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Summary in German/Zusammenfassung in deutscher Sprache: 
 
Finanzmarktorientierung und ihre makroökonomischen Implikationen. Theoreti-
sche und empirische Aspekte.  
 

Die Dissertation befasst sich mit den makroökonomischen Effekten einer zunehmenden 

Finanzmarktorientierung, wie sie in den entwickelten Volkswirtschaften in den letzten 

Jahrzehnten stattgefunden hat. Unternehmen messen Finanzmarktkennzahlen einen 

deutlich höheren Stellenwert zu als früher, und Finanzmarktoperationen treten zuneh-

mend neben die reale Investitionstätigkeit. Für die privaten Haushalte lässt sich ein An-

stieg des Vermögens relativ zum Einkommen feststellen. Hieraus und aus der Deregu-

lierung des Kreditgeschäfts ergeben sich neue Möglichkeiten der Schuldenfinanzierung 

von Konsum und Finanzanlagen. Diese umfassende Entwicklung wird in der interdis-

ziplinären sozialwissenschaftlichen Literatur – und vermehrt auch in der politischen 

Debatte – auch prägnant mit dem Begriff der „Finanzialisierung“ (financialisation) be-

schrieben.  

Die in der vorliegenden Arbeit zusammengefassten Artikel sind einer der ersten sys-

tematischen Versuche, diese Finanzialisierungshypothese aus makroökonomischer Per-

spektive zu beleuchten. Die theoretischen Arbeiten (insbesondere Kapitel III-V) knüp-

fen an die (post)keynesianische Makroökonomik sowie an die moderne Informations-

ökonomik an. Damit ist die Arbeit eine Ergänzung und Weiterentwicklung der – sich 

explizit als interdisziplinär verstehenden – sozialwissenschaftlichen Literatur zur Finan-

zialisierungshypothese, in der die makroökonomische Dimension bisher eindeutig un-

terbeleuchtet geblieben ist (vgl. insbesondere die Diskussion in Kapitel II). Schließlich 

beinhaltet die Dissertation auch Ansätze zu einer empirischen, teilweise ökonometri-

schen, Überprüfung der theoretisch abgeleiteten Hypothesen zu den makroökonomi-

schen Effekten zunehmender Finanzmarktorientierung (insbesondere Kapitel II und VI 

und ein Appendix). Besonderes Augenmerk liegt hierbei auf den USA, wo der Prozess 

der Finanzialisierung besonders deutlich ist.  

Im einleitenden ersten Kapitel wird zunächst kurz erörtert, inwiefern wichtige mög-

liche makroökonomische Auswirkungen der Finanzmarktorientierung in den in den letz-

ten Jahren zunehmend dominanten DSGE-Modellen (dynamisch-stochastische allge-

meine Gleichgewichtsmodelle) bzw. den Neuen Konsens-Modellen in der makroöko-

nomischen Literatur unterbelichtet bleiben. Daraufhin wird kritisch beleuchtet, inwie-

weit die Finanzialisierungshypothese an Keynes’ eigene sowie an die postkeynesiani-
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sche Sichtweise von historischen Entwicklungsstufen des Kapitalismus anknüpfen kann. 

Nach unserer Lesart hat Keynes selbst im Rahmen seines Forschungsprogramms einer 

„monetären Theorie der Produktion“ zwischen einem relativ stabilen und dynamischen 

„Unternehmerkapitalismus“ des 19. Jahrhunderts und einem sehr instabilen und krisen-

anfälligen „Finanzkapitalismus“ der Zwischenkriegszeit im 20. Jahrhundert unterschie-

den. In der postkeynesianischen Literatur ist dem „fordistischen“ Wachstumsmodell der 

Nachkriegszeit, auch als Golden Age of Capitalism bezeichnet, große Beachtung ge-

schenkt worden. Die systematische Begründung der Finanzialisierungshypothese ist aus 

unserer Sicht eine nützliche Fortsetzung dieser Forschungsrichtung. Hierzu soll in den 

nachfolgenden Kapiteln ein Beitrag geleistet werden.  

Im zweiten Kapitel: The political economy debate on ‘financialisation’ – a macroe-

conomic perspective wird ausführlich auf die bestehende interdisziplinäre Literatur Be-

zug genommen. Neben der Auseinandersetzung mit der Literatur zu Varieties of Capita-

lism, Social Accounting und Regulationstheorie wird eine eigene makroökonomische 

Perspektive entwickelt. Insbesondere wird die verbreitete, aber häufig vage Hypothese 

einer „Entkoppelung“ des Finanzsektors von der Realwirtschaft bzw. der Unterneh-

mensgewinne von der realen Investitionstätigkeit kreislauftheoretisch untersucht. Zu-

nächst wird in Erinnerung gerufen, dass alle Gewinne eine reale nachfrageseitige Ent-

sprechung haben müssen. Die Deregulierung der Finanzmärkte mag einerseits einen 

tendenziell hemmenden Effekt auf die reale Investitionstätigkeit entwickelt haben. Die-

ser lässt sich theoretisch ebenso aus der modernen Informationsökonomik wie aus der 

postkeynesianischen Theorie ableiten. Einerseits kann eine verstärkte Disziplinierung 

des Managements über finanzmarktorientierte Vergütung und einen freien Markt für 

feindliche Übernahmen zu einer „obsessiven Kurzfristorientierung“ führen. Zum ande-

ren können sich aus einer zunehmenden Gewinnausschüttung (Dividenden, Aktienrück-

käufe) und einem damit verbunden Anstieg des Verschuldungsgrades der Unternehmen 

Liquiditätsbeschränkungen ergeben. Zugleich kann Finanzialisierung aber dazu beige-

tragen, dass auch bei prima facie schwacher realer Investitionsneigung und schwacher 

Entwicklung der realen Masseneinkommen hohe Gewinne und kräftiges Wirtschafts-

wachstum erzielt werden können. In dem Papier werden die Beispiele der USA und 

Deutschlands diskutiert. In den USA haben die privaten Haushalte den Anstieg der 

Vermögen und Kapitaleinkünfte sowie die Deregulierung des Kreditgeschäfts zu einer 

kräftigen Ausweitung des Konsums – trotz weitgehender Einkommensstagnation – ge-

nutzt (Rückgang der privaten Sparquote). Die mit diesem Prozess einhergehende stei-
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gende Verschuldung von Unternehmen und privaten Haushalten sowie das wachsende 

Leistungsbilanzdefizit (Kapitalimporte) haben jedoch zu einem Anstieg der „finanziel-

len Fragilität“ geführt. In Deutschland spielt vermögensbasierter und kreditfinanzierter 

Konsum bisher eine deutlich geringere Rolle, und die Sparquote der privaten Haushalte 

ist im Zuge der zunehmenden Einkommensungleichheit seit einigen Jahren wieder ge-

stiegen. Hier ergibt sich die Fragilität aus der Abhängigkeit gegenüber der Güternach-

frage und Finanzmarktentwicklung im Ausland.  

Die übrigen Arbeiten des Dissertationsprojekts sind stärker modelltheoretisch bzw. 

ökonometrisch ausgerichtet. Sie untersuchen theoretische und empirische Teilaspekte 

der oben beschriebenen Entwicklung, und insbesondere den möglichen Einfluss der 

Finanzmarktorientierung auf das private Investitions- und Konsumverhalten.  

Das dritte Kapitel: ‘Financialisation’ in Post Keynesian models of distribution and 

growth – a systematic review gibt einen Literaturüberblick über jüngste Versuche, den 

Prozess der Finanzialisierung im Rahmen von postkeynesianischen Wachstums- und 

Verteilungsmodellen zu analysieren. Es werden drei wesentliche Einflusskanäle unter-

schieden: 1. veränderte Zielsetzungen und finanzielle Restriktionen der Unternehmen, 

2. neue Möglichkeiten zu vermögensbasierten und schuldenfinanziertem Konsum der 

privaten Haushalte, und 3. Veränderungen in der Einkommensverteilung zwischen Ak-

tionären, Management und Arbeitnehmern. Ausgehend von einer Reinterpretation der 

postkeynesianischen Theorie der Firma, wird eine integrierte mikro- und makroökono-

mische Sichtweise von Finanzialisierung entwickelt und die Interaktion von Strom- und 

Bestandsgrößen beschrieben. Der Literaturüberblick zeigt, dass Finanzialisierung unter 

bestimmten Voraussetzungen expansiv wirken kann, insbesondere wenn positive Ver-

mögenseffekte einen wichtigen Einfluss auf Investitionsentscheidungen (über Tobins q) 

und Konsumentscheidungen nehmen. Allerdings weist die Literatur ebenfalls darauf 

hin, dass auch expansive Effekte von Finanzialisierung mit erheblichen Ungleichge-

wichten im Finanzsektor einhergehen können. Insbesondere kann ein steigender Ver-

schuldungsgrad im Unternehmenssektor und im privaten Haushaltssektor die finanzielle 

Fragilität erhöhen. 

Im vierten Kapitel: Conflicting claims and equilibrium adjustment processes in a 

stock-flow consistent macro model wird ein eigenes makroökonomisches Modell mit 

konsistenter Verknüpfung von Strom- und Bestandsgrößen entwickelt. Methodisch folgt 

der Artikel damit einer neuen Forschungsrichtung im Bereich der keynesianischen Mak-

roökonomik, welches insbesondere für eine Betrachtung der Interaktion von finanziel-
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len (Bestands-)Größen (Vermögen, Verschuldung) und realen (Strom-)Größen (Investi-

tionen, Konsum) hilfreich ist. In dem Modell werden zwei Regime unterschieden, ein 

„fordistisches“ und ein „finanzmarktdomiertes“, welche sich aus unterschiedlichen An-

nahmen bzgl. der institutionellen Machtverhältnisse und der mikroökonomischen Ziel-

setzungen auf Unternehmensebene (Wachstumsziel versus Gewinnziel) ergeben. Es 

werden numerische Modellsimulationen durchgeführt, welche wichtige stilisierte Fak-

ten der beiden historischen Regime abzubilden imstande sind und die Gefahr der finan-

ziellen Fragilität für das finanzmarktdominierte Regime verdeutlichen. 

Im fünften Kapitel: A synthetic, stock-flow consistent macroeconomic model of fi-

nancialisation werden die finanziellen Restriktionen der Unternehmen und Privathaus-

halte in den Blick genommen. Insbesondere werden die Rückwirkungen von erhöhten 

Dividendenausschüttungen oder Aktienrückkäufen sowie der Kreditfinanzierung von 

Konsumausgaben auf wichtige Kennzahlen wie die Verschuldung der Unternehmen und 

der privaten Haushalte untersucht. Offenbar kann eine Ökonomie dauerhaft oder zeit-

weise debt-led sein (expansive Effekte durch schuldenfinanzierte Gewinnausschüttung 

und Konsum), längerfristig kann sie aber im Zuge eines endogenen Prozesses debt-

burdened werden (kontraktive Effekte der Verschuldung auf Investitionen und Kon-

sum), bzw. der Anstieg der Verschuldung erhöht die finanzielle Fragilität und die An-

fälligkeit gegenüber exogenen Schocks. Die Simulationsergebnisse erlauben teilweise 

auch eine Interpretation der Effekte der Finanzmarktorientierung in den USA bzw. 

Deutschland.  

In einem Appendix zu Kapiteln IV und V werden die dort formulierten Hypothesen 

bzgl. des Investitionsverhaltens der nicht-finanziellen Unternehmen in unterschiedli-

chen Entwicklungsstufen des Kapitalismus einer kurzen ökonometrischen Analyse un-

terzogen.  

Das sechste Kapitel: Consumption asymmetries and wealth effects in a non-linear 

error correction model of US consumer spending widmet sich schließlich dem privaten 

Konsumverhalten aus ökonometrischer Perspektive. Es zeigt sich für die USA, dass der 

Zusammenhang von Konsum auf der einen Seite und Einkommen und Vermögen auf 

der anderen Seite kurzfristig durch Liquiditätsbeschränkungen und langfristig durch 

Verlustaversion gekennzeichnet zu sein scheint. Dies bedeutet, dass kurzfristig der 

Rückgang von Vermögenspreisen typischerweise besonders starke negative Effekte auf 

den Konsum hat (während die positiven Konsumeffekte von Vermögenspreissteigerun-

gen kurzfristig relativ schwach sind). Langfristig aber lässt sich die gegenteilige A-
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symmetrie beobachten. Dieses Phänomen verlangt zunächst theoretische Erörterung, 

denn die empirisch beobachteten Asymmetrien stellen Abweichungen von der Perma-

nenten Einkommenshypothese mit rationalen Erwartungen dar. In der bestehenden Lite-

ratur werden die beschriebenen Asymmetrien typischerweise auf Verlustaversion bzw. 

Liquiditätsbeschränkungen zurück geführt. Im Rahmen des hier entwickelten nicht-

linearen, dynamischen Fehlerkorrekturmodells, in dem sowohl die kurze als auch die 

lange Frist betrachtet werden, können beide Formen des asymmetrischen Konsumver-

haltens innerhalb eines Modells abgebildet werden, während sie in der bestehenden Li-

teratur üblicherweise als miteinander unvereinbar angesehen werden. Empirisch be-

trachtet, trägt die beobachtete Langfristasymmetrie im Konsumverhalten zu einer Erklä-

rung des starken Rückgangs der privaten Sparquote in den USA bei: Unterstützt durch 

„großzügige“ Kreditvergabepraktiken, haben die privaten Haushalte Einkommens- und 

Vermögenssteigerungen zu einer kräftigen Ausweitung des Konsums genutzt, konnten 

jedoch die Konsumeinschränkungen, die im Zuge von Einkommens- bzw. Vermögens-

rückgängen nötig wurden, in engen Grenzen halten. Ein Nebeneffekt ist der kräftige 

Anstieg der Verschuldung der Privathaushalte im Verhältnis zum verfügbaren Einkom-

men und die damit verbundene finanzielle Fragilität.  
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Chapter I: 
 
Introduction♣ 
 

1. The state of macroeconomics in light of financialisation and financial crisis 

Financial market developments have become increasingly important to the overall eco-

nomic development in virtually all countries in the world over the past three decades or 

so. The market for international currencies and portfolio investments has considerably 

grown since the end of the Bretton Woods system. The concept of shareholder value 

orientation has become the benchmark for corporate governance practices. Private pen-

sion and investment funds have become increasingly important vehicles for personal 

financial investments. The use of credit cards, consumer and mortgage loans as well as 

securitised debt obligations has facilitated the access to credit for private households. 

Following the terminology increasingly used in both the academic and the political 

spheres, we shall describe this general development as ‘financialisation’.1  

At the theoretical level, it has recently been argued that the repeated occurrence of 

financial crises, and particularly the current global financial crisis originating in the US 

housing market in August 2007, has largely discredited the use of the standard represen-

tative agent, rational expectations, dynamic stochastic general equilibrium (DSGE) 

model as a tool for economic policy advice (e.g. Stiglitz, 2001a; Goodhart, 2008; 

Buiter, 2008). At the same time, macroeconomic theories stressing the potential insta-

bility of deregulated financial markets and the links between financial market develop-

ments, income distribution and economic growth seem to experience a certain renais-

sance. For instance, the ‘financial instability hypothesis’, formulated since the 1970s by 

the Post Keynesian economist Hyman Minsky, has gained renewed popularity, at least 

among financial practitioners and in the financial press.2 Similarly, the nascent interdis-

ciplinary literature on financialisation has become one of the most quickly developing 

areas in the broader social sciences, suggesting that changes in the financial sector have 

been the principal driving force of recent, encompassing transformations of capitalism. 

                                                 
♣ I am grateful to Thomas Dallery, Petra Dünhaupt, Eckhard Hein, and Hans-Michael Trautwein for help-
ful comments and suggestions. As always, I alone am responsible for all errors.  
1 An interdisciplinary ‘International Working Group on Financialisation’ (IWGF) was set up a few years 
ago (http://www.iwgf.org/). Recently, the European Commission has also shown an increased interest in 
this topic (http://ec.europa.eu/research/social-sciences/). 
2 See the book cover of Minsky (1975 [2008]): ‘Today, Mr. Minsky’s view [of economics] is more rele-
vant than ever.’ – The New York Times ‘Indeed, the Minsky moment has become a fashionable catch 
phrase on Wall Street.’ – The Wall Street Journal 
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The articles collected in this Thesis constitute one of the first systematic attempts to 

explore this ‘financialisation hypothesis’ theoretically from a macroeconomic perspec-

tive (in particular chapters III-V). While we see the financialisation hypothesis as a 

natural development of Keynes’s ‘stages of development approach’ and the (Post) 

Keynesian analysis of historical ‘growth regimes’ (as we argue below in this introduc-

tion), the macroeconomic perspective has so far been clearly underdeveloped in the in-

terdisciplinary political economy literature (which is critically reviewed in chapter II). 

The Thesis also comprises empirical (econometric) analyses (mainly in chapters II and 

VI, and in an Appendix), with a particular focus on the US economy, where the process 

of financialisation is very advanced.  

Clearly, the current economic crisis reminds us that the traditional opposition be-

tween Neoclassical and Keynesian approaches to macroeconomics is still relevant today 

and has not yet been successfully overcome, although several attempts in this direction 

have been made since the publication of The General Theory of Employment, Interest, 

and Money by John Maynard Keynes in 1936. Many of the differences between the 

competing lines of thought are grounded in their perspectives on financial markets. 

The currently popular ‘New Keynesian’ DSGE models claim to represent a ‘New 

Neoclassical Synthesis’ or a ‘New Consensus in Macroeconomics’ (see e.g. Woodford, 

2003, and the critiques by Arestis and Sawyer, 2004, 2008, and Trautwein, 2008). As in 

the Neoclassical Synthesis of the 1950s, established by authors such as Paul Samuelson 

or John Hicks, the unemployment equilibrium of Keynes’s ‘general theory’ is reinter-

preted as a ‘special case’ of Neoclassical economics that holds only under special condi-

tions (in particular nominal wage and price rigidity) and only in the short run.3 How-

ever, unlike the Neoclassical Keynesians of the 1950s, New Keynesians pay a lot of 

attention to ‘microfoundations’ and accept the New Classical concept of ‘rational ex-

pectations’ following Muth (1961) and Lucas (1987) (the representative agent knows 

and behaves according to the correct model for the economy). In both New Classical 

and New Keynesian DSGE models, the macroeconomy is depicted as an intertemporal 

optimisation problem of the representative agent who maximises utility by choosing an 

optimal combination of consumption and leisure over the life cycle. Finance typically 

plays only a passive role in that it allows the representative agent to optimally allocate 

present and future consumption over the life time, which is often assumed to be infi-

                                                 
3 The importance attributed to nominal rigidities is clearly in contraposition to Keynes’s view (e.g. 1936, 
ch. 2) 
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nite.4 Problems of liquidity constraints and default are typically assumed away by 

means of the ‘transversality condition’.5 Firms are postulated to maximise present value, 

thereby acting merely as agencies of the representative household in transforming cur-

rent income into future consumption (via investment).6 With ‘sticky’ prices, monetary 

policy can have stabilising effects on real output (at least in the short run). However, it 

is usually argued that financial asset price inflation or, more generally, private balance 

sheet positions should not be a primary concern for economic policy. In general, finan-

cial markets are assumed to be efficient, and certainly, even if they are not, neither the 

Central Bank nor the government are in a position to know ‘fundamentals’ better than 

the market and to detect financial asset bubbles or excessive leverage positions.7 Rather, 

the consensus view seems to be that the Central Bank should generally tolerate financial 

asset price inflation but cut interest rates sharply in case a bubble bursts (e.g. Bernanke 

and Gertler, 2001; Woodford, 2003, p. 13, ch. 6). In this view, financialisation is praised 

as ‘greater sophistification on the part of financial markets’ (Woodford, 2003, p. 15) 

facilitating the management of expectations by the Central Bank.8  

                                                 
4 Stiglitz (2001a) notes: ‘If stability and efficiency required that there existed markets that extended 
infinitely far into the future – and these markets clearly did not exist – what assurance do we have of the 
stability and efficiency of the capitalist system? … Simplistic representative agent models living 
infinitely long had been constructed, and, not surprisingly, in these models, the problems of instability 
and inefficiency did not arise.’  
5 ‘Amongst the several problems/disadvantages of this current consensus is that, in order to make a ra-
tional expectations, micro-founded model mathematically and analytically tractable it has been necessary 
in general to impose some (absurdly) simplifying assumptions, notably the existence of representative 
agents, who never default. This latter (nonsensical) assumption goes under the jargon term as the trans-
versality condition. This makes all agents perfectly creditworthy. … There are no credit constraints (eve-
ryone is angelic; there is no fraud; and this is supposed to be properly micro-founded!).’ (Goodhart, 2008, 
p. 13, emphasis in the original) 
6 Wickens (2008, pp. 12-3) provides a succinct description of the ‘basic dynamic general equilibrium 
closed economy’ model: ‘The model may be described as follows. Today’s output can either be con-
sumed or invested, and the existing capital stock can either be consumed or used to produce output tomor-
row. Today’s investment will add to the capital stock and increase tomorrow’s output. The problem to be 
addressed is how best to allocate output between consumption today and investment … so that there is 
more output and consumption tomorrow.’ 
7 ‘Not only expectations about policy matter, but, at least under current conditions, very little else matters. 
Few central banks of major industrial nations still make much use of credit controls or other attempts to 
directly regulate the flow of funds through financial markets and institutions. Increases in the sophistifica-
tion of the financial system have made it more difficult for such controls to be effective, and in any event 
the goal of improvement of the efficiency of the sectoral allocation of resources stressed previously would 
hardly be served by such controls, which (if successful) would inevitably create inefficient distortions in 
the relative cost of funds to different parts of the economy. Instead, banks restrict themselves to interven-
tions that seek to control the overnight interest rate in an interbank market for central-bank balances…’ 
(Woodford, 2003, p. 15) 
8 Bernanke and Gertler (2001, p. 257) argue ‘that the macroeconomic stability associated with inflation 
targeting is likely to reduce the incidence of panic-driven financial distress that could destabilize the 
economy, but this question is clearly deserving of further research.’ Woodford (2003, p. 16) also wel-
comes the in his view ‘greater sophistification on the part of financial markets and greater transparency 
on the part of central banks, the two developing in a sort of symbiosis with one another.’ Clarida et al. 
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There are at least two important strands within Neoclassical economics that are 

critical of the representative agent DSGE model. In these literatures, information 

asymmetries in financial markets and corporate governance are highlighted. The first 

line of research is part of the ‘New Institutional Economics’ (NIE) and emphasises, 

amongst other things, the principal-agent conflict between the owners (shareholders) 

and creditors of the firm on the one hand, and the firms’ management on the other (e.g. 

Manne, 1965; Jensen and Meckling, 1976; Fama, 1980; for a survey, see Frank and 

Goyal, 2005). Broadly speaking, these authors have concluded that shareholder value 

orientation, supported by a free stock market facilitating hostile takeovers and by finan-

cial market oriented remuneration schemes for managers, should alleviate the principal-

agent conflict. In particular, shareholder value orientation will discipline managers to 

make efficient use of production capacities, reduce overinvestment (‘empire building’) 

and to maximise profits in the interest of both shareholders and the economy at large.  

A second, more sceptical critique of the representative agent model has been devel-

oped under the label of ‘Information Economics’. This alternative ‘New Keynesian’ 

approach, which also inspires part of the present Thesis (in particular chapters V and 

VI), does not see nominal price rigidities as the primary cause of unemployment. It is 

also critical of the NIE approach but sees financial market imperfections as an important 

factor for explaining macroeconomic coordination failures (e.g. Stiglitz, 2001b; Stiglitz 

and Greenwald, 2003). In particular, information asymmetries can give rise to aggregate 

demand deficiencies due to liquidity constraints on the part of firms and consumers. For 

instance, firms may not be able to obtain sufficient means of finance in order to carry 

out all present value enhancing investment projects, when creditors and shareholders 

lack information about firms’ profit opportunities. In this view, not only do managers 

prefer internal financing as a way to preserve their independence vis-à-vis outsiders 

(e.g. Myers and Majluf, 1984), but the financial position of the firm also signals its 

creditworthiness to lenders and thus affects the managers’ ability to secure additional 

external means of finance (e.g. Stiglitz and Weiss, 1981; see also chapter V below). 

Therefore, as stressed in the financial accelerator model by Bernanke et al. (1996), the 

premium on external finance varies inversely with the borrower’s net worth (see Traut-
                                                                                                                                               
(1999, p. 1664), surveying the conclusions from the ‘science of monetary policy’ conclude: ‘U.S. mone-
tary policy may be judged according to this same metric. In particular, the evidence suggests that U.S. 
monetary policy in the fifteen years or so prior to Paul Volcker did not always follow the principles we 
have described. Simply put, interest rate management during this era tended to accommodate inflation. 
Under Volcker and Greenspan, however, U.S. monetary policy adopted the kind of implicit inflation 
targeting that we argue is consistent with good policy management.’  
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wein, 2000, for a critical assessment of this New Keynesian ‘credit view’). Moreover, 

an unregulated stock market may not lead to managements pursuing present value 

maximisation, when ownership is dispersed and individual shareholders have little in-

centives to bear the costs of monitoring management while receiving only a small part 

of the benefits (free-rider problem) (e.g. Stiglitz, 1975, 2001b).9 As a further result of 

asymmetric information, consumers may not be able to borrow against their future in-

come, when lenders find it difficult to assess borrowers’ creditworthiness (e.g. Camp-

bell and Mankiw, 1989, 1991; Stiglitz, 2001b; see also chapter VI below).  

(Post) Keynesian authors have expressed even more fundamental concerns about the 

standard DSGE model and the effects of financial deregulation. As it has been neatly 

put by Minsky (1986 [2008, p. 114]), these authors have long argued that ‘the neoclas-

sical synthesis ignores the capitalist nature of the economy, a fact that the Keynes the-

ory is always aware of.’10 While rejecting the construct of a single representative agent, 

(Post) Keynesians take a more historical and sociological view of the economy and 

stress the conflicts of interest between stylised social groups (such as shareholders, 

creditors, managers, blue-collar workers) as well as the interlinkages between income 

distribution and aggregate demand.  

As we argue in more detail below, Keynes himself complemented his research pro-

gramme of a ‘monetary theory of production’ (Keynes, 1933) with an understanding of 

historical patterns of macroeconomic development that was intrinsically linked to an 

analysis of financial institutions. In particular, there is evidence that Keynes drew a 

clear distinction between what we call the 19th century ‘entrepreneurial capitalism’, 

which was highly dynamic and relatively stable, and the 20th century ‘finance capital-

ism’ of the interwar period, which was very unstable and subject to financial crises. 

Moreover, he anticipated and advocated a type of post-war ‘managed capitalism’, in 

which financial market speculation would be contained through political regulations and 

primary concern would be given to the promotion of stable industrial expansion.  

Subsequently, Post Keynesian economists further developed the analysis of histori-

cally distinct ‘growth regimes’. In particular, the 30-year period after the Second World 

War, which combined relatively stable growth and low income inequality, has been de-
                                                 
9 Recently, this sceptical view of the effects of unregulated stock markets in practice seems to have been 
endorsed also by prominent early proponents of shareholder value orientation (e.g. Rappaport, 2005; 
Jensen, 2005). 
10 Heilbroner (1995, p. 314) complains about ‘the increasing appearance of a new concept as the vision – 
indeed, the essence – of economics, and the corresponding disappearance of another much older one. The 
new vision is Science; the disappearing one, Capitalism.’  
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scribed as the ‘Golden Age of Capitalism’ (Robinson, 1956, 1962), or ‘Fordism’ (Agli-

etta, 1976; Boyer, 1990), or the ‘New Industrial State’ (Galbraith, 1967). However, at 

least until recently, there have been few systematic attempts to analyse financialisation 

as a distinct historical phase of capitalism from a (Post) Keynesian perspective (see the 

literature reviews in chapters II and III below).11   

Therefore, in section 3 of this introductory chapter, we shall discuss the (Post) 

Keynesian stages of development approach in some more detail and argue that the fi-

nancialisation hypothesis can be seen as a natural and useful development of Keynes’s 

research programme of a monetary theory of production. This simultaneously sets the 

stage for our own contribution to the macroeconomics of financialisation in the next 

chapters. In order to provide some empirical background for this theoretical discussion, 

the next section 2 gives a broad sketch of some of the stylised facts with which the pre-

sent work is concerned. Section 4 gives a more detailed outline of the remaining chap-

ters and discusses some limitations of our work as well as directions for future research. 

 

2. Financialisation in the United States: some stylised facts and alternative theo-
retical interpretations 

Figures 1-6 give a good first impression of macroeconomic trends in the US since the 

1960s. In particular, they suggest that ‘something’ seems to have changed in the under-

lying structure of the US economy since the early 1980s, which are typically seen as the 

starting point for the process of financialisation in this country (Krippner, 2005).  

Until the early 1980s: 

- income inequality was relatively low and roughly stable; 

- the personal net worth-to-income ratio was roughly stable or slightly decreasing; 

- the personal saving rate was relatively high and slightly increasing; 

- the personal debt-to-income ratio was relatively low and roughly stable; 

- non-financial corporations retained a large and roughly stable fraction of their 

net profits; 

- the growth rate of net capital stock displayed cyclical movement around a rela-

tively high trend; 

- the contribution of net new equity issues to the financing of fixed capital in-

vestment by non-financial corporations was small but positive and firms’ debt-

to-capital ratio was relatively low.  
                                                 
11 Eclectic macroeconomic analyses of financialisation can be found in Epstein (2005), Orhangazi (2008).  
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By contrast, since the early 1980s: 

- income inequality has drastically increased (to levels comparable to the 

1920s);12 

- the personal net worth-to-income ratio has strongly increased; 

- the personal saving rate has drastically declined (and recently reached negative 

territory for the first time since the early 1930s); 

- the personal debt-to-income ratio has drastically increased; 

- non-financial corporations have heavily increased the dividend payout ratio (the 

ratio of distributed profits to net profits after tax and interest payments);13  

- the growth rate of net capital stock showed an overall declining trend (with the 

important exception of the ‘New Economy’ boom of the late 1990s); 

- the contribution of net new equity issues to the financing of fixed capital in-

vestment by non-financial corporations has become negative and very large in 

absolute value and firms have increasingly taken on debt. 

 

Figure 1: Top percentiles’ income shares (including capital gains), USA, since 1960 
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Source: Piketty and Saez: http://elsa.berkeley.edu/~saez/; author’s calculations. 

                                                 
12 The evolution of income inequality is hardly affected when capital gains are excluded. 
13 It has been argued that for the business sector as a whole, the importance of dividend payments as a 
means to distribute profits to shareholders has declined relative to share buybacks (Fama and French, 
2001) and that the decline in the aggregate retention ratio can be attributed to the dividend decisions of 
the largest firms (von Eije and Megginson, 2008). 
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Figure 2: Personal wealth relative to income, USA, since 1960 

0

1

2

3

4

5

6

7

 1960   1965   1970   1975   1980   1985   1990   1995   2000   2005  

Housing wealth/disposable income Net worth/disposable income
Fincial wealthdisposable income  

Source: Flow of Funds Accounts (Federal Reserve), table B.100; author’s calculations. 

 

Figure 3: Personal saving rate and debt-to-income ratio, USA, since 1960  
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Figure 4:  Rate of retained profits and growth rate of net capital stock, non-financial 
corporations, USA, since 1960 
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Figure 5:  Proportion of different means of finance in the financing of gross capital 

investment, non-financial corporations, USA, since 1960 
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Figure 6: Debt-to-capital ratio, non-financial corporations, USA, since 1960 
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The aforementioned stylised facts are, of course, open to very different theoretical 

explanations. Put very crudely, from the point of view of the standard DSGE model, 

enriched by NIE considerations, one may want to argue that:  

- the increase in income inequality over the past decades is due to a skill bias in 

technological change, which has increased the gap between the marginal produc-

tivity of high skilled and low skilled labour; moreover, globalisation has made 

unskilled labour relatively more abundant, while high skilled labour and capital 

have become relatively scarcer, and hence more expensive;  

- wealth has increased relative to income as a result of a higher global scarcity of 

capital, and because expectations of future profits and productivity gains have 

developed favourably;  

- the personal saving rate has declined because households’ permanent income 

has increased in line with firms’ present value and expected productivity growth 

and household have been able, supported by financial deregulation and innova-

tion, to borrow against their higher wealth and income expectations; 

- shareholder value orientation has led firms to reduce inefficient overinvestment 

(‘empire building’), become more profitable and distribute ‘excess cash flow’ to 

shareholders in the form of dividends and share buybacks; the decrease in the 

growth rate of the domestic net capital stock is also linked to the fact that com-
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panies can now invest and benefit from comparative advantages of different 

countries on a global scale;  

- firms have increasingly engaged in hostile takeovers (leveraged buyouts); the 

threat of hostile takeovers and higher debt burdens have disciplined management 

and made corporate governance more efficient; this has made the US economy 

increasingly attractive also for foreign capital, which has further contributed to 

the appreciation of asset prices and to the increase in domestic personal wealth. 

By contrast, from a (Post) Keynesian perspective, possibly enriched by contribu-

tions from modern Information Economics, one may rather argue that: 

- the increase in income inequality over the past decades is due to a change in 

power relations between shareholders, managers and blue collar workers, in-

duced by political decisions such as the deregulation of financial and labour 

markets, the weakening of trade unions, tax policies favourable to high income 

households, etc.14 

- higher profit expectations linked to the redistribution of income has also con-

tributed to the increase in wealth; the latter has also been actively supported by 

firms buying back their own shares;  

- the personal saving rate has declined because social norms have become increas-

ingly consumerist and even very high income groups have very low saving rates; 

many lower income households have reacted to stagnating real incomes by tak-

ing on debt in order to ‘keep up with the Joneses’; this process has been facili-

tated by financial deregulation and predatory lending and led to increasing ‘fi-

nancial fragility’, as uncovered by the current financial crisis; 

- shareholder value orientation has effectively led to ‘short-term performance ob-

session’15: firms have abstained from potentially ‘value-creating’ investment 

projects because they fear strong stock market reactions in case of small misses 

in conventional short-term earnings targets; fixed investment has also been 

                                                 
14 Krugman (2008, pp. 7-8) admits that he had been a long-time believer in the conventional ‘story’ ac-
cording to which ‘impersonal forces such as technological change and globalization cause America’s 
income distribution to become increasingly unequal’, before recognising that ‘political change in the form 
of rising polarization has been a major cause of rising inequality. … The empowerment of the hard right 
emboldened business to launch an all-out attack on the union movement, drastically reducing workers’ 
bargaining power; freed business executives from the political and social constraints that had previously 
placed limits in runaway executive paychecks; sharply reduced tax rates on high incomes; and in a variety 
of other ways promoted rising inequality.’ 
15 This is essentially the complaint by Rappaport (2005), one of the main early proponents of shareholder 
value (Rappaport, 1986). 
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‘crowded out’ by financial investment and excessive share buybacks and divi-

dend payouts have created liquidity constraints and vulnerable balance sheets on 

the part of banks and non-financial firms, adding to overall ‘financial fragility’;  

- US capital imports have been used primarily for personal consumption purposes 

rather than for enhancing technological progress and productivity gains through 

fixed capital investment; the de-industrialisation of the US economy may un-

dermine future productivity growth and creates doubts regarding the sustainabil-

ity of the US external deficit. 

Of course, this is only a very rough outline of how recent macroeconomic trends in 

the US tend to be interpreted within different paradigms. Also, the arguments contrasted 

above are not necessarily mutually exclusive in every respect. Yet, finally we can only 

agree with Minsky (1986 [2008, p. 109]) that  

(theory) is both a lens and a blinder. As a lens, it focuses the mind upon specific 
problems, enabling conditional statements to be made about causal relations for 
a well-defined but limited set of phenomena. But as a blinder, theory narrows 
the field of vision. 

In the next section, we discuss in how far the (Post) Keynesian lens, embedded in 

the research programme of a monetary theory of production, has been useful in analys-

ing the role of finance in different historical stages of development of capitalism and 

how it needs to be modified for an analysis of what we call financialisation. Our discus-

sion is set in the context of a closed private economy. The omission of monetary and 

fiscal policy as well as open economy issues is a main limitation of our analysis, as we 

discuss in section 4 below.  

 

3. The financialisation hypothesis and the (Post) Keynesian stages of development 
approach 

As recognised by Crotty (1990, p. 762) there cannot be ‘a single Keynesian theory of 

something called competitive-capitalism-in-the-abstract’. Rather, 

(t)he institutional foundation of Keynes’s methodology can be seen most clearly 
if we understand his macrotheory to be the integration of two distinct levels of 
analysis – a relatively abstract level (which we label Level I) and a more insti-
tutionally concrete level (Level II).  

In our view, the distinction between these two levels of analysis follows, almost by 

definition, from the research programme of a monetary theory of production, which 

requires two main areas of inquiry: at the ‘relatively abstract level’, the existence of 
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money and uncertainty implies that financial markets can never be merely a tool in the 

hands of individuals (or the representative agent) allowing them to choose freely be-

tween current and future consumption, with firms having only the vicarious function of 

translating current savings into future consumption opportunities. Rather, because in-

vestment is not the quasi-automatic reflection of the prior abstinence of consumers,16 as 

suggested by general equilibrium theories, the determinants of investment and con-

sumption spending can and have to be analysed independently of each others, as Keynes 

(1936) does in books 3 and 4 of the General Theory. In particular, they depend, at the 

‘more institutionally concrete level’, on the power relations between social groups 

within the firm as a unit of production and on historically contingent (financial) institu-

tions and social norms. Below, we briefly review Keynes’s stages of development ap-

proach in terms of its implications for private investment and consumption decisions, 

while distinguishing the two levels of analysis identified by Crotty (1990).  

In the General Theory, Keynes states that ‘it is obvious that … the rate of invest-

ment will be pushed to the point on the investment demand-schedule where the mar-

ginal efficiency of capital in general is equal to the market rate of interest’ (Keynes, 

1936 [1997, pp. 136-7]). Yet, as the marginal efficiency of capital is defined ‘in terms 

of the expectation of yield and of the current supply price of the capital-asset’ (p. 136, 

emphasis in the original), it is questionable whether in a world where the future level of 

aggregate demand, and hence firms’ profit opportunities, are uncertain, expectations of 

yield can be rational in any significant sense:  

If we speak frankly, we have to admit that our basis of knowledge for estimating 
the yield ten years hence of a railway, a copper mine, a textile factory, the 
goodwill of a patent medicine, an Atlantic liner, a building in the City of Lon-
don amounts to little and sometimes to nothing; or even five years hence. (pp. 
149-50) 

This uncertainty, however, is precisely the reason why the Keynesian investment 

theory needs to be complemented by Level II analysis in the sense of Crotty (1990). In 

particular, firms’ assessment of the marginal efficiency of capital, or ‘animal spirits’, 

will crucially depend on historically contingent social norms and institutions. Interest-

ingly, in the Treatise on Money (1930, vol. II, p. 149), Keynes summarises his invest-

ment theory in more practical language: 

                                                 
16 ‘It is enterprise which builds and improves the world’s possessions. … If Enterprise is afoot, wealth 
accumulates whatever may be happening to Thrift; and if Enterprise is asleep, wealth decays whatever 
Thrift may be doing.’ (Keynes 1930, pp. 148-9) 
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Now, for enterprise to be active, two conditions must be fulfilled. There must be 
an expectation of profit; and it must be possible for enterprisers to obtain com-
mand of sufficient resources to put their projects into execution. 

Instead of the binding, profit-maximising condition: marginal efficiency of capital = 

rate of interest, we find a much looser condition for investment to take place: firms need 

to expect to make some (not necessarily maximum) profits, and they need to have ac-

cess to sufficient means of finance. As we shall argue throughout this introduction and 

in the later chapters, this ‘abstract’ Keynesian investment theory can be usefully applied 

to different stages of development of capitalism, including financialisation. 

In 19th century entrepreneurial capitalism, it seems that of the two conditions ‘for 

enterprise to be active’ as identified by Keynes, the expectation of (immediate) profit 

played a very subordinate role, while entrepreneurs tended to realise all those invest-

ment projects for which they were able to obtain means of finance. From this resulted a 

period of high and steady growth, despite high income inequality. In other words, the 

risk of macroeconomic instability, which follows as a general result from Keynes’s 

Level I analysis, was tamed by the specific institutions and social norms of the time: 

Stage One [19th century, TvT] entrepreneurs were not nervous managers unsure 
of whether the accumulation of physical capital or of liquid financial assets 
would best satisfy the whimsical desires of their stockholders. (Crotty, 1990, p. 
768) 

In former times, when enterprises were mainly owned by those who undertook 
them or by their friends and associates, investment depended on a sufficient 
supply of individuals of sanguine temperament and constructive impulses who 
embarked on business as a way of life, not really relying on a precise calculation 
of prospective profit. …  Business men play a mixed game of skill and chance, 
the average results of which to the players are not known by those who take a 
hand. (Keynes, 1936 [1997, p. 150])  

 
By this system the active business class could call to the aid of their enterprises 
not only their own wealth but the savings of the whole community; and the pro-
fessional and propertied classes, on the other hand, could find an employment 
for their resources, which involved them in little trouble, no responsibility, and 
(it was believed) small risk. For a hundred years the system worked throughout 
Europe with an extraordinary success and facilitated the growth of wealth on an 
unprecedented scale. To save and invest became at once the duty and the delight 
of a large class. (Keynes, 1963, p. 85)  

The new rich … were not brought up to large expenditures, and preferred the 
power which investment gave them to the pleasures of immediate consumption. 
... Herein lay, in fact, the main justification of the Capitalist System. If the rich 
had spent their new wealth on their own enjoyments, the world would long ago 
have found such a régime intolerable.’ (Keynes, 1919 [2007, pp. 10-1]) 
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By contrast, in the 20th century finance capitalism of the interwar period, analysed 

e.g. in chapter 12 of the General Theory, the accumulation-oriented firm controlled by 

the individual owner-manager had largely given way to the joint stock company. Share-

holders were primarily interested in the (short-term) returns on their financial invest-

ments rather than on the growth and long-term potential of a particular firm.17 Keynes 

describes the resulting manager-owner conflict as one of enterprise versus speculation 

and argues that, as a result of the organisation of financial markets at the time, particu-

larly in the USA, ‘the risk of the predominance of speculation does, however, increase’ 

(Keynes, 1936 [1997, p. 158]): 

Thus certain classes of investment are governed by the average expectation of 
those who deal on the Stock Exchange as revealed in the price of shares, rather 
than by the genuine expectations of the professional entrepreneur. (Keynes, 
1936 [1997, p. 151]) 

While this view bears some similarity to the shareholder value concept in New Insti-

tutional Economics, Keynes has, of course, no confidence whatsoever in the compe-

tence of the stock market in assessing the marginal efficiency of capital (Keynes, 1936 

[1997, pp. 153-5]). Keynes seems to argue that in interwar finance capitalism the profit 

expectations of the stock market, rather than the access to means of finance, often were 

the binding constraint for investment. He therefore advocated a new type of managed 

capitalism, where political regulations would make financial investments more illiquid 

(Keynes, 1936 [1997, pp. 160-1]) and hence oriented towards the long-term growth of 

firms. Later in this section and, more formally, in chapter III, we discuss how the profit-

ability and finance constraints identified by Keynes can also be analysed in terms of the 

Post Keynesian theory of the firm. In chapter IV, we construct a formal model in which 

the two more recent institutional configurations of capitalism, called Fordism and finan-

cialisation, are analysed, whose main characteristics depend also on whether accumula-

tion is constrained by profitability claims formulated by shareholders or whether man-

agers attempt to maximise growth subject only to a finance constraint. In chapter V and 

in the econometric analysis in an Appendix to that chapter, we discuss in how far share-

holder value orientation may also affect the financial constraints for firms. 

Keynes’s consumption theory can also be interpreted in terms of Crotty’s (1990) 

distinction of two levels of analysis. Keynes’s general conclusion that consumption 

                                                 
17 Keynes (1963, pp. 80-105) also discusses the political economy of the transition from the 19th century 
entrepreneurial capitalism to the 20th century interwar finance capitalism. In his view, the attitude of ‘pa-
tient finance’ had been largely undermined by the period of inflation accompanying the First World War.  
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cannot be the result of intertemporal utility-maximisation based on an arbitrage between 

consumption and leisure derives from Level I analysis: clearly, in a world of uncertainty 

with involuntary unemployment, there is no point in treating current consumption as 

determined by a representative individual who chooses an optimal consumption-leisure 

decision over her entire lifetime (or even an infinite time horizon).18 However, it is pre-

cisely this lack of optimising behaviour on the part of households that opens the way to 

Level II analysis in the sense of Crotty (1990): in different time periods, and in different 

countries, social norms and institutions (e.g. consumers’ willingness and ability to apply 

for consumer credit) differ substantially, and hence the conflicting individual motives 

and institutional conditions for thriftiness and consumption cannot be derived from an 

ahistorical utility function of a representative individual.  

In terms of Level II analysis, Keynes recognised that during the period of interwar 

finance capitalism, financial asset price movements could play a decisive role for the 

propensity to consume. Keynes envisages the possibility of a decoupling of consump-

tion from current income together with an increase in borrowing that reminds one of 

recent consumer behaviour in the USA (see Figure 3 above, and chapter VI below):  

Now, on the class who take an active interest in their Stock Exchange invest-
ments, especially if they are employing borrowed funds, (a decline in the market 
value of equities) naturally exerts a very depressing influence. These people are, 
perhaps, even more influenced in their readiness to spend by rises and falls in 
the value of their investments than by the state of their income. With a ‘stock-
minded’ public, as in the United States to-day, a rising stock-market may be an 
almost essential condition of a satisfactory propensity to consume. (Keynes, 
1936 [1997, p. 319]) 

By contrast, in 19th century capitalism, things had been much simpler. Most of the 

(poor) population had to spend almost their entire income on consumption goods, while 

most saving was done by entrepreneurs themselves and transformed directly into pro-

ductive investment by them (see the quotes given on p. 23 above). 

Keynes (e.g. 1963, pp. 358-73; 1943 [1980]; 1936 [1997, pp. 325, 374-7]) also be-

lieved that in the longer run, as society would become increasingly productive and rich, 

capital would cease to be scarce and consumers’ material needs would be increasingly 

saturated such that the propensity to save increases because ‘a higher absolute level of 

income will tend, as a rule, to widen the gap between income and consumption’ 

(Keynes, 1936 [1997, p. 97]) so that ‘(i)t becomes necessary to encourage wise con-

                                                 
18 For a very convincing critique of standard intertemporal consumption theory, see Marglin (1975). 
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sumption and discourage saving’ (Keynes, 1943 [1980, p. 323]. This prediction has, of 

course, proven seriously mistaken. Keynes did not at all imagine that increasingly rich 

countries, such as the USA, could become ever-more consumerist (Stiglitz, 2008) and 

that even very high income groups would display near-zero saving rates (Maki and 

Palumbo, 2001). In chapter VI below, we shall analyse some of the reasons for the pri-

vate consumption boom in the US over the past decades, which is to a large extent 

wealth-based and debt-financed and hence represents one of the main characteristics of 

financialisation in this country (see also chapter II). Interestingly, the drastic decline in 

the savings propensity of US private households (see Figure 3 above) has not been pre-

vented by the equally significant rise in income inequality (see Figure 1 above), which 

from a traditional Keynesian perspective should have been expected to result in a higher 

personal saving rate (e.g. Keynes, 1936 [1997, p. 373]).  

Post Keynesian economists have extended Keynes’s principle of effective demand 

to the case of a growing economy, paying particular attention to the interrelation be-

tween income distribution and economic growth.19  

Much of Post Keynesian economics is centred around Kalecki’s famous profit equa-

tion, which in one variant is also called the ‘Cambridge equation’, by reference to the 

works of Keynes’s colleagues and followers in Cambridge, such as Joan Robinson, 

Nicholas Kaldor, or Luigi Pasinetti. Kalecki (1942) derives his profit equation from the 

following accounting identities for a closed private economy:  

Gross Profits  Gross Investment 
+ Wages and Salaries + Capitalists’ Consumption  
  + Workers’ Consumption 

 

= Gross National Product = Gross National Product 

Gross profits are then given by the sum of gross investment and capitalists’ con-

sumption less workers’ savings.20 The frequent assumption that workers do not save 

(wages and salaries are fully consumed) then leads to the famous dictum that ‘the work-

ers spend what they get, and the capitalists get what they spend’ (Robinson, 1966, p. 

341). The Cambridge equation captures precisely this idea:  

                                                 
19 See Lavoie (1992, 2004), Hein (1997, 2003, 2008), Setterfield (2002), Van de Velde (2005), Arestis 
and Sawyer (2004) for expositions of the (Post) Keynesian research programme. 
20 Kalecki (1971, pp. 78-9) goes beyond this necessarily true relationship by recognising the direction of 
causation as going from capitalist expenditure to profits: ‘Now, it is clear that capitalists may decide to 
consume and to invest more in a given period than in the preceding one, but they cannot decide to earn 
more. It is, therefore, their investment and consumption decisions which determine profits, and not vice 
versa.’ Underlying this view is, of course, a concept of endogenous money.  
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(1) ( ) Πsrgr =  

where r is the profit rate, g is the accumulation rate, and sΠ is the propensity to consume 

out of profits. While bearing an obvious resemblance to Keynes’s aggregate income 

multiplier, Y = I/s, where I is investment and s the propensity to save, the Cambridge 

equation is rather a profit multiplier21 formulated in growth terms. It therefore shifts the 

focus of analysis further away from the Neoclassical exchange economy, with income 

for consumption as the final aim, to a capitalist production economy, with accumulation 

and profit as its driving forces. 22 

The macroeconomic Post Keynesian analysis of accumulation and profit is comple-

mentary to the Post Keynesian theory of the firm, which is based on the postulation of a 

growth-profit trade-off (see chapters III-V below). In the traditional Post Keynesian 

theory of the firm, developed during the ‘Fordist’ postwar period, it has been argued 

that the management of the large corporation (Eichner’s, 1976, ‘megacorp’) was largely 

autonomous in its investment decisions. The main interest of such managements 

(Galbraith’s, 1967, ‘technostructure’) has been seen to be the growth of the firm, subject 

to only loose profitability constraints enforced by rentiers (see also Lavoie, 1992, p. 

117; 2004, p. 52; chapter IV below). The following quotes make this point very clear: 

… ownership of firms … is limited to the capitalist class. This can be divided 
into the entrepreneurs and rentiers. The latter group, whilst having an ownership 
interest, do not actively participate in control. … The entrepreneuers are con-
trollers and part-owners of firms and make the effective decisions on the opera-
tion of firms. (Sawyer, 1985, p. 72) 
 
Once the safety of the technostructure is ensured by a minimum level of earn-
ings, there is then a measure of choice as to goals. Nothing is so compelling as 
the need to survive. However, there is little doubt as to how, overwhelmingly, 
this choice is exercised: It is to achieve the greatest possible rate of corporate 
growth as measured in sales. (Galbraith, 1967, p. 177) 
 
In the mature corporation the technostructure sets prices not where they maxi-
mize profits but where they best contribute to the security of the technostructure 
and to the growth of the firm. (Galbraith, 1967, pp. 252-3) 

Clearly, this view of the firm23 is reminiscent of Keynes’s analysis of 19th century 

entrepreneurial capitalism, where it was also the availability of finance, rather than prof-

                                                 
21 Of course, the ‘widow’s cruse’ (Keynes, 1930, vol. I, p. 139) is an anticipation of the profit multiplier. 
22 For a detailed discussion of Post Keynesian models of distribution and growth, see Lavoie (1992, ch. 6) 
and Hein et al. (2008); see also chapter IV below.  
23 Similar views can be found in Berle and Means (1932), Baumol (1959), Marris (1964). 
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itability pressures, which were the binding constraint ‘for enterprise to be active’. In 

Galbraith’s (1967) ‘New Industrial State’, planning activities at the level of the large 

corporations had effectively eradicated the instability of interwar finance capitalism24 

where, following chapter 12 of Keynes’s General Theory, firms’ assessment of the mar-

ginal efficiency of capital largely depended on stock market fads. By contrast, Fordism 

was seen as a type of managed capitalism as anticipated by Keynes, in which the steady 

growth of real wages (and declining income inequality) fuelled the consumption de-

mand which justified firms’ objective of a steady growth of sales (see also Aglietta, 

1976). While (as in 19th century entrepreneurial capitalism) the propensity to save of 

firms and (high-income) individuals was relatively large (see Figures 3 and 4 above), a 

high rate of accumulation provided for a high rate of profit at the macroeconomic level, 

in accordance with the Cambridge equation.25  

Post Keynesian theorists of the firm have always been very critical of the agency 

theory of the firm, as inherent in the New Institutional Economics literature (see chap-

ters III and IV below). Lavoie (1992, p. 102) in his review of the Post Keynesian theory 

of the firm even went so far as to claim that:  

Whether the owners are still in control or not is irrelevant: those individuals tak-
ing decisions within the firm are in search of power; and their behaviour and 
motivations will reflect that fundamental fact.  

However, in our view, financialisation clearly requires a rethinking of the Post 

Keynesian theory of the firm, although the literature on these issues has been remarka-

bly thin until very recently (see the discussion in Dallery, 2008). In chapters III-V be-

low, we discuss how an increased shareholder influence, as an important part of finan-

cialisation, can affect both conditions for ‘enterprise to be active’ identified by Keynes 

(1930, vol. II, p. 149): first, the required ‘expectation of profit’ is likely to increase 

(firms prefer a lower accumulation rate to improve profitability); second, as sharehold-

ers demand higher payouts in the form of dividends and share buybacks, it becomes 

increasingly difficult for managers to ‘obtain command of sufficient resources to put 
                                                 
24 Minsky (1975, 1982, 1986) argues that it was precisely the stability of the post-war decades that created 
financial fragility by encouraging firms to take on ever higher leverage in order to speed up the growth of 
capital stock. However, it has been convincingly argued by several authors (e.g. Lavoie, 1996, Hein, 
1997, Lavoie and Seccareccia, 2001) that there is no clear-cut positive relationship between firms’ lever-
age and accumulation rates at the macroeconomic level. Rather, according to the ‘paradox of debt’, em-
phasised by Joseph Steindl (1976), falling (rising) accumulation rates may be linked to rising (falling) 
leverage on the part of firms. These issues are also discussed in chapter V below.  
25 Marglin and Bhaduri (1990) suggest that the fall in the profit share has contributed to the ‘fall of the 
Golden Age’ in the 1970s by reducing firms’ propensity to invest. With financialisation, the profit share 
has increased in most countries but real investment has remained relatively tepid, as discussed below.  
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their projects into execution’. At the same time, shareholder value orientation is likely 

to be linked to a redistribution of income at the expense of blue collar wages.  

As rightly argued by Jensen and Meckling (1976), an increase in shareholder value 

orientation should lead to a higher preference for profitability of the individual firm.26 

However, from a Keynesian perspective the microeconomic growth-profit trade-off is, 

of course, linked to an important macroeconomic fallacy of composition, as is obvious 

from Kalecki’s profit equation and the Cambridge equation. As we discuss in chapters 

III and IV, as many firms decide to reduce the rate of accumulation in order to increase 

profitability, in the absence of a mechanism stimulating aggregate demand, firms will 

not realise their profitability target (see Cordonnier, 2006; Cordonnier and Van de 

Velde, 2008; chapter IV below). Yet, with financialisation, there are a number of new 

channels allowing firms to increase profitability at the macroeconomic level despite the 

reduction of what is perceived as overinvestment at the firm level. These channels, 

which will be discussed in the following chapters, include an increased consumption out 

of distributed profits by shareholders as a result of higher dividends and share buybacks 

by shareholders as well as the debt-financing of consumption by workers and wealth-

owners facilitated by financial deregulation and a rising wealth-to-income ratio (see 

Figures 2-5 above). As will be analysed in the remaining chapters, these various con-

sumption channels may, at least temporarily and under certain conditions, become a 

driving force of a finance-led, or debt-led, ‘growth regime’, combining strong economic 

growth with stagnating real mass incomes and a divergence of accumulation and profit-

ability, which has been dubbed the ‘investment-profit puzzle’ by Stockhammer (2005-

6). At the same time, however, such a growth regime is likely to be linked to increasing 

financial fragility as the balance sheets of both firms and households become increas-

ingly vulnerable as a result of respectively debt-financed dividend payments and finan-

cial investments and debt-financed consumption expenditures. Therefore, an initially 

‘debt-led’ system may eventually turn ‘debt-burdened’.  

Retrospectively, one may argue that the US economy has gone precisely through 

such a process over the past decades. Clearly, in this structuralist view the current fi-

nancial is not a ‘low probability event’ (Robert Rubin) but may well define another 

turning point in the history of stages of development of capitalism. The parallels with 
                                                 
26 In OECD (1998), the critique of Fordism also seems to be based on the agency theory of the firm and 
on the notion of a growth-profit trade-off, with the implicit conclusion that firms should focus more on 
profitability at the expense of growth: ‘Among the manifestations of this lack of control over manage-
ment were the pursuit of market share and growth at the expense of profitability…’ (p. 17) 
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Keynes’s analysis of 20th century interwar finance capitalism and the subsequent Great 

Depression are also apparent. It is in this spirit that the articles collected in this Thesis 

attempt to contribute to the theoretical and empirical understanding of financialisation.  

 

4. Plan of this Thesis and outlook for future research 

4.1 Outline of the remaining chapters 

In chapter II, a number of important contributions to the interdisciplinary political econ-

omy literature on financialisation are reviewed. We argue that this literature could be 

enriched if the macroeconomic dimension of financialisation was more explicitly taken 

into account. In particular, important macroeconomic constraints regarding the determi-

nation of profits (Kalecki’s profit equation), are often not explicitly considered, al-

though many authors have highlighted the favourable development of corporate profit-

ability together with a decreasing importance of physical investment and an increased 

importance of financial operations. We compare our macroeconomic approach with 

contributions from different strands in the existing literature, including empirical analy-

ses of new patterns of profit generation, the ‘varieties of capitalism’ approach, the Brit-

ish ‘social accounting’ literature, and the French Regulationist literature. Our theoretical 

framework is illustrated by means of an empirical comparison of the effects of finan-

cialisation in the USA and in Germany. This allows us to show that the ‘decoupling’ of 

profits and physical investment, observable in both countries, is compatible with very 

different social and macroeconomic environments, centred around a wealth- and debt-

based consumption boom in the US on the one hand, and an increasing orientation to-

wards foreign goods and financial markets in Germany on the other. On the basis of this 

empirical illustration, we reassess in how far the different political economy approaches 

take into account the macroeconomic risks involved with financialisation. 

In chapter III, we look more specifically at recent attempts to integrate financialisa-

tion processes into Post Keynesian distribution and growth models and distinguish three 

principal channels of influence: 1. objectives and financial restrictions of firms, 2. new 

opportunities for households’ wealth-based and debt-financed consumption, and 3. dis-

tribution between capital and labour, on the one hand, and between management and 

workers on the other hand. Starting from a re-interpretation of the Post Keynesian the-

ory of the firm, we bridge the gap between micro- and macro-analysis of financialisa-

tion, taking into account stock-flow interactions. Our review of the theoretical literature 
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on financialisation shows that expansionary effects may arise under certain conditions, 

in particular when there are strong wealth effects in firms’ investment decisions (via 

Tobin’s q) and in households’ consumption decisions. However, our review also sug-

gests that even an expansionary finance-led economy may build up major financial im-

balances, i.e. increasing debt-to-capital or debt-to-income ratios, which make such 

economies prone to financial instability.  

Chapters IV and V build on the literature review from chapter III and analyse the 

three channels of influence discussed in that chapter in much greater depth. Both chap-

ters IV and V are based on ‘stock-flow consistent’ macroeconomic models. This new 

modelling approach has recently become a very dynamic area of research in Keynesian 

macroeconomics, particularly since the publication of a joint book by Wynne Godley 

and Marc Lavoie in 2007 (see van Treeck, 2008, for a review). It has been argued that 

stock-flow consistent modelling is a particularly promising framework for an analysis of 

institutionally rich, Keynesian model economies evolving through historical time (e.g. 

Macedo e Silva and Dos Santos, 2008). There are also close links with the social ac-

counting literature referred to above, as the consistent dynamic accounting of all flows 

and stocks renders all kinds of implications of the economic interactions between con-

flicting social groups particularly explicit. Here, we apply the approach of stock-flow 

modelling to the financialisation hypothesis and to the analysis of debt-led and debt-

burdened systems. One problem, however, with this class of models is that the models 

are typically large so that their properties have to be explored through computer simula-

tions, although graphical illustrations and analytical simplifications are sometimes pos-

sible (e.g. Taylor, 2004; Dos Santos and Zezza, 2008; Skott and Ryoo, 2008). In chap-

ters IV and V below, intuitive explanations of the simulation exercises are provided 

together with simplified analytical discussions and graphical illustrations. 

The purpose of chapter IV is twofold. First, we revisit the old but still vibrant debate 

over ‘fully-adjusted positions’, defined by the long-run equality of actual and standard 

utilisation rates. The central proposition of this paper is that in a world where different 

groups inside and outside firms have different objectives, the equality of actual and 

standard utilisation should not be treated as the (only possible) long-run equilibrium 

condition. However, when the rate of utilisation is treated as an endogenous variable, 

the macroeconomic paradoxes of thrift and of costs may be preserved even in the long 

run so that the economy remains demand-led. The argument is illustrated in a model of 

target return pricing with conflict inflation, building on Lavoie (2002, 2003). A ‘com-
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mon language’ for the conflicting claims by shareholders, managers, and workers is 

developed in terms of target profit rates, and it is shown that these contradictory claims 

can be partly reconciled through variations in the utilisation rate. Second, we distinguish 

a ‘Fordist regime’ and a ‘financialisation regime’ and produce simulation results within 

a simple stock-flow consistent model that are broadly consistent with the stylised facts 

of these distinct historical phases of capitalism. Our analysis unifies history and equilib-

rium in the sense that the nature of and the adjustment to the final equilibrium position 

depends on the objectives of the dominant social groups. In the Fordist era, managers 

and workers are the leading groups. Managers are dominant vis-à-vis shareholders in 

their investment decisions, which are oriented towards expansion rather than profitabil-

ity and only constrained by aggregate demand and the availability of finance, but not by 

shareholders’ profitability claims. Workers impose increases in the wage share, which 

lead to higher aggregate demand and output growth, as well as lower debt ratios for 

firms, and firms can resist these claims only to a limited degree and are flexible in the 

formulation of their profitability targets. With financialisation, shareholders formulate 

inflexible profitability objectives, which are imposed on both managers and workers. At 

the macroeconomic level, these can be realised under certain conditions, when con-

sumption out of distributed profits and increasing wealth overcompensates the drop in 

the propensity to invest which is associated with firms’ higher preference for profitabil-

ity, as opposed to expansion. This shareholder-dominated long-run equilibrium is, how-

ever, subject to the conflicting objectives of the banking sector, which may wish to keep 

firms’ debt ratios below some maximum level. In a sense, we provide microfoundations 

for different macroeconomic growth regimes, but we also emphasise that microeco-

nomic behaviour cannot be understood without a notion of (adverse) macroeconomic 

feedback effects.27 The chapter also illustrates how Post Keynesian macroeconomics 

and various concepts stemming from the interdisciplinary social accounting and Regula-

tionist literatures can be fruitfully combined. 

Chapter V takes a broader view at financialisation and the model developed in this 

chapter attempts to encompass several important recent works on the effects of finan-

cialisation. This includes contributions from the fields of mainstream Information Eco-

nomics and Post Keynesian economics. We conduct simulations reflecting increased 
                                                 
27 On the relation between micro- and macroeconomics, we agree with Hoover (2006, p. 148): ‘For me, 
microeconomics will never be more than suggestive for macroeconomics. There is more to be gained 
from embracing macroeconomics and rigorous data analysis than from a pursuit of the chimera of micro-
foundations.’ 
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shareholder value orientation, and the results are consistent with important stylised 

facts. While in chapter IV the focus was on the effects of shareholder value orientation 

on firms’ preferences, chapter V emphasises the broader importance of firms’ financial 

policies and liquidity constraints for firms and households. We see the financial effects 

of shareholder value orientation as reflected by a high dividend payout ratio and the 

reluctance of firms to finance physical investment via new equity issues. We show that 

the change towards more aggressive financial policies can have either expansionary or 

contractionary effects on the overall economy, but that in all cases firms’ leverage and 

overall financial fragility increases. We also show that debt-financing of private con-

sumption can have either positive or negative effects on growth, and how a debt-led 

system can eventually turn debt-burdened as the positive flow effect of credit is offset 

by the negative stock effect of personal and corporate debt.  

An appendix to chapters IV and V examines the theoretical conjectures formulated 

in these chapters from an econometric perspective. A simple private investment func-

tion is estimated for the US, suggesting (tentatively) both that liquidity constraints are 

an important determinant of investment and that firms’ motivation for borrowing has 

significantly changed from Fordism to financialisation: while borrowing previously 

contributed to explaining firms’ real investment behaviour, in more recent times firms 

continued to borrow heavily but borrowing has been largely dissociated from real in-

vestment decisions. In accordance with our arguments made in chapter IV, this may be 

linked to a higher preference for profitability and financial investment at the expense of 

real investment. 

Finally, chapter VI contributes to understanding recent trends in US personal con-

sumption from an econometric perspective. We test the Permanent Income consumption 

model with rational expectations against alternative models that consider the influence 

of social norms and behaviouristic phenomena. Amongst the various concepts dis-

cussed, loss aversion and liquidity constraints are two particularly prominent explana-

tions of why the Permanent Income model is violated in practice. In the existing litera-

ture, these two types of consumption asymmetry are usually considered as mutually 

exclusive. Using a single data set for US personal consumption, income and wealth, we 

show that evidence of either loss aversion or liquidity constraints can indeed be pro-

duced, depending on the theoretical and econometric framework applied. We then pro-

pose a synthetic asymmetric error correction model, applying a new estimation tech-

nique recently advanced by Shin et al. (2008) building on Pesaran et al. (2001), and find 



34 

evidence that can be interpreted as indicating both long-run loss aversion and short-run 

liquidity constraints. This result can also be interpreted in the context of the secular de-

cline in the US personal saving rate over the past decades: although wealth declines can 

have considerable negative consumption effects in the short run, households have ap-

parently been able, in the longer run, to substantially increase consumption expenditure 

following income and wealth increases, but to keep the necessary reductions in con-

sumer spending, as a consequence of income and wealth declines, within relatively 

small limits. Yet, given increasing personal indebtedness, this asymmetric consumption 

pattern may be unsustainable. This result fits well with our conjecture, developed in the 

previous chapters, that a growth regime based of wealth-based, debt-financed and con-

sumption-led expansion gives rise to important macroeconomic instabilities. It also sup-

ports the Keynesian view that patterns of personal consumption seem to be largely de-

termined by historically contingent social norms and modes which may not, however, 

be sustainable over the long run. 

 
4.2 Open questions and directions for future research 
 
Clearly, the articles collected in this Thesis are only a first attempt to analyse some of 

the very complex implications of financialisation within a coherent structuralist frame-

work. Particular attention is paid to identifying the risk of macroeconomic inefficiency 

and instability from a Keynesian perspective and the conflicts over the distribution of 

income and strategic decisions to be taken by firms. Although some reference is made 

to empirical facts, a more complete analysis of financialisation would have to take into 

account many more issues than can be discussed in the present work. We shall only 

briefly list a few of them below and discuss further limitations of our work in each of 

the remaining chapters. 

To begin with, our analysis is set, most of the time, within the framework of a 

closed private economy. An important debate during the past years has been whether 

the Central Bank should target goods market inflation, and/or whether it should (addi-

tionally) pursue an asset price inflation target. It seems that, at least until recently, most 

economists would have given a negative answer to this second question (e.g. Bernanke 

and Gertler, 2001). From a structuralist perspective, however, it has long been argued 

that additional instruments of monetary policy (other than the short-term interest rate) 

are required to contain unsustainable asset price and lending bubbles (e.g. Palley, 2004). 

Be this as it may, in our view the articles collected in this Thesis clearly suggest that 
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financial stability and macroeconomic efficiency in, say, the USA, cannot be restored 

by monetary policy and financial regulation alone. As an example, the massive con-

sumption boom in the US over the past years or decades was clearly supported by fi-

nancial deregulation and asset price bubbles. While this made possible the over-

indebtedness of private households which has contributed decisively to the current fi-

nancial crisis, without the boom in consumption aggregate demand and economic 

growth would have been far less dynamic in this country. Therefore, in order to com-

bine financial stability with robust demand expansion, it seems necessary to increase 

both firms’ propensity to invest in physical assets and the ability of lower- and middle-

income households’ to consume out of their incomes, rather than on the basis of specu-

lative credit and asset price bubbles. Nevertheless, the integration of monetary (and fis-

cal) policy issues as well as regulatory issues into macroeconomic models of financiali-

sation would be an important direction for future research. 

Similarly, it would be important to consider the international dimension of financial 

market liberalisation in a much more detailed and rigorous way than has been possible 

in this Thesis. For instance, the liberalisation of international capital flows has allowed 

multinational companies to install global production chains and to benefit from cost 

differentials between countries through foreign direct investments. Hence, it is possible 

that a firm’s domestic investment activity develops rather poorly relative to profits, 

when production is outsourced abroad. In chapter II, we review some evidence suggest-

ing that this factor plays only a minor role in explaining the ‘investment-profit puzzle’, 

but the issue of international production chains in the context of financial liberalisation 

would clearly deserve closer attention. Even more fundamentally, the question arises as 

to how far the international monetary system itself is and will be affected by the global-

isation of finance and which role will be played by newly industrialised countries, in 

particular China. Some economists (e.g. Dooley et al., 2003) have formulated the so-

called ‘revised Bretton Woods’-hypothesis, arguing that the export-led growth strategies 

of newly developing countries act in some sort of symbiosis with the ability of the 

United States to run large current account deficits. However, as noted by Palley (2006), 

this system was prone to crash because the US current account deficit was linked to the 

accumulation of personal debt associated with the credit-fuelled personal consumption 

boom that has now come to an end with the financial crisis starting in August 2007. 

Accordingly, the focus chosen in the chapters of the present Thesis is to look at how 

macroeconomic instability in the USA has been caused domestically through financiali-
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sation and how patterns of private investment and consumption in the US have contrib-

uted to the ‘global imbalances’. Clearly, this view also partly questions the hypothesis 

that the US was primarily the victim of an international ‘saving glut’ (Bernanke, 2005). 

Yet, this latter hypothesis could be reconciled with the financialisation hypothesis, as 

complementary explanations of the wealth-based and debt-financed expansion in the US 

(see also chapter II). In any case, the integration of these issues into the formal models 

developed in this Thesis would be a further important area for future research. 

Finally, in as much as the current work focuses on the potential effects of financiali-

sation on aggregate demand, technological supply-side considerations are hardly dis-

cussed at all. However, one important rationale for financial deregulation is the notion 

that free financial markets, rather than banks, are best suited to spur product innovation 

and technical progress by improving corporate governance and providing diverse forms 

of venture capital to dynamic and young firms. Essentially, this view can be seen as an 

outflow of the ‘financial repression/liberalisation’ hypothesis formulated primarily in 

the context of developing countries by McKinnon (1973) and Shaw (1973). However, 

the theoretical and empirical evidence on the relationship between financial liberalisa-

tion and (productivity) growth is at best mixed (see Levine, 2003, Hein, 2005, for over-

views). And, of course, even if it was true that countries with deregulated financial sys-

tems experienced higher growth over the past decades, this does not say anything about 

the concomitant macroeconomic instabilities that may render the growth regime in such 

countries unsustainable or prone to financial crises. This is all the more true as many 

developed high growth countries of the recent past did not experience private invest-

ment booms, but rather depended very heavily on wealth-based and debt-financed pri-

vate consumption. However, many economists have formulated doubts about the future 

development of productivity growth in countries such as the USA or the United King-

dom, where manufacturing investment seems to have been largely crowded out by fi-

nancial operations (e.g. Weller, 2003; Palley, 2006). Of course, the financialisation hy-

pothesis goes far beyond the question of how and how much productive investment is 

financed and how corporate governance is organised. Rather, it implies that the econ-

omy as a whole becomes increasingly dominated by financial market activities and that 

human talent and creativity is increasingly channelled into these areas and that finance 

increasingly occupies everyday life (e.g. Langley, 2008; Martin, 2002). Yet, it may 

seem questionable that this concentration of human effort on financial services will 

have long-run productivity enhancing effects. For instance, Murphy et al. (1991, p. 
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506), on the basis of an otherwise Neoclassical model based on Lucas (1978), incorpo-

rate the productivity effects of ‘rent seeking’ in the financial sector and suggest that 

(t)he flow of some of the most talented people in the United States today into 
law and financial services might then be one of the sources of our low produc-
tivity growth. When rent-seeking sectors offer the ablest people higher returns 
than productive sectors offer, income and growth can be much lower than pos-
sible. 

In sum, the financialisation hypothesis is very encompassing and stretches far be-

yond the macroeconomic aspects discussed in the present work. This makes it a very 

exciting area for future, interdisciplinary research.    
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Chapter II:  
 
The political economy debate on ‘financialisation’ – a macroeconomic perspective♣ 
 

1. Introduction 

A number of important contributions to the political economy literature have argued 

that changes in the financial sector have been amongst the main reflections, or even the 

driving forces, of recent transformations of capitalism in the rich countries. This hy-

pothesis is often referred to as ‘financialisation’, although not all contributions use this 

term explicitly. We argue in this article that the emerging interdisciplinary research pro-

gramme on financialisation1 can be enriched if the macroeconomic dimension of finan-

cialisation, particularly in terms of the generation of profits, is more explicitly taken into 

account. We therefore compare our macroeconomic approach with important strands in 

the existing literature, including empirical analyses of new patterns of profit generation, 

the ‘varieties of capitalism’ approach, the British ‘social accounting’ literature, and the 

French ‘regulationist’ literature. The two former strands are either implicitly or explic-

itly grounded in a firm-level analysis of financialisation, while the latter two are more 

explicitly concerned with structuralist (macro) aspects of financialisation. One of the 

objectives of the present paper is to bridge the gap between these two dimensions of 

financialisation.2 The paper also illustrates the potential role of financialisation in con-

tributing to important macroeconomic instabilities and financial fragility, as they can be 

currently observed in the USA and in Germany. 

A remarkable macroeconomic phenomenon that has been recognised by various po-

litical economists is that profit rates have developed very favourably in many advanced 

economies over the past 20 or 30 years, while physical investment dynamics have 

tended to slow down (e.g. Krippner, 2005, p. 174; Duménil and Lévy, 2003, 2005; 

                                                 
♣ I am grateful to Eckhard Hein, Martin Höpner, Enrico Reuter, Engelbert Stockhammer, Hans-Michael 
Trautwein, and two anonymous referees for very helpful comments on earlier drafts of this paper. Of 
course, all errors are mine. Financial support of the Hans Boeckler Foundation is gratefully acknowl-
edged. 
1 An International Working Group on Financialisation (IWGF) has recently been set up ‘to establish … 
dialogue between researchers in different disciplines … who … had shared interests in financialisation 
and could learn from each other.’ (http://www.iwgf.org). 
2 Our literature review is necessarily selective and cannot do justice to the growing work on various im-
portant aspects of financialisation. Here, we focus mainly on those approaches which engage in debates 
over macroeconomic aspects of financialisation from either a firm-centred or a structuralist perspective. A 
complementary approach to financialisation issues can be found in the work on ‘everyday finance’ that 
focuses on the ways in which individual households are increasingly tied into and shape the international 
financial system (e.g. Martin, 2002; Langley, 2008).   
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Höpner, 2003, p. 306, 2005, p. 346; Stockhammer, 2007; Boltanski and Chiapello, 

2005, p. xxxvii). One popular (microeconomic) explanation of this macroeconomic 

phenomenon is that increased shareholder value orientation, as an important constituent 

of financialisation, has induced firms to develop a larger preference for profitability at 

the expense of investment (and potentially jobs and growth). Indeed, such a conclusion 

appears logical from the point of view of a firm-centred political economy where firms 

are seen as ‘the key agents of adjustment ... whose activities aggregate into overall lev-

els of economic performance’ (Hall and Soskice, 2001b, p. 6). Similarly, the observa-

tion that financial profits have increased relative to non-financial profits has led many 

authors to conclude that there has been some sort of ‘decoupling’ of the financial sphere 

of the economy from the real sphere in the sense that, with financialisation, ‘profits ac-

crue primarily through financial channels rather than through trade and commodity pro-

duction’ (Krippner, 2005: 174). Apparently, many firms have decided to abandon the 

real sector and ‘moved into financial operations to increase profits’ (Epstein, 2005, p. 7; 

see also Krippner, 2005; Crotty, 2005; Boltanski and Chiapello, 2005, p. 367).  

In this article, we discuss some of the hypotheses sketched above from a macroeco-

nomic perspective. In particular, we recall that macroeconomic profits must always be 

based on real income flows and that there is a positive, not a negative, relationship be-

tween profits (the profit rate) and physical investment (the accumulation rate) at the 

macroeconomic level. Hence, when firms in the aggregate reduce investment (the ac-

cumulation rate), perhaps as a result of shareholder value orientation, an increase in 

profits (the profit rate) is only possible if some other component of aggregate demand 

more than compensates for the decrease in investment (the accumulation rate). More 

precisely, macroeconomic profits are by definition equal to the sum of investment 

spending, consumption expenditure out of profits, the government deficit and the exter-

nal surplus, less saving out of wage income (Kalecki, 1942; Cordonnier, 2006). 

More generally, we try to show how a systematic integration of (Post Keynesian) 

macroeconomic theory may fruitfully complement particular strands in the political 

economy literature on financialisation. For instance, we agree on the usefulness of the 

concept of ‘complementarity’, which is central to the varieties of capitalism approach.3 

                                                 
3 The varieties of capitalism approach builds in particular on the seminal book edited by Hall and Soskice 
(2001a). For an overview, see Hall and Soskice (2001b). An important empirical analysis of institutional 
complementarity is Hall and Gingerich (2004). For a theoretical assessment of the complementarity con-
cept, see Höpner (2005), Amable et al. (2005), Crouch et al. (2005). Recent attempts to go ‘beyond’ the 
initial concept of varieties of capitalism can be found in Hancké et al. (2007a). 
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In this literature, however, complementarity is understood mainly in terms of financial 

market and labour market institutions affecting individual firm behaviour, although re-

cently attempts have been made to establish a broader definition of complementarity 

(e.g. Hancké et al., 2007b; Soskice, 2007). In our view, a macroeconomic analysis of 

financialisation can benefit from looking (more systematically) at social norms, cultural 

and ideological aspects and political power relations which may not necessarily be di-

rectly linked to financial and labour market institutions but affect private investment 

decisions, personal consumption behaviour, government policies, and international eco-

nomic relations.  

Our approach is in several respects similar to the structural analyses of financialisa-

tion in the British social accounting and the French regulationist literatures.4 For in-

stance, Froud et al. (2002, pp. 140-1) also remark a tendency among political econo-

mists to infer overall economic outcomes from the analysis of firm behaviour alone: 

‘Political economists who understand that the behaviour of corporate managers matters, 

may still need to be persuaded about how the behaviour of individuals in households is 

equally important. … This is an important institution, neglected since the decline of 

Keynesian macro economics…’ Nevertheless, the social accounting literature on finan-

cialisation seems to lack a coherent formulation of macroeconomic circuit relations, as 

becomes apparent e.g. in the otherwise seminal analysis of ‘coupon pool capitalism’ by 

Froud et al. (2002). On the other hand, regulationist models of ‘finance-led’ or ‘wealth-

based’ growth appear to neglect potential macroeconomic instabilities linked to finan-

cialisation, that have, however, been highlighted in the Post Keynesian literature. 

The article proceeds as follows. In the next section, we review ‘firm-centred’ politi-

cal economy approaches to financialisation. These are grouped into two distinct strands: 

the first consists of primarily empirical analyses of structural change mainly in the US 

economy with a particular interest in the process of profit generation by firms in differ-

ent sectors of the economy.5 The second includes contributions heading under the labels 

varieties of capitalism and institutional complementarity. In the third section, we first 

briefly discuss formally why the process of profit generation and individual firm per-

                                                 
4 On the social accounting literature on financialisation, see Erturk et al. (2004, 2005, 2007), and Froud et 
al. (2000, 2002, 2007). On the regulationist literature on financialisation, see in particular Boyer (2000) 
and Aglietta (2000), Aglietta and Breton (2001), Aglietta (1999). 
5 One widely quoted contribution to this literature is Krippner (2005), who draws on earlier work by e.g. 
Arrighi (1994), Magdoff and Sweezy (1987), Fligstein (2001). Further contributions with a similar focus 
can be found in the collected volume on financialisation by Epstein (2005), e.g. Epstein and Jayadev 
(2005), Duménil and Lévy (2005), and Crotty (2005).  
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formance cannot be accurately understood without the notion of important macroeco-

nomic constraints. Against this background, we then review existing structuralist 

(macro) accounts of financialisation, in particular the concept of ‘coupon pool capital-

ism’ developed by British social accountants, and the regulationist approach. We also 

briefly compare these literatures with existing macroeconomic models of financialisa-

tion. Our review of the literature is necessarily selective and incomplete, but we hope to 

grasp the essential conclusions from the respective approaches. In the fourth section, we 

develop our own macroeconomic perspective. Our theoretical considerations are illus-

trated empirically by means of a comparison of the political economy of financialisation 

in the US and in Germany. This allows us to show that the ‘decoupling’ of profits and 

physical investment, observable in both countries, is compatible with very different so-

cial and macroeconomic environments, centred around a wealth- and debt-based con-

sumption boom in the US on the one hand, and an increasing orientation towards for-

eign goods and financial markets in Germany on the other. On the basis of our empirical 

illustration, we attempt to reassess the different political economy approaches reviewed 

in the previous sections. In particular, we discuss in how far these approaches take into 

account the macroeconomic risks involved with financialisation. In the concluding sec-

tion, we summarise our results and identify potentially promising directions of future 

interdisciplinary research on financialisation.  

 

2. Firm-centred analyses of financialisation in the political economy literature 

2.1 Profit generation, real and financial investment and structural change 

There is a range of recent and innovative work exploring how financialisation is linked 

to new patterns of production and profit generation. We refer here mainly to a number 

of widely quoted contributions by US economists and sociologists6, which have the 

primarily descriptive, and very important, objective to establish stylised facts supporting 

the hypothesis of financialisation in the US. However, many of these analyses are, at 

least implicitly, grounded in a firm-centred view of financialisation, potentially hiding 

the underlying macroeconomic mechanisms.  

                                                 
6 See the previous footnote. In his introduction, Epstein (2005: 3) refers to Krippner’s (2004) ‘excellent 
discussion of the history of the term (financialisation) and the pros and cons of various definitions’ and to 
Krippner’s own definition of financialisation, which we take as largely representative of this strand of the 
literature (see below).  
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As mentioned in the introduction, one phenomenon that is usually ascribed to finan-

cialisation is that physical accumulation has generally been declining since the early 

1980s, while at the same time corporate profit rates have developed very positively. 

Clearly, from the point of view of one firm, there may be a (short-term) trade-off be-

tween profits and investment: for the individual firm, demand can be seen as given, so 

that reducing the costs of investment mechanically increases profits. Besides, very fast 

expansion may be linked to inefficiencies in the production process (Penrose, 1959). 

Conversely, for the business sector as a whole, investment expenditure constitutes not 

only costs, but also an important part of total demand so that, ceteris paribus, profits are 

positively related to investment.  

Therefore, it is unclear, for example, what Krippner (2005, p. 174), in a frequently 

quoted article, means when she defines ‘financialisation as a pattern of accumulation in 

which profits accrue primarily through financial channels rather than through trade and 

commodity production (see Arrighi, 1994).’ Here, Krippner (2005, p. 182) follows ‘a 

number of researchers (who) suggest that the origins of the current turn to finance can 

be found in the crisis of profitability that beset US firms in the 1970s. … nonfinancial 

firms responded to falling returns on investment by withdrawing capital from produc-

tion and diverting it to financial markets.’  

According to Crotty (2005, p. 104) (for similar conclusions, see Epstein, 2005, p. 7 

and Epstein and Jayadev, 2005, p. 64),   

(m)any NFCs [non-financial corporations] responded … to the high returns they 
observed being made on financial assets and financial enterprises, in two inno-
vative ways. First, an increasing per cent of NFC investment funds were used to 
acquire financial assets. Second, firms created or bought financial subsidiaries, 
and expanded those financial subsidiaries already in existence. These widely 
noted developments are sometimes referred to as the ‘financialisation’ of the 
NFC in the neoliberal era. 

In a descriptive sense, it is undoubtedly true that many profits are nowadays linked 

to financial activities. Yet, given the macroeconomic definition of profits provided in 

the introduction and to be developed more rigorously in section 3.1 below, it may be 

helpful to recall that firms in the aggregate can by no means autonomously choose ei-

ther between real investment (production) and profits at large or even between non-

financial and financial profits. Thus, it is in our view at least semantically, if not con-

ceptually, problematic to consider ‘the financial sector as a source of profits for the 

economy’ (Krippner, 2005, p. 182). Of course, we do not intend to argue that the very 
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existence of financial sector profits is in any sense ‘illegitimate’. On the contrary, a 

well-functioning financial sector is obviously of crucial importance for facilitating the 

production and trade of commodities. Nevertheless, without the latter, the financial sec-

tor could not generate any profits.7 Perhaps, the implicit claim by Krippner and others is 

not so much that the financial sector is an increasingly important source of profits, but 

rather that it has become increasingly successful at extracting profits from the real 

economy. In our view, an interesting question to ask then is how firms as a whole have 

been able to realise high profit rates in the face of relatively weak real investment activ-

ity.  

 

2.2 Varieties of capitalism, institutional complementarity and financialisation 

The varieties of capitalism approach is ‘a firm-centered political economy that regards 

companies as the crucial actors in a capitalist economy’ (Hall and Soskice, 2001b, p. 6). 

Hence, it is argued, the main differences between developed economies are accounted 

for by the organisation of firms. Within the firm, particular attention is paid to financial 

and labour relations: ‘Corporate governance and labor relations (are) the two most im-

portant spheres of the economy.’ (Hall and Gingerich, 2004, p. 17) Moreover, it is ar-

gued that there is institutional complementarity between the two areas so that there are 

different internally coherent and efficient variants of capitalism. For example, when 

financial markets are ‘fluid’, labour markets typically are (and should be) deregulated as 

well. When labour markets are highly coordinated, financial markets typically are (and 

should be) highly regulated as well. Accordingly, ‘liberal market economies’ (LMEs) 

can be distinguished from ‘coordinated market economies’ (CMEs) (Hall and Soskice, 

2001b; Aoki, 1994):  

The logic is that firms that do not have to sustain current profitability in the face 
of a fluctuating economy are better placed to make credible commitments to 
their employees about wages and job security and therefore better able to real-
ize the gains available from utilizing production regimes based on such com-
mitments. This combination of institutions corresponds to the institutional pat-
terns the varieties of capitalism perspective sees in CMEs. Conversely, where 
firms are more dependent on dispersed equity markets, face the prospect of hos-
tile takeovers, and confront regulations that give shareholders more power rela-
tive to stakeholders, the autonomy of the firm and its managers will be more 
dependent on current profitability. Here, labor markets allowing for high levels 

                                                 
7 Of course, the financial sector can be a source of profits for an economy, when financial services are 
provided to foreign countries. However, Krippner explicitly rejects this interpretation of her results (see 
our discussion in section 4.2). 
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of labor turnover and competitive wage-setting will be more efficient, because 
they enable managers to reduce wages or staffing levels more quickly in re-
sponse to fluctuations in current profitability, and allow the kind of labor rela-
tions that permit firms to exploit the high levels of capital mobility available in 
such economies. This combination of institutional practices corresponds to the 
case of a classic LME. (Hall and Gingerich, 2004, p. 23) 

Although the notion of financialisation has not been the primary concern in the va-

rieties of capitalism literature, financialisation clearly seems more compatible with the 

LME model rather than with the CME model. This also follows from the analysis by 

Lazonick and O’Sullivan (2000) who have anticipated the link between investment be-

haviour and institutional complementarity, by contrasting the corporate policy ‘retain 

and invest’ (in non-financialised economies) with the strategy ‘downsize and distribute’ 

(as a result of increased shareholder value orientation and higher profitability pres-

sures). These different policies concern both ‘the money (firms) earn and the people 

whom they employ’, i.e. financial and labour markets (Lazonick and O’Sullivan, 2000, 

p. 14). At least implicitly, it is often held that this trade-off between investment (accu-

mulation) and profits (the profit rate) at the firm level also feeds through to the aggre-

gate level (see, e.g, Amable et al., 2005; Höpner, 2003, p. 306, 2005, p. 346; Höpner 

and Jackson, 2001, p. 12). As noted by Höpner (2005, p. 348) in his survey of the insti-

tutional complementarity literature, ‘shareholder-oriented restructuring promotes profit-

ability by slowing down growth’ (in terms of the expansion of firms). 

The varieties of capitalism approach has produced many valuable insights, which, as 

we shall argue below, can be readily included into a macroeconomic analysis of finan-

cialisation. However, it is our contention that whether particular labour and financial 

market institutions lead to higher or lower macroeconomic accumulation or profitability 

cannot be answered without an assessment of overall macroeconomic conditions. These 

are in turn linked to social norms and political power relations, concerning in particular 

income distribution, personal consumption behaviour, macroeconomic policies and for-

eign economic relations.  

Of course, given space limitations, we cannot do justice to the full complexity of the 

varieties of capitalism literature here. To be fair, it should be noted that different at-

tempts have been made to extend the notion of complementarity to a broader set of so-

cial specificities and institutions. As an example, and as reviewed by Höpner (2005: 

339–40), some authors argue that particular welfare state arrangements are also linked 

to different corporate governance systems. For instance, individualistic old age pension 
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schemes are complementary to developed equity markets with influential institutional 

investors who in turn shape corporate strategies. On the other hand, solidaristic retire-

ment systems are more likely to exist in countries with lower degrees of income ine-

quality, where more individuals have a preference for less risky assets (see also Vitols, 

2001; Jackson, 2001, 2004; Jackson and Vitols, 2001). However, such a view of com-

plementarity seems to remain somewhat ‘mechanic’ and does not take social norms into 

account that may persist in particular countries even as labour and financial market in-

stitutions and income distribution change and that affect the process of profit genera-

tion. In a recent contribution, Soskice (2007) has explicitly addressed the links between 

institutional complementarities and macroeconomics from a mainstream New Keynes-

ian perspective. While the ‘Hall-Soskice approach to varieties of capitalism’ is con-

cerned with the ‘micro-foundations of the political economy and specific focus on the 

firm’ (Hancké et al., 2007b, pp. 14-5), the New Keynesian macroeconomic model ‘can 

be built up from microfoundations with forward-looking optimizing economic agents 

who have rational expectations’ (Carlin and Sokice, 2006, p. viii). Although Soskice’s 

(2007) attempt to integrate the two approaches is stimulating, it seems to underestimate 

the macroeconomic risks underlying the apparently successful ‘aggregate demand man-

agement regime’ in LMEs under the conditions of financialisation. These risks have, 

however, been highlighted in macroeconomic models with a more structuralist orienta-

tion.  

In section 4, we will develop these arguments with respect to financialisation in the 

USA and in Germany, which are (or used to be) seen as good examples of an LME and 

a CME respectively in the varieties of capitalism and institutional complementarity lit-

erature (e.g. Hall and Gingerich, 2004; Höpner, 2005). It will be concluded that the 

‘complementarity’ of deregulated financial and labour markets has not given rise to a 

coherent and functional ‘variety of capitalism’. Rather, it seems to have favoured the 

building up of substantial macroeconomic instabilities in the US (and to a lesser extent 

in Germany), which we see linked to the broader phenomenon of financialisation. We 

will also conclude that, despite an apparent ‘convergence’ to the Anglo-Saxon model in 

terms of financial and labour market institutions and corporate strategies, the macroeco-

nomic effects of financialisation in Germany have been, and will arguably continue to 

be, very different from the US experience.  

Before doing so, we now review more explicitly structuralist (macro) accounts of fi-

nancialisation, starting with a quick reminder on some national accounting identities.  
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3. Structuralist views of financialisation in the political economy literature 

3.1 A reminder on some important macroeconomic relations 

In this subsection, we aim to analyse the macroeconomic process of profit determination 

with more rigor. First, we define gross national income (GNI) at current market prices 

as 

(1) AHHA
g

WMP FIFIMXGICCGNI −−Π −+−++++=  

where CW and CΠ respectively denote consumption out of wages and capital income, Ig 

is gross private investment, G is government expenditure, X and M are respectively ex-

ports and imports, and FIA-H – FIH-A is net factor income received from abroad.  

Gross national income is distributed between wages and profits net of direct taxes, 

Wn and Πn, capital allowances (depreciation), D, and the government’s receipts from 

direct and indirect taxes, TW, TΠ, and Tind, less subsidies, Z: 

(2) ZTDTTWGNI ind
n

W
n

MP −+++Π++= Π  

From identities (1) and (2) we obtain the following macroeconomic profit equation: 
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Net profits are the sum of consumption out of profits, net private investment (In = Ig 

– D), the government deficit (GD = G – TW – TΠ – Tind + Z) and the external balance 

(EXT = X – M + FIA-H – FIH-A), less net saving out of wages (SW = Wn – CW).  

Note that in the Post Keynesian literature, it is often assumed that, as a rule of 

thumb, the savings of ordinary, lower class, wage earners are negligible (apart from 

‘forced savings’ through collective pension plans, etc.), while savings out of profits may 

be considerable. The group of, upper class, ‘profit recipients’ is composed not only of 

individual entrepreneurs and rentiers (shareholders and creditors) but also of higher 

business executives, whose salaries ‘are rather akin to profits’ (Kalecki, 1971, p. 76) 

(see Lavoie, 1992, p. 92). 

Equation (3) contains a further macroeconomic restriction, which follows from the 

definition of savings out of capital income as the difference between profits and con-

sumption out of capital income (SΠ = Πn – CΠ): 
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This means that the financial balances (FB) of the private, public and foreign sectors 

necessarily sum to zero. When, for example, the private sector runs a deficit as a result 

of, say, very low personal saving rates, while the government balance is also negative, 

this will only be possible if the foreign sector (private or public) provides savings of the 

combined size of these two deficits to the domestic sectors of the economy. It is impor-

tant to bear this fundamental macroeconomic restriction in mind, as it determines the 

boundaries within which financialisation can affect the process of profit determination, 

as defined formally in equation (3) and to be discussed in more detail below.  

Linked to our exposition of national accounting identities is a demand side-oriented 

view of economic dynamics. In particular, in accordance with (Post) Keynesian theory, 

expenditure decisions are not constrained by the ex ante existence of savings, but sav-

ings (including profits) are created ex post via the income-generating process. While the 

supply of money is seen as endogenous, expenditure decisions may, however, be con-

strained by the availability of credit, or ‘initial means of finance’. Aggregate demand is 

seen to be a decisive driving force of macroeconomic dynamics not only in the short 

run, but also in the longer run, as not only the degree of utilisation but also the level of 

productive capacities are seen to be endogenous to demand, with physical investment 

being the basis for increases in the capital stock and productivity growth (for an over-

view of theories of ‘demand-led growth’, see Setterfield, 2002). 

 

3.2 Social accounting and ‘coupon pool capitalism’  

Froud et al. (2002) extensively discuss existing concepts of financialisation in the politi-

cal economy literature. In particular, they discuss the similarities and differences be-

tween the regulationist and their own social accounting approach, on which they build 

the new concept of ‘coupon pool capitalism’.  

The social accounting perspective is critical of exclusively firm-centred analyses 

(see Froud et al., 2000, 2002; Erturk et al., 2004, 2007) and also ‘identif(ies) the house-

hold as a key institution in a financialised economy’ (Froud et al., 2002, p. 125). How-

ever, while the institutional analyses of corporate governance structures and household 

behaviour by this group of authors (referred to as Erturk et al. from now on) are enlight-

ening, they seem to lack a coherent macroeconomic framework, as proposed in the pre-
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vious subsection. In particular, at the conceptual level it seems that not much emphasis 

is put on distinguishing between gross and net income flows between the different sec-

tors of the economy. Partly as a result of this, Erturk et al.’s empirical account of ‘macro 

trajectories’ in financialised economies (US and UK) diverges somewhat from our own 

view, although there are many points of agreement. In what follows, we focus our em-

pirical remarks on the US economy. 

Erturk et al. analyse financialisation along the concept of ‘coupon pool capitalism’:  

In a productionist type of capitalism, the capital market is an unproblematic in-
termediary … Coupon pool is a new generic type where the pool of new and is-
sued coupons becomes a regulator of firm and household behaviour and a regu-
lator of macro economic trajectory. … The ‘coupon pool’ is not the secondary 
market in issued ordinary shares or the secondary and primary markets together 
because it includes all coupon investment opportunities, including bonds, ven-
ture capital and securitised paper. (Froud et al., 2002, p. 128) 

The authors remind us that shareholder value orientation, which is at the heart of 

‘coupon pool capitalism’, promised to increase firms’ profitability. However, they argue 

that there is now disappointment about the effects of this corporate governance concept 

on real profitability:  

Even with a decade long economic upswing, many blue chip corporations in the 
1990s struggled to generate value through earnings by delivering returns greater 
than their cost of capital (Froud et al., 2000). … After all, from an earnings 
point of view, shareholder value was an injunction to earn higher returns for 
shareholders which were practically interdicted by product market constraints 
and/or organisational politics. (Erturk et al., 2004, p. 689)  

If shareholder value nevertheless was and continues to be created for the wealthy 

fraction of the population, the argument goes on, this is mainly due to the rise in share 

prices caused by personal savings flowing into the ‘coupon pool’: ‘(t)he structural ex-

planation of the bull market is simply that, with financialisation, stock prices are driven 

by the pressure of middle class savings bidding for a limited supply of securities.’ 

(Froud et al., 2002, p. 147) Because, it is argued, the stock market boom is not backed 

by equivalent economic value, ‘(s)uch household behavior both delivers and frustrates 

security because it creates a stock market that operates like a giant Ponzi scheme.’ 

(Froud et al., 2002, p. 148) 

In view of the empirical studies of profit generation in the US quoted in section 2, it 

is striking that Erturk et al. qualify firms’ performance as mediocre in terms of profit-

ability, which is all the more surprising as they equally deplore a ‘downspiral produced 
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by a deterioration in wages and conditions for large groups in the population (that) is 

unlikely to be countervailed by wealth effects’ (Froud et al., 2002, p. 133). After all, a 

long ‘economic upswing’ also implies a positive development in terms of aggregate real 

income.  

More fundamentally, considering equations (3) and (4) from the previous subsec-

tion, an empirical account of ‘macro trajectories’ should in our view be based on an 

analysis in terms of net income flows between the different sectors of the economy. In 

one of their contributions, Erturk et al. (2005, p. 12) recognise themselves that ‘it is mis-

leading to concentrate exclusively on the asset side of the household balance sheets be-

cause assets need to be considered in the context of liabilities.’ Yet, they somewhat 

half-heartedly conclude that ‘we cannot cover liabilities comprehensively but do need to 

make some basic points so that our story is not biased by its concentration on assets’. To 

give a concrete example of the problems involved with the concentration on assets, 

Froud et al. (2002, p. 141) report the following saving rates (‘savings and investment as 

per cent of disposable income’) for the different income quintiles of the private house-

hold sector in the US for the year 1996/7: 2.3, 4.7, 8.0, 14.7, 35.7. They conclude that 

‘only the relatively affluent households can afford to forego current consumption, defer 

wages and put ten per cent of their income into shares and other coupons through pen-

sions, insurance and savings plans’ (Froud et al., 2002, p. 142). However, while it is 

undeniable that high income households have bought large amounts of financial assets 

during the past decades, they have also increasingly sold financial assets to the business 

sector and received loans from financial institutions. Noting that, according to national 

accounts data (NIPA, table 2.1), the aggregate personal net saving rate in the US was 

3.7 per cent in 1997 and -1.1 per cent in 2006, we can conclude that the net flow of do-

mestic personal savings into the ‘coupon pool’ has been much smaller than suggested 

by Erturk et al.  

More generally, the following qualifications of or additions to the different empiri-

cal conclusions drawn by Erturk et al. regarding financialisation in the US (since the 

early 1980s) seem warranted from our point of view and will be discussed in greater 

depth in section 4: 

- Firms’ performance, measured in rates of profit, has been relatively good in the ag-

gregate, not bad. 

- Private net savings flowing into the ‘coupon pool’ have not been the only (nor even 

the most systematic) source of shareholder value creation. Rather, the business sec-
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tor has also increased dividend payouts and bought back shares. Private purchases of 

financial assets have increasingly been debt-financed. 

- Dividend payments, share buybacks and rising stock prices benefited primarily up-

per class households (managers and rentiers). Therefore, it is true that there has been 

no ‘democratisation of finance’ (Erturk et al., 2007). But the net personal saving rate 

(particularly of rich households) has heavily declined, partly as a result of increasing 

financial wealth, and private consumption has stimulated growth and profits despite 

sluggish physical investment activity.  

- Financialisation in the US seems indeed likely to produce ‘disappointment’ and 

‘frustration’, as argued by Erturk et al. But the main reason is not so much that do-

mestic personal net savings flowing into financial markets have led to overvalued 

asset prices, but rather that both households’ and firms’ indebtedness has increased 

as a result of credit-financed consumption and financial speculation as well as share 

buybacks. Additionally, systematic deficits of both the private and public sectors in 

the US imply, by equation (4), that enormous amounts of capital had to be imported 

from abroad into the US ‘coupon pool’. This may become a threat to the stability of 

the international financial system. 

 

3.3 The regulationist ‘finance-led growth regime’ and alternative macroeconomic 
models of financialisation 

Froud et al. (2002, p. 135) characterise their story line as ‘the opposite of regulation-

ism’. In effect, they may have a point by saying that the regulationist approach to finan-

cialisation tends to downgrade the issue of macroeconomic instability arising from ‘con-

tradictions and … incoherence at the level of firms and households’. They even con-

clude that ‘the confusing succession of putative growth regimes and insistent preoccu-

pation with the restoration of coherence have now become constraints on our under-

standing’ (Froud et al. 2002, p. 135). Nevertheless, Boyer’s (2000) concept of a ‘fi-

nance-led’, or ‘wealth-based accumulation regime’ (see also Aglietta, 2000) has, in our 

view, been a seminal starting point for the systematic analysis of the interaction be-

tween, on the one hand, firm behaviour increasingly shaped by the profitability norms 

set by financial markets and, on the other hand, household consumption behaviour in-

creasingly affected by changes in financial wealth. Boyer (2000) shows that, under cer-

tain conditions, a higher financial norm can have overall expansionary effects on the 

economy, based in particular on the wealth effect on consumption. Yet, Boyer’s (2000) 
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model is incomplete in some respects, such as the absence of a public and a foreign sec-

tor, the omission of firms’ and households’ financial decisions (share issues or buy-

backs, debt-financing of investment or consumption, distribution of dividends, interest 

payments), and the absence of an asset price determination mechanism. As discussed in 

the next section, these omissions may in part be linked to the downgrading of the poten-

tial instability of finance-led economies, arising, amongst other things, from increases in 

private indebtedness (relative to income). As recognised by Boyer (2000, p. 140), ‘(t)he 

viability of any equity-based economy cannot be assessed without dealing explicitly 

with the role of credit’. More fundamentally, Skott and Ryoo (2007, pp. 1-2) conclude 

that ‘a more careful modeling of the stock-flow relations … would have been desirable’ 

in Boyer’s (2000) and other regulationist models.  

Potentially negative effects of financialisation for investment and growth have been 

discussed by Stockhammer (2004, 2005-6). However, as Boyer’s (2000) model, these 

macroeconomic models are also set in the context of a closed economy and do not con-

tain a theory of firms’ financial policies and financial asset price determination. In 

Stockhammer (2007), a broader, political economy perspective is adopted, and the im-

plications of a ‘finance-dominated accumulation regime’ for each of the different com-

ponents of aggregate demand are discussed. Yet, the purpose of that contribution is not 

to focus explicitly on the process of profit determination, based on macroeconomic cir-

cuit relations, nor on a systematic discussion of the interaction of real and financial 

stocks and flows. 

The formal integration of stock and flow variables in the context of financialisation 

is the object of a number of theoretical models, e.g. Skott and Ryoo (2007) or Dallery 

and van Treeck (2008).8 While these are in many aspects similar to our informal ap-

proach developed here, they are also set in the framework of a closed economy and they 

are not designed to describe the empirical cases of particular economies over certain 

periods of time. 

Macroeconomic circuit relations are explicitly addressed in the enlightening contri-

butions by Van de Velde (2005) and Cordonnier (2006), who argue that as part of fi-

nancialisation fixed capital investment is increasingly substituted for by capitalist con-

sumption as a source of macroeconomic profits. The present analysis is largely inspired 

by the insights of these contributions. Cordonnier (2006) proposes an alternative to the 

                                                 
8 For a systematic presentation of stock-flow consistent modelling, see Godley and Lavoie (2007). 
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regulationist notion of a ‘finance-led growth regime’,9 and argues that the phenomenon 

‘profits without investment’, which he analyses rudimentarily for the US and for 

France, may best be understood in terms of a ‘consumption-based capitalism’ (capital-

isme consommatoire).  

In the next section, we attempt to develop a simple and synthetic macroeconomic 

analysis of financialisation, which we compare with the political economy approaches 

reviewed above.10  

 

4. Financialisation in the USA and in Germany – a macroeconomic perspective 

4.1 Defining the concepts: the implications of financialisation for the business and 
personal sectors 

Before discussing the political economy of financialisation in the US and Germany, we 

need to complement the macroeconomic framework set out in section 3.1 with a number 

of behavioural assumptions regarding in particular the implications of financialisation 

for firms and private households. 

To begin with, in accordance with the literatures sketched above, we assume that an 

individual firm faces a ‘growth-profit trade-off’ over a wide range of its investment pos-

sibilities (see also Lavoie, 1992; Stockhammer, 2005-6) and that shareholders have a 

larger preference for profitability than managements.  

In the ‘New Institutional Economics’ (NIE) literature various proposals have been 

made to alleviate the alleged problem of ‘overinvestment’, which is ascribed to undisci-

plined managements pursuing their personal objectives (‘empire building’) at the ex-

pense of shareholders and, due to inefficiencies of production, of society as a whole 

(e.g. Jensen and Meckling, 1976). In particular, by imposing a high distribution rate of 

profits and high leverage on firms, their ‘free cash flow’ and capacity to invest will be 

reduced. At the institutional level, managements should be disciplined by a liberalised 

capital market, in which the threat of hostile takeovers is permanent (Manne, 1965), 

which penalizes bad but rewards good management practices, and channels savings into 

the most profitable investment opportunities (Fama, 1980).  

 

                                                 
9 For other critical discussions of Aglietta’s and Boyer’s interpretations of financialisation, see, e.g., Col-
letis (2004), Hoang-Ngoc and Tinel (2003). 
10 A systematic review of recent Post Keynesian models of financialisation is given in Hein and van 
Treeck (2008a). A more extensive empirical analysis of financialisation in the US and in Germany is 
provided by Duenhaupt et al. (2007). 
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Table 1: The distribution of profits and the financing of investment 

From the net operating surplus to in-
ternal means of finance 

The financing of capital investment 

Net operating surplus Internal means of finance 

       – Net interest payments – Net financial investment 

= Corporate profits before tax        = Net increase in credit 

       – Corporate taxes        + Net issuance of equities  

       – Net dividend payments        + Net issuance of bonds 

= Corporate savings        + Net increase in other liabilities 

       + Capital consumption allowances – Gross capital investment 

= Internal means of finance = 0 

Source: Author’s representation on the basis of Flow of Funds Accounts. 
 

One problem with this view, however, is that managements whose remuneration is 

closely pegged to financial results and who are disciplined by the permanent threat of 

hostile takeovers may be subject to the problem of ‘short-term performance obsession’ 

(Rappaport, 2006). For instance, a recent, comprehensive survey of management prac-

tices in the US documents ‘unambiguous managerial intent to burn economic value’ and 

finds that a majority of managers would ‘give up positive NPV [net present value] pro-

jects, to meet short-term earnings benchmarks’ (Graham et al., 2005, p. 66; for similar 

conclusions, see, e.g., Porter, 1992, Cheng et al., 2005). One explanation for this, now 

endorsed also by early proponents of shareholder value orientation, is that shareholders 

tend to focus on short-term financial returns (in particular, ‘earnings per shares’, EPS) 

in their decisions to buy or sell particular stocks, while the costs of acquiring sufficient 

information about the ‘actual’ long-term potential of a firm are often prohibitive (Jen-

sen, 2005; Rappaport, 2006). The destruction of long-term economic value can there-

fore partly be explained by managers’ fear of ‘severe stock market reactions to small 

EPS misses’ (Graham et al., 2005, p. 5). As a further result of information asymmetries 

between managers and shareholders, firms may have strong incentives to buy back their 

own equities in order to spur earnings per share and satisfy shareholders. However, 

share buybacks (as well as dividend payments), while increasing the return on equity, at 

least in the short run, reduce the means of finance available to firms for (potentially 

very profitable) investment spending (Table 1). The strong positive correlation between 

internal means of finance and firms’ investment expenditures is a long-established con-
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clusion in macroeconomic theory (e.g. Kalecki, 1937; Stiglitz and Weiss, 1981; Myers 

and Majluf, 1984; Hubbard, 1998; Akerlof, 2007).  

As we shall argue in more detail below, it seems that in the varieties of capitalism 

literature such potentially negative effects of ‘fluid’ financial markets tend to be some-

what neglected. 

As for private households, financialisation implies that financial wealth as well as 

the receipts from capital income (and management salaries) increase relative to (ordi-

nary) wages. Many authors have pointed at the possibility of a ‘wealth effect’, implying 

that rising wealth can be expected to be linked to higher consumer spending, ceteris 

paribus, and hence to expansionary effects for aggregate demand and profits. An impor-

tant macroeconomic implication of the wealth effect, which is sometimes neglected 

(e.g. in some regulationist models), is that rising wealth is typically also linked to rising 

personal debt. Clearly, financial wealth is by its very nature ‘virtual’ and capital gains 

cannot be realised on a collective scale, as massive sales of financial assets would trig-

ger a decline in their price and hence destroy the virtual wealth (Bhaduri et al., 2006). 

Yet, financial deregulation has increased individuals’ opportunities to use their wealth 

as collateral to borrow from financial institutions such as banks. Of course, this then has 

longer-term implications for personal debt servicing obligations and, in general, finan-

cial fragility in the economy (Parenteau, 2006; Godley et al., 2007).  

 

4.2 USA: an ideal type of financialisation in an exceptional macroeconomic envi-
ronment  

Financialisation in the US is typically seen to have its starting point in the early 1980s 

(e.g. Krippner, 2005). The early 1980s also mark the beginning of a remarkable ‘de-

coupling’ of aggregate profit income and investment spending (Figure 1). We shall sug-

gest here that financialisation seems to have played a major role in this development, 

although a more rigorous analysis would have to be more careful in distinguishing al-

ternative potential explanations of this phenomenon, e.g. technological change or glob-

alisation. For instance, one potentially important effect of globalisation may be that 

capital investment by US corporations (or their subsidiary companies) increasingly 

takes place abroad and is therefore, unlike profits made abroad, not fully accounted for 

in national statistics. However, Krippner (2005), who considers this objection, con-

cludes that ‘US profits earned abroad are relatively insignificant when compared to 

profits earned in the domestic economy’ (p. 198) and that her ‘results are not consistent 
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with the claim that financialisation in the domestic economy is simply an artifact of the 

offshoring of production’ (p. 195). 

 

Figure 1: Investment, profits, and share prices, USA, since 1960, 1980 = 100 
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Source: NIPA (Bureau of Economic Analysis), table 1.10; Fixed Assets Tables (Bureau 
of Economic Analysis), table 5.9; author’s calculations. 

 

Figure 2 and Table 2 show important changes in the financial policies of US non-

financial corporations since the early 1980s. While in the 1970s around 70 per cent of 

after-tax profits were retained by firms, we observe a falling trend in the retention rate 

since the early 1980s. In some years, 100 per cent or more of after-tax profits were dis-

tributed as dividends. Similarly, while the contribution of equity issues to the financing 

of investment has been small (but positive) before the 1980s, since then the non-

financial corporate sector has, in the aggregate, massively bought back its own shares. 

This is apparent from the calculations summarised in Table 2, which also confirm and 

update the widely noticed results by Corbett and Jenkinson (1997). These showed that 

firms finance the overwhelming part of their investments by internal means of finance, 

also and particularly in countries with so-called ‘market-based’ financial systems (for 

similar conclusions, see Mayer, 1988; Rajan and Zingales, 1995; Corbett et al., 2004).  
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Figure 2:  Accumulation rate and rate of retained profits, private non-financial corpora-
tions, USA, since 1960 
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Source: Flow of Funds Accounts (Federal Reserve), table F.102; Fixed Assets Tables, 
table 4.2; author’s calculations. 

 

Table 2: Proportion of different means of finance in the financing of gross capital in-
vestment, non-financial corporations, USA, since 1960 

 

 1960-
64 

1965-
69 

1970-
74 

1975-
79 

1980-
84 

1985-
89 

1990-
94 

1995-
99 

2000-
06 

Internal 1.06 0.90 0.82 0.93 0.90 1.01 1.01 0.93 1.02 
Equities 0.02 0.01 0.08 0.02 -0.04 -0.26 -0.03 -0.17 -0.26 
Bonds 0.13 0.17 0.16 0.16 0.12 0.24 0.12 0.24 0.20 
Credit 0.05 0.14 0.21 -0.03 0.07 0.13 -0.06 0.07 0.06 
  From banks 0.10 0.18 0.23 0.05 0.14 0.19 -0.06 0.10 0.04 
  Trade credit -0.05 -0.04 -0.03 -0.08 -0.07 -0.06 0.01 -0.03 0.01 
Other -0.02 -0.08 -0.18 0.13 0.05 0.17 -0.05 -0.15 -0.07 
Stat. Discrep-
ancy -0.23 -0.14 -0.09 -0.21 -0.10 -0.29 0.01 0.07 0.07 
 
Note: Calculations based on ‘net-flow methodology’ (see Table 1 and, for further details, Corbett and 
Jenkinson, 1997). Increase in liabilities denoted by ‘+’ sign, increase in assets by ‘–‘ sign. Internal funds 
= retained earnings + capital consumption allowance + foreign earnings retained abroad + inventory 
valuation adjustment (IVA) + net capital transfers; equities = net new equity issues – money market fund 
shares – security RPs – mutual fund shares; bonds = municipal securities + corporate bonds – treasury 
securities – agency- and GSE-backed securities – municipal securities; credit from banks = bank loans 
n.e.c. + other loans and advances + mortgages – foreign deposits – checkable deposits and currency – 
time and savings deposits – mortgages; trade credit = trade payables – consumer credit – trade receiv-
ables; other = miscellaneous liabilities  – miscellaneous assets  + commercial paper – commercial paper.   

Source: Flow of Funds, table F.102; author’s calculations. 
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The extent to which firms’ ‘short-termism’ and liquidity constraints limit investment 

spending is, of course, likely to vary over time. For example, during the ‘New Econ-

omy’ boom in the late 1990s, euphoric expectations about future profit opportunities in 

an allegedly completely new technological era, together with rising share prices, appar-

ently contributed to a remarkable hike in business investment, as suggested by Figure 1. 

Yet, this relatively short and very exceptional period certainly cannot be seen as repre-

sentative of the financialisation era in the US. 

 

Figure 3:  Net acquisition of direct and indirect corporate equity by private households 
as a share of disposable income, USA, since 1960  
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pension funds, given in tables L.117, L.118, L.122, respectively. Holdings of mutual fund shares by life 
insurances and pension funds weighted with share of corporate equities in total assets of mutual fund 
shares. 

 

The observations made above seem to confirm our theoretical considerations from 

the previous subsection and they also complement the story of ‘coupon pool capitalism’, 

according to which the rise in share prices over the past decades is mainly explained by 

‘middle- and upper-class households’ savings flowing into the “coupon pool”’ (Froud et 

al., 2002, p. 148). In our view, an at least equally important explanation is that firms 

actively have reduced the supply of equities, whereas households, according to our 

rough calculations (Figure 3), have repeatedly been a net seller of corporate equities 

since the 1980s. Recently, the personal net saving rate even turned negative (Figure 4), 
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although households were still a net buyer of financial assets at large (according to the 

Flow of Funds definition), while they accumulated debt (see Parenteau, 2006).11 

 

Figure 4:  Personal wealth and debt relative to disposable income and net personal sav-
ing rate, USA, since 1960 
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Source: Flow of Funds, table B.100; NIPA, table 2.1; author’s calculations. 

 

Table 3: Net worth-to-income ratio and net saving rate, private households (income 
quintiles), USA, 1992-2000 

Quintile Net worth/disposable income Net saving rate (in per 
cent)* 

 1992 2000 1992 2000 
Total 468.6 612.7 5.9 1.3 
Richest quintile 639.5 869.2 8.5 -2.1 
4th  quintile 332.2 417.1 4.7 2.6 
3th quintile 326.7 364.9 2.7 2.9 
2th quintile 328.2 414.5 4.2 7.4 
Poorest quintile 411.3 512.3 3.8 7.1 

* includes defined benefit pension plans. 

Source: Maki and Palumbo (2001, p. 25). 
 

Considering equation (3) from section 3.1 again, it seems that the increase in firms’ 

rate of distributed profits together with the decline in households’ saving rate have al-

lowed for the relatively robust development of both business profits and output despite 

                                                 
11 The saving rate reported in national accounts is subject to some measurement problems (e.g. Harvey, 
2006).  
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relatively weak investment activity. Interestingly, some authors have found that during 

the 1990s especially the richest income quintile has reduced its saving rate significantly 

(Table 3; Maki and Palumbo, 2001; IMF, 2002; Duménil and Lévy, 2003). This income 

group held approximately 80 or 90 per cent of households’ equity ownership in the late 

1990s (according to the Survey of Consumer Finances), and can be seen as correspond-

ing roughly to the group of ‘profit recipients’ within the personal sector. 

The rise in private consumption can partly be explained by the rise in personal 

wealth, as argued e.g. in Boyer (2000). Although Froud et al. (2002, p. 133) downgrade 

the importance of wealth effects, econometric estimations typically find that a one dol-

lar wealth increase is linked to an increase in consumption of 2 to 7 cents (e.g. Boone et 

al., 1998; Altissimo, 2005). At the same time, however, household indebtedness also 

rapidly increased (Figure 4). Of course, this can be a source of financial fragility, which 

is especially true for the more recent hike in personal debt that can in large part be at-

tributed to increased borrowing and consumption opportunities also of low-income 

households who benefited from the latest housing market boom (Joint Center for Hous-

ing Studies, 2006). Clearly, as the real disposable incomes of the overwhelming major-

ity of the population have been stagnating since the 1970s (Piketty and Saez, 2003), the 

sustained boom in consumption expenditure required an ongoing expansion in credit 

flowing to the personal sector. Note, however, that despite the apparent significance of 

the wealth effect and the easy access to credit in the US, the declining personal saving 

rate and the rising debt-to-income ratio do not seem to be fully explained by mainstream 

macroeconomic theories alone (e.g. Guidolin and La Jeunesse, 2007). Rather, one may 

suspect that the increased desire to consume must also be linked to some fundamental 

changes in social norms, often neglected in standard economic models12 (see, however, 

Lavoie, 1994, 2004; Akerlof, 2007). 

The US government has contributed to the phenomenon ‘profits without investment’ 

in a number of significant ways. As Figure 5 shows, large government deficits have 

                                                 
12 A thorough analysis of such changes in social norms is well beyond the scope of this paper. A promis-
ing indication is given by Boltanski and Chiapello (2005, p. 154) who argue that a ‘new spirit of capital-
ism’ has emerged over the past decades, based on the replacement of the ‘industrial city’ by the ‘projec-
tive city’ and linked to new patterns of consumption: ‘Connexionist human beings are the owners of 
themselves ... inasmuch as they are the product of a labor of self-fashioning. The advent of the projective 
city is thus closely bound up with another striking feature associated with the current change in concep-
tions of ownership and, in particular, the ownership we have over bodies ... This is the very significant 
growth in industries whose purpose is the exhibition of a self-image, from fashion, health, dietics or cos-
metics, through the rapidly expanding personal development industry which … accompanied the reor-
ganisation of firms with the emergence of new professions, like that of a coach. … everyone is responsi-
ble for their bodies, their image, their success, their destiny.’ 
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been allowed for in the face of declining private investment dynamics throughout the 

1980s, but also after the end of the ‘New Economy’ boom in the early 2000s. Besides, 

financial deregulation, starting in the 1970s and culminating in, amongst other things, 

the repeal of the Glass-Steagall Act from 1933 in 1999, as well as accommodating in-

terest rate policies have supported the expansion of credit flowing to the personal sector 

(Chancellor, 2005; Kuttner, 2007). The ‘government-sponsored enterprises’ Fannie Mae 

and Freddie Mac have directly contributed to the housing market boom of the early 

2000s by supporting access to mortgages (up to 70 per cent of all mortgages in some 

years, according to Bloomberg, 6 September 2007). Additionally, private spending on 

consumption and housing was supported by large multi-year tax cuts and interest rate 

cuts immediately after the burst of the ‘New Economy’-bubble in 2000 (Parenteau, 

2006).  

 

Figure 5: Financial balances as a share of nominal GDP, USA, since 1960 
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Source: NIPA, tables 5.1, 1.1.5; author’s calculations. 

 

The deterioration of the private financial balance, which was in the main part due to 

the decline in the personal saving rate (see also Godley et al., 2007), together with the 

almost permanent government deficit imply that the US external balance has been mas-

sively negative in recent times (see equation (4) from section 3.1 and Figure 5). Hence, 

if the image of ‘coupon pool capitalism’ is to be maintained as a description of the US 

economy, an important part of this story would have to be the substantial net inflow of 

foreign savings. From an international political economy perspective, this dimension of 
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the financialisation of the US economy cannot be highlighted enough. As Table 4 

shows, especially emerging economies in Asia and Latin America turned from net im-

porters of capital in the mid-1990s to net exporters in the mid-2000s. When these 

economies were hit by the consecutive financial and currency crises in the 1990s, the 

concomitant capital outflows were in large part directed to the US, where they contrib-

uted to the ‘New Economy’ boom by supporting the rise in stock prices and offering 

attractive borrowing opportunities to the US personal and business sectors. The continu-

ing efforts of these emerging economies to accumulate foreign currency reserves (‘war 

chests’) can partly be understood as a pre-emptive measure against potential future cur-

rency crises (e.g. Bernanke, 2005). Other important exporters of capital were developed 

economies with weak internal growth dynamics, such as Germany, where no significant 

wealth effect operates and personal saving rates are high (see next subsection). 

 

Table 4: Trade balances of selected countries, in billions of US Dollars, 1996-2006 

 1996 2000 2006 
USA -124.8 -415.2 -877.6 
UK -10.5 -37.4 -55.6 
Spain -1.4 -23.0 -107.0 
Germany -13.8 -33.9 116.8 
Japan 65.1 118.7 164.9 
China (without Hong Kong) 7.2 20.5 211.3 
‘Dynamic Asia’* -8.1 61.2 116.8 
Central and South America -36.1 -28.3 45.3 
Middle East/Africa 1.3 79.3 280.0 
Central and Eastern Europe -0.3 42.4 69.6 

*Taiwan, Hong Kong, Indonesia, Malaysia, Philippines, Singapore, Thailand. 

Source: OECD Economic Outlook No. 80. 
 

On the basis of the preceding discussion, we may now reassess the different political 

economy approaches reviewed in the previous sections. To begin with, we agree with 

Erturk et al. that financialisation in the US is likely to create (even more) ‘disappoint-

ment’ and ‘frustration’ in the future. However, in our view the main reason is that fi-

nancialisation, although compatible so far with relatively robust economic growth, has 

contributed to creating massive macroeconomic imbalances, especially a one-sided de-

pendence on consumption.  

Therefore, although US growth may have been ‘finance-led’ in some sense in the 

past, it is doubtful whether a coherent novel ‘regulation mode’ is now in place and 
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whether a considerable wealth effect will still operate in the future, given the increased 

indebtedness of many private households. What is more, an asset price deflation may 

undermine the creditworthiness or even the solvency of many private households, as the 

recent ‘subprime’ mortgage crisis reveals. Similarly, firms’ indebtedness has also in-

creased substantially over the past decades, partly as a result of debt-financed share 

buybacks. Another source of instability is the external deficit of the US. As capital im-

ports have primarily been used for consumption purposes, serious doubts about the abil-

ity of the US to service foreign debt in the future may arise and threaten the stability of 

the international financial system. Even a substantial depreciation of the US dollar may 

not be sufficient for US firms to recover the market share losses that have accompanied 

the de-industrialisation of the business sector as a result of weak manufacturing invest-

ment apparently linked to financialisation (e.g. Hersh, 2003; Weller, 2003).  

Of course, all the elements of fragility discussed above have not been prevented by 

the institutional complementarity of ‘fluid’ financial and labour markets in the US ‘lib-

eral market economy’. Soskice (2007) has recently argued that LMEs tend to be better 

placed to offset adverse demand shocks by means of an activist and expansionary mone-

tary and fiscal policy stance. The reason is, simply speaking, that trade unions are 

weaker and more dispersed in LMEs and therefore the monetary and fiscal policy au-

thorities do not have to fear important wage increases even in the face of near full em-

ployment. Although it is true that monetary and fiscal policy have been far more expan-

sionary in the US than in Germany, for instance, it seems to us that a more structuralist 

approach to macroeconomics is warranted when it comes to an analysis of financialisa-

tion. Given the macroeconomic risks described above, it is doubtful whether the ‘com-

plementarity’ of fluid labour and financial markets and expansionary stabilisation poli-

cies in the US has contributed to the emergence of a functional and coherent ‘variety of 

capitalism’. For instance, it could be argued that if financial market and corporate gov-

ernance regulation had been stricter and stronger trade unions and more egalitarian fis-

cal policies had achieved more effective increases in real mass incomes, aggregate de-

mand expansion may not have been so overly dependent on wealth-based and debt-

financed consumption.13 

                                                 
13 Soskice (2007, p. 119) notes that growth in the UK and the US in recent times was driven by consumer 
expenditure ‘accompanied by debt accumulation’, rather than by investment and sometimes exports as in 
earlier decades, but he does not elaborate on the potential macroeconomic risks of this development.  
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Finally, note that the aforementioned developments are also linked to the observa-

tion by Krippner (2005) and others of a rising proportion of profits accruing through 

financial activities. In particular, financial institutions have benefited from the fees in-

volved with the managing of personal wealth and debt (e.g. Chancellor, 2005). Yet, as 

argued above, the underlying reason for the positive development of aggregate profits 

despite sluggish investment activity is to be found in real income flows, especially the 

changed patterns of private consumption.  

 

4.3 Germany: financialisation in an adverse macroeconomic environment 

Germany has traditionally been considered as a typical example of a ‘coordinated mar-

ket economy’ in terms of the varieties of capitalism approach. However, while Ger-

many’s labour market was indeed seen, in the past, as highly regulated and the financial 

system characterised as ‘bank-based’, financialisation has brought about substantial 

changes also in this country, at least since the mid- or late 1990s.  

As a reflection of this, equity repurchases have become increasingly important since 

the late 1990s. More generally, as shown in Table 5, the proportion of internally fi-

nanced investment has increased in the recent past. Referring to the euro area, the Euro-

pean Central Bank notes that ‘firms that have undertaken share buybacks over the past 

few years have, on average, invested less than firms not undertaking any share buy-

backs’ (ECB, 2007, p. 103), although it argues that the direction of causality is unclear. 

In this context, it is important to note that share buybacks had been completely banned 

in Germany prior to 1998 (as a consequence of the financial crisis of 1931). Also, the 

2002 taxation reform abolished the previously very important tax on capital gains from 

equity sales for corporations so that the risk of hostile takeovers has considerably in-

creased. Partly as a result of these two important reforms, shareholder value orientation 

and high stock prices have become a major objective of managements (ECB, 2007, p. 

110), potentially at the expense of physical investment. One could also mention a range 

of further reforms introducing, e.g., the legalisation of hedge funds (2003), preferential 

tax treatment for investment funds, hedge funds, private equity funds and REITs (2007–

8), reducing the corporate tax rate by more than half (2002, 2007), or abolishing the tax 

on stock exchange dealings (1991) (for an overview, see Hein and van Treeck, 2008b). 

In sum, it seems well possible that financialisation, amongst important other factors, in 

particular a restrictive macroeconomic policy mix (Hein and Truger, 2005), has contrib-
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uted to the breakdown of the investment-profit nexus in Germany since the mid-1990s, 

apparent in Figure 6. 

 

Table 5: Proportion of different means of finance in the financing of gross capital in-
vestment, non-financial corporations*, Germany, since 1960  

 
 1960-

64 
1965-

69 
1970-

74 
1975-

79 
1980-

84 
1985-

89 
1990-

94 
1995-

99 
2000-

05 
Internal 0.74 0.79 0.68 0.83 0.79 0.88 0.72 0.81 0.88 
Equities 0.03 0.02 0.01 0.01 0.00 0.02 0.00 -0.03 -0.10 
Bonds 0.02 0.00 0.02 -0.03 -0.02 0.00 0.03 -0.09 0.13 
Credit 0.16 0.13 0.19 0.09 0.12 0.11 0.16 0.26 -0.01 
Capital trans-
fers 0.04 0.04 0.06 0.09 0.09 0.08 0.07 0.17 0.07 
Other 0.01 0.01 0.04 0.00 0.01 -0.10 -0.02 -0.14 0.05 
Stat. Discrep-
ancy 0.00 0.00 0.00 0.00 0.00 0.00 0.04 0.02 0.01 

* until 1991 all non-financial businesses. 

Note: Calculations based on ‘net-flow methodology’ (see Table 2). Internal funds = retained earnings + 
depreciation + pension funds; equities = Shares – Shares; bonds = bonds – bonds (incl. money market 
paper); credit = long- and short-term bank credit + insurance loans – cash and deposits – credit; capital 
transfers = different forms of subsidies; other = other equities – other equities – insurance shares – finan-
cial derivatives – investment certificates + other liabilities – other assets.   
Source: Flow of Funds (Deutsche Bundesbank); author’s calculations. 

 

Figure 6: Investment, profits, and share prices, Germany, since 1960, 1980 = 100 
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The deregulation of the financial system has been accompanied by the deregulation 

of the labour market, in particular since the early 2000s. The replacement rate and dura-

tion of unemployment benefits have been significantly reduced, the degree of wage bar-

gaining coordination has heavily declined together with trade union power, and tempo-

rary employment contracts as well as wage dispersion are heavily on the rise (e.g. Hein 

and Truger, 2005; Bellmann and Kuehl, 2007; Schettkat, 2006; Dustmann et al., 2007). 

As an exception to this process of deregulation, the traditional institution of co-

determination has been maintained in Germany. This leads Höpner (2005, p. 350) to 

conclude: ‘Elective affinities between institutions actually exist. But the interplay of 

shareholder orientation and co-determination in Germany shows that the range of possi-

ble complementarities may be larger than the number of already existing configura-

tions.’ We agree that particular national traditions may be very persistent. But, for the 

purposes of the present analysis and for the reasons mentioned above, it seems fair to 

conclude that Germany has indeed been undergoing a process of convergence towards a 

‘liberal market economy’, in which both financial and labour markets are increasingly 

‘fluid’.14 

However, this apparent process of convergence to the US (or Anglo-Saxon) model 

takes place in a very different macroeconomic environment. As for households’ con-

sumption behaviour, we observe that the personal net saving rate is substantially higher 

in Germany than in the US (Figure 7). After fluctuating around 12 to 14 per cent from 

the 1960s to the early 1990s, the personal saving rate has decreased somewhat during 

the (modest) boom of the late 1990s, only to start increasing again in the early 2000s. 

Beyond the general influence of consumption norms, this seems in part due to the wide-

spread feeling of insecurity caused in particular by the deregulation of the labour market 

and the partial privatisation of the pension system (Klär and Slacalek, 2006). Also, in-

come inequality is massively on the rise (e.g. Bach and Steiner, 2007) and higher in-

come groups have very high saving rates (Figure 8). Therefore, Erturk et al.’s image of 

ever-increasing middle- and upper-class savings flowing into the ‘coupon pool’ appears 

appropriate for Germany. As can be seen from Figure 7, financial wealth has risen sub-

stantially, while personal debt has stagnated, despite financial deregulation. Economet-

                                                 
14 Hall (2007: 69) also recognises that ‘there have been significant changes to established practices that 
are often read, with some justification, as a liberalisation of the German economy’, and that ‘legislation  
… has encouraged firms to reorganise under the rubric of “shareholder value”’, although he argues that 
these changes ‘can also be seen as a loosening of some aspects of strategic coordination, that preserves 
residual capacities for such coordination, should they subsequently be needed.’ 
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ric studies confirm that the propensity to consume out of wealth has so far been very 

weak (e.g. Boone et al., 1998; Altissimo et al., 2005).  

 

Figure 7:  Personal wealth and debt relative to disposable income and net personal sav-
ing rate, Germany, since 1980 
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Figure 8:  Net saving rate, private households (income fractiles, in Euros), Germany, 
2003 
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As aggregate demand, and hence profits, were only weakly supported by domestic 

private consumption, the ‘decoupling’ of investment and profits has taken place in a low 

growth environment in Germany and is to a large part accounted for by the external 

surplus (Table 4, Figure 9). While Germany’s export performance can partly be attrib-

uted to the, by international comparison, exceptional wage restraint over the past years, 

the financial side of the foreign account surplus is that personal savings (by upper-class 

households) were too large to be absorbed by the business and public sectors. As in-

vestment spending was weak, and the public sector unwilling or, constrained by the 

Maastricht regime, unable to play a similarly active role in sustaining aggregate demand 

as the US government, excess private savings were exported to the rest of the world 

(Hein and Truger, 2007). 

 

Figure 9: Financial balances as a share of nominal GDP, Germany, since 1960 
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Again, the preceding remarks can be discussed against the background of our review 

of the political economy literature on financialisation. Erturk et al. concluded that finan-

cialisation was (going to be) producing disappointment and frustration in the US and 

UK. This may be true also for Germany, albeit for somewhat different reasons. Income 

inequality has significantly increased, economic growth has been sluggish and unem-

ployment high in recent times, given weak domestic demand. At the same time, due to 

the large relative contribution of net exports to economic growth, an economic down-

turn abroad has immediate repercussions on the German economy via the export chan-
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nel. Simultaneously, as German financial institutions, constrained domestically by the 

weak credit demand of both the business and the personal sector, are strongly oriented 

towards financial investments abroad (SVR, 2007, ch. 3), they are particularly subject to 

the risk of contagion in case of a financial crisis abroad. As an example, German banks 

were particularly hit by the recent US subprime mortgage crisis (SVR, 2007, ch. 3). 

Froud et al. (2000, p. 105) argued that  

(t)he financialisation of other national economies (outside the UK and US) is 
possible but only when a series of national conditions are met and institutional 
resistances are overcome. These preconditions include: first, the existence of 
value-oriented investors (of domestic and/or foreign origin) making the appro-
priate calculations; second, a throw weight for value investment so that it can 
influence market sentiment and corporate conduct through mechanisms such as 
hostile takeover; third, management prerogatives which allow labor shedding 
for rapid cost reduction. 

It is our contention that all of these conditions are nowadays met in Germany (and 

many other countries), but for the reasons stated above, financialisation leads to very 

different results than in the US.  

The same conclusion applies to the effects of institutional complementarity in the 

financial and labour markets, which seem to depend crucially on whether particular in-

stitutions are ‘complementary’ also to social norms and macroeconomic conditions. As 

recognised by Hall and Gingerich (2004, p. 8),  

the complementarities may still be operative but their impact on cross-national 
differences in growth overwhelmed by recent developments for which we do 
not control in these equations. The latter could include cross-national differ-
ences in economic policy, confidence effects arising from asset booms, or tech-
nology races that privilege first movers. We cannot currently discriminate be-
tween these explanations. 

‘Cross-national differences in economic policies’ have been discussed by Soskice 

(2007). To begin with, he argues that monetary and fiscal policies are more conservative 

in CMEs, including Germany, as a result of stronger and more concentrated trade un-

ions. It can, however, be questioned whether this argument is universally valid. As 

noted by Heise (2008), it seems that an activist aggregate demand management can be 

perfectly compatible with a relatively high degree of labour market regulation, on the 

condition that the cultural value system favours a high degree of income equality (e.g. 

in Scandinavian countries). Soskice (2007, pp. 117-8) also establishes a link between 

the specific nature of employee skills in CMEs and the weak personal consumption de-

mand:  
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Employees with specific skills can be expected to react with particular concern 
to the slowdown in growth, the rise in unemployment and the fear of welfare 
state reforms to unemployment benefits and pensions. For workers with specific 
skills it will generally be harder to find appropriate re-employment if they lose 
their jobs. … In economic terminology, savings result not from an interest-rate 
incentive to substitute future for present consumption but from precautionary 
savings… 

Whatever the validity of this hypothesis, it seems to downplay the importance of so-

cial and cultural norms for the consumption patterns in different countries, as it is not 

obvious, a priori, why, for instance, the highest income fractiles in Germany should be 

more concerned about an insufficiently protective welfare state than upper-class house-

holds in the US. More generally, it does not seem clear that the overall personal con-

sumption behaviour, including the wealth effect on consumption based on ‘confidence 

effects arising from asset booms’, would be significantly affected by a further conver-

gence of the German economy to the LME model. Of course, as argued in the previous 

subsection, it is also not clear whether a ‘complementarity’ of deregulated labour and 

financial markets and personal consumption behaviour relying more strongly on finan-

cial asset booms and credit expansion would be macroeconomically desirable. 

 

5. Final remarks: towards an interdisciplinary, structuralist analysis of financiali-
sation 

In this paper, we have tried to illustrate how different strands in the political economy 

literature on financialisation may be enriched by an explicitly macroeconomic perspec-

tive.  

To begin with, such a perspective may help to investigate the causalities regarding 

e.g. the generation of profits, or the increasing importance of financial operations.  

Also, the explicit focus on net income flows and holdings of assets and liabilities 

may help to refine empirical analyses based on the concept of ‘coupon pool capitalism’, 

developed by British social accountants, in that it makes explicit how financial markets 

connect (or shape) the behaviour of different sectors in the economy that is relevant for 

macroeconomic outcomes.  

Similarly, the analysis of financial fragility arising from potentially unsustainable 

changes in the relations between real and financial flows and stocks allows putting in 

perspective the regulationist concept of a stable and coherent ‘wealth-based accumula-

tion regime’. 
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The varieties of capitalism approach, with its sophisticated tools regarding the 

analysis of institutions, may also benefit from a more explicitly macroeconomic focus. 

In particular, the effects of ‘complementary’ financial and labour market institutions 

seem to depend crucially on social norms and cultural habits (e.g. regarding the risk-

taking involved with wealth-based and credit-financed personal consumption), political 

power relations (e.g. income distribution or the power to sustain current account deficits 

over extended periods of time), and macroeconomic policy (e.g. the willingness of the 

government to use fiscal and monetary policies to boost and sustain aggregate demand, 

asset prices, etc.). Also, the combination of ‘fluid’ financial and labour markets may 

contribute to financial fragility.  

Both our theoretical analysis and our empirical illustration of the potential effects of 

financialisation in the US and in Germany are far from comprehensive and the conclu-

sions far from definite. In light of the recent turbulences in international financial mar-

kets, it becomes increasingly apparent that financialisation has direct implications not 

only for macroeconomic policy but for many areas of every day life. We hope that the 

present analysis contributes to an interdisciplinary research programme in which the po-

litical economy, cultural, social and institutional underpinnings of different macroeco-

nomic outcomes of financialisation are investigated as parts of a coherent structuralist 

analysis.  
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Chapter III: 
 
Financialisation in Post Keynesian models of distribution and growth  
– a systematic review (co-author: Eckhard Hein)♣  
 

1. Introduction 

Recent decades have seen major changes in the financial sectors of developed and de-

veloping countries.1 Generally, we have observed a rapid development of new financial 

instruments, triggered by national and international liberalisation of legal systems and 

by the development of new communication technologies. The overall importance of 

financial factors for distribution, consumption, investment and growth seems to have 

increased considerably. These developments and the related consequences and effects 

have been broadly summarised as ‘financialisation’ by some authors (Epstein, 2005; 

Hein, 2009; Krippner, 2005; Lavoie, 2008; Palley, 2008; Skott and Ryoo, 2008a,b; 

Stockhammer, 2004; van Treeck, 2009a,b).2 However, a major part of this literature 

remains somewhat opaque when it comes to the precise meaning of financialisation. 

Epstein (2005, p. 3), for example, argues rather broadly that ‘… financialization means 

the increasing role of financial motives, financial markets, financial actors and financial 

institutions in the operation of the domestic and international economies’. In this chap-

ter we start with a more precise meaning and analytical definition of what financialisa-

tion involves. This will help us to review recent attempts to incorporate these develop-

ments into Post Keynesian models of distribution and growth in a systematic way.  

                                                 
♣ This work started when we were visiting Marc Lavoie in Ottawa in May/June 2008. We would like to 
thank the University of Ottawa for its hospitality and the IMK at Hans Boeckler Foundation for the sup-
ply of travel funding. We have greatly benefited from the discussions with Marc Lavoie and the partici-
pants of the workshop ‘Financialisation: Post Keynesian Approaches’ at the University of Lille 1 in April 
2008, from helpful comments by Thomas Dallery on an earlier version of this paper, and from comments 
and suggestions by Mark Setterfield at the final stage. However, we alone are responsible for remaining 
errors. 
1 See for example the overview in Eatwell and Taylor (2000) for an early analysis, Krippner (2005) and 
the contributions in Epstein (2005) for a detailed treatment of developments in the US and other coun-
tries, van Treeck et al. (2007) and van Treeck (2009b) for a comparison of the macroeconomics of ‘finan-
cialisation’ in the US and Germany, and Stockhammer (2008) for developments in Europe. 
2 Other authors have used different terms, with sometimes different meanings: ‘finance-led growth re-
gime’ (Boyer, 2000), ‘financial wealth-induced growth regime’ (Aglietta, 2000), ‘finance-led economies’ 
(van Treeck, 2008), ‘finance-dominated regime’ (Stockhammer, 2008)‚ ‘neo-liberalism’ (Duménil and 
Levy, 2005), ‘shareholder value orientation’ (Hein, 2008b; Stockhammer, 2005-6), ‘maximizing share-
holder value’ (Lazonick and O’Sullivan, 2000). 
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Seen from a Post Keynesian macroeconomic perspective, and limiting our attention 

to closed private economies, we suggest that financialisation has the following potential 

implications:3 

1. Both the objectives and the constraints of firms as a whole may be affected. On the 

one hand, increasing shareholder power will subordinate managements’ and workers’ 

preference for (long-run) accumulation to shareholders’ preference for (short-term) 

profitability. On the other hand, increasing dividend payments, share buybacks etc. will 

restrict the availability of finance for firms’ investment projects.  

2. New opportunities (and longer term risks) for households in terms of wealth-based 

and debt-financed consumption may arise. The reasons for this are financial asset price 

booms associated with the shareholder value orientation of firms on the one hand, and 

new credit instruments made available to households by profit-seeking banks on the 

other. 

3. The distribution of income may be affected due to changes in power relations be-

tween shareholders, managers and workers. Distribution effects will then feed back on 

investment and consumption. 

The remainder of the chapter is structured as follows. In the second section we draw 

on the existing literature in order to develop a general Post Keynesian framework for 

the analysis of financialisation. In particular, we attempt to coherently link the micro-

economic foundations of shareholder value orientation at the firm level with the possi-

ble macroeconomic outcomes. In the third section, we discuss different possible ‘re-

gimes’, showing why financialisation may have either contractionary or expansionary 

effects, as well as raising some stock-flow and financial fragility and instability issues. 

The fourth section summarises and concludes. 

 

                                                 
3 Whereas earlier Post Keynesian and Kaleckian models of distribution and growth were missing explicit 
monetary and financial variables (with the exception of Pasinetti’s (1974, pp. 139-41) natural rate of 
growth models) these variables have been introduced into Post Keynesian models since the late 
1980s/early 1990s by various authors. However, the focus in these models has mainly been on the intro-
duction of the rate of interest, as an exogenous distribution parameter determined by central bank policies, 
and bank credit, created endogenously by a developed banking sector in response to demand from credit-
worthy borrowers. See the surveys by, among others, Hein (2008a), Lavoie (1992, pp. 347-71, 1995), and 
Taylor (2004, pp. 272-8). 



 83

2. A general Post Keynesian framework for the analysis of financialisation  

2.1 Financialisation and the Post Keynesian theory of the firm 

In the traditional Post Keynesian theory of the firm, rentiers are seen as playing only a 

minor role in corporate governance. The typical Post Keynesian firm is a large corpora-

tion, operating in imperfectly competitive markets (Eichner’s, 1976, ‘megacorp’). The 

main interest of the management of such firms (Galbraith’s, 1967, ‘technostructure’) 

has traditionally been seen to be the growth of the firm, subject to only loose profitabil-

ity constraints enforced by owners. In light of recent developments in financial markets 

and corporate governance, this Post Keynesian theory of the firm needs to be reconsid-

ered.4 

More recently, Post Keynesians, such as Crotty (1990), Dallery (2008), or Stock-

hammer (2005-6), have highlighted the importance of the ‘owner-manager conflict’ 

inherent to large corporations. This conflict arises from a postulated ‘growth-profit 

trade-off’, implying that shareholder value orientation is likely to be associated with a 

high preference for short-term profitability and with a low propensity to invest in real 

capital stock by firms. Due to diversified portfolios, ‘stockholders typically have only a 

fleeting relation with any particular enterprise’ (Crotty, 1990, p. 534) and care much 

more about the current profitability than the long-term expansion and survival of a par-

ticular firm.5 In fact, with financialisation, various mechanisms have been designed to, 

on the one hand, impose restrictions on managements’ ability to seek expansion, and, on 

the other hand, change managements’ preferences themselves and align them to share-

holders’ profit maximisation objective. Managements’ desire for growth is nowadays 

contained through, in particular, higher dividend payouts demanded by shareholders, a 

weaker ability of firms to obtain new equity finance through stock issues (which tend to 

decrease share prices), a larger dependence on leverage, and an increased threat of hos-

tile takeovers in a liberalised market for corporate control. Simultaneously, financial 

                                                 
4 For a review of the Post Keynesian theory of the firm, as developed by, amongst others, Galbraith 
(1967), Eichner (1976), and Wood (1975), see Lavoie (1992, pp. 94-118), who could still argue in 1992 
that: ‘Whether the owners are still in control or not is irrelevant: those individuals taking decisions within 
the firm are in search of power; and their behaviour and motivations will reflect that fundamental fact’ 
(Lavoie, 1992, p. 102).  
5 In the New Institutional Economics literature, the ‘owner-manager conflict’ is interpreted as a ‘princi-
pal-agent problem’ involving shareholders and managers. In this literature, however, the focus is not 
primarily on managers’ preference for growth and on the related effects on aggregate demand, but on 
managements’ shirking and interest in ‘benefits in kind’, such as ‘physical appointments of the office’, 
the ‘attractiveness of the secretarial staff’, or ‘a larger than optimal computer to play with’ (Jensen and 
Meckling, 1976, p. 312). 
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market-oriented remuneration schemes have been developed to align management pref-

erences to shareholders’ objectives. It has been argued that the traditional managerial 

policy of ‘retain and invest’ has been replaced by the shareholder-oriented strategy 

‘downsize and distribute’ (Lazonick and O’Sullivan, 2000).  

 

Figure 1: Shareholder value orientation and investment decisions at the firm level 
 

 

 

 

 

 

 

 

 

Graphically, these new developments can be analysed on the basis of Figure 1. The 

lines given by FFi reflect different finance constraints faced by the managers of the firm 

in their investment decision. These finance frontiers indicate the maximum rate of ac-

cumulation (g) that firms can finance with a given profit rate (r). In other words, they 

determine the profit rate that is necessary for firms to be able to finance the desired ac-

cumulation rate. The finance frontier can be derived algebraically as follows. Notice 

first that investment (I) can be financed either by retained earnings or by external fi-

nance: 

(1) ( ) IxIxKisI sbbbf ++−= Π  

with Π as profits, sf as the share of retained profits in profits net of interest payments 

(the retention ratio), ib as the interest rate paid by firms, Kb as firms’ outstanding bonds 

or loans, and bx  and sx  respectively as the proportions of investment financed by bond 

issues/bank credit and equity issues. Defining the profit rate as r = Π/K, and the lever-

age ratio as LEV = Kb/K, from equation (1) it follows that 
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This implies that for a given profit rate (r) managers can finance a higher accumulation 

rate, the lower are dividend payments and interest obligations and the higher is the pro-

portion of externally financed investment that is tolerated by creditors as well as the 

firm itself under conditions of asymmetric information, considering Kalecki’s (1937) 

‘principle of increasing risk’. Graphically, if creditors and/or firms tolerate a higher 

proportion of investment financed by external means [ ( ) 01 <−−∆ bs xx ] and/or the 

leverage ratio, the interest rate or the dividend payout ratio declines ( 0>∆ fs  or 

0<∆ LEVib ), the firm’s finance frontier in Figure 1 rotates clockwise and shifts down-

wards. 

The second constraint faced by managers is the expansion frontier (EF). It indicates 

the profit rate that can be realised with a particular growth strategy. The expansion fron-

tier is assumed to be upward sloping for low accumulation rates (due to efficiency gains 

resulting from the implementation of new production technologies, etc.), and downward 

sloping for higher rates (due to technical and logistical inefficiencies, etc.) (Lavoie, 

1992, pp. 114-6). 

In the traditional Post Keynesian analysis of the firm, the accumulation decision is 

determined by the point of intersection of the finance frontier and the expansion frontier 

(Lavoie 1992, p. 117). In this view, firms are interested in the profit rate only insofar as 

a higher profit rate eases the finance constraint and hence allows for faster expansion. 

As suggested by Lavoie (1992, p. 106): ‘Put briefly, growth is the objective, and profits 

are the means to realize this objective.’ In contrast, with financialisation it seems more 

appropriate to consider the possibility that the desired accumulation rate, given by pref-

erences, is below the maximum rate, given by the finance constraint: ‘profits are no 

longer a means to an end, but they become an end in itself’ (Dallery, 2008, p. 4). There-

fore, Figure 1 is completed by a set of indifference curves, Ui, reflecting different pref-

erences of managers faced with the growth-profitability trade-off in the downward-

sloping segment of the expansion frontier (see also Dallery, 2008; Stockhammer, 2005-

6).6 

With higher shareholder value orientation, one may expect two things to happen: 
                                                 
6 One may also interpret the indifference curves as reflecting the preferences of the firm as a whole, de-
termined by a compromise between shareholders and managers. 
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1.) Shareholders impose a higher distribution of profits by firms: 0<∆ fs  (higher divi-

dend payout ratio and hence lower rentention ratio) and 0<∆ sx  (lower contribution 

of new equity issues to the financing of investment, or share buybacks). 

2.) Managers’ (firms’) preference for growth is weakened as a result of remuneration 

schemes based on short-term profitability and financial market results. 

The first effect will imply a counter-clockwise rotation and an upward shift of the 

finance frontier in Figure 1. These movements may even be more pronounced in the 

longer run, because the leverage ratio may increase as a result of lower profit retention 

and lower equity issues. This, however, can be expected to further reduce firms’ ability 

to secure external means of finance. The second effect can be represented in Figure 1 as 

a flattening of the indifference curve.  

Starting from a situation (point A) in which shareholders’ influence on the firm’s 

preferences is very weak (U0) and the firm’s accumulation decisions are restricted only 

by a relatively loose finance constraint (FF0), the effects of increasing shareholder value 

orientation can be interpreted as follows. The new accumulation decision will be deter-

mined either by the new preferences alone (U2 with FF0 or FF1 (point C) or U1 with FF0 

(point B)), or by the new finance 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)). Note that when the finance constraint remains bind-

ing (e.g., U1 with FF2), shareholders are not able to impose their preferred investment 

strategy as a result of a shareholder-creditor conflict, with banks refusing to provide the 

required amount of credit necessary to realise shareholders’ claims in terms of both 

profit distribution and investment policy.  

 

2.2 Financialisation and aggregate demand 

The growth-profitability trade-off postulated at the firm level in the previous subsection 

does not simply carry over to the macroeconomic level. Here, a lower accumulation rate 

leads to a lower profit rate, ceteris paribus. This is clearly expressed in the macroeco-

nomic profit equation stressed by Kalecki (1954, pp. 45-52) and also follows strictly 

from national income accounting:  

(3) WSCI −+= ΠΠ  



 87

In a closed private economy, profits (Π) must always be exactly equal to investment (I) 

plus consumption out of profits (CΠ) minus saving out of wages (SW). When many firms 

simultaneously attempt to move to the left along their individual expansion frontiers, 

they will experience a downward shift of these expansion frontiers, due to the adverse 

aggregate demand effect. This fallacy of composition seems to be neglected in much of 

the political economy and even macroeconomics literature on financialisation (see Skott 

and Ryoo, 2008a, and van Treeck, 2009b, for a critique). In what follows, we develop a 

general framework describing the macroeconomic implications of financialisation in 

terms of private investment and consumption decisions.  

Equation (4) is a general investment function, relating net investment to the capital 

stock, which can be seen as grounded in the microfoundations outlined in the previous 

subsection. 

(4) quLEVr
K
Ig sf

i
43210 γγγγγ ++−−==  

where rsf is firms’ target rate of profit,  u is the rate of capacity utilisation, and q = (Kb + 

Ks)/K is Tobin’s q, with Ks being stock market capitalisation. The term sfr1γ−  expresses 

the degree to which (shareholders’) profitability targets affect firms’ investment deci-

sions: in terms of Figure 1, it can be seen as based on a set of indifference curves along 

a linearised downward sloping expansion frontier. Similarly, the term LEV2γ−  proxies 

the degree to which investment is finance constrained, because firms’ access to external 

means of finance is negatively and interest obligations are positively related to the lev-

erage ratio.7 In terms of Figure 1, the points of intersection between a linear expansion 

frontier and a set of finance constraints also yield a downward sloping line in r-g space. 

The rate of capacity utilisation and Tobin’s q are proxies for current and expected future 

demand and profitability conditions faced by firms, respectively. In Figure 1, an in-

crease in either of these variables can be represented by an upward shift of the expan-

sion frontier. For a given u and q, the accumulation policy of an individual firm is thus 

                                                 
7 Many authors also include the rate of retained profits, given by sf(r-ibLEV), in the investment function 
(e.g. recently Lavoie and Godley, 2001-2; Ndikumana, 1999; Skott and Ryoo, 2008a,b; van Treeck, 
2009a). Here we wish to keep things simple and to explicitly ground the investment function in the Post 
Keynesian theory of the firm as exposed in Figure 1. While the leverage ratio affects only the finance 
constraint, the rate of retained profits is also directly influenced by aggregate demand, which also affects 
the position of the individual firm’s expansion frontier. Note that with our chosen specification an in-
crease in the dividend-payout ratio will have only an indirect negative effect on investment through an 
increase in the leverage ratio.  
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determined by either its preferences or the finance constraint, as previously argued. Fi-

nancial asset prices, and hence Tobin’s q, are jointly determined by firms’ financing 

decisions and households’ portfolio choices, which are not modelled explicitly here.8 

Equation (4) encompasses various views on the effects of shareholder value orienta-

tion that can be found in the literature. Some authors, such as Boyer (2000), Cordonnier 

and Van de Velde (2008), Firmin (2008), and Stockhammer (2004, 2005-6), have fo-

cused on the effects on firms’ preferences in terms of the growth-profit trade-off. In 

terms of Figure 1, as rsf [the ‘financial norm’ in Boyer (2000)] increases, the indiffer-

ence curve representing firms’ preferences becomes flatter and firms wish to move to 

the left along the expansion frontier. Other authors have emphasised the financial ef-

fects of shareholder value orientation, based on the idea that a higher rate of distributed 

profits reduces managers’ ability to invest (Hein, 2006, 2007; Lavoie, 1995, 2008; Ndi-

kumana, 1999; van Treeck, 2009a). Finally, some authors have considered both effects 

to be relevant (Dallery and van Treeck, 2008; Hein, 2008b, 2009; Skott and Ryoo, 

2008a). In our view, for the business sector as a whole, it seems plausible to assume 

non-zero coefficients on both the financial norm set by shareholders and on distributed 

profits, implying that accumulation may be restricted exclusively by preferences in 

some firms, and by financing constraints in others. Also, in practice, it may be almost 

impossible to clearly distinguish between preferences and constraints: as the share-

holder value orientation of management increases, their preference for profitability 

(linked to performance-oriented remuneration schemes) should increase together with 

their propensity to distribute profits, which may then further restrict investment deci-

sions from the financing side.  

The role of Tobin’s q in the investment function is very controversial. In some mod-

els, it plays a crucial role allowing for positive effects of shareholder value orientation 

on accumulation (Skott and Ryoo, 2008a,b; van Treeck, 2009a). In others, it is explic-

itly excluded from the investment function because it is argued that when firms them-

selves intervene in the stock market (e.g. by buying back shares), the resulting increase 

in Tobin’s q will not be taken by them as a signal to invest more (Hein, 2009; and the 

discussion and literature review in van Treeck, 2009a).  

A general saving function can be formulated as follows: 

                                                 
8 See Godley and Lavoie (2007) for the integration of financial decisions of firms and households in 
stock-flow consistent models. In these models, q =1 is not an equilibrium condition. 
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It is assumed that there is no saving out of wage income. Saving in relation to the capi-

tal stock (gs) is therefore determined by firms’ retained profits and saving out of profits 

distributed to creditors and shareholders: ( )( )[ ]LEViLEVirsr bbf +−−− 11β . Saving 

may be reduced if consumption out of financial wealth (q) and out of new loans granted 

to workers (∆Lw) and to rentiers (∆Lr), each relative to the capital stock, is included. Net 

new loans are granted to workers and rentiers respectively on the basis of wage (W) or 

profit (Π) income, financial wealth, outstanding loans, the interest rate on personal loans 

(il), and the rate of loan repayment (rep).  

Equation (5) encompasses different views of financialisation in terms of its implica-

tions for private consumption. In a pure flow model, Cordonnier (2006) argues that 

when firms increase dividend payments at the expense of accumulation, the macroeco-

nomic profit rate may nevertheless increase, provided that shareholders have a large 

propensity to consume out of distributed profits, given by β1 in the saving function 

above (see also Hein, 2008b, 2009; Van de Velde, 2005, p. 184; van Treeck, 2009a). 

The likelihood of such a scenario increases when the potentially positive effects of 

higher financial wealth on consumption are also taken into account (β2 > 0), as in Boyer 

(2000), Lavoie and Godley (2001-2), Skott and Ryoo (2008a,b), and van Treeck 

(2009a). Finally, debt-financing of consumption (β3 > 0 and/or β4 > 0) is a further chan-

nel facilitating the divorce of profits and investment at the macroeconomic level. How-

ever, some authors have pointed to the potentially longer-term risks of debt-financed 

consumption. In particular, Bhaduri et al. (2006) recall that a positive wealth effect, if it 

is to operate, also implies rising personal indebtedness, because financial wealth is by 

definition notional and cannot be realised at a macroeconomic scale. However, although 

rising wealth initially increases households’ collateral, allowing for an expansion of 

credit [ ⎟
⎠
⎞

⎜
⎝
⎛=∆

++

sbr KKfL , ], the accumulation of debt may, in the longer run, undermine 
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households’ creditworthiness and increase their burden of debt servicing, forcing them 

to increase saving again [ ⎟
⎠
⎞

⎜
⎝
⎛=∆

−−−

repiLfL lrr ,, ]. In a somewhat different vein, Dutt 

(2005, 2006) emphasises the distributional effects of credit-financing of consumption by 

workers. While the initial effects are clearly expansionary [upward shift in 

⎟
⎠
⎞

⎜
⎝
⎛=∆

−−−+

repiLWfL lww ,,, ], in the longer run, as workers accumulate debt and interest and 

repayment obligations increase, income is redistributed from workers towards rentiers, 

which causes the overall personal saving rate to rise. Palley (1996) has also analysed 

such conflicting effects of credit and debt over the business cycle.  

Finally, the effects of financialisation on income distribution can be specified with 

the following general profit share equation: 
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where h is the profit share, m is firms’ mark-up, and BURW is workers’ burden of debt, 

here defined as debt servicing by workers as a ratio of national income. According to 

equation (6), firms attempt to pass through higher profitability requirements as well as 

any rentier-imposed drain of retained profits (higher dividend payouts and share buy-

backs) onto workers, by means of increasing the mark-up in their goods market pricing 

decisions. Also, the profit share increases, as workers’ debt servicing obligations in-

crease relative to income. Such mechanisms have been discussed by e.g. Boyer (2000), 

Dallery and van Treeck (2008), Hein (2008b, 2009), and Palley (2008). Furthermore, 

Lavoie (2006) and Palley (2006) consider the effects of ‘cadrisme’, implying an increas-

ingly unequal distribution of white collar (or management) salaries and blue collar 

wages (see also the empirical work by Piketty and Saez, 2003). In our view, as man-

agement’s remuneration is increasingly pegged to firms’ financial results, it is nowa-

days increasingly of the nature of profit income rather than ordinary wage income (see 

the empirical work by Mohun, 2006).  
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3. Different ‘regimes’ 

Elsewhere, we have developed and solved full macroeconomic models of financialisa-

tion (Hein, 2008b, 2009; van Treeck, 2009a; Dallery and van Treeck, 2008). Here, our 

purpose is to summarise less formally the potential overall effects of financialisation in 

the general framework outlined above. Based on the discussion in the previous section, 

Figure 2 illustrates the potential macroeconomic effects of a) an increasing shareholder 

value orientation of firms, which means a higher profitability norm, a larger dividend 

payout ratio, and a lower rate of equity issues, and b) easier access to credit for private 

households, i.e. rentiers as well as workers.9 As can be seen in Figure 2, the effects of 

financialisation on the endogenous variables of the model are ambiguous throughout. 

Different authors have therefore come to different conclusions regarding the macroeco-

nomic effects of financialisation. 

 

Figure 2: Financialisation, income distribution and aggregate demand 

a) Shareholder value orientation, investment and saving 

    

 

 

 

 

 

 

 

 

 

 

 
                                                 
9 The effects of financialisation working through the third channel discussed earlier (changes in income 
distribution) are subsumed in the upper and lower panels of Figure 2, by virtue of the endogeneity of the 
profit share (h) to factors that fall under the rubric of a) and b). 
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b) Personal borrowing and saving 

 

 

 

 

 

 
 

3.1 Macroeconomic effects of changes in firms’ preferences 

The upper left part of Figure 2 describes the effects of a higher profitability norm. In 

terms of Figure 1, the individual firm attempts to move leftwards along its expansion 

frontier. However, in the absence of compensating macroeconomic forces (i.e. impact-

ing on the saving function), the resulting decline in accumulation will clearly be con-

tractionary and induce a decrease, not an increase, in firms’ profit rates. This fundamen-

tal micro-macro divide has been recalled by, amongst others, Cordonnier (2006), Cor-

donnier and Van de Velde (2008), Dallery (2008), Firmin (2008), Hein (2008b, 2009), 

Skott and Ryoo (2008a), and van Treeck (2009b). 

Some authors have, however, argued that there may indeed be important macroeco-

nomic forces that may allow shareholders to realise their microeconomic objectives. 

One widely noted attempt in this direction has been made by Boyer (2000) in his analy-

sis of the viability of a ‘finance-led growth regime’. In this model, when employees are 

assumed to be ‘clearly aware of the favourable effect of wage restraint on their wealth’ 

(Boyer, 2000, p. 125), an increase in the financial norm may have overall expansionary 

macroeconomic effects, due to the stimulating impact of higher financial wealth on con-

sumption, and despite the direct negative effect in the investment function, as well as 

the indirect negative effect on consumption via the redistribution of income from wages 

to profits. Yet, Boyer’s (2000) model is incomplete in a number of respects, and it is not 

clear, for instance, how exactly a change in the financial norm affects financial wealth 

(Tobin’s q is assumed to be constant in his model, and wealth is calculated on the basis 

of Tobin’s q, profits and the interest rate) (see Skott and Ryoo, 2008a, and van Treeck, 

2009b, for a critique). In a full macroeconomic model, one would have to model finan-
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cial wealth (or Tobin’s q) as the result of households’ saving and portfolio decisions as 

well as firms’ financing decisions. In the framework developed above, an increase in the 

financial norm can be expansionary if it is linked to an increase in the profit share which 

then, via its effect on saving, stimulates Tobin’s q and thereby investment (Figure 2a).10  

A further mechanism that may countervail the depressive impact of higher profit-

ability claims by shareholders has been analysed by Dallery and van Treeck (2008). 

They argue that when managers realise that increased profitability claims are not being 

met, they may have incentives to buy back shares and/or to distribute higher dividends 

in order to satisfy shareholders. Paradoxically, this may then stimulate profitability, 

utilisation and accumulation, due to rentiers’ consumption out of capital income and 

wealth, and shareholders’ microeconomic claims may hence eventually be realised at 

the macroeconomic level, provided that banks accept the associated increase in firms’ 

indebtedness. A similar approach has been taken by Cordonnier (2006), who also con-

siders the possibility that a higher preference for profitability will be accompanied by 

higher dividend payments. Yet, according to this view, there is no direct causal relation-

ship between dividend payments and investment, because dividend payments are not 

seen as a restriction, but rather as the result of shareholders demanding managers to 

distribute those profits which are not ‘needed’, given the preferred investment strategy. 

However, as argued above on the basis of Figure 1, dividend payments and share buy-

backs also worsen firms’ financial position and may therefore further affect investment 

adversely. This mechanism is discussed next. 

 

3.2 Macroeconomic effects of changes in financial constraints faced by firms 

Some authors have discussed the effects of shareholder value orientation in terms of its 

implications for firms’ financing constraints. Some of these contributions are extensions 

of Post Keynesian growth models incorporating the impact of interest payments on in-

vestment and consumption (Lavoie, 1995; Lavoie and Godley, 2001-2; Hein, 2006, 

2007, 2008b, 2009; Skott and Ryoo, 2008a,b; van Treeck, 2009a). Here, we discuss the 

effects of an increasing dividend payout ratio (∆sf < 0) and of a reduction in the contri-

bution of new equity issues to the financing of investment (∆xs < 0) (Figure 2a). The 

two effects are essentially similar: both a higher dividend payout ratio, and hence a de-

creasing retention ratio, and share buybacks tend to increase firms’ dependence on debt 
                                                 
10 Another possibility would be that a higher financial norm increases households’ preference for equities 
and hence Tobin’s q and accumulation and consumption. 
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(thus increasing their leverage11), but they also stimulate share prices and Tobin’s q be-

cause of larger household saving in both cases and by reducing the stock of equities in 

the case of share buybacks. Some authors (Hein 2008b, 2009; Palley, 2008; van Treeck, 

2009a) have also argued that a decrease in firms’ retention ratio may lead to an increase 

in the profit share, as firms attempt to pass through higher profit payouts and financing 

costs to workers. The overall effects on growth will be ambiguous, therefore, depending 

on the relative strengths of various partial effects (see Figure 2a): the negative impact of 

higher leverage and a lower retention ratio on accumulation (via the finance frontier in 

terms of Figure 1); the positive effect of a higher Tobin’s q on accumulation (an upward 

shift of the expansion frontier in Figure 1); the negative effect of a higher profit share 

on consumption; and the positive effect of higher financial wealth on consumption (di-

rectly and indirectly via the increase in collateral and household borrowing).  

Therefore, it comes as no surprise that different authors have come to different con-

clusions regarding the overall impact of more shareholder-friendly financing decisions 

by firms. Lavoie and Godley (2001-2) find, in a stock-flow consistent (SFC) model, that 

both a lower retention rate and lower equity issues have expansionary effects given their 

chosen model specification and parameter values. Skott and Ryoo (2008a,b) come to the 

same conclusion, and also provide a general analytical treatment: they conclude that for 

systems with relatively ‘inelastic stock-flow ratios’ (financial wealth-to-income ratios), 

the effects of higher dividends and lower equity issues can be expected to be expansion-

ary, while in the case of ‘elastic stock-flow ratios’, the results may be contractionary.12 

They also argue that it is empirically more plausible to assume stock-flow inelastic sys-

tems. Somewhat different results have been derived by Hein (2009) and van Treeck 

(2009a), who distinguish between contractionary (‘normal’), intermediate, and expan-

sionary (‘puzzling’) cases, following Lavoie’s (1995) discussion of the ambiguous ef-

fects of increases in the interest rate on the rates of capacity utilisation, profit, and ac-

                                                 
11 In Hein (2009), however, a higher dividend rate (a higher rentiers’ rate of return in his model) is not 
necessarily associated with a higher equilibrium leverage ratio. In his ‘finance-led growth’ regime, the 
stable equilibrium leverage ratio may actually decline, when its initial value is already large. In the unsta-
ble ‘contractive’ and ‘profits without investment’ regimes the equilibrium value of the leverage ratio may 
rise or decline, too, but the actual value will increase and explode due to a cumulative disequilibrium 
process involving a continued decline of the rate of capital accumulation. 
12 Skott and Ryoo (2008 a,b) distinguish between Harrodian and Kaleckian economies with and without 
labour constraints. In the Harrodian labour constrained case, the expansionary effects of higher dividend 
payments and share buybacks on growth occur only in the short run, but in the long run investment deci-
sions are adjusted such that the economy grows at a rate given by the growth rate of labour supply. The 
postulated adjustment mechanism is a deterioration of firms’ animal spirits in the face of increasing 
workers’ militancy triggered by low unemployment.  
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cumulation. In the contractionary (expansionary) case, the endogenous variables are 

negatively (positively) affected throughout, while in the intermediate case the accumu-

lation rate declines while the rates of capacity utilisation and profit increase, which cor-

responds to Cordonnier’s (2006) ‘profits without investment’ and Stockhammer’s 

(2005-6) ‘investment-profit puzzle’. The somewhat more complex model by Godley 

and Lavoie (2007, chapter 11, pp. 435-9) and the experiments based on this model by 

Lavoie (2008) also produce contractