whereas the upper 

value is un stable. This is shown in Figure 5.1, where we assume that 

l**W1 5 d / (1 2 d)  < l**W2 5 (ah)  / (biv) . In this case, l**W1  is stable whereas 

l**W2  is unstable. We will come back to this issue below.

Determining the medium- run equilibrium values for capacity utilization 

(u**i ) and capital accumulation (g**i ) related to the two potential equilib-

rium values, we start with the fi rst medium- run equilibrium value for the 

workers’ debt–capital ratio given in equation (5.21) and insert it into equa-

tions (5.15) and (5.16) for the short- run goods market equilibrium values 

of the rates of capacity utilization and capital accumulation, respectively:

 u**1 5
a 2 dsRi

(1 2 d)sR 

h

v
2 b

, (5.25)

 g**1 5

sR ca (1 2 d)
h

v
2 bdi d

(1 2 d)sR 

h

v
2 b

. (5.26)

For a positive medium- run equilibrium rate of capacity utilization, with 

short- run goods market stability assumed to hold, we need: a . dsRi, and 
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for a positive equilibrium rate of capital accumulation it is required that: 

a . [d / (1 2 d) ] [ (biv)  / h ]. Note that the latter implies that:

 l**W1 5
d

1 2 d
, l**W2 5

ah

biv
. (5.27)

For the second medium- run equilibrium value for the workers’ debt–

capital ratio given in equation (5.22) we obtain the following solutions 

for the related medium- run equilibrium rates of capacity utilization and 

capital accumulation:

 u**2 5

a c1 2 (1 2 d)
sRh

bv
d

(1 2 d)sR

h

v
2 b

, (5.28)

 g**2 5 0. (5.29)

For stable goods market equilibria we get u**2 , 0, because the goods 

market stability condition (5.14) implies that [ (1 2 d)sRh ]  / (bv) . 1, 

which would make the numerator in equation (5.28) negative. Only with 

l̂W

lW1** lW2** lW

Figure 5.1  Medium- run equilibrium values for workers’ debt–capital 

ratio and their stability with a positive stable goods market 

equilibrium at l**W1
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98 The macroeconomics of fi nance- dominated capitalism – and its crisis

an unstable goods market equilibrium we would obtain positive values for 

u**2 . The medium- run equilibrium value for capital accumulation is zero 

for the second value of the medium- run equilibrium workers’ debt–capital 

ratio.

Before discussing the eff ects of changes in parameters, we can now sum-

marize our fi ndings so far: Our model yields two medium- run equilibrium 

values for the workers’ debt–capital ratio, and hence also for their debt–

income ratio. If we are only discussing stable goods market equilibria, the 

lower value of the two medium- run equilibrium results of the workers’ 

debt–capital ratio will be stable, whereas the upper value will be unstable. 

This means that as soon as the actual workers’ debt–capital ratio exceeds 

the upper value, it will increase without limits, whereas up to this ratio it 

will converge towards the lower equilibrium value. Therefore, as long as 

the workers’ debt–capital ratio remains below the upper equilibrium value 

it will not explode but converge towards a defi nite value and there is no 

built- in destabilizer.

Generally, we cannot exclude that l**W1 is the upper value and hence 

l**W1 5 d / (1 2 d) . l**W2 5 (ah)  / (biv) . For this constellation and the 

short- run goods market stability condition to hold simultan eously, 

however, it is required that a , dsRi, as is shown in Appendix 

5A. This means that in this constellation not only the medium- run 

 equilibrium  rate of capacity utilization u**2  associated with the then 

stable medium- run workers’ debt–capital ratio l**W2  is negative, as shown 

in equation (5.28), but also the medium- run equilibrium rate of capacity 

utilization u**1  associated with the then unstable medium- run workers’ 

debt–capital ratio l**W1 will become negative, as can be seen by means 

of inserting the condition a , dsRi into equation (5.25). Therefore, 

l**W1 5 d / (1 2 d) . l**W2 5 (ah)  / (biv)  for economically meaningful 

 positive rates of capacity utilization implies that these rates do not 

adhere to the goods market stability condition and thus have to be 

unstable.

Having clarifi ed this, in what follows we will assume that l**W1 5 d / (1 2 

d) , l**W2 5 (ah)  / (biv) . In this case, l**W1 is stable whereas l**W2 is unstable. 

Since in this case a . dsRi, the medium- run equilibrium rate of capacity 

utilization u**1  associated with the then stable medium- run workers’ debt–

capital ratio l**W1 will be positive and stable, as will be the medium- run rate 

of capital accumulation. The medium- run equilibrium rate of capacity 

utilization u**2  associated with the then unstable medium- run workers’ 

debt–capital ratio l**W2  will be negative and stable or positive but unstable, 

and the related medium- run equilibrium rate of capital accumulation will 

be zero.
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5.5  THE MEDIUM- RUN EQUILIBRIUM: EFFECTS 
OF CHANGES IN THE PARAMETERS

Examining the eff ects of fi nance- dominated capitalism (fi nancialization) 

on the medium- run equilibrium of our model, we focus on decreasing 

animal spirits of the fi rm sector with respect to investment in real capital 

stock, that is, a falling a, on redistribution at the expense of labour, that 

is, a rising h, and on a rising willingness of rentiers to lend to workers 

households and a rising willingness of workers’ households to borrow, 

that is, a rising d. We also include the eff ects of a change in the rate of 

interest (i) and in the rentiers’ propensity to save (sR). We examine the 

partial eff ects of changes in these variables on the medium- run equilibrium 

workers’ debt–capital ratio, on the range of stability of this ratio, and on 

the medium- run equilibrium values of the rates of capacity utilization 

and capital accumulation associated with the stable workers’ debt–capital 

ratio. As mentioned in the previous section, we assume a . dsRi and thus 

the condition (5.27) to hold for our exercises.

First, we discuss the eff ects of changes in the parameters on the workers’ 

debt–capital ratio and its stability. From equation (5.21) we obtain for the 

lower medium- run equilibrium value of lW:

 
0l**W1

0a
5 0, (5.21a)

 
0l**W1

0h
5 0, (5.21b)

 
0l**W1

0d
5

1

(1 2 d) 2
. 0, (5.21c)

 
0l**W1

0i
5 0, (5.21d)

 
0l**W1

0sR

5 0. (5.21e)

From equation (5.22) for the upper medium- run equilibrium value of lW 

it can be derived:

 
0l**W2

0a
5

h

biv
. 0, (5.22a)
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0l**W2

0h
5

a

biv
. 0, (5.22b)

 
0l**W2

0d
5 0, (5.22c)

 
0l**W2

0i
5

2abhv

(biv) 2
, 0, (5.22d)

 
0l**W2

0sR

5 0. (5.22e)

Decreasing animal spirits only aff ect the unstable, higher value of the 

equilibrium workers’ debt–capital ratio in the negative. Therefore, the 

corridor of stability for the lower value of the workers’ debt–capital 

ratio is reduced, as shown in Figure 5.2. An increase in the profi t share 

has the opposite eff ect: The value for the unstable upper equilibrium of 

workers’ debt–capital ratio is increasing, thereby increasing the stabil-

ity corridor for the lower equilibrium which is not aff ected by a change 

l̂W

lW1** lW2B** lW2A** lW

Figure 5.2  Eff ect of a decrease in animal spirits of fi rms on the medium- 

run equilibrium values for workers’ debt–capital ratio
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in the profi t share, as is shown in Figure 5.3. A higher proportion of 

rentiers’ saving going to workers as credits increases the lower, stable 

equilibrium value of the workers’ debt–capital ratio without aff ecting 

the unstable upper equilibrium. The upwards corridor of stability for 

the stable lower equilibrium therefore shrinks, as is shown in Figure 5.4. 

A higher rate of interest only aff ects the upper equilibrium in the nega-

tive and therefore reduces the upwards stability corridor for the lower 

equilibrium as can be seen in Figure 5.5. A change in the rentiers’ pro-

pensity to save has no eff ects on the equilibrium values of the workers’ 

debt–capital ratio.

Discussing the eff ects on the medium- run real equilibrium, we focus 

on the equilibrium rates of capacity utilization and capital accumulation 

associated with l**W1 . As we have shown above, for these rates the goods 

market stability condition is met for positive values of the rate of capacity 

utilization. From equation (5.25) for the medium- run equilibrium rate of 

capacity utilization we obtain:

 
0u**1

0a
5

1

(1 2 d)sR 

h

v
2 b

. 0, (5.25a)

l̂W

lW1** lW2A** lW2B** lW

Figure 5.3  Eff ect of an increase in the profi t share on the medium- run 

equilibrium values for workers’ debt–capital ratio
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102 The macroeconomics of fi nance- dominated capitalism – and its crisis

l̂W

lW1A** lW2**lW1B** lW

Figure 5.4  Eff ect of an increase in the share of rentiers’ saving being lent 

to workers on the medium- run equilibrium values for workers’ 

debt–capital ratio

l̂W

lW1**
lW2B** lW2A** lW

Figure 5.5  Eff ect of an increase in the rate of interest on the medium- run 

equilibrium values for workers’ debt–capital ratio
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0u**1

0h
5

2(1 2 d)sR

u**1

v

(1 2 d)sR

h

v
2 b

, 0, (5.25b)

 
0u**1

0d
5

sRah

v
 u**1  2 ib

(1 2 d)sR

h

v
2 b

5
sR

(r**1 2 i)

(1 2 d)sR

h

v
2 b

5
sR

(d**1 2 i)

(1 2 d)sR

h

v
2 b

, (5.25c)

 
0u**1

0i
5

2dsR

(1 2 d)sR

h

v
2 b

, 0, (5.25d)

 
0u**1

0sR

5

2 cdi 1 (1 2 d)
h

v
 u**1 d

(1 2 d)sR

h

v
2 b

5
2 [di 1 (1 2 d)r**1

]

(1 2 d)sR

h

v
2 b

5

 
2 [di 1 (1 2 d)d**1

]

(1 2 d)sR

h

v
2 b

, 0. (5.25e)

From the medium- run equilibrium rate of capital accumulation in 

equation (5.26) it can be derived:

 
0g**1

0a
5

sR
(1 2 d)

h

v

(1 2 d)sR

h

v
2 b

. 0, (5.26a)

 
0g**1

0h
5

2 b(1 2 d)sR

u**1

v

(1 2 d)sR

h

v
2 b

, 0, (5.26b)

 
0g**1

0d
5

bsRah

v
 u**1 2 ib

(1 2 d)sR

h

v
2 b

5
bsR

(r**1 2 i)

(1 2 d)sR

h

v
2 b

5
bsR

(d**1 2 i)

(1 2 d)sR

h

v
2 b

, (5.26c)

 
0g**1

0i
5

2bdsR

(1 2 d)sR

h

v
2 b

, 0, (5.26d)
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0g**1

0sR

5

2b cdi 1 (1 2 d)
h

v
 u**1 d

(1 2 d)sR

h

v
2 b

5
2b [di 1 (1 2 d)r**1

]

(1 2 d)sR

h

v
2 b

5

 
2b [di 1 (1 2 d)d**1

]

(1 2 d)sR

h

v
2 b

, 0. (5.26e)

Lower animal spirits and a higher profi t share have both uniquely 

depressing eff ects on the medium- run equilibrium rates of capacity util-

ization and capital accumulation in our model. Therefore, aggregate 

demand and capital accumulation remain wage led in the medium run. 

Increases in the rate of interest and in the rentiers’ propensity to save have 

both uniquely negative eff ects on the medium- run equilibrium rate.13 

Therefore, the paradox of thrift also applies to the medium run of the 

model.

The eff ects of an increasing share of rentiers’ saving being lent to 

workers depend on the relative values of the rate of interest paid by 

workers on their debt and the rate of profi t, which in our model is equal to 

the dividend rate (equation 5.3). The profi t or dividend rate is an endog-

enous variable in our model because of the endogeneity of the rate of 

capacity utilization, whereas the rate of interest is treated as an exogenous 

variable. We can now distinguish two cases:14

1. If the exogenous rate of interest falls short of the endogenously 

determined profi t rate or dividend rate (r**1 5 d**1 . i), an 

increase  in  d  will cause higher medium- run equilibrium rates of 

capacity utilization and capital accumulation. Aggregate demand 

and capital accumulation, and hence growth, will therefore be 

debt led: An increase in the proportion of rentiers’ saving lent to 

workers will increase the workers’ debt–capital ratio but also the 

medium- run equilibrium rates of capacity utilization and capital 

accumulation.

2. If the exogenous rate of interest exceeds the endogenously determined 

profi t rate or dividend rate (r**1 5 d**1 , i), an increase in d will 

cause lower medium- run equilibrium rates of capacity utilization and 

capital accumulation. Aggregate demand, capital accumulation and 

growth will hence be debt- burdened. An increase in the proportion of 

rentiers’ saving lent to workers will increase the workers’ debt–capital 

ratio but the medium- run equilibrium rates of capacity utilization and 

capital accumulation will fall.
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In the fi rst, the debt- led case, the direct expansive eff ect of an increase in 

d will exceed the indirect contractive eff ect via the medium- run increase in 

the workers’ debt–capital ratio and the related interest payments, because 

of a low exogenous rate of interest, in particular. In the second, the debt- 

burdened case, however, a high rate of interest will cause the contractive 

eff ect of rising interest payments associated with higher medium- run 

workers’ debt to overwhelm the expansive eff ect of higher workers’ debt.

5.6  SHORT-  AND MEDIUM- RUN EFFECTS 
OF FINANCIALIZATION ON CAPACITY 
UTILIZATION, CAPITAL ACCUMULATION 
AND WORKERS’ DEBT IN CONTEXT – AND 
POTENTIAL FEEDBACKS

Summing up the short-  and medium- run eff ects of fi nancialization on 

capacity utilization, capital accumulation and the workers’ debt–capital 

ratio, our model yields the following results (Table 5.3). In the short run, 

taking workers’ debt–capital ratio as given, falling animal spirits of the 

fi rm sector with respect to investment in real capital and redistribution at 

the expense of workers have both negative eff ects on capacity utilization 

Table 5.3  Short- run and medium- run eff ects of changes in exogenous 

model variables, assuming a . dsRi

a h d i sR lW

Short run

u* (stable) 1 −

(wage- led)

1
(debt- led)

− − −

g* (stable) 1 −

(wage- led)

1
(debt- led)

− − −

Medium run

l**W1 (stable) 0 0 1 0 0 . . .

l**W2 (unstable) 1 1 0 − 0 . . .

u**1  (stable) 1 −

(wage- led)

1 for r**1 5 d**1 . i

(debt- led)

− for r**1 5 d**1 , i

(debt- burdened)

− − . . .

g**1  (stable) 1 −

(wage- led)

1 for r**1 5 d**1 . i

(debt- led)

− for r**1 5 d**1 , i

(debt- burdened)

− − . . .
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106 The macroeconomics of fi nance- dominated capitalism – and its crisis

and capital accumulation. However, these contractive eff ects of fi nanciali-

zation may be compensated by increasing lending of rentiers to workers 

for consumption purposes, that is, by an increasing proportion of rentiers’ 

saving being lent to workers. Also a lower rentiers’ propensity to save and 

a lower rate of interest on workers’ debt help to stabilize private consump-

tion and thus contribute to compensate for the depressing eff ects of low 

animal spirits and redistribution of income at the expense of workers.

In the medium run, the endogeneity of workers’ debt–capital ratio has 

to be taken into account. Our model yields two potential medium- run 

equilibrium values for this ratio. For economically meaningful results for 

stable equilibrium capacity utilization, the lower equilibrium value for 

workers’ debt–capital ratio is stable whereas the upper value is unstable. 

Therefore, within the limits given by the unstable upper equilibrium value, 

the workers’ debt–capital (and–income) ratio will converge towards a defi -

nite value. Only if it exceeds the upper equilibrium will it become unstable 

and explode.

Lower animal spirits of the fi rm sector with respect to real investment 

as well as a higher rate of interest each have a negative eff ect on the upper 

equilibrium value for workers’ debt–capital ratio and thus compress the 

corridor of stability, whereas a higher profi t share extends it. A higher 

proportion of rentiers’ saving lent to workers increases the stable equilib-

rium value of workers’ debt–capital ratio but this compresses the corridor 

of upwards stability.

The medium- run eff ects of lower animal spirits, a higher profi t share 

– and also a higher rate of interest or a higher rentiers’ propensity to 

save – on equilibrium capacity utilization and capital accumulation are 

each negative. However, increasing lending of rentiers to workers can be 

expansive also in the medium run, taking the negative feedback eff ects of 

increasing debt and higher interest payments on workers’ consumption 

into account, provided that the exogenous rate of interest is lower than the 

endogenously determined rate of profi t. But if the rate of interest is higher 

than the rate of profi t, the negative feedback eff ect of increasing debt and 

higher interest payments overcompensates the short- run expansive eff ect 

of increasing lending to workers and turns it contractive in the medium 

run.

Depending on the rate of interest relative to the rate of profi t, we may 

therefore have two stable medium- run constellations in the face of higher 

lending of rentiers to workers. With a relatively low rate of interest a 

higher proportion of rentiers’ saving being lent to workers, causing a 

higher workers’ debt–capital ratio, will   be accompanied by higher rates 

of capacity utilization and capital accumulation. Aggregate demand 

and growth will hence be debt led. With a relatively high rate of interest, 
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however, a higher proportion of rentiers’ saving being lent to workers 

causing a higher workers’ debt–capital ratio will be accompanied by 

lower rates of capacity utilization and capital accumulation. In this case, 

aggregate demand and growth will be debt burdened. Both constellations 

are locally stable. However, the upwards corridor of stability will shrink 

due to the increase in the equilibrium workers’ debt–capital ratio in each 

constellation.

Since our model economy in the short run is always debt led, a higher 

proportion of rentiers’ saving being lent to workers will always be accom-

panied by higher rates of capacity utilization and capital accumulation. 

Moving from the short to the medium run, the stock- fl ow dynamics may 

therefore turn the short- run debt- led into a medium- run debt- burdened 

constellation if the rate of interest, relative to the rate of profi t, is too 

high. With a low rate of interest, relative to the rate of profi t, however, 

this will not happen and the economy remains debt led in the medium 

run, too.

In the medium run, a shift from debt- led aggregate demand and growth 

to a debt- burdened constellation will only take place if there is a change in 

parameters which aff ect the medium- run equilibrium rate of profi t relative 

to the rate of interest: a fall in animal spirits, a change in the profi t share, a 

rise in the rentiers’ propensity to save, or an increase in the rate of interest. 

Whereas the eff ects of changes in animal spirits, the rentiers’ propensity to 

save, and the rate of interest on the medium- run equilibrium profi t rate are 

unique – through the eff ects on the rate of capacity utilization, the eff ects 

of a change in the profi t share are not. The profi t share has a direct positive 

eff ect on the profi t rate and an indirect negative eff ect through the rate of 

capacity utilization. The overall eff ect will therefore depend on the relative 

strengths of these two eff ects, as can be seen in Appendix 5B.

It should be noted that the considerations so far only apply if a . dsRi,

because this condition assures that there is a stable and economically 

meaningful goods market equilibrium associated with a stable medium- 

run workers’ debt–capital ratio. If this condition is violated in the course 

of fi nance- dominated capitalism, either by the decrease in animal spirits, 

by the increase in the proportion of rentiers’ saving lent to workers, by an 

increasing rate of interest or an increasing rentiers’ propensity to save, eco-

nomically meaningful goods market equilibria would have to be unstable 

(or the stable goods market equilibrium rate of capacity utilization would 

be negative), and the system would turn unstable in the short and in the 

medium run.

Finally, we can discuss some potential feedback eff ects of increas-

ing workers’ indebtedness on the proportion of rentiers’ saving lent to 

workers. First, we turn to the medium- run stable case in which workers’ 
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108 The macroeconomics of fi nance- dominated capitalism – and its crisis

debt–capital ratio does not exceed the upper bound for stability given by 

l**W2 . Here we have to distinguish the debt- led from the debt- burdened case:

a)  In the medium- run debt- led constellation, a higher d will be associ-

ated with higher rates of capacity utilization and capital accumula-

tion. Therefore, the impact of a higher workers’ debt–capital ratio 

on the workers’ debt–income ratio will be weakened or even reversed 

by a higher rate of capacity utilization, according to equation (5.17). 

In the latter case we would see a macroeconomic ‘paradox of debt’: 

workers’ debt–income ratio will be lower in the face of a higher share 

of rentiers’ saving lent to workers and a higher workers’ debt–capital 

ratio. Therefore, in the debt- led case a negative feedback of workers’ 

debt–capital ratio on the proportion of rentiers’ saving lent to 

workers is less likely. If it occurs and rentiers reduce the proportion 

of their saving lent to workers, this will have contractive eff ects, and 

the equilibrium rates of capacity utilization and capital accumula-

tion will decline, together with the workers’ debt–capital ratio. If the 

paradox of debt constellation prevails, workers’ debt–income ratios 

will increase in the face of a falling proportion of rentiers’ saving lent 

to workers and a falling workers’ debt–capital ratio.

b)  In the debt- burdened constellation, however, in which a higher 

stable workers’ debt–capital ratio is associated with lower equilib-

rium rates of capacity utilization and capital accumulation, workers’ 

debt–income ratio will rise even more than the workers’ debt–capital 

ratio, as can be seen in equation (5.17). In this case, rentiers may be 

tempted to reduce the share of their saving lent to workers. This will 

reduce workers’ debt–capital and –income ratios, and it will have 

a medium- run expansive eff ect on capacity utilization and capital 

accumulation, so that the eff ect on workers’ debt–income ratio will 

be stronger than the eff ect on the workers’ debt–capital ratio.

As soon as the workers’ debt–capital ratio exceeds the upper bound 

of local stability of l**W1  given by l**W2 , it will keep on increasing and feed 

back negatively on the goods market equilibrium. Rising indebtedness 

of workers and a collapsing economy will most likely induce rentiers to 

reduce the share of their saving lent to workers. However, this will further 

dampen economic activity and capital accumulation while workers’ debt–

capital ratio, and also their debt–income ratio will keep on rising. The 

economy will thus again be characterized by a macroeconomic ‘paradox 

of debt’, a falling share of rentiers’ saving lent to workers but rising 

workers’ debt–capital and –income ratios due to the associated collapse in 

aggregate demand and capital accumulation.
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5.7 CONCLUSIONS

Within our simple Kaleckian distribution and growth model with workers’ 

debt we have obtained the following results with respect to the eff ects of 

some important channels of infl uence of fi nance- dominated capitalism 

on short-  and medium- run economic development, that is a fall in animal 

spirits of the fi rm sector with respect to real investment in capital stock, 

redistribution of income at the expense of the labour income share and 

increasing credit to workers’ households.

Lending of rentiers to workers can compensate for the depressing eff ects 

of lower animal spirits of fi rms with respect to real investment and of 

redistribution at the expense of workers in the short and in the medium 

run without necessarily triggering cumulative processes of increasing 

indebtedness. Provided that animal spirits of fi rms with respect to real 

investment have not decreased by too much, and that the rentiers’ pro-

pensity to save and the rate of interest are low, locally stable medium- run 

equilibrium workers’ debt–capital ratios associated with positive and 

stable medium- run equilibrium rates of capacity utilization and capital 

accumulation can emerge in the face of moderately higher shares of rent-

iers’ saving being lent to workers.

Therefore, if the endogenously determined rate of profi t exceeds the rate 

of interest, indicating that expansive eff ects of new lending exceed the con-

tractive eff ects of interest payments due to a higher stock of debt, stable 

medium- run debt- led regimes may emerge, in which a higher and stable 

workers’ debt–capital ratio is associated with higher and stable rates of 

capacity utilization, capital accumulation and growth. With strong eff ects 

of higher lending to workers on aggregate demand, workers’ debt–income 

ratios may even decrease and the debt- led regime may be characterized 

by a macroeconomic ‘paradox of debt’, that is a higher share of rentiers’ 

saving lent to workers but a lower workers’ debt–income ratio.

If the endogenously determined rate of profi t falls short of the rate of 

interest, however, indicating that expansive eff ects of new lending fall 

short of the contractive eff ects of interest payments on the stock of debt, a 

stable medium- run debt- burdened regime may emerge, in which a higher 

and stable workers’ debt–capital ratio is associated with lower but stable 

rates of capacity utilization, capital accumulation and growth.

In the medium- run stable constellations, a reduction of lending of 

rentiers to workers will cause a lower equilibrium workers’ debt–capital 

ratio, which will be associated with stable but lower capacity utilization 

and capital accumulation in the debt- led constellation – and probably 

higher stable workers’ debt–income ratios (again the macroeconomic 

‘paradox of debt’). In the debt- burdened constellation a reduction of 
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lending to workers will make equilibrium capacity utilization and capital 

accumulation increase and the workers’ debt–capital and –income ratios 

will decrease.

As soon as workers’ debt–capital ratio exceeds the upper limit of stabil-

ity, it will keep on increasing and feeding back negatively on the goods 

market equilibrium. If rising indebtedness of workers and a collapsing 

economy induce rentiers to reduce the share of their saving lent to workers, 

this will further dampen economic activity and capital accumulation while 

workers’ debt–capital ratio and also their debt–income ratio will keep on 

rising. The market economy will thus again be characterized by a macro-

economic ‘paradox of debt’ and will require external stabilization. Such 

an unstable process may be triggered by an increase in rentiers’ lending to 

workers, which makes workers’ debt–capital ratio exceed the upper limit 

of stability, and/or a fall in animal spirits of the fi rm with respect to invest-

ment in capital stock and/or a rise in the rate of  interest, which each lower 

the upper limit of stability.

NOTES

 1. This chapter is based on Hein (2012a).
 2. See Barba/Pivetti (2009), Cynamon/Fazzari (2008), Guttmann/Plihon (2010), and van 

Treeck (2009b) for extensive discussions of the eff ects of fi nance- dominated capitalism 
on households’ (debt- fi nanced) consumption, with a focus on the US.

 3. Increasing household debt and fi xed payments commitments may also have fed back 
negatively on labour income and the labour income share, according to Barba/Pivetti 
(2009). Interest payments of the wage earners are a reduction of their consumption 
wage, and the burden of debt also pushes them to work harder and accept any condi-
tions of work to be able to pay back debt and not to lose their homes.

 4. See Lavoie (1996) and Lavoie/Seccareccia (2001) on potential fallacies of composition 
in Minsky’s approach, and Steindl (1976, pp. 113–22), Dutt (1995), Lavoie (1995) and 
Hein (2006, 2007) on the potential macroeconomic ‘paradox of debt’. See also the 
potential ‘paradox of outside fi nance’ in Chapter 3 of this book.

 5. For Minskyan explanations of the Great Recession see, for example, Bellofi ore/Halevi 
(2011), Carvalho (2009), Dymski (2011), Nersisyan/Wray (2010), Whalen (2008), and 
Wray (2009). And for the limits of a Minskyan explanation see Palley (2010b).

 6. See Chapter 3 of this book and, for example, Charles (2008a, 2008b, 2008c), Dutt 
(1995), Hein (2006, 2007, 2010a, 2010b), Lavoie (1995), Lima/Meirelles (2007) and 
Meirelles/Lima (2006), among others.

 7. Dividend payments are the only profi t (claims) of the rentiers/shareholders in our 
model. See Chapter 3 Hein (2010a, 2010b) for attempts of integrating fi nancialization 
issues into (Post- )Kaleckian distribution and growth models, in which there are diff er-
ent types of rentiers income (interest, dividends), however without considering rentiers’ 
portfolio choice, and also retained earnings of the fi rm sector are considered.

 8. Therefore, there is yet no central bank money in our model. The economy we are mod-
elling can therefore be conceived of as a pure credit economy. However, central bank 
money could easily be introduced as a third asset. But this would require to include the 
state and would make things more complicated without adding to the intended insights.

 9. It should be noted that this does not imply any loanable funds kind of argument, 
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because d is only a proportion of rentiers’ saving which itself is endogenously deter-
mined in our model. 

10. Palley (1994) has focussed on the debtor households’ debt–income ratios as a deter-
minant of obtainable credit. Bhaduri et al. (2006) and Bhaduri (2011a) have included 
notional fi nancial wealth as a main determinant of debt fi nanced consumption, which is 
out of the scope of our simple model, because we have no saving of workers’ households 
and hence no wealth held by these households, neither fi nancial wealth nor housing 
wealth.

11. See Chapter 3 Hein/van Treeck (2010a) for a theoretical discussion, starting from the 
Post- Keynesian theory of the fi rm, and Stockhammer (2004b), van Treeck (2008), 
Orhangazi (2008) and Onaran (2011) for empirical results.

12. On the basic Kaleckian distribution and growth model and its variations and devel-
opments see Blecker (2002), Dutt (2011), Lavoie (1992, Chapter 6) and Hein (2004, 
Chapter 8).

13. These medium- run results are consistent with the ones derived by Dutt (2005, 2006a).
14. This result is again similar to the one in Dutt’s (2005, 2006a) models in which an 

increase in lending to workers has a medium- run expansive eff ect on capital accumu-
lation and growth, if the endogenously determined rate of accumulation exceeds the 
product of the propensity to save out of profi ts and the rate of interest, which are each 
exogenously given.
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APPENDIX 5A:  WORKERS’ DEBT–CAPITAL RATIO 
AND STABILITY OF THE SHORT- RUN 
GOODS MARKET EQUILIBRIUM

From the condition for goods market stability (5.14) we obtain:

 
dsRh

bv
.

d

1 2 d
. (5A.1)

If the fi rst value for the medium- run equilibrium workers’ debt–capital 

ratio in equation (5.21) exceeds the second one in equation (5.22), we have:

 l**W1 5
d

1 2 d
. l**W2 5

ah

biv
. (5A.2)

Combining condition (5A.1) and (5A.2) yields:

 
dsRh

bv
.

d

1 2 d
.

ah

biv
, (5A.3)

and hence:

 dsRi . a. (5A.4)

Therefore, stability of the goods market equilibrium and l**W1 . l**W2  to 

hold simultaneously is possible, provided that animal spirits are low. 

However, the medium- run equilibrium rate of capacity utilization u**1  

associated with the then unstable medium- run workers’ debt–capital 

ratio l**W1  will become negative, as can be seen by means of inserting the 

condition a , dsRi into equation (5.25). The medium- run equilibrium 

rates of capacity utilization associated with the two potential medium- run 

equilibrium workers’ debt–capital ratios would thus both be negative. 

Economically meaningful positive equilibrium rates of capacity utilization 

would not meet the condition for stability of the goods market equilib-

rium. If however:

 dsRi , a, (5A.5)

this implies:

 
ah

biv
.

dsRh

bv
, (5A.6)
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and the goods market equilibrium rate of capacity utilization asso-

ciated with the medium- run equilibrium workers’ debt–capital ratio 

l**W2 5 (ah)  / (biv)  is therefore stable and negative, or positive but unsta-

ble. Combining this with condition (5A.1) yields:

 
ah

biv
.

dsRh

bv
.

d

1 2 d
. (5A.7)

In this constellation l**W1 , l**W2 , and the goods market equilibrium rate 

of capacity utilization associated with l**W1  is positive and stable whereas 

the one associated with l**W2  is either negative and stable, or positive and 

unstable.

APPENDIX 5B:  EFFECTS OF PARAMETER 
CHANGES IN THE SHORT AND 
IN THE MEDIUM RUN ON THE 
EQUILIBRIUM RATES OF PROFIT

Inserting the short- run equilibrium value for the rate of capacity utiliza-

tion from equation (5.15) into equation (5.3) for the rate of profi t yields 

the short- run equilibrium rate of profi t:

 r* 5

h

v
[a 2 (1 2 d)sRilW

]

(1 2 d)sR

h

v
2 b

. (5B.1)

From this we obtain:

 
0r*

0a
5

h

v

(1 2 d)sR

h

v
2 b

. 0, (5B.1a)

 
0r*

0h
5

1

v
ca 2 (1 2 d)sRah

v
u* 1 ilWb d

(1 2 d)sR

h

v
2 b

, (5B.1b)

 
0r*

0d
5

sR

h

v
ailW 1

h

v
u*b

(1 2 d)sR

h

v
2 b

. 0, (5B.1c)
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0r*

0i
5

2
h

v
(1 2 d)sRlW

(1 2 d)sR

h

v
2 b

, 0, (5B.1d)

 
0r*

0sR

5

2(1 2 d)
h

v
ailW 1

h

v
 u*b

(1 2 d)sR

h

v
2 b

, 0, (5B.1e)

 
0r*

0lW

5

2(1 2 d)
h

v
 sRi

(1 2 d)sR

h

v
2 b

, 0. (5B.1f)

Inserting the medium- run equilibrium value for the stable rate of capacity 

utilization from equation (5.25) into equation (5.3) for the rate of profi t 

yields the medium- run equilibrium rate of profi t:

 r**1 5

h

v
(a 2 dsRi)

(1 2 d)sR

h

v
2 b

. (5B.2)

From this we obtain:

 
0r**1

0a
5

h

v

(1 2 d)sR

h

v
2 b

. 0, (5B.2a)

 
0r**1

0h
5

1

v
ea 2 sR cdi 1 (1 2 d)

h

v
 u**1 d f

(1 2 d)sR

h

v
2 b

, (5B.2b)

 
0r**1

0d
5

sR

h

v
ah

v
 u**1 2 ib

(1 2 d)sR

h

v
2 b

, (5B.2c)
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0r**1

0i
5

2dsR

h

v

(1 2 d)sR

h

v
2 b

, 0, (5B.2d)

 
0r**1

0sR

5

2
h

v
cdi 1 (1 2 d)

h

v
 u**1 d

(1 2 d)sR

h

v
2 b

, 0. (5B.2e)
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6.  Finance- dominated capitalism, 
global imbalances and crisis1

6.1 INTRODUCTION

In the book so far, we have shown that from a macroeconomic perspective 

fi nance- dominated capitalism or fi nancialization has aff ected economic 

developments through the following channels:

1. With regard to distribution, fi nancialization has been conducive to 

a rising gross profi t share, including retained profi ts, dividends and 

interest payments, and thus a falling labour income share, on the one 

hand, and to increasing inequality of wages and top management 

salaries, on the other hand. The major reasons for this have been the 

falling bargaining power of trade unions, higher profi t claims imposed 

in particular by increasingly powerful rentiers, and probably also a 

change in the sectoral composition of the economy in favour of the 

fi nancial corporate sector.

2. Regarding investment, fi nancialization has been characterized by 

increasing shareholder power vis- à- vis management and workers, an 

increasing rate of return on equity and bonds held by rentiers, and an 

alignment of management with shareholder interests through short- run 

performance related pay schemes, bonuses, stock option programmes, 

and so on. On the one hand, this has imposed short- termism on man-

agement and has caused decreasing management’s animal spirits with 

respect to real investment in capital stock and long- run growth of the 

fi rm. On the other hand, it has drained internal means of fi nance for real 

investment purposes from the corporations, through increasing dividend 

payments and share buybacks in order to boost stock prices and thus 

shareholder value. These ‘preference’ and ‘internal means of fi nance’ 

channels each have partially negative eff ects on fi rms’ real investment in 

capital stock and hence on long- run growth of the economy.

3. Re- distribution at the expense of wages and depressing partial eff ects 

of fi nancialization on investment in capital stock have also been detri-

mental to long- run productivity growth, contrary to the initial claims 

of the proponents of shareholder value revolution. Falling labour 
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income shares dampen the wage- push eff ect on productivity growth 

and, to the extent that technical progress is capital embodied, weak 

investment in capital stock also has a dampening eff ect on productiv-

ity growth.

4. Regarding consumption, fi nancialization has generated increasing 

potential for wealth- based and debt- fi nanced consumption. Stock 

market and housing price booms have each increased notional wealth 

against which households were willing to borrow. Changing fi nan-

cial norms, new fi nancial instruments (credit card debt, home equity 

lending, and so on) and deterioration of creditworthiness standards, 

triggered by securitization of mortgage debt and ‘originate and dis-

tribute’ strategies of commercial banks, made increasing credit avail-

able to low income, low wealth households, in particular. This allowed 

for consumption to rise faster than the median income and thus to sta-

bilize aggregate demand. But it also carried the risk of triggering ever 

higher debt–income ratios of private households, increasing therefore 

the risk of fi nancial fragility.

As recent studies based on the Bhaduri/Marglin (1990) version of the 

Kaleckian distribution and growth model have shown, in the medium to 

long run domestic demand in most of the capitalist economies tends to 

be wage led, that is, a falling wage share should have a partially negative 

eff ect on aggregate demand. There has been observed a strong eff ect of re- 

distribution on consumption demand, due to considerably higher propen-

sities to consume out of wage income than out of profi t income, and only 

weak or statistically insignifi cant eff ects of unit labour costs or unit profi ts 

on investment. The latter is found to be mostly driven by aggregate demand 

or capacity utilization, that is, by the accelerator term in the investment 

function. Including the external sector, foreign trade and globalization 

eff ects, aggregate demand remains wage led in most of the countries exam-

ined here (Table 6.1), although re- distribution at the expense of labour 

in many studies has a signifi cantly positive eff ect on net exports. Overall, 

these fi ndings imply that, ceteris paribus, falling labour income shares trig-

gered by fi nancialization and neo- liberalism should have had a partially 

depressing eff ect on aggregate demand in most of the countries examined in 

this book, in particular in the large and medium- sized, less open developed 

capitalist economies. The eff ect on GDP growth should have the same sign, 

given that a mixed regime of wage- led demand and profi t- led growth would 

require an empirically unlikely constellation of parameters.2

As we will show in this chapter, against the background of partially 

depressing eff ects of fi nance- dominated capitalism via redistribution of 

income and via investment in capital stock, some countries relied on 
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120 The macroeconomics of fi nance- dominated capitalism – and its crisis

soaring consumption demand as the main driver of aggregate demand 

and GDP growth, whereas others focussed on mercantilist export- led 

strategies as an alternative to generating demand. However, these strate-

gies contributed to rising global current account imbalances prior to the 

Great Recession which then contributed to the severity of the crisis. In 

this chapter we will examine the set of countries introduced in Chapter 2, 

derive an ex post typology along the lines mentioned above, and discuss 

the related global current account imbalances.

6.2   ‘TYPES OF CAPITALISM UNDER 
FINANCIALIZATION’ AND GLOBAL 
IMBALANCES

Against the background of rising inequality in personal income distribu-

tion and falling labour income shares, associated with fi nancialization and 

neo- liberalism since the early 1980s in the developed capitalist economies 

in particular, and the restrictive eff ects of fi nancialization on real invest-

ment, two ‘types of capitalism under fi nancialization’ have developed,3 

which are complementary and which have fed rising current account 

imbalances in the world economy.4 On the one hand, we have the ‘debt- led 

consumption boom’ type generating a ‘profi ts without investment’ regime, 

as derived theoretically in Chapter 3 of this book. Since this type has been 

characterized by considerable current account defi cits, there has developed 

a necessary counterpart at the global level, the ‘export- led mercantilist’ 

type, on the other hand, which may also give rise to a ‘profi ts without 

investment’ regime. Whereas in the former it is debt- fi nanced consumption 

demand which allows for the realization of rising profi ts, in the latter it is 

export surpluses which have to take care of the realization of profi ts in the 

face of relatively weak domestic demand, either investment and/or con-

sumption in the face of redistribution at the expense of labour. Note that 

from national accounting we obtain Kalecki’s (1971: 82) profi t equation:

 Gross profits net of taxes 5 Gross investment 1 Export surplus

 1 Government budget deficit 2 Workers’ saving

 1 Capitalists’ consumption. (6.1)

As the global current account imbalances have exploded in particular 

since the early 2000s in the course of recovery from the burst of the new 

economy boom of the late 1990s (Figure 6.1), we take cyclical average 

data for the trade cycle of the early 2000s in order to distinguish the two 
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122 The macroeconomics of fi nance- dominated capitalism – and its crisis

types – the ‘debt- led consumption boom’ and the ‘export- led mercantilist’ 

type – and to allocate the countries in our data set to them. It will be seen, 

however, that some countries do not fi t into any of these two categories.

It should also be noted that the cycle of the early 2000s had more 

dynamic growth as compared to the previous cycles in some countries in 

our data set, that is in Greece, Ireland, Spain, Sweden and the catching- up 

China, whereas in the other countries real GDP growth fell short of the 

rates of the previous cycles (Table 6.2).

In the cycle of the early 2000s, the ‘debt- led consumption boom’ type of 

aggregate demand and growth can be found in Greece, Ireland, Spain, the 

UK and the US (Table 6.3a). All these economies have seen considerable 

increases in residential property prices and/or in wealth–income ratios in 

the cycle of the early 2000s (Figure 6.2a, Table 6.4). This was conducive to 

soaring consumption demand and hence considerable growth contributions 

of private consumption and domestic demand. Relatively high real GDP 

growth as compared to the other countries in our data set, but increasing 

Table 6.2  Real GDP growth, average values over the trade cycle, early 

1980s – 2008, in per cent

1. Early 1980s 

– early 1990s

2. Early 1990s 

– early 2000s

3. Early 2000s 

– 2008

Change (3. – 1.), 

percentage points

Austria 2.25 2.51  2.13 −0.12

Belgium 1.96 2.37  1.84 −0.13

France 2.21 2.15  1.64 −0.57

Germany 2.75 1.50  1.44 −1.31

Greecea 0.91 2.66  3.89 2.99

Ireland 3.78 6.99  3.92 0.13

Italy 2.33 1.59  0.73 −1.60

Netherlands 2.55 3.28  1.96 −0.60

Portugal 4.21 2.63  0.82 −3.39

Spain 2.75 3.15  3.02 0.27

Sweden 1.64 2.82  2.42 0.78

UK 2.73 2.54  2.28 −0.45

US 3.33 3.44  2.16 −1.17

Japana 4.30 0.97  1.22 −3.08

China 9.97 9.85 10.66 0.81

Notes:
The beginning of a trade cycle is given by a local minimum of annual real GDP growth in 
the respective country.
a adjusted to fi t in 3 cycle pattern.

Source: European Commission (2010), World Bank (2011), author’s calculations.
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household debt and negative fi nancial balances of the private household 

sector were the consequences. With the exception of the UK, this has also 

translated into negative balances of the private sector as a whole – with 

the corporate sector being in surplus in all countries of this group except 

in Spain. The public sector contributed to a negative domestic fi nancial 

balance in all the countries, albeit to a diff erent degree –  considerably in 

Greece, the UK and the US, but only marginally in Ireland and Spain. 

Since aggregate domestic expenditures exceeded national income, these 

countries had to run current account defi cits, that is, fi nancial balances 

of the external sector were positive for each of the countries pursuing the 

‘debt- led consumption boom’ type. In particular Greece, Spain and the US 

had to rely strongly on the infl ow of foreign fi nancial resources.

Strong domestic demand growth in the ‘debt- led consumption boom 

countries’ translated into negative growth contributions of the balance of 

Table 6.4  Household gross debt and net wealth, per cent of annual 

disposable income

Gross debt Net wealth

1995 2000 2005 1995 2000 2005

Austria  34 . . . 88a . . . . . . . . .

Belgium  57 . . . 75a . . . . . . . . .

France  66  78 89 461 547 752

Germany  97 111 107 541 575 578a

Greece . . . . . . . . . . . . . . . . . .

Ireland  48  82 141 . . . 618 775

Italy  32  46 59 702 820 936a

Netherlands 113 175 246 369 528 515

Portugal  54 . . . 125a . . . . . . . . .

Spain  59  83 107b 540 646 935b

Sweden  90 107 134 262 387 436

UK 106 118 159 569 750 790

US  93 107 135 510 575 573

Japan 130 136 132b 736 750 725b

China . . . . . . . . . . . . . . . . . .

Notes:
a 2006.
b 2004.
Debt refers to total liabilities outstanding at the end of the period.
Net wealth is defi ned as non- fi nancial and fi nancial assets minus liabilities. Data is from 
national statistics.

Source: Girourard et al. (2007, p. 9), Goodbody Stockbrokers (2009, p. 30).
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goods and services in all of these countries but Ireland, where the growth 

contribution of external demand was positive. In the case of Ireland, the 

current account defi cit (and the positive fi nancial balance of the external 

sector) was not due to a defi cit in external trade but rather a defi cit in the 

cross- border fl ows of primary incomes.5

For the Euro area countries in this group, above average unit labour 

cost growth and infl ation accompanied by nominal appreciation of the 

euro, and thus a loss of competitiveness of domestic producers (positive 

rates of change in the eff ective exchange rate), may have contributed to 

the defi cits in the balance of goods and services and in the current account. 

However, the US and the UK managed to improve competitiveness in the 

course of the cycle of the 2000s, but their current accounts further deterio-

rated compared to the previous cycle, that is, the fi nancial balances of the 

external sector increased respectively.6 The ‘debt- led consumption boom’ 

economies were thus the world demand engines of the cycle from the early 

2000s to 2008.

The counterparts to the ‘debt- led consumption boom’ economies were 

the ‘export- led mercantilist’ economies. This group consists of Austria, 

Belgium, Germany, the Netherlands, Sweden, Japan and China (Table 

6.3b). These economies were characterized by surpluses in the balances of 

goods and services and in the current accounts, that is, the fi nancial bal-

ances of the respective external sectors were in defi cit. Although some of 

these countries (Belgium, the Netherlands, Sweden) had seen considerable 

increases in wealth–income ratios and/or in residential property prices 

(Table 6.4, Figure 6.2a), whereas others had not (Austria, Germany, 

Japan, China) (Table 6.4, Figure 6.2b), fi nancial balances of private 

households remained in surplus in the ‘export- led mercantilist’ countries. 

The fi nancial balances of the private sectors were strongly positive in each 

of these countries.

Growth contributions of private consumption and domestic demand 

were either moderate, as for Austria, Belgium, the Netherlands and 

Sweden, or very weak, as in the case of Germany and Japan, and these 

countries considerably relied on positive growth contributions of the 

balance of goods and services. Only in Belgium was the growth contribu-

tion of external demand rather small.

The basis for external surpluses were thus weak domestic demand, on 

the one hand, but also low unit labour cost growth, low infl ation, and, 

in the case of Japan, nominal depreciation of the currency, on the other 

hand. For the ‘export- led mercantilist’ Euro area countries the real eff ec-

tive exchange rate relative to 23 industrial economies increased to a lesser 

extent than in the ‘debt- led consumption boom’ Euro area countries, 

implying an increase in price competitiveness of the former relative to the 
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latter. Sweden and Japan managed to increase price competitiveness abso-

lutely. The ‘export- led mercantilist’ countries have thus benefi tted from 

world demand being driven by the ‘debt- led consumption boom’ coun-

tries. However, following this type came at a price: With the exception 

of Sweden, and notably the catching- up China, real GDP growth in the 

export- led countries remained well below real GDP growth in the debt- led 

economies, particularly in the case of the more closed large economies of 

Germany and Japan which performed even worse than the more open and 

smaller economies of Austria, Belgium and the Netherlands.7

In the cycle of the early 2000s to 2008, France, Italy and Portugal can 

neither be considered to have been ‘debt- led consumption boom’ econo-

mies nor ‘export- led mercantilist’ economies. Growth was rather domestic 

demand led. Although France and Italy saw signifi cant increases in net 

wealth–income ratios and in residential property prices (Table 6.4, Figure 

6.2a), whereas Portugal did not (Figure 6.2b), fi nancial balances of private 

households remained positive in all of the three countries. The corporate 

sector had negative balances in these countries, and together with nega-

tive public sector balances this meant current account defi cits, which were 

considerable particularly in Portugal.

Although not experiencing a debt- led consumption boom, growth 

was driven by domestic demand in the face of rising (Portugal) or only 

weakly declining (France, Italy) labour income shares and consider-

able public defi cits in each of the countries. The balances of goods and 

services were negative and so were the growth contributions of external 

demand. The loss of price competitiveness with respect to the ‘export- led 

mercantilist’ Euro area countries, that is, higher unit labour cost growth 

and higher infl ation than in these countries, may have contributed to the 

external defi cit. GDP growth remained particularly weak in Portugal and 

Italy, whereas France had higher growth than the stagnative mercantilist 

economies of Germany and Japan, but lower growth than the rest of the 

 countries in our data set.

6.3 CONCLUSIONS

Against the background of fi nancialization and income re- distribution at 

the expense of lower wage incomes and the labour income share, a highly 

fragile constellation at national, regional (Euro area) and global levels had 

developed in the course of the trade cycle of the early 2000s.8 The dynamic 

‘debt- led consumption boom’ type of development in the US and the other 

countries following this type had to rely on the willingness and the ability 

of private households to go into debt, and thus on ever rising notional 
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wealth, in particular rising residential property prices, (seemingly) provid-

ing collateral for credit, and on the willingness of the rest of the world 

to run current account surpluses and thus to supply credit – notably the 

‘export- led mercantilist’ countries – in order to fi nance the related current 

account defi cits in the ‘debt- led consumption boom’ economies. The 

slowly growing or stagnating ‘export- led mercantilist’ economies, on the 

other hand, had to rely on the willingness and the ability of the rest of the 

world – notably the ‘debt- led consumption boom’ economies – to go into 

debt, because their moderate or weak growth rates were dependent on 

dynamic growth of world demand and their export markets.

A collapse of the ‘debt- led consumption boom’, as it was triggered 

by the collapse of the subprime mortgage market in the US in 2007, has 

therefore not only aff ected the ‘debt- led consumption boom’ economies 

themselves, but the ‘export- led mercantilist’ economies were also quickly 

infected. On the one hand, their export markets collapsed in the crisis and 

they were facing serious aggregate demand problems. On the other hand, 

they were infected through the fi nancial markets, because their capital 

exports got drastically devalued if they were directed towards the risky 

and now collapsing fi nancial markets of the ‘debt- led consumption boom’ 

economies. Both channels became eff ective during the Great Recession. In 

2009, real GDP growth in the stagnative ‘export- led mercantilist’ econo-

mies of Germany (−4.9 per cent) and Japan (−5.2 per cent) was hit even 

harder than growth in the main ‘debt- led consumption boom’ economy, 

from where the crisis started, the US (−2.4 per cent) (IMF 2010).9 Also 

the ‘debt- led consumption boom’ economies have not uniformly been hit 

by the crisis. Whereas the US, being able to issue debt in its own currency, 

‘only’ suff ered from the fi nancial and economic crisis, in other countries, 

notably Greece and Ireland, the crisis also became a public debt crisis and 

contributed to a currency crisis, that is, the euro crisis which started in 

2010, and which will be analysed in more detail in Chapter 8 of this book.

NOTES

1. This chapter is based on Hein (2011a, 2011b). A similar analysis focusing on the G20 
economies can be found in Hein/Mundt (2012).

2. In the Bhaduri/Marglin (1990) model the nature of the growth regime does not have 
to be identical to the nature of the demand regime. One may get wage- led demand, but 
profi t- led growth, as formally shown in Lavoie (1992, pp. 332–40). Such a mixed regime 
requires a low eff ect of capacity utilization and a medium eff ect of unit profi ts or unit 
wage costs in the investment function. Empirically, this is hardly found. Usually the 
estimations yield strong and statistically highly signifi cant eff ects of the accelerator term 
on investment and weak and statistically hardly signifi cant eff ects of unit profi ts or the 
profi t share.
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3. For similar analysis see van Treeck et al. (2007), Bibow (2008), Fitoussi/Stiglitz (2009), 
Horn et al. (2009), Sapir (2009), UNCTAD (2009), van Treeck (2009b), Wade (2009), 
Hein/Truger (2010, 2011), and Stockhammer (2010a, 2010b).

4. A similar development took place at the regional level, in particular in the Euro area, as 
will be outlined and discussed in Chapter 8 of this book.

5. Although the balance of goods and services in Ireland was positive, we have not included 
it in the ‘export- led mercantilist’ group of countries discussed below, because Ireland, as 
the other ‘debt- led consumption boom’ countries showed a negative fi nancial balance 
of the private sector and of the domestic sectors as a whole. Surpluses in the balance of 
goods and services were thus required in order to meet the payment commitments associ-
ated with the negative balance of primary incomes and to avoid an even larger defi cit in 
the current account.

6. This may be an indication that changes in the balances of goods and services and in the 
current accounts are dominated by growth diff erentials and not so aff ected much by 
infl ation diff erentials and changes in the real exchange rate. See Arghyrou/Chortareas 
(2008) and Schröder (2011) for some evidence.

7. Note that for Germany this fi nding is well in line with recent studies on the German 
demand regime which fi nd re- distribution at the expense of the labour income share to 
positively aff ect net exports, but this eff ect to be too small to over- compensate the nega-
tive impact of re- distribution on domestic demand, so that the overall demand regime 
in Germany remains wage led, even under the conditions of increasing globalization 
(Stockhammer et al. 2011).

8. See for similar arguments also Fitoussi/Stiglitz (2009), Hein/Truger (2010, 2011), Horn et 
al. (2009) and Stockhammer (2010a).

9. See Hein/Truger (2010) for a case study on Germany in the international context.
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7.  Requirements for income- led 
recovery and a Global Keynesian 
New Deal1

7.1 INTRODUCTION

In the previous chapters of this book we have shown how the macroeco-

nomics of fi nance- dominated capitalism, that is, re-distribution at the 

expense of low wage incomes and the labour income share, dampening 

eff ects on real investment in capital stock, and the increasing potentials 

for wealth- based and credit- fi nanced consumption, have contributed 

to macroeconomic instability at the national levels of the capitalist 

economies aff ected by fi nancialization, and fi nally at the global level. 

These developments have then contributed to the severity of the recent 

fi nancial and economic crisis and made it the Great Recession. From 

our analysis it follows that a medium-  to long- run sustainable recovery 

strategy for major parts of the world economy should neither follow 

the ‘debt- led consumption boom’ type nor the ‘export- led mercantilist’ 

type,2 both identifi ed in Chapter 6. This is particularly true for those 

economies which are characterized by wage- led demand and growth 

regimes. Tendencies towards over- indebtedness of private households 

have to be avoided, as well as persistent current account surpluses or 

defi cits which are not due to productivity growth catch- up processes of 

less developed economies.3 This implies that also profi t- led economies, 

which turn profi t- led via the export channel, need to give up export- led 

strategies because their strategy has to rely on current account defi cits 

in other countries and thus contributes to world wide imbalances. A 

medium-  to long- run recovery strategy has thus to be (mass) income or 

wage led. In the present chapter we will outline an income-  or wage- led 

recovery strategy imbedded in a Global Keynesian New Deal, which 

will have to address the three main causes of the Great Recession: the 

ineffi  cient regulation of fi nancial markets, the increasing inequality in 

the distribution of income and the rising imbalances at the global (and 

at the Euro area) level.
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7.2  THE CASE FOR A WAGE-  OR (MASS) INCOME- 
LED RECOVERY STRATEGY

A wage-  or (mass) income- led recovery strategy, as opposed to ‘debt-led 

consumption’ or ‘export- led mercantilist’ strategies, means that wages 

and thus mass incomes will have to rise broadly in line with (poten-

tial) output. Labour income shares have to be at least roughly stable 

in the medium to long run, and may even rise if distribution claims 

of fi rms, rentiers, the state or the foreign sector are falling and permit 

the increase of the labour income share without triggering cumulative 

infl ationary processes. With rising wage shares, the economy may also 

benefi t from wage- push eff ects on productivity growth, that is, rising 

real wages and labour income shares pushing fi rms to speed up the 

 introduction of labour saving innovation into the production process 

and thus  increasing  potential growth.4 A wage- led recovery strategy 

would t herefore also contribute to overcoming the tendencies towards 

dampened  productivity growth inherent to fi nance- dominated capital-

ism and neo- liberalism, as identifi ed in Chapter 4 of this book. As we 

have argued there, these  tendencies may be imposed by the long- run 

depressing eff ects of  fi nancialization and neo- liberalism on the labour 

income share, thus dampening the wage- push eff ect on productivity 

growth, and through the dampening eff ects on capital accumulation, 

with a negative eff ect on capital embodied technical progress and thus 

productivity growth.

A wage- led recovery strategy requires addressing the three main 

causes for the fall in the labour income share in the period of neo- 

liberalism and fi nancialization, as identifi ed in Chapter 2 of this book: 

First, bargaining power of trade unions needs to be stabilized and 

enhanced; second, overhead costs of fi rms, in particular top manage-

ment salaries and interest payments, as well as profi t claims of fi nancial 

wealth holders have to be reduced; and third, the sectoral composition 

of the economy has to be shifted away from the high profi t share fi nan-

cial corporations towards the non- fi nancial corporate sector and the 

public sector.

The key for a wage- led recovery strategy thus lies in reversing the trends 

in primary functional distribution, but, distribution or incomes policies 

should also directly focus on reducing inequality of personal distribution 

of income, particularly of disposable income. This means that the tenden-

cies towards increasing wage dispersion have to be contained and, in par-

ticular, that progressive tax policies and social policies need to be applied 

in order to reduce inequality in the distribution of disposable income.
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7.3 A GLOBAL KEYNESIAN NEW DEAL

Distribution or incomes policies should be at the core of, and are thus 

embedded in a Global Keynesian New Deal,5 which more broadly will 

have to address the three main causes for the severity of the crisis: inef-

fi cient regulation of fi nancial markets, increasing inequality in the dis-

tribution of income and rising imbalances at the global (and at the Euro 

area) level. There are three main pillars of the policy package of a Global 

Keynesian New Deal:

 ● fi rst, the re- regulation of the fi nancial sector in order to prevent 

future fi nancial excesses and fi nancial crises;

 ● second, the re- orientation of macroeconomic policies, in particular 

in the current account surplus countries; and

 ● third, the re- construction of international macroeconomic policy co- 

ordination and a new world fi nancial order.

7.3.1 Re- regulation of the Financial Sector

The re- regulation of the fi nancial system requires a host of measures which 

should aim at orienting the fi nancial sector towards fi nancing real eco-

nomic activity, namely real investment and real GDP growth.6 This has at 

least three dimensions:

First, measures which increase transparency in fi nancial markets should 

be introduced, in order to reduce the problems of uncertainty, asymmetric 

information, moral hazard, and fraud, which are inherent to this sector in 

particular. These measures include the standardization and supervision of 

all fi nancial products. Off - balance sheet operations should be abolished 

and national and international regulation and supervision of all fi nancial 

intermediaries (banks, insurance companies, hedge funds, private equity 

funds, and so on) should be introduced. Since rating can be considered 

a public good, independent public rating agencies will have to be intro-

duced replacing the private ones. Diversity in the banking sector should be 

increased in order to increase resilience. Therefore, public and cooperative 

banks supplying credit to households and small fi rms, thus competing with 

private banks, should be strengthened. Financial institutions with sys-

temic relevance should be in public ownership, because stability of these 

institutions can be considered a public good, too.

Second, re- regulation should generate incentives for economic actors 

in the fi nancial and non- fi nancial sectors encouraging them to focus on 

long- run growth rather than on short- run profi tability. This includes the 

 reduction of securitization in order to prevent ‘originate and distribute’ 
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strategies which were at the root of the US subprime mortgage crisis. 

Banks should be induced to do what banks are supposed to do, that is, 

evaluate potential creditors and their investment projects, grant credit 

and supervise the fulfi lment of payment commitments by the debtor. 

With regard to fi nancial and non- fi nancial corporate sectors, share 

buybacks aimed at driving share prices up should be reduced or even 

abolished. Short- termism of managers in the corporate sector should be 

minimized by means or reducing stock option programmes and by extend-

ing minimum holding periods. Generally, co- determination at the fi rm 

level and enhanced rights of other stakeholders in the fi rm, in particular 

workers and trade unions, should be strengthened in order to overcome 

short- termism and to increase the importance of investment into long- 

term projects improving productivity and developing new products.

Third, measures directed at containing systemic instability should be 

implemented. These should include equity regulation for all fi nancial 

intermediaries with counter- cyclical properties, diff erently from Basel 

II regulation.7 Improved equity requirements would reduce leverage on 

average, requiring a higher capital base, which should make fi nancial 

intermediaries more resilient in case of fi nancial crisis.8 Furthermore, 

commercial banks (savings and loans) should be strictly separated from 

investment banks and from the shadow banking sector in order prevent 

contagion in the case of speculation crises in the latter sectors.9 The 

introduction of asset- based reserve requirements (ABRR) for all fi nancial 

intermediaries should also have stabilizing properties for the fi nancial 

system as a whole: (i) ABRRs have counter- cyclical properties: Reserves 

to be held with the central bank increase in an upswing with rising asset 

prices and they decrease in a downswing and recession when asset prices 

are falling and free reserves are needed most urgently by fi nancial interme-

diaries. This stabilizes the fi nancial sector. (ii) ABRRs can also be applied 

by the monetary authorities in order to prevent over- heating and bubbles 

in particular markets by means of increasing the reserve requirements 

for assets generated in these markets. (iii) Diff erentiated ABRRs can be 

applied in order to direct credit and investment towards socially preferable 

areas.10 Finally, in order to reduce speculation and volatility of short- term 

fi nancial market fl ows, a general transaction tax for all fi nancial transac-

tions11 and a general capital gains tax – for corporations as well – should 

be introduced.

Apart from stabilizing and orienting the fi nancial sector towards 

fi nancing real economic activity, these measures should aff ect distribution 

and thus positively feed back on aggregate demand and growth through 

the following channels: First, since these measures imply a downsized 

fi nancial sector they will contribute to an increasing labour income share 
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through the change in the sectoral composition of the economy. Second, 

reducing top management salaries and profi t claims of fi nancial wealth 

holders will allow for lower mark- ups in price setting of fi rms and thus 

higher income shares for direct labour. Third, re- focussing management’s 

orientation towards long- run expansion of the fi rm will increase bargain-

ing power of workers and trade unions and therefore have a dampening 

eff ect on the profi t claims.

7.3.2 Re- orientation of Macroeconomic Policies

The re- orientation of macroeconomic policies – particularly in current 

account surplus countries – should aim at improving domestic demand, 

employment and hence also imports into these countries. In Hein/

Stockhammer (2010, 2011) a blueprint for a Post- Keynesian macroeco-

nomic policy mix – as opposed to the New Consensus model focussing on 

labour market deregulation in order to reduce the NAIRU and on mon-

etary policy for short- run real and long- run nominal stabilization–12 has 

been developed which can be used as an orientation.

First, central bank’s interest rate policies should abstain from 

attempting to fi ne tune unemployment in the short run and infl ation in 

the long run, as suggested by the New Consensus approach. Varying 

interest rates have cost and distribution eff ects on the business sector, 

which may be eff ective in achieving infl ation targets in the short run, 

in particular if the economy suff ers from accelerating infl ation, but not 

necessarily if accelerating disinfl ation or defl ation prevails, due to the 

zero lower bound of the nominal interest rate. In the long run, however, 

rising interest rates, applied successfully in order to stop accelerating 

infl ation in the short run, will feed cost- push infl ation again. Therefore, 

central banks should target low real interest rates in order to avoid 

unfavourable cost and distribution eff ects on fi rms and workers, which 

would be in favour of the rentiers.13 A slightly positive real rate of inter-

est, below the long- run rate of productivity growth, seems to be a rea-

sonable target: Rentiers’ ‘real’ fi nancial wealth will be protected against 

infl ation, but overhead costs for fi rms will be reduced, allowing for a 

shift of income distribution in favour of labour with stimulating eff ects 

on aggregate demand. Further on, central banks have to act as ‘lender 

of last resort’ in periods of liquidity crisis, and central banks should 

be involved in the regulation and supervision of fi nancial markets, as 

suggested in the previous sub- section. This includes the defi nition of 

credit standards for refi nancing operations with commercial banks, the 

implementation of compulsory reserve requirements for diff erent types 

of assets to be held with the central bank, in order to channel credit into 
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desirable areas and to avoid credit- fi nanced bubbles in certain markets, 

and fi nally credit controls.

Second, fi scal policies should take responsibility for real stabilization, 

full employment and also for a more equal distribution of disposable 

income. This has several aspects. By defi nition the excess of private saving 

(S) over private investment (I) at a given level of economic activity and 

employment has to be absorbed by the excess of exports (X) over imports 

(M) – including the balance of primary income and the balance of income 

transfers, thus the current account balance – plus the excess of government 

spending (G) over tax revenues (T):

 S 2 I 5 X 2 M 1 G 2 T . (7.1)

Therefore, with balanced current accounts government defi cits (D = G − 

T) have to permanently take up the excess of private saving over private 

investment in order to assure a high desired level of employment.14 As is 

well known from Domar (1944), a constant government defi cit–GDP ratio 

(D/Y) with a constant long- run nominal GDP growth rate (g) will make 

the government debt–GDP ratio (B/Y) converge towards a defi nite value:15

 
B

Y
5

D

Y

g
. (7.2)

Therefore, there will be no problem of accelerating public debt–GDP 

ratios. Furthermore, low interest rates – falling short of GDP growth and 

hence of tax revenue growth – will prevent that government debt services 

redistribute income in favour of rentiers.

Permanent government defi cits should be directed towards public 

investment in a wider sense (including increasing public employment), 

providing the economy with public infrastructure, and public education 

at all levels (kindergartens, schools, high schools, universities) in order to 

promote structural change towards an environmentally sustainable long- 

run growth path. Apart from this   permanent role of government debt, 

which also supplies a safe haven for private saving and thus stabilizes 

fi nancial markets, counter- cyclical fi scal policies – together with automatic 

stabilizers – should stabilize the economy in the face of aggregate demand 

shocks. At the same time, progressive income taxes, relevant wealth, prop-

erty and inheritance taxes, as well as social transfers, should aim at redis-

tribution of income and wealth in favour of low income and low wealth 

households. On the one hand, this will reduce excess saving at full employ-

ment and thus stabilize aggregate demand, without generating problems 
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of unsustainable indebtedness for private households. Progressive income 

taxation and relevant taxes on wealth, property and inheritance thus also 

reduce the requirements for government defi cits. On the other hand, redis-

tributive taxes and social policies will improve automatic stabilizers and 

thus reduce fl uctuations in economic activity.

Fiscal policies will therefore have to play a major role in rebalancing 

the economy, at the national and at the world scale. In particular current 

account surplus countries will have to apply more expansive fi scal policies 

– along the lines sketched above – in order to promote the rebalancing of 

the world economy.

Third, incomes and wage policies should take over responsibility for 

nominal stabilization, that is, stabilizing infl ation at some target rate 

which contributes to maintaining a balanced current account. In the end, 

accelerating infl ation is always the result of unresolved distribution con-

fl icts. If distribution claims of fi rms, rentiers, government and the external 

sector are constant, nominal wages should rise according to the sum of 

long- run economy wide growth of labour productivity plus the infl ation 

target.16 A reduction of claims of the other actors, however, would allow 

for an increase of nominal wages exceeding this benchmark. In order to 

contribute to rebalancing the current accounts, nominal wage growth in 

the current account surplus countries will have to exceed the benchmark 

for an interim period, whereas nominal wage growth in the defi cit countries 

will have to fall short of the benchmark during the adjustment process. In 

order to achieve the nominal wage growth targets, a high degree of wage 

bargaining co- ordination at the macroeconomic level, and organized 

labour markets with strong labour unions and employer associations, and 

government involvement if required, seem to be a necessary condition.17 

Legal minimum wage legislation should contain wage dispersion and thus 

contribute to a more equal distribution of income. Further deregulation 

of the labour market weakening labour unions, and reductions in the res-

ervation wage rate by means of cutting unemployment benefi ts, as in the 

age of fi nancialization and neo- liberalism, however, will be detrimental to 

nominal stabilization and will rather tend to impose defl ationary pressure 

on the economy.

7.3.3  Re- construction of International Macroeconomic Policy 

Co- ordination and a New World Financial Order

On the international level, international policy coordination has to make 

sure that ‘export- led mercantilist’ strategies and the associated pressure 

on labour unions to moderate wage claims in favour of increasing inter-

national competitiveness no longer pay off . This implies that targets for 
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current account balances have to be included into international policy 

coordination at the regional and the global level. The implications for 

the Euro area will be discussed in the following chapter. At the global 

level the return to a cooperative world fi nancial order and a system 

with fi xed but adjustable exchange rates, symmetric adjustment obliga-

tions for current account defi cit and surplus countries, and regulated 

international capital fl ows seem to be required in order to avoid the 

imbalances that have contributed to the present crisis and to preclude 

‘export- led mercantilist’ policies by major economies. Keynes’s (1942) 

proposal for an International Clearing Union is the obvious blueprint 

for this. As is well known, Keynes suggested an International Clearing 

Union in a fi xed but adjustable exchange rate system, with the ‘bancor’ 

as international money for clearing operations between central banks, 

the Clearing Union as an international central bank fi nancing temporary 

current account defi cits, and selective controls of speculative capital 

movements between currency areas. What is most important for the 

present situation is that, according to Keynes (1942), whereas permanent 

current account defi cit countries would be penalized in order to contract 

domestic demand (or to depreciate their currencies), also permanent 

current account surplus countries should be induced to expand domestic 

demand and thus to increase imports (or to appreciate their currencies), 

so that the whole burden of adjustment does not have to be carried by 

the defi cit countries. This should give an overall impetus to world aggre-

gate demand which will be needed in the future, not only in the short run 

but also in the long run.18

UNCTAD (2009, pp. 51–3) has recently proposed a system of managed 

exchange rates which aims at stable real exchange rates by way of nominal 

wage policies following long- run productivity growth, and an infl ation 

target consistent with stable real exchange rates in each country. Nominal 

exchange rates would have to adjust if nominal wages and infl ation failed 

to generate stable real exchange rates. In order to prevent speculation 

under the conditions of rather free movement of capital, the UNCTAD 

scheme argues that nominal interest rates should be set in such a way that 

the interest parity conditions would be maintained. Speculative attacks 

should be countered symmetrically, by both the country under deprecia-

tion pressure and the country with an appreciating currency. A redesigned 

system should be a multi- polar one, with several lead currencies linked to 

each other through symmetric, managed fl oating systems with exchange 

rates automatically adjusted by relative price diff erentials, and satellites 

linked to the lead currencies. Although the UNCTAD system seems to 

be a step into the right direction, it contains at least one major shortcom-

ing: National interest rate policies have to be applied in order for the 
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interest parity conditions to hold, and thus to counter currency specula-

tion. However, this might contradict our suggestion of a policy of low 

interest rates geared towards domestic distribution targets. Therefore, the 

UNCTAD scheme would have to be further developed in order to solve 

this dilemma of monetary policies in a world of free capital mobility. 

As is well known, this dilemma can only be overcome if restrictions on 

capital mobility are imposed.19 A related scheme will therefore have to be 

developed.

7.4 CONCLUSIONS

In this chapter we have drawn the economic policy conclusions from our 

previous analysis. We have argued that a sustainable recovery strategy 

from the crisis can neither follow the ‘debt- led consumption boom’ nor 

the ‘export- led mercantilist’ type, but has to be income or wage led. We 

also argued that a wage- led recovery strategy has to address the main 

causes for the falling labour income share in the period of neo- liberalism 

and fi nancialization: First, bargaining power of trade unions has to be 

stabilized and enhanced; second, overhead costs of fi rms, in particular top 

management salaries and interest payments, and profi t claims of fi nancial 

wealth holders have to be reduced; and third, the sectoral composition of 

the economy has to be shifted away from the high profi t share fi nancial 

corporations towards the non- fi nancial corporate sector and the public 

sector. Furthermore, the tendencies towards increasing wage dispersion 

have to be contained and, in particular, progressive tax policies and social 

policies need to be applied in order to reduce inequality in the distribution 

of disposable income.

We have claimed that a wage- led recovery strategy is at the core of 

and has to be embedded in a Global Keynesian New Deal, which more 

broadly will have to address the three main causes for the severity of the 

crisis: ineffi  cient regulation of fi nancial markets, increasing inequality in 

the distribution of income and rising imbalances at the global (and at 

regional) levels. The three main pillars of the policy package of a Global 

Keynesian New Deal have been fi nally outlined: fi rst, the re- regulation of 

the fi nancial sector in order to prevent future fi nancial excesses and fi nan-

cial crises; second, the re- orientation of macroeconomic policies towards 

stimulating and stabilizing domestic demand, in particular in the current 

account surplus countries; and third the re- construction of international 

macroeconomic policy co- ordination and a new world fi nancial order. We 

have shown that each of these pillars is intimately linked with an income-  

or wage- led recovery strategy.
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NOTES

 1. This chapter draws on Hein (2011a, 2011b, 2011c) and on Hein/Truger (2011, 2012). 
Some of the arguments have also been outlined in Hein/Mundt (2012).

 2. For a critique of export- led strategies see also UNCTAD (2010, pp. 77–97).
 3. Since defi cits or surpluses in the balance of goods and services are mainly aff ected by 

growth diff erentials it may be too restrictive to require balanced current accounts from 
developing countries in a productivity catch- up process. However, the risks of indebt-
edness in foreign currency with persistent defi cits in the current accounts have to be 
considered as well.

 4. See Chapter 4 and Bhaduri (2006), Cassetti (2003), and Dutt (2006b) for theoretical 
models and Hein/Tarassow (2010), Marquetti (2004), Naastepad (2006), and Vergeer/
Kleinknecht (2007) for empirical results.

 5. With the focus on functional income distribution and incomes policies our suggestions 
are perhaps closer to Kalecki (1944, 1971, pp. 156–64) than to Keynes (1936, 1943). We 
have chosen the term Global Keynesian New Deal nonetheless for political marketing 
reasons.

 6. For a more detailed list of required regulations see, for example, Ash et al. (2009), 
Fitoussi/Stiglitz (2009), Herr (2011), and Wade (2009).

 7. On the problems of Basel II regulations see for example Guttmann (2011) and Springler 
(2007).

 8. On counter- cyclical capital requirements see Goodhart (2009).
 9. See Herr (2011) for more explicit arguments on this issue.
10. On the properties of asset based reserve requirements see, in particular, Palley (2003, 

2004, 2010a).
11. See Schulmeister et al. (2008) for a recent proposal.
12. For the New Consensus model see for example Goodfriend/King (1997), Clarida et al. 

(1999) and Woodford (2003).
13. See Rochon/Setterfi eld (2007) for a review of Post- Keynesian suggestions regarding 

the ‘parking it’ approach towards central banks’ interest rate policies and the rate of 
 interest central banks should target.

14. This is, of course, the ‘functional fi nance’ view, pioneered by Lerner (1943). See also 
Arestis/Sawyer (2004b).

15. A constant government debt–GDP ratio (B/Y) requires that government debt and GDP 
grow at the same rate g = DB/B = DY/Y. Since the government defi cit D = G − T = DB, 
if follows that B/Y = (D/Y)/g.

16. Trade unions would have to acknowledge that there are other ways to redistribute 
income apart from wage bargaining: ‘The classical day- by- day bargaining for wages is 
not the only way of infl uencing the distribution of national income to the advantage of 
the workers.’ (Kalecki 1971, p. 164)

17. See Hein (2002) for a review of the literature on the macroeconomic eff ects of wage 
bargaining institutions.

18. See also Davidson (2009, pp. 134–42), Guttmann (2009), Kregel (2009), and Wade 
(2009).

19. See Keynes’s (1942, pp. 187–9) proposal for an International Clearing Union, in which 
he also allows for selective capital controls. See also Davidson (2009, pp. 134–42) and 
Wade (2009).
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8.  The European fi nancial and 
economic crisis: alternative solutions 
from a Post- Keynesian perspective1

8.1 INTRODUCTION

Against the background of fi nance- dominated capitalism and its mac-

roeconomic consequences outlined in the previous chapters, and as the 

latest outcome of the world wide fi nancial and economic crisis, which 

started in 2007 in the US and rapidly spread over major parts of the world 

economy, in late 2011 the European Union (EU) and the Euro area are 

facing the most serious crisis since the introduction of the euro in 1999. 

Greece in early 2010, Ireland in late 2010 and Portugal in early 2011 were 

the fi rst three Euro area economies with serious public debt problems, 

and there are serious concerns that more member countries might follow.2 

These problems triggered massive increases in interest rates on public debt 

of these economies and fi nally public debt crises with rescue measures 

introduced by the EU member countries together with the International 

Monetary Fund (IMF). The fi nancial and economic crisis in the Euro area 

has revealed a number of important fl aws in the economic policy frame-

work in Europe. It has become clear that the EU and the Euro area suff er 

from a serious lack of appropriate institutions and policy concepts which 

would allow for coping with the crisis – or would even have prevented the 

crisis. First, the explicit guarantee of public debt of member countries by 

the monetary authority of the currency union, the European Central Bank 

(ECB), is excluded from the treaties and regulations of the EU. Therefore, 

member country governments issue debt in a common currency, the euro, 

but not in their own currency, in the sense that their own central bank 

would guarantee the monetization of this debt if required. Second, fi scal 

transfers among member countries have also been ruled out by the treaties, 

so that government debt of a single member country is not guaranteed by 

the community of member country governments as a whole. Third, there 

have been no effi  cient mechanisms to prevent the building up of external 

macroeconomic imbalances across the Euro area countries, which in the 

crisis contributed to the rapid increases in government defi cits and debt 
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and to the massive doubts regarding the creditworthiness of some member 

countries, given the fi rst two defi ciencies.

The current debate over the reform of the economic policy framework 

in the EU and the Euro area is still dominated by the paradigm that has 

led to the crisis. There seems to be no consciousness among governments 

and their mainstream policy advisors regarding the fi rst two problems 

mentioned above. And despite the recognition that current account imbal-

ances contributed to the crisis, the policy reactions of European govern-

ments and the European Commission are still characterized by a narrow 

focus on budget defi cits and public debt, and by a lack of understanding 

of the role of a central bank in guaranteeing public debt. At the same time, 

there is a continued call for intensifi ed deregulation of labour and product 

markets, in an attempt to raise the ‘competitiveness’ of the Euro area as a 

whole. These measures are conceptually fl awed and will, therefore, hardly 

be able to initiate recovery.

However, some important urgency measures have been taken to stabili-

 ze fi nancial markets and prevent government defaults. These are, fi rst, 

the introduction of the European Financial Stability Facility (EFSF) as 

well as the European Financial Stabilization Mechanism (EFSM) and the 

European Stability Mechanism (ESM), which will assume the role of pro-

viding external fi nancial assistance to Euro area member states in trouble 

after June 2013 or even in 2012, and most recently the extensions of the 

stabilization tools for the EFSM and ESM agreed at the meeting of the 

heads of state or government of the Euro area and EU institutions in July 

2011 (Council of the EU 2011b). Second, and maybe more importantly, 

the interventions of the ECB into secondary government bonds markets, 

buying government debt of those countries which are in trouble, have so 

far prevented a collapse of these markets and have provided some relief for 

the countries under attack.

But these measures are far from solving the fi rst two major institu-

tional defi ciencies mentioned above. The recent meeting of the European 

Council (2011b) in December 2011 has not even considered the pro-

posal of Eurobonds (or Stability Bonds) put forward by the European 

Commission (2011b) which could have been a fi rst step towards the 

remedy of these problems, and there is no general political support for the 

ECB’s intervention into government bonds markets aimed at stabilizing 

these markets and dampening the upwards pressure on interest rates on 

government debt.

Further more, the rescue measures for the fi nancial sector are combined 

with the requirements of restrictive fi scal and wage policies as conditions 

to get access to the EFSF and the ESM, a tighter Stability and Growth 

Pact (SGP), a new ‘Euro Plus Pact’, and a ‘New Fiscal Compact’ among 
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Euro area member countries, which will impose defl ationary pressures 

on major parts of the Euro area and will thus prevent stabilization (or 

 reduction) of public debt–GDP ratios.3

In March 2011, for example, the European Council (2011a, p. 2) 

‘endorsed the priorities for fi scal consolidation and structural reform. It 

underscored the need to give priority to restoring sound budgets and fi scal 

sustainability, reducing unemployment through labour market reforms 

and making new eff orts to enhance growth’. In particular, the European 

Council (2011a, p. 2) requires reductions of the structural budget defi cits 

of ‘well above 0.5 per cent of GDP’ for 2012 in most countries, in order to 

restore ‘confi dence’.4 The ‘Euro Plus Pact’ agreed upon at the March 2011 

European Council (2011a) is hence mainly targeted at improving competi-

tiveness by means of monitoring wage setting, in particular in the public 

sector, at labour market reforms increasing ‘fl exicurity’, life- long learning 

and reducing taxes on low- paid labour, and at improving sustainability of 

public fi nances by means of extending eff ective retirement ages, reducing 

early retirement and implementing fi scal rules (that is, ‘debt brakes’) into 

national legislation.5 These commitments in the ‘Euro Plus Pact’ shall be 

refl ected in the annual National Reform and the Stability Programmes, 

which are assessed by the Commission, the Council, and the Eurogroup in 

the context of the so called European Semester, and will thus have a major 

impact on European economic policies in the years to come.

This approach has been underlined by the agreement of the Euro area 

heads of state and governments in December 2011 (European Council 

2011b). The ‘New Fiscal Compact’ reinforces the target of balanced or 

in surplus government budgets, that is, structural defi cits shall not exceed 

0.5 per cent of GDP. This target shall be introduced into the national 

legal systems at a constitutional level. Further more, deviations from 

this target shall trigger automatic correction mechanisms. Such automa-

tism, including sanctions imposed by the European Commmission, shall 

also be applied if a country breaches the 3 per cent of GDP limit for its 

government defi cit, unless a qualifi ed majority of the Euro area member 

states opposes. Furthermore, it has been agreed to reduce government 

debt exceeding the 60 per cent of GDP threshold, irrespective of the 

 macroeconomic constellation.

In this chapter, we will argue that the Euro area will continue to face 

serious threats of defl ationary stagnation and a collapse of the euro as a 

common currency, unless the institutional and structural causes for the 

public debt and euro crises outlined above are overcome. We will fi rst 

analyse in Section 2 the imbalances, which have been built up in the Euro 

area and which are at the roots of the present crisis, given the institutional 

structure which, in principle, precludes fi scal transfers among member 
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countries and the guarantee of member country debt by the ECB. Since 

the economic policy framework and the prescribed macroeconomic pol-

icies in the EU are still dominated by the now discredited New Consensus 

Macroeconomics (NCM) theoretical framework, we will then develop 

an alternative macroeconomic policy model based on Keynesian and 

Post- Keynesian principles in Section 3. Reiterating the basic principles 

of a Post- Keynesian macroeconomic policy approach as compared to 

the NCM approach, we will then apply this Post- Keynesian approach to 

the Euro area. Section 4 will conclude.

8.2  IMBALANCES IN THE EURO AREA AT THE 
ROOTS OF THE EURO CRISIS

The current euro crisis is considered by many observers – above all by the 

dominating economic policy makers and advisors in Germany and also in 

the European Commission – as a crisis of government defi cits and debt.6 A 

fi rst casual look at the developments might even seem to confi rm this view. 

Since the start of the global fi nancial crisis the spreads of government 

bonds of Euro area member countries relative to German bonds started 

to rise, most notably for Greece, Ireland, Portugal, and Spain (GIPS) (see 

Figure 8.1). This development continued, especially for Ireland and Greece 

and particularly so in mid- 2009. In spring 2010 the development escalated 

dramatically again in the Greek case. Emergency measures had to be taken 

in order to prevent Greek government default – and possibly government 

defaults in the aforementioned other member countries as well. The relief 

provided by the rescue package for Greece and the Euro rescue fund set 

up to prevent further problems for other governments proved to be very 

short- lived. In October 2010 spreads for Irish government bonds increased 

dramatically again so that in November of the same year, the Irish govern-

ment fi nally decided to request assistance by European rescue funds. In 

spring 2011, the Portuguese government had to do the same.

Mainstream economics and economic policy debates see the high and 

rising government debts, and the failure of the SGP to contain government 

defi cits and debt, as the main reason for the crisis and therefore the most 

important problem to be tackled in the Euro area. From that point of view 

the main threat for the euro is caused by governments, which have run 

irresponsibly high defi cits leading public fi nances to the brink of default. 

However, even a casual look at the data raises many doubts regarding this 

point of view (see Figures 8.2 and 8.3). For Greece, of course, the picture 

seems clear, as the budget defi cit was outstandingly large over the whole 

period since the mid- 1990s. For Portugal, however, the picture is less clear, 
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as the budget defi cit was not larger than that of Germany for a long period 

of time. And most strikingly, both Ireland and Spain looked perfectly 

well before the crisis as they seemed to follow the SGP in an almost ideal 

manner. Ireland ran a budget surplus of 3 per cent of GDP in 2006 and 

Spain had a surplus of 1.9 per cent in 2007. Turning to gross government 

debt in relation to GDP, which should in theory be a much better indicator 

for the sustainability of public fi nances, the evidence for the purely fi scal 

view of the crisis becomes even weaker: Portugal used to have a consider-

ably smaller debt burden than Germany. And in 2007 gross government 

debt in relation to GDP was only 25 per cent in Ireland and 36 per cent 

in Spain, far below the 60 per cent threshold of the SGP. From this per-

spective, nobody would have suspected any risk of government default in 

Portugal, let alone in Ireland or Spain.

The fact that, against the institutional background of the Euro area, 

the aforementioned countries nevertheless ran into trouble must thus be 

due to other imbalances: For both Spain and Ireland it is well known that 

before the crisis unfolded, the private sector had gone deeply into defi cit, 

partly as a consequence of a housing price bubble and a construction 

boom. Once the crisis struck, it was the government that had to step in and 

go into defi cit. The interconnection of public, private and foreign defi cits 

and surpluses can be explored more systematically if one recalls that the 

following accounting identity holds for any economy:

 Public sector financial balance 1 Private sector financial balance

 1 Foreign sector financial balance 5 0. (8.1)

This simply means that any particular sector in the economy cannot run a 

surplus, without the remaining two sectors of the economy running a joint 

defi cit of exactly the same magnitude. And if one country runs a current 

account surplus, then at least in one other country the government or the 

private sector has to run a fi nancial defi cit, and so on.

Figures 8.4 and 8.5 show the fi nancial balances of the private sector, the 

public sector and the external sector for Spain and Ireland respectively. 

Although the fi gures are more striking for Spain, in both countries huge 

defi cits of the private sector (more than 5 per cent of GDP in Ireland for 

some years and more than 10 per cent of GDP in Spain) were associated 

with (relatively small) surpluses in the government balances and to a much 

larger extent with current account defi cits against the rest of the world 

(surpluses of the respective external sectors). When the bubble growth 

came to a sudden end as the result of the crisis, the private sector balances 

quickly turned into surplus and governments stabilizing the economy had 
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Figure 8.4  Sectoral fi nancial balances as a share of nominal GDP, Spain, 

1995–2010
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Figure 8.5  Sectoral fi nancial balances as a share of nominal GDP, 

Ireland, 1995–2010
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to accept dramatic increases in government defi cits. Therefore, the ‘unsus-

tainable’ government defi cit turns out to be a consequence of probably 

unsustainable private and external sector balances in the fi rst place.

In fact, if one takes a look at two other economies currently in trouble 

with their public debt, we obtain a similar picture for them. In Greece 

(Figure 8.6), as well as in Portugal (Figure 8.7), both the private sector 

and the government sector continuously ran defi cits after the introduc-

tion of the euro. Those defi cits had to be fi nanced by capital infl ows and 

hence current account defi cits of about 12 per cent of GDP in the case 

of Greece, and about 10 per cent of GDP in the case of Portugal, before 

the crisis. After the crisis, in both countries the government stepped in 

to prevent the economy from collapsing when the private sector reduced 

defi cits or turned into surplus again, leading to rising public defi cits 

and the ‘problems of government debt’ currently in the focus of public 

attention.

Therefore, it seems that the current euro crisis is rooted in earlier private 

defi cits and current account imbalances and has not been caused by exces-

sive public defi cits. In the four countries outlined above, the private sector 

obviously tended to spend more than its income. This was associated with 

government surpluses (Ireland, Spain) or amplifi ed by government defi cits 
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Source: European Commission (2011a), own calculations.

Figure 8.6  Sectoral fi nancial balances as a share of nominal GDP, 

Greece, 1995–2010
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154 The macroeconomics of fi nance- dominated capitalism – and its crisis

(Portugal, Greece), which led to very high and rising current account 

 defi cits in the four countries.

For Italy, which is sometimes considered part of the GI(I)PS countries, 

the picture is less clear (Figure 8.8). In this country the private sector 

balance was consistently positive. Therefore the government defi cit could 

be fi nanced partly by the private sector surplus and partly by the capital 

infl ows associated with the moderate, but continuously rising, current 

account defi cit. When the crisis hit, the improvement in the private sector 

balance was compensated mostly by a rather modest increase in the 

 government defi cit.

Obviously, there must be a counterpart to the rising current account 

defi cits of the GIPS countries. Since the current account of the Euro area 

as a whole has been roughly balanced (European Commission 2011a), 

there must have been other countries in which the private sector has con-

sistently spent much less than it earns. If in such cases the government is 

not willing (or is prevented by the SGP) to run a correspondingly high 

defi cit, then this will imply – taking GDP as given – a defi cit of the foreign 

sector, that is, a current account surplus. Within the Euro area there are 

at least four countries for which such characteristics hold: Germany, the 

Netherlands, Austria and Belgium, with Germany as the largest Euro area 

country being the most important one (Figure 8.9).
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Figure 8.7  Sectoral fi nancial balances as a share of nominal GDP, 

Portugal, 1995–2010
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Figure 8.8  Sectoral fi nancial balances as a share of nominal GDP, Italy, 

1995–2010
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Figure 8.9  Sectoral fi nancial balances as a share of nominal GDP, 

Germany, 1995–2010
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156 The macroeconomics of fi nance- dominated capitalism – and its crisis

The economic imbalances in the Euro area as expressed by the current 

account developments can be summarized with the help of Figure 8.10. 

As can be seen, the imbalances have increased almost continuously since 

the introduction of the euro in 1999 peaking in the year 2007, just before 

the crisis unfolded. For most of the countries (with the notable exception 

of Ireland) the current account is dominated by the balance of goods and 

services, that is by net exports of goods and services.

As can be seen from Table 8.1, with the exception of Ireland, the current 

account defi cit countries in trouble have had negative growth contribu-

tions from their net exports, whereas the surplus countries had, on average 

from 1999 to 2007, positive growth contributions. Since the development 

of the balance of goods and services (in real terms) mainly depends on two 

factors, the growth of domestic demand (relative to foreign demand) and 

on international price competitiveness (relative to trading partners), we 

will now take a look at the indicators of these factors.

As a proxy for the fi rst factor we look at the growth contributions 

of real domestic demand on average over the period from 1999 to 2007 

and compare it to the average for the old Euro area (EU- 12) (Table 8.1). 
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Figure 8.10  Current accounts in billions ECU/euro, selected Euro area 

countries, 1995–2010
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Concerning the current account surplus countries, in Germany the GDP 

growth contribution of domestic demand was considerably weaker than 

the EU- 12 average. Austria also had a well below EU- 12 average growth 

contribution of domestic demand, and in Belgium and the Netherlands 

it was slightly below EU- 12 average, too. As for the second group, the 

defi cit countries, the case is very clear for Ireland, Spain and Greece, 

where the growth contribution of domestic demand by far exceeded the 

EU- 12 average. Portugal and Italy, however, were slightly below EU- 12 

average and over the whole period even a little bit below Belgium and the 

Netherlands.

Regarding the second indicator, international competitiveness, we use 

the development of nominal unit labour costs since the introduction of 

the euro in 1999 until 2007 (Table 8.1). Obviously, within the group of 

surplus countries Germany is the country with the slowest unit labour 

cost growth; between 1999 and 2007 unit labour costs almost stagnated. 

Austria used to follow the German example until 2004, since then its unit 

labour cost growth has accelerated a little, but it is still way below EU- 12 

average. Belgian unit labour costs grew almost perfectly in line with the 

EU- 12 average, whereas in the Netherlands it went visibly faster, although 

this is almost entirely due to a rather steep increase in the fi rst years of 

the euro; since 2003 there has been a remarkable deceleration. Taking a 

look at the current account defi cit countries, the picture is very clear for 

all of them: their unit labour cost growth has been much faster than that 

of the EU- 12 average. In particular, it has exceeded the 2 per cent rate 

consistent with the ECB infl ation target (2.5 per cent in the case of Italy, 

2.7 per cent for Portugal and 3 per cent in the case of Spain), whereas the 

EU- 12 average rate (1.6 per cent) is below this target rate. The relative 

infl ation rates mostly refl ect the diff erences in unit labour cost growth: The 

current account surplus countries mostly have infl ation rates below EU- 12 

average, whereas in the current account defi cit countries infl ation exceeds 

EU- 12 average.

So far we have argued that instead of the fi nancial balance of the gov-

ernment the fi nancial balances of all three sectors should be taken into 

account, and that this will automatically bring into focus the imbalances 

in the current accounts of Euro area member countries as the major object 

of concern. In the analysis we have shown that diff erences in international 

price competitiveness and diff erences in domestic demand growth should 

have been the main factors driving the development of the balance of 

goods and services and correspondingly the current account imbalances 

within the Euro area.7

With respect to the underlying economic reasons for the current 

account defi cits/surpluses we refer to our analysis in Chapter 6 of this 
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162 The macroeconomics of fi nance- dominated capitalism – and its crisis

book. Austria, Belgium, the Netherlands, and above all Germany have 

been identifi ed as countries following the ‘export- led mercantilist’ type 

of development under the conditions of fi nance- dominated capitalism. 

In particular Germany combined a strategy of wage restraint and welfare 

state reforms, which led to a dramatic increase in income inequality and 

a stagnation of private consumption demand, with a retrenchment of the 

state and highly restrictive fi scal policies (see Hein/Truger 2009, Horn et 

al. 2010). Greece, Ireland and Spain, however, were among the ‘debt- led 

consumption boom’ economies with high growth contributions of private 

consumption and considerably negative fi nancial balances of the private 

household sector, based on increasing housing prices, in particular. Italy 

and Portugal, as well as France, fi t with none of these two types and can 

rather be considered to have been domestic demand led.

8.3  A POST- KEYNESIAN MACROECONOMIC 
POLICY- MIX FOR THE EURO AREA

The current crisis of the Euro area, far from indicating that individual 

member countries have lacked discipline in terms of fi scal consolidation 

and structural reforms, clearly reveals the conceptual limits of the so- 

called New Consensus Macroeconomics (NCM), on which much of the 

existing economic policy framework in the Euro area is based.8 In these 

NCM models there is an impact of macroeconomic policies, in particular 

monetary policies, on output and employment, but only in the short run. 

Due to nominal and real rigidities, for which microfoundations based 

on imperfectly competitive markets are presented, the short- run Phillips 

curve is upward sloping in infl ation- output or - employment space. In the 

long run, however, there is no eff ect of macroeconomic economic policies 

on the ‘Non Accelerating Infl ation Rate of Unemployment’ (NAIRU), 

which is exclusively determined by structural characteristics of the labour 

market, the wage bargaining institutions and the social benefi t system. 

Therefore, infl ation- targeting monetary policies applying the interest rate 

tool are able to stabilize output and employment in the short run, but 

in the long run they are neutral with respect to real variables and only 

aff ect infl ation (Fontana/Palacio- Vera 2007). A reduction of the NAIRU 

requires deregulation and fl exibilization of wage bargaining and the 

labour market. Fiscal policy is downgraded by the NCM and is restricted 

to support monetary policies in achieving price stability by means of 

 balancing the budget over the trade cycle.9

Put in a nutshell, the intended interaction of the three diff erent 

modes for macroeconomic policy- making in the EU and the Euro area 
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broadly follows the NCM approach and can be summarized as follows:10 

Monetary policy follows an interest rate rule, whereby the policy rate 

is changed in response to deviations of (expected) infl ation from target 

and of (expected) output from its supply- determined potential given by 

the NAIRU. The sole objective of the ECB is to maintain infl ation at the 

target of below, but close to, 2 per cent. It is argued that this is the best 

contribution that monetary policy can make to economic growth at the 

Euro area level. The role of fi scal policy is to ‘balance the budget’ over 

the medium term and to never run excessive defi cits, that is, government 

defi cits above 3 per cent of GDP. Moreover, the government debt–GDP 

ratio must not exceed 60 per cent. Hence, while there is some room for 

manoeuvre for automatic stabilizers and discretionary fi scal policy to 

react to country- specifi c shocks, fi scal policy nevertheless is confi ned to 

playing a rather passive role, with an emphasis on ‘sound’ public fi nances. 

As a consequence, as individual member countries have lost interest rate 

and exchange rate policies as macroeconomic stabilization tools, and with 

fi scal policy subject to the constraints of the SGP, fl exible wages and prices 

and, more generally, fl exible and deregulated labour, product and fi nan-

cial markets are expected to provide effi  cient adjustment mechanisms in 

the presence of macroeconomic shocks and to ensure full employment and 

macroeconomic stability.

In light of the present crisis, the emphasis on infl ation targeting via 

short- term interest rate policy, as the only stabilizing macroeconomic 

policy tool, and on fi nancial, goods and labour market deregulation, which 

was actively pursued by the EU and justifi ed theoretically by the NCM, 

appears very much fl awed. First, the belief in the rationality and therefore 

the inherently stabilizing properties of deregulated fi nancial markets has 

been thoroughly undermined by the bursting bubbles and the near col-

lapse of the fi nancial system. Therefore, second, the central bank’s sole 

preoccupation with price stability as opposed to regulating and supervis-

ing the fi nancial markets as well as exercising an extended lender of last 

resort function becomes dubious. Third, due to the zero lower bound 

for nominal interest rates and the eff ects of potentially depressed sales 

and profi t expectations on real investment decisions of the private sector, 

the central bank cannot stabilize the real economy and prevent defl ation 

in times of deep crises. Fourth, even if central banks are able to reduce 

infl ation to the target level whenever the economy is facing accelerating 

infl ation in the short run, in a confl icting claims framework of infl ation 

generation it has to be taken into account that higher interest rates mean 

higher costs for fi rms which will again push infl ation in the medium run 

(Hein/Stockhammer 2010). And fi fth, with country- specifi c diff erences in 

the patterns of infl ation, in fi nancial asset price and in credit developments, 
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as well as in macroeconomic trends within a currency union, the ECB 

focussing on a Euro area- wide infl ation target (which has been roughly met 

since 1999), cannot be expected to respond towards infl ation diff erentials 

between countries, nor to country- specifi c shocks to output and employ-

ment. For these purposes other policy actors and instruments are required.

As will be seen below, the Post- Keynesian macroeconomic policy mix 

targeted at overcoming the present crisis radically diff ers from the NCM 

approach. The macroeconomic policy mix for the Euro area outlined in 

this chapter is part of a broader Global Keynesian New Deal, which we 

presented in Chapter 7 of this book. This policy package should include 

the re- regulation of the fi nancial sector, the re- orientation of macroeco-

nomic policies and the re- construction of international macroeconomic 

policy co- ordination and the introduction of a new world fi nancial order. 

In the present chapter we will focus on the re- orientation of macroeco-

nomic policies and its international co- ordination within the EU and the 

Euro area, in particular. The presentation will take place in three steps. 

In the fi rst step we will recall the Post- Keynesian macroeconomic policy 

assignment, which we outlined in Chapter 7. In the second step we will 

apply this approach to the Euro area assuming that in the long run each 

country should grow at a rate consistent with a balanced current account. 

In the third step we will then lift this restriction and consider that long- 

run growth dynamics may persistently tend to violate balanced current 

accounts, in particular due to productivity catch- up processes, and that 

a currency union should be able to provide the institutional conditions to 

cope with the related imbalances.

8.3.1  The Basic Principles of a Post- Keynesian Macroeconomic Policy 

Mix

Following the Post- Keynesian approach developed in Hein/Stockhammer 

(2010, 2011) and already outlined in Chapter 7 of this book, macroeco-

nomic policies should be co- ordinated along the following lines:

First, central bank’s interest rate policies should abstain from attempt-

ing to fi ne tune unemployment in the short run and infl ation in the long 

run, as suggested by the NCM, but should focus on targeting low real 

interest rates in credit and fi nancial markets in order to avoid unfavour-

able cost and distribution eff ects on fi rms and workers, which would be in 

favour of rentiers. A slightly positive long- term real rate of interest, below 

the long- run rate of productivity growth, was seen to be a reasonable 

target. Furthermore, central banks have to act as ‘lender of last resort’ in 

periods of liquidity crises, and should be involved in the regulation and the 

supervision of fi nancial markets.
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Second, incomes and wage policies should take responsibility for 

nominal stabilization, that is, stable infl ation rates. If distribution claims 

of fi rms, rentiers, the government and the external sector are constant, 

nominal wages (w) should rise according to the sum of long- run economy 

wide growth of labour productivity (ŷ) plus the infl ation target (p̂T) :

 ŵ 5 ŷ 1 p̂T. (8.2)

A reduction of claims of the other actors, however, would allow for an 

increase of nominal wages exceeding this benchmark. In order to achieve 

the nominal wage growth targets, a high degree of wage bargaining co- 

ordination at the macroeconomic level, and organized labour markets 

with strong labour unions and employer associations, and government 

involvement if required, seem to be a necessary condition. Further deregu-

lation of the labour market, weakening labour unions, and reductions in 

the reservation wage rate by means of cutting unemployment benefi ts, 

however, will be detrimental to nominal stabilization and will rather 

impose defl ationary pressure on the economy.

Third, fi scal policies should take responsibility for real stabilization, 

full employment and also a more equal distribution of disposable income. 

With a roughly balanced current account (X−M), government defi cits 

(D = G−T) have to permanently take up the excess of private saving 

(S) over private investment (I) in order to assure a high desired level of 

employment:

 D 5 G 2 T 5 S 2 I 2 (X 2 M) . (8.3)

A constant government defi cit–GDP ratio (D/Y) with a constant long- run 

nominal GDP growth rate (g) will make the government debt–GDP ratio 

(B/Y) converge towards a defi nite value (Domar 1944):

 
B

Y
5

D

Y

g
. (8.4)

Therefore, there will be no problem of accelerating public debt–GDP 

ratios. Furthermore, low interest rates – falling short of GDP growth and 

hence of tax revenue growth – will prevent that government debt services 

redistribute income in favour of rentiers.

Apart from this permanent role of government debt, which should be 

used for government investment in a wider sense and which also sup-

plies a safe haven for private saving and thus stabilizes fi nancial markets, 
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counter- cyclical fi scal policies – together with automatic  stabilizers – 

should stabilize the economy in the face of aggregate demand shocks. 

Appropriate tax policies and social benefi ts should aim at redistribution 

of income and wealth in favour of low income and low wealth households. 

This will reduce excess saving at full employment and thus stabilize aggre-

gate demand, and it will improve automatic stabilizers and thus reduce 

fl uctuations in economic activity.

8.3.2  The Post- Keynesian Macroeconomic Policy Mix Applied to the 

Euro Area

Applying the Post- Keynesian macroeconomic policy mix to the Euro area 

takes place in two steps. In the fi rst step we assume that in the medium 

to long run each of the member countries should grow at a rate consist-

ent with a balanced national current account. Starting from Thirlwall’s 

(1979, 2002, Chapter 5) derivation of the balance of payments constrained 

growth rate,11 this growth rate for the single economy in the Euro area is 

given by:12

 Ŷb
d 5

(1 1 h 1 y) (p̂d 2 p̂f
) 1 eŶf

p
, h, y , 0,    e, p . 0, (8.5)

where Ŷb
d is the balance of payments constrained growth rate of GDP for 

the domestic economy, Ŷf  is the foreign GDP growth rate, that is, the 

growth rate of the rest of the Euro area since its current account with the 

rest of the world is roughly balanced and should remain so in the future, 

p̂d is domestic infl ation, p̂f  is foreign infl ation, that is, infl ation in the rest 

of the Euro area, h is the price elasticity of the demand for exports, y is 

the price elasticity of demand for imports, e is the income elasticity of 

the demand for exports and p is the income elasticity of the demand for 

imports. Disparities in e and p among countries are considered to refl ect 

diff erences in non- price competitiveness. With given foreign GDP growth 

and given foreign infl ation, the balance of payments constrained growth 

rate of a single economy can be improved by lower domestic infl ation, 

provided that 1 1 h 1 y < 0, that is, the Marshall- Lerner condition holds, 

a higher income elasticity of domestic exports, or a lower income elasticity 

of domestic imports.

Applying the model to the member countries of the Euro area means 

that each of the member countries should grow at its balance of payments 

constrained growth rate, that is, avoid current account surpluses and 

current account defi cits. Each of the countries should also target the same 

rate of infl ation and thus equalize domestic and foreign infl ation. This is so 
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because a rate of infl ation below the foreign rate will mean a higher balance 

of payments constrained growth rate of the country under consideration; 

it implies, however, a lower balance of payments constrained growth rate 

of the other countries of the Euro area, provided that its current account 

with the rest of the world is roughly balanced. Following this rule there-

fore implies that the balance of payments constrained growth rate for each 

of the member countries becomes:

 Ŷb
d 5

eŶf

p
5

X̂

p
. (8.6)

Note that with balanced current accounts within the currency area, 

and with equal rates of infl ation, GDP growth rates of member countries 

may nonetheless diff er, depending on the relative income elasticities of 

demand for exports and imports. Also note that the improvement of the 

balance of payments constrained growth rate of a single country within a 

currency area, by means of increasing the income elasticity of exports or 

by reducing the income elasticity of imports, has the adverse eff ect on the 

balance of payments constrained growth rate of the rest of the currency 

area, because it will mean increasing its income elasticity of imports and 

decreasing the income elasticity for its exports – assuming a roughly bal-

anced current account of the currency area with the rest of the world. One 

might, therefore, wish to argue that in an ideal currency union, income 

elasticities of intra- union exports and imports should be equal, and the 

balance of payments constrained growth rate for each member country 

should therefore be given by the growth rate for the currency union as 

a whole, as in equation (8.7). However, as will be seen below, we do not 

apply this requirement for the present Euro area.

 Ŷb
d 5 Ŷf . (8.7)

In order to improve the growth rate of the Euro area as a whole, and 

thus the balance of payments constrained growth rate for each member 

country, and to provide the conditions and incentives for each country 

to grow at a rate consistent with balanced current accounts, major 

 institutional reforms in the EU and the Euro area are required.

First, the institutional setting of the ECB and its monetary policy strat-

egy have to be modifi ed so that the ECB is forced to take into account the 

long- run distribution, employment and growth eff ects of its policies, and 

to pursue a monetary policy targeting low real interest rates. In a fi rst step, 

an adjustment towards the objectives of the US Federal Reserve might be 

helpful, which include stable prices, maximum employment and moderate 

M2928 - HEIN TEXT.indd   167M2928 - HEIN TEXT.indd   167 04/07/2012   10:0904/07/2012   10:09

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:45:36AM



168 The macroeconomics of fi nance- dominated capitalism – and its crisis

long- term interest rates on an equal footing (Meyer 2001). In its monetary 

policy strategy the ECB should refrain from fi ne tuning the economy in 

real or nominal terms and should rather target low interest rates, such that 

long- term real interest rates remain below Euro area average productivity 

growth in the medium run. This should be conducive to real investment 

and growth in the Euro area. The ECB, moreover, ought to focus on fi nan-

cial market stability. Instead of the blunt instrument of the interest rate 

it should introduce those instruments which are appropriate to contain 

bubbles in specifi c asset markets in specifi c countries or regions, that is, 

credit controls or asset- based reserve requirements (Palley 2004, 2010a). 

Further more, the ECB should act as a lender of last resort to the banking 

system, and it should guarantee public debt of the Euro area member 

countries, allowing these countries to issue debt in their ‘own currency’.

Second, the orientation of labour market and social policies towards 

deregulation and fl exibilization, still prevalent in the EU and the Euro 

area, will have to be abandoned in favour of re- organizing labour markets, 

stabilizing labour unions and employer associations, and adopting Euro 

area- wide minimum wage legislation.13 This could provide the institu-

tional requirements for the eff ective implementation of nominal stabilizing 

wage policies. Nominal wages should rise according to the sum of long- run 

average growth of labour productivity in the national economy plus the 

target rate of infl ation for the Euro area as a whole. This would contribute 

to equal infl ation rates across the Euro area, it would prevent improving 

the balance of payments constrained growth rate of a single country at the 

expense of the rest of the Euro area, and it would thus prevent mercantilist 

strategies based on nominal wage moderation in general.

Third, the SGP at the European level has to be abandoned and needs 

to be replaced by a means of coordination of national fi scal policies at the 

Euro area level which allows for the short-  and long- run stabilizing role 

of fi scal policies. Hein/Truger (2007) have suggested the coordination of 

long- run expenditure paths for non- cyclical government spending, that is, 

those components of spending which are under control of the government. 

Such expenditure paths could be geared towards stabilizing aggregate 

demand in the Euro area at full employment levels, and automatic stabil-

izers plus discretionary counter- cyclical fi scal policies could be applied to 

fi ght demand shocks. In order to avoid current account imbalances within 

the Euro area, these expenditure paths would have to make sure of the fol-

lowing: On average over the cycle and the average tax rate in each member 

country given, as a fi rst approximation, the government defi cits in single 

countries would have to be roughly equal to the excess of private saving 

over private investment in the respective country, such that the current 

accounts are roughly balanced at a high level of aggregate demand and 

M2928 - HEIN TEXT.indd   168M2928 - HEIN TEXT.indd   168 04/07/2012   10:0904/07/2012   10:09

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:45:36AM



 The European fi nancial and economic crisis  169

employment (S − I = G − T), and GDP growth is close to the balance of 

payments constrained growth rate of the individual country.

Fourth, attempts at eff ective macroeconomic ex ante policy coordina-

tion among monetary, fi scal and wage policies at the Euro area level will 

have to be made in order to contribute to an improvement of Euro area 

average growth rates – with positive feedbacks on the balance of payments 

constrained growth rates for each of the member countries. For this the 

Macroeconomic Dialogue (Cologne- Process) provides an institutional 

basis.14

Fifth, on the global level, the EU should push for a return to a world 

fi nancial order with fi xed but adjustable exchange rates, symmetric adjust-

ment obligations for current account defi cit and surplus countries, and 

regulated international capital markets in order to avoid the imbalances 

that have contributed to the severity of the present crisis, as outlined in 

Chapter 6.

8.3.3  How to Deal With Existing (and Persisting) Current Account 

Imbalances?

As we have shown in Section 8.2 the basic problem underlying the present 

euro crisis, apart from the absence of a convincing guarantee of Euro area 

member country public debt by the ECB, are the massive current account 

imbalances which have developed within the Euro area. Whereas on 

average over the period from 1999–2007, GDP growth in Greece, Ireland, 

Spain and Portugal has exceeded their respective balance of payments 

constrained growth rates, GDP growth in Austria, Belgium, Germany 

and the Netherlands has fallen short of the respective balance of payments 

constrained growth rates. From this it follows that the immediate task for 

the member countries is to adjust actual growth to the respective balance 

of payments constrained growth rates. This orientation is important in 

order to rebalance economic development in the Euro area, even if the 

ECB would guarantee public debt of Euro area member countries and 

thus contribute to stabilizing the markets for public sector debt. However, 

we will conditionally relax this requirement further below.

For the current account surplus countries this means that they should 

use expansive fi scal policies to increase domestic demand and adjust actual 

growth to their balance of payments constrained growth rates. This would 

lift foreign growth for all the current account defi cit countries and raise 

their balance of payments constrained growth rates, and would thus allow 

the current account defi cit countries to reduce their defi cits. For a transi-

tional period, the current account surplus countries should also increase 

their rates of infl ation relative to the rates of infl ation in the current 
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account defi cit countries (equation 8.5), lowering the balance of payments 

constrained growth rate in the surplus countries and increasing it in the 

defi cit countries. Unit labour cost growth should therefore exceed the sum 

of national productivity growth plus the Euro area infl ation target (equa-

tion 8.2) during the adjustment process.

The major task for the current account defi cit countries, with the excep-

tion of Ireland,15 will be to improve their balance of payments constrained 

growth rates. This means countries must contribute to a reduction of the 

infl ation diff erentials with respect to the surplus countries, by means of 

unit labour cost growth below the sum of national productivity growth 

plus the infl ation target. In order to prevent the risk of defl ation in these 

countries during the process of adjustment, the Euro area infl ation target 

should be increased above the rather ambitious present target of ‘below, 

but close to 2 per cent’ for the harmonized index of consumer prices 

(HICP). Current account defi cit countries have to increase the income 

elasticity of demand for their exports and to reduce the income elasticity of 

demand for imports by means of industrial, structural and regional poli-

cies; this means they have to improve their non- price competitiveness.16 

In fact, export growth in Greece (6.1 per cent average annual growth 

in 1999–2007) and Spain (5.3 per cent) have been rather dynamic, but 

imports have grown even more.17 These countries would therefore have 

to reduce their income elasticities of demand for imports. Italy and also 

France have had the weakest export growth (2.8 per cent and 3.8 per cent 

respectively) among the countries considered in our study, with import 

growth exceeding export growth. These countries would have to focus on 

increasing the income elasticity of demand for their export goods. Due 

to the still considerable negative balance of goods and services, Portugal 

should aim at both increasing the income elasticity of demand for its 

exports and reducing the income elasticity of its imports, although export 

growth has already exceeded import growth in the past.

Even if these adjustment processes of actual and balance of payments 

constrained growth rates in each of the Euro area member countries take 

place, we would not expect complete adjustment in the short or medium 

run. Growth rates of member countries will diff er due to productiv-

ity catch- up processes and it is hard to imagine that these diff erences in 

growth rates will be matched by reverse diff erentials in infl ation rates or by 

inverse relative income elasticities of demand for exports and imports. In 

other words, it is not very likely that the more rapidly growing catching- up 

countries will have lower infl ation, higher income elasticities of demand 

for their exports, and lower income elasticities of demand for imports 

than the slowly growing more advanced economies, so that actual growth 

diff erentials will be matched exactly by balance of payments constrained 
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growth diff erentials. Therefore, current account surpluses and defi cits will 

arise due to these diff erentials.

Coordinating fi scal policies and government defi cits at the Euro area 

level should therefore take tolerable current account defi cits associated 

with catch- up processes into account in the short and medium run. With 

a constant current account defi cit–GDP ratio (DLd / Yd) and constant 

nominal GDP growth (Ŷd), the foreign liabilities–GDP ratio (Ld / Yd) of 

a current account defi cit country will be constant, too, that is, the growth 

rates of foreign liabilities and nominal GDP will be equal (Ŷd 5 L̂d) (see 

Appendix 8B):

 Ŷd 5 L̂d 5
DLd

Ld

5

DLd

Yd

Ld

Yd

1
Ld

Yd

5

DLd

Yd

Ŷd

. (8.8)

Provided that nominal GDP growth exceeds the nominal interest rate, 

also the foreign debt service–GDP ratio will not rise. Furthermore, the 

higher the sustainable growth trend of the catching- up economy, the 

higher will be the tolerable current account defi cit–GDP ratio for a given 

maximum foreign liabilities–GDP ratio.18 As derived in Appendix 8B, 

in a currency union with a balanced current account with the rest of the 

world and therefore with a zero net foreign assets/liabilities position, a 

constant net foreign liabilities–GDP ratio of the current account defi cit 

member countries will be associated with a rising net foreign assets–GDP 

ratio of the current account surplus member countries, provided that GDP 

growth in the defi cit countries exceeds growth in the surplus countries. 

Alternatively, a constant net foreign assets–GDP ratio of the surplus 

countries will be accompanied by falling net foreign liabilities–GDP 

ratios of the defi cit countries, or net foreign assets–GDP ratio of surplus 

countries will be rising and net foreign liabilities–GDP ratios of defi cit 

 countries will be falling.

Sustainably higher growth than that of the surplus countries on Euro 

area average should therefore be the ultimate criterion for tolerable 

current account defi cits in the coordination process of economic policies 

within the Euro area. Current account defi cits of countries with a below 

surplus country average GDP growth rate, and the related current account 

surpluses, should not be tolerated and should be tackled symmetrically, 

that is, by both defi cit and surplus countries, with the measures discussed 

above.

Current account defi cits will have to be fi nanced by capital imports. 

Appropriate fi nancial regulations, avoiding excessive asset price infl ation 
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and credit bubbles, are key prerequisites for sustainable growth and for 

the stability of productivity growth catch- up processes and the related 

current account defi cits and net foreign liabilities position. Long- term 

capital fl ows as a means of fi nance of acceptable current account defi cits 

are therefore most important. Long- term direct investment may be the 

most stable and benefi cial, but structural eff ects (and also the outfl ow of 

profi ts) have to be taken into account, as the example of Ireland in the 

recent past has taught us. If capital infl ows are fi nanced by credit, the 

focus should be on long- term credit.

Therefore, the EU and the Euro area will have to develop institutions 

which take care of the transfer of the current account surpluses of the 

more slowly growing mature member countries to the catching- up less 

developed economies. First, the ECB will have to explicitly guarantee 

public debt of all member countries, current account defi cit and surplus 

countries, and thus stabilize fi nancial markets and keep interest rates on 

government debt low. Second, fi scal policies among the Euro area member 

countries will have to be coordinated along the lines developed above: On 

average over the cycle and the average tax rate in each member country 

given, the government defi cits would have to be roughly equal to the 

excess of private saving over private investment in the respective country, 

taking into account acceptable current account defi cits or surpluses given 

by catch- up processes and thus diff erential long- run growth rates. Third, 

the European Investment Bank, together with the European regional and 

structural funds and the government institutions of the recipient coun-

tries, should be involved in directing private capital fl ows into appropriate 

sectors and areas of the current account defi cit countries which facilitate 

real catch- up processes and avoid bubbles in certain sectors (that is, in 

housing or fi nancial sectors).

8.4 CONCLUSIONS

In this chapter we have analysed the institutional and economic policy 

defi ciencies of the Euro area and the EU, which are at the roots of the 

Greek, the Irish and the Portuguese public debt crises and the related euro 

crisis that started in 2010: the lack of an explicit guarantee of member 

countries’ public debt by the ECB, the exclusion of fi scal transfers among 

member countries, in principle, and the current account imbalances 

which have built up in the Euro area since 1999. Since the current reform 

debate in Europe and the macroeconomic policy measures applied are 

still grounded in the theoretical framework of the NCM, these reforms 

are likely to fail and to create either further defl ationary pressure and/or a 
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resurgence of macroeconomic imbalances. We have, therefore, described 

some key ingredients of an alternative macroeconomic policy model based 

on Keynesian and Post- Keynesian principles. Having recalled the basic 

principles of a Post- Keynesian macroeconomic policy approach, we have 

applied this approach to the Euro area. We have derived that stabilizing 

wage and fi scal policies will have major roles to play in order to cope with 

the current account imbalances and to initiate recovery for the Euro area 

as a whole. Furthermore, we have derived a criterion for acceptable current 

account defi cits for macroeconomic policy coordination within the Euro 

area. Finally we have argued that the EU and the Euro area will have to 

develop institutions and policies which, on the one hand, guarantee public 

debt of all the member countries, and which, on the other hand, provide 

the stable fi nancing of acceptable current account defi cits and thus stable 

transfers of current account surpluses of the mature more slowly growing 

countries to the more rapidly growing and catching- up member countries.

NOTES

 1. This chapter draws on Hein et al. (2012).
 2. See Evans (2011) for a detailed account of the crisis in the Euro area.
 3. See the agreements of the meeting of the Economic and Financial Aff airs Council 

(ECOFIN) on 15 March 2011 (Council of the EU 2011a), the conclusions of the 
meeting of the European Council (2011a) on 24/25 March 2011, the statement by the 
heads of state or government of the Euro area and EU institutions on 21 July 2011 
(Council of the EU 2011b), and the statement by the Euro area heads of state and gov-
ernments on 9 December 2011 (European Council 2011b).

 4. See also the agreement the ECOFIN regarding the reform of the SGP and the surveil-
lances of economic policies (Council of the EU 2011a).

 5. The ‘Euro Plus Pact’ also briefl y mentions the reinforcement of fi nancial stability and 
tax policy coordination.

 6. See for example the argument of the German Federal Ministry of Finance (2011) in 
the German Stability Programme submitted to the European Commission and the 
European Council (2011a) in its proposal for the ‘Euro Plus Pact’.

 7. The relative weights of these two determinants would have to be examined in more 
detail. Recent studies by Arghyrou/Chortareas (2008) and Schröder (2011) have shown 
that imbalances may be dominated more by growth diff erentials and less by infl ation 
diff erentials and changes in the real exchange rate.

 8. For the NCM see Goodfriend/King (1997), Clarida et al. (1999) and Woodford (2003), 
and for detailed critiques of the NCM, see Arestis (2009, 2011a), Arestis/Sawyer 
(2004a), and Hein/Stockhammer (2010).

 9. As Fontana (2009) and Setterfi eld (2007) have shown, however, fi scal policies could be 
introduced into the NCM as a stabilising device.

10. See also Arestis (2011b) on the NCM and European economic policy making.
11. See Appendix 8A for the derivation of the balance of payments constrained growth 

rate.
12. McCombie (2002, p. 15) nicely summarizes the balance of payments constrained growth 

model as follows: ‘The central tenet of the balance of payments constrained growth 
model is that a country cannot run a balance of payments defi cit for any length of time 
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that has to be fi nanced by short- term capital fl ows and which results in an increasing 
net foreign debt–GDP ratio. If a country attempts to do this, the operation of the inter-
national fi nancial markets will lead to increasing downward pressure on the currency, 
with the danger of a collapse in the exchange rate and the risk of a resulting depreci-
ation/infl ation spiral. There is also the possibility that the country’s international credit 
rating will be downgraded. Consequently, in the long run, the basic balance (current 
account plus long- term capital fl ows) has to be in equilibrium. An implication of this 
approach is that there is nothing that guarantees that this rate will be the one consistent 
with the full employment of resources or the growth of productive potential’.

13. Of course, this does not imply the same minimum wage rate for the whole Euro area, 
but country- specifi c minimum wages, which, however, should be set according to some 
Euro area wide rule.

14. See Hein/Niechoj (2007), Hein/Truger (2005) and the papers in Hein et al. (2005) for the 
defi ciencies of macroeconomic policies and macroeconomic policy co- ordination in the 
Euro area and for an outline of required institutional reforms.

15. In the case of Ireland, the current account defi cit was not due to a defi cit in external 
trade but rather a defi cit in the fl ows of primary incomes. Ireland shows huge surpluses 
in the balance of goods and services which, however, fell short of the net payment com-
mitments associated with the negative balance of primary incomes.

16. Following Thirlwall (2002, p. 78), ‘The only sure and long- term solution to raising 
a country’s growth rate consistent with balance of payments equilibrium on current 
account is structural change to raise e and to reduce p’. Remember that e is the income 
elasticity of the demand for exports and p is the income elasticity of the demand for 
imports.

17. Data is calculated from European Commission (2011a).
18. Dullien (2010) and Dullien/Schwarzer (2009) have proposed an ‘External Economic 

Stability Pact’ for the Euro area countries allowing for external defi cits or surpluses 
of 3 per cent of GDP. For defi cit countries this would stabilize foreign debt at 60 per 
cent of GDP, for surplus countries the foreign assets–GDP ratio would also become 
60 per cent, assuming that trend nominal GDP growth amounts to 5 per cent. The 
advantage of this suggestion is that it includes symmetric adjustment obligations for 
defi cit and surplus countries as soon as external defi cits or surpluses exceed these 
thresholds. However, the proposed target or threshold ratios would have to be dif-
ferentiated for individual countries because tolerable current account defi cits should be 
based on diff erent growth dynamics. In Appendix 8B we also show that with diff erent 
growth dynamics foreign liabilities–GDP ratios of current account defi cit countries and 
foreign assets–GDP ratios of current account surplus countries cannot be stabilized 
simultaneously.
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APPENDIX 8A:  BALANCE OF PAYMENTS 
CONSTRAINED GROWTH IN A 
CURRENCY UNION

Following Thirlwall (2002, Chapter 5), we can derive the balance of 

payments constrained growth rate in the following way. We start with a 

current account equilibrium:

 pdX 5 pfeM, (8A.1)

where pd is domestic prices, pf is foreign prices in foreign currency, e is the 

exchange rate, X is the yields from exports, and M is payments for imports 

(this ignores primary incomes coming from and going abroad and income 

transfers).

Equation (8A.1) in growth rates gives:

 p̂d 1 X̂ 5 p̂f 1 ê 1 M̂. (8A.2)

Exports are determined in the following way:

 X 5 Q1a pd

pf e
bh

Y e
f , h , 0, e, Q1 . 0, (8A.3)

with h denoting price elasticity of demand for exports, e income elastic-

ity of demand for exports, Yf foreign income, and Q1 a positive constant. 

From equation (8A.3) we get for the growth rate of exports:

 X̂ 5 h(p̂d 2 p̂f 2 ê) 1 eŶf . (8A.4)

Imports are given as:

 M 5 Q2apf e

pd

by

Yp
d , y , 0, p, Q2 . 0, (8A.5)

with y denoting price elasticity of demand for imports, p income elasticity 

of demand for imports, Yd domestic income, and Q2 a positive constant. 

From equation (8A.5) we get for the growth rate of imports:

 M̂ 5 y(p̂f 1 ê 2 p̂d
) 1 pŶd. (8A.6)
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Substituting equations (8A.6) and (8A.4) into equation (8A.2) yields 

the domestic rate of growth which is consistent with a current account 

equilibrium:

 Ŷb
d 5

(1 1 h 1 y) (p̂d 2 p̂f 2 ê) 1 eŶf

p
. (8A.7)

Since in a currency union the exchange rate among member countries 

is fi xed, as they all use the same currency, the balance of payments con-

strained growth rate for the individual member country becomes:

 Ŷb
d 5

(1 1 h 1 y) (p̂d 2 p̂f
) 1 eŶf

p
. (8A.8)

APPENDIX 8B:  CURRENT ACCOUNT 
IMBALANCES AND NET FOREIGN 
ASSETS/LIABILITIES

In a two country model, net foreign liabilities of the domestic economy 

(Ld) are equal to net foreign assets of the foreign economy (Af):

 Ld 5 Af . (8B.1)

Current account defi cits (surpluses) mean a change in net foreign liabilities 

(assets) and hence:

 DLd 5 DAf . (8B.2)

Dividing equation (8B.2) by equation (8B.1), it follows that the growth 

rate of net foreign liabilities of the domestic economy has to be equal to 

the growth rate of net foreign assets of the foreign economy:

 L̂d 5
DLd

Ld

5 Âf 5
DAf

Af

. (8B.3)

A constant net foreign liabilities–GDP ratio, or a constant net foreign 

assets–GDP ratio, requires that net foreign liabilities, or net foreign assets, 

and nominal GDP of the respective economy grow at the same rate:

 
Ld

Yd

 constant, if L̂d 5 Ŷd, (8B.4.a)

M2928 - HEIN TEXT.indd   176M2928 - HEIN TEXT.indd   176 04/07/2012   10:0904/07/2012   10:09

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:45:36AM



 The European fi nancial and economic crisis  177

 
Af

Yf

 constant, if Âf 5 Ŷf . (8B.4.b)

Taking into account equation (8B.3) this means that the constancy of 

both, the net foreign liabilities–GDP ratio of the domestic economy and 

the net foreign assets–GDP ratio of the foreign economy, requires that the 

two economies have to grow at the same rate:

 
Ld

Yd

 and 
Ld

Yd

 constant, if L̂d 5 Ŷd 5 Âf 5 Ŷf . (8B.5)

By defi nition in a two country model net foreign liabilities have to grow 

at the same rate as net foreign assets. GDP growth rates of the domestic 

economy and the foreign economy, however, will not necessarily be equal. 

If this is the case, only one country can see a constant net foreign liabilities–/

net foreign assets–GDP ratio, whereas the other will witness continuously 

falling or rising net foreign liabilities–/net foreign assets–GDP ratios. If we 

assume that the current account defi cit country, the domestic economy, 

grows at a higher speed than the current account surplus country, the 

foreign economy, hence Ŷd . Ŷf , either a constant foreign liabilities–GDP 

ratio of the domestic economy will be accompanied by a rising foreign 

assets–GDP ratio of the foreign economy; or a constant foreign assets–

GDP ratio of the foreign economy will be accompanied by a falling foreign 

liabilities–GDP ratio of the domestic economy. Of course, one may also 

obtain both, falling foreign liabilities–GDP ratios of the domestic economy 

and rising foreign assets–GDP ratios of the foreign economy.

From equations (8B.3), and (8B.4.a) and (8B.4.b) we also obtain that 

the net foreign liabilities–GDP ratio for the domestic country and the net 

foreign assets–GDP ratio of the foreign economy are given as:

 L̂d 5
DLd

Ld

5

DLd

Yd

Ld

Yd

1
Ld

Yd

5

DLd

Yd

Ŷd

, (8B.6.a)

 Âf 5
DAf

Af

5

DAf

Yf

Af

Yf

1
Af

Yf

5

DAf

Yf

Ŷf

. (8B.6.b)

With constant current account defi cit–GDP ratios, or current account 

surplus–GDP ratios, and constant nominal GDP growth rates, the net 
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foreign liabilities–GDP ratio, or the net foreign assets–GDP ratio, will 

converge towards a defi nite value. As should be clear from the arguments 

put forward above, this can only hold for both economies simultaneously 

if their GDP growth rates are the same.
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9. Summary and conclusions

In this book we have provided a systematic macroeconomic perspective 

on fi nance- dominated capitalism and its crisis. We have argued that from 

a macroeconomic perspective fi nancialization has, since the early 1980s, 

aff ected long- run economic developments in the developed capitalist econ-

omies in particular through the following three channels: re- distribution 

of income at the expense of low labour incomes, dampening of investment 

in real capital stock, and an increasing potential for wealth- based and 

debt- fi nanced consumption. Against the background of these basic mac-

roeconomic tendencies, rising current account imbalances at the global, 

but also at the European level have developed and have contributed to the 

severity of the Great Recession.

In Chapter 2 three dimensions of re- distribution in the course of fi nan-

cialization and neo- liberalism since the early 1980s have been outlined and 

examined for the major Euro area countries, Austria, Belgium, Germany, 

Greece, Ireland, Italy, the Netherlands, Portugal, and Spain, for Sweden 

and the UK as EU countries outside the Euro area, and for the US, 

Japan, and China: functional distribution, personal distribution and the 

development of top incomes. We have shown that the period of fi nance- 

dominated capitalism was associated with falling labour income shares in 

almost all of these countries, with increasing inequality in personal income 

distribution in many countries and with rising income shares of the very 

top incomes, in particular in the UK and the US. Since we consider the 

development of functional income distribution to be the key to the under-

standing of the distributional eff ects of fi nancialization, we have examined 

the functional income shares more closely from a Kaleckian perspective. 

We have argued that fi nancialization and neo- liberalism have contributed 

to the falling labour income share since the early 1980s through three main 

channels. First, the shift in the sectoral composition of the economy from 

the public sector and the non- fi nancial business sector with high labour 

income shares towards the fi nancial business sector with a lower labour 

income share has contributed to the fall in the labour income share for 

the economy as a whole. Second, the increase in management salaries as 

a part of overhead costs, together with rising profi t claims of the rentiers, 

that is, rising interest and dividend payments of the corporate sector, have 
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been associated with a falling labour income share for non- supervisory 

workers. Third, fi nancialization and neo- liberalism have weakened trade 

union bargaining power through several channels: increasing shareholder 

value orientation of management, sectoral shifts away from the public 

sector and the non- fi nancial business sector with stronger labour unions 

in many countries to the fi nancial sector with weaker unions, deregulation 

of the labour market, and liberalization and globalization of international 

trade and fi nance.

In Chapter 3 we identifi ed theoretically and empirically the main chan-

nels of infl uence of fi nancialization on investment in real capital stock. 

We have also taken into account the eff ects on functional income distri-

bution outlined in Chapter 2 and some rudimentary expansive eff ects on 

household consumption, without yet integrating household debt into the 

picture, in order to derive some macroeconomic results within a Kaleckian 

distribution and growth model. Regarding investment in capital stock, 

fi nancialization has been associated with increasing shareholder power 

vis- à- vis management and labourers, an increasing rate of return on equity 

and bonds held by rentiers, and decreasing managements’ animal spirits 

with respect to real investment, which each have partially negative eff ects 

on real investment of fi rms. Regarding consumption, fi nancialization 

has been considered to imply a tendency towards higher propensities to 

consume out of current income. And regarding distribution, fi nancializa-

tion has been viewed to be conducive to a falling labour income share, in 

particular.

As in the preceding literature, introducing these channels into a 

Kaleckian demand- led growth model has yielded diff erent potential accu-

mulation regimes for an era of fi nance- dominated capitalism. Depending 

on the values of the model parameters, ‘fi nance- led growth’, ‘profi ts 

without investment’ and ‘contractive’ regimes may emerge. Only in the 

‘fi nance- led growth’ regime is increasing shareholder power overall expan-

sive with respect to the rates of capacity utilization, profi t and capital 

accumulation, whereas in the ‘profi ts without investment’ regime the 

eff ects on the rates of capacity utilization and profi t remain expansive but 

capital accumulation gets depressed, and in the ‘contractive’ regime there 

is a depressing eff ect on all three endogenous variables of the model.

Analysing the medium- run stability and viability of these regimes in a 

simple stock- fl ow consistent distribution and growth model has given the 

following results: Only the ‘fi nance- led growth’ regime yields medium- 

run stability of the fi nancial structure of the fi rm sector and of capital 

accumulation. This regime, however, requires a very special parameter 

constellation: only weakly negative eff ects of increasing shareholder power 

on management’s animal spirits, a low rentiers’ propensity to save, a 
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low profi t share, a low elasticity of investment with respect to distrib-

uted profi ts and internal funds, and a high responsiveness with regard 

to capacity utilization. In particular, a medium- run increase in the gross 

profi t share associated with fi nancialization may turn the stable fi nancial 

structure unstable. More realistic parameter constellations giving rise to 

‘profi ts without investment’ or ‘contractive’ regimes have turned out to 

yield cumulatively unstable medium- run results regarding the fi nancial 

structure of the fi rm sector and the rate of capital accumulation. In the 

face of rising shareholder power, a rising rentiers’ rate of return and 

falling managements’ animal spirits, these regimes are liable to systemic 

instability characterized by increasing outside fi nance- capital ratios, that 

is, rising debt plus rentiers’ equity–capital ratios, and falling goods market 

equilibrium rates of capital accumulation and hence to a macroeconomic 

‘paradox of outside fi nance’. Falling labour income shares triggered 

by fi nancialization increase the likelihood of these unstable regimes. 

Therefore, under the conditions of the ‘contractive’ and the ‘profi ts 

without investment’ regimes there exists a considerable systemic medium- 

run instability potential regarding the fi nancial structure of the corporate 

sector of the economy and regarding capital accumulation.

In Chapter 4 we focussed on the long- run eff ects of fi nancialization 

on capital accumulation and productivity growth – and hence on poten-

tial growth of the economy – in a simple Kaleckian endogenous growth 

model. We have found that under special conditions increasing share-

holder power may indeed have positive eff ects on capital accumulation 

and productivity growth and hence on potential growth of the economy, 

as implied by the claims of the early protagonists of the concept of share-

holder value orientation. However, such a regime does not only require 

directly positive eff ects of increasing shareholder power on the productiv-

ity regime – or only weakly negative eff ects if there are strongly positive 

eff ects on the demand regime. It also requires expansive eff ects of increas-

ing shareholder power on capital accumulation via the demand regime of 

the economy – or only weakly negative eff ects if there are strongly positive 

eff ects on the productivity regime. (Strongly) positive eff ects on the pro-

ductivity regime have recently been questioned by the protagonists of the 

shareholder value concept themselves and this has also been questioned 

on empirical grounds. Positive eff ects on the demand regime, on the other 

hand, require extreme assumptions with respect to the determinants of 

saving and investment. Empirical studies on the eff ects of fi nancializa-

tion and increasing shareholder power on fi rms’ real investment and on 

the prevailing demand regime, reviewed in Chapter 3, have cast doubt on 

such an outcome. Therefore, although being able to generate high levels of 

demand and profi ts at the macroeconomic level for considerable periods of 
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time, building on wealth- based and debt- fi nanced consumption demand, 

increasing fi nancialization and shareholder power seem to cause a general 

weakness in capital accumulation. This not only generates fi nancial and 

real instability, as has been analysed in Chapter 3, but depressed capital 

accumulation is also very likely to feed back negatively on productivity 

growth and hence on long- run potential growth of the economy.

In Chapter 5 we explicitly addressed the eff ects of fi nance- dominated 

capitalism on private household consumption and indebtedness in a 

Kaleckian distribution and growth model with workers’ debt. We have 

included three important features of fi nance- dominated capitalism into 

the model: a fall in animal spirits of the fi rm sector with respect to real 

investment in capital stock, redistribution of income at the expense of 

the labour income share and increasing credit to workers’ households. 

We have shown that lending of rentiers to workers can compensate for 

the depressing eff ects of lower animal spirits of fi rms with respect to real 

investment and of redistribution at the expense of workers in the short and 

in the medium run, without necessarily triggering cumulative processes of 

increasing indebtedness. However, if workers’ debt–capital ratios exceed 

some threshold value the system will turn unstable in the medium run.

If the endogenously determined rate of profi t exceeds the rate of inter-

est, indicating that expansive eff ects of new lending exceed the contrac-

tive eff ects of interest payments due to a higher stock of debt, stable 

medium- run debt- led regimes may emerge, in which a higher and stable 

workers’ debt–capital ratio is associated with higher and stable rates of 

capacity utilization, capital accumulation and growth. However, if the 

endogenously determined rate of profi t falls short of the rate of interest, 

indicating that expansive eff ects of new lending fall short of the contrac-

tive eff ects of interest payments on the stock of debt, a stable medium- run 

debt- burdened regime may emerge, in which a higher and stable workers’ 

debt–capital ratio is associated with lower but stable rates of capacity util-

ization, capital accumulation and growth.

In the medium- run stable constellations, a reduction of lending of rent-

iers to workers will cause a lower equilibrium workers’ debt–capital ratio, 

which will be associated with stable but lower capacity utilization and 

capital accumulation, in the debt- led constellation. In the debt- burdened 

constellation a reduction of lending to workers will make equilibrium 

capacity utilization and capital accumulation increase and the workers’ 

debt–capital ratio will decrease.

As soon as workers’ debt–capital ratio exceeds the upper limit of stabil-

ity, it will keep on increasing and feeding back negatively on the goods 

market equilibrium. If rising indebtedness of workers and a collapsing 

economy induce rentiers to reduce lending to workers, this will further 
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dampen economic activity and capital accumulation while workers’ debt–

capital ratio will keep on rising. The market economy will thus be char-

acterized by a macroeconomic ‘paradox of debt’ and will require external 

stabilization. Such an unstable process may be triggered by an increase 

in rentiers’ lending to workers, which makes workers’ debt–capital ratio 

exceed the upper limit of stability, and/or a fall in animal spirits of the fi rm 

with respect to investment in capital stock and/or a rise in the rate of inter-

est, which each lower the upper limit of stability.

In Chapter 6 we focussed on the global imbalances which have arisen, 

in particular in the latter period of fi nance- dominated capitalism and 

which have contributed to the severity of the Great Recession. We argued 

that, against the background of partially depressing eff ects of fi nance- 

dominated capitalism via redistribution of income and via investment in 

capital stock, some countries have relied on debt- led soaring consump-

tion demand as the main driver of aggregate demand and GDP growth, 

whereas others have focussed on mercantilist export- led strategies as an 

alternative to generating demand. We examined the set of countries intro-

duced in Chapter 2, derived an ex post typology along the lines mentioned 

above, and discussed the related global current imbalances.

We have argued that against the background of fi nancialization and 

income re- distribution at the expense of lower wage incomes and the 

labour income share, a highly fragile constellation at national, regional 

(Euro area) and global levels had developed in the course of the trade cycle 

of the early 2000s. The dynamic ‘debt- led consumption boom’ type of 

development of the US and the other countries following this type had to 

rely on the willingness and the ability of private households to go into debt, 

on the one hand, and on the willingness of the rest of the world – notably 

the ‘export- led mercantilist’ countries – to run current account surpluses 

and to supply credit, on the other hand. The increasing debt–fi nanced con-

sumption of private households was based on ever rising notional wealth 

generated, in particular, by rising residential property prices, which (seem-

ingly) provided collateral for credit. The slowly growing or stagnating 

‘export- led mercantilist’ economies had to rely on the willingness and the 

ability of the rest of the world – notably the ‘debt- led consumption boom’ 

economies – to go into debt, because their moderate or weak growth rates 

were dependent on dynamic growth of world demand and their export 

markets. A collapse of a ‘debt- led consumption boom’ type of develop-

ment, as it was triggered by the collapse of the subprime mortgage market 

in the US in 2007, therefore not only aff ected the ‘debt- led consumption 

boom’ economies themselves, but the ‘export- led mercantilist’ economies 

were as well quickly infected. On the one hand, their export markets 

collapsed in the crisis and they were facing serious aggregate demand 
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problems. On the other hand, they were infected through the fi nancial 

markets, because those capital exports which were directed towards the 

risky and now collapsing fi nancial markets of the ‘debt- led consumption 

boom’ economies got drastically devalued. Both channels became eff ective 

during the Great Recession.

In Chapter 7 we have drawn the economic policy conclusions from 

our previous analysis. We argued that a sustainable recovery strategy 

from the crisis should neither follow the ‘debt- led consumption boom’ 

nor the ‘export- led mercantilist’ type of development, but it needs to be 

(mass) income or wage led. A wage- led recovery strategy has to address 

the main causes for the falling labour income share in the period of neo- 

liberalism and fi nance- dominated capitalism, as discussed in Chapter 2: 

First, bargaining power of trade unions has to be stabilized and enhanced. 

Second, overhead costs of fi rms, in particular top management salaries 

and interest payments, and profi t claims of fi nancial wealth holders have 

to be reduced. And third, the sectoral composition of the economy has to 

be shifted away from the high profi t share fi nancial corporations towards 

the non- fi nancial corporate sector and the public sector. Furthermore, the 

tendencies towards increasing wage dispersion have to be contained and, 

in particular, progressive tax policies and social policies need to be applied 

in order to reduce inequality in the distribution of disposable income.

We have claimed that a wage- led recovery strategy is at the core of 

and has to be embedded in a Global Keynesian New Deal, which more 

broadly will have to address the three main causes for the severity of the 

crisis: ineffi  cient regulation of fi nancial markets, increasing inequality in 

the distribution of income, and rising imbalances at the global (and at 

regional) levels. The three main pillars of the policy package of a Global 

Keynesian New Deal have been fi nally outlined: fi rst, the re- regulation of 

the fi nancial sector in order to prevent future fi nancial excesses and fi nan-

cial crises; second, the re- orientation of macroeconomic policies towards 

stimulating and stabilizing domestic demand, in particular in the current 

account surplus countries; and third, the re- construction of international 

macroeconomic policy coordination and a new world fi nancial order. We 

have shown that each of these pillars is intimately linked with an income-  

or wage- led recovery strategy.

Finally, in Chapter 8 we turned to the euro crisis as the latest fallout of 

the crisis of fi nance- dominated capitalism. We analysed the institutional 

and economic policy defi ciencies of the Euro area and the European Union 

(EU), which are at the roots of the euro crisis that started in 2010: the lack 

of an explicit guarantee of member countries’ public debt by the European 

Central Bank (ECB), the exclusion of fi scal transfers among member 

countries, in principle, and the current account imbalances which have 

M2928 - HEIN TEXT.indd   184M2928 - HEIN TEXT.indd   184 04/07/2012   10:0904/07/2012   10:09

Downloaded from Elgar Online by University of Melbourne at 08/10/2013 09:48:18AM



 Summary and conclusions  185

built up in the Euro area since 1999. Since the current reform debate in 

Europe and the macroeconomic policy measures applied are still grounded 

in the theoretical framework of the New Consensus Macroeconomics 

(NCM), these reforms are likely to fail and will create either further defl a-

tionary pressures and/or a resurgence of macroeconomic imbalances. We 

have, therefore, described some key elements of an alternative macroeco-

nomic policy model based on Keynesian and Post- Keynesian principles 

and applied these to the Euro area. We have derived that stabilizing wage 

and expansive fi scal policies will have major roles to play in order to cope 

with the current account imbalances and to initiate recovery for the Euro 

area as a whole. Furthermore, we have derived a criterion for acceptable 

current account defi cits for macroeconomic policy coordination within 

the Euro area. Finally we have argued that the EU and the Euro area will 

have to develop institutions and policies which, on the one hand, guaran-

tee public debt of all the member countries, and which, on the other hand, 

provide the stable fi nancing of acceptable current account defi cits and thus 

stable transfers of current account surpluses from the mature more slowly 

growing countries to the more rapidly growing and catching- up member 

countries.

Summing up, in this book we hope to have made clear that re- regulating 

the fi nancial sector is an important ingredient for a more stable, equal and 

sustainable growth path after the Great Recession and its outfalls, but 

that focussing exclusively on the fi nancial sector and its regulation will 

be seriously incomplete. In order to overcome the underlying roots and 

causes of the crisis, we need to take a macroeconomic perspective and to 

address the macroeconomic channels of transmission and consequences of 

fi nance- dominated capitalism. This means that the eff ects on income dis-

tribution, the eff ects on investment in capital stock, the private household 

indebtedness problems associated with soaring consumption demand in 

the face of stagnating mass incomes, and the emerging global and regional 

imbalances have to be in the focus of crisis related economic research and 

have to be tackled by future economic policies. We hope to have provided 

some crucial elements for such an endeavour.
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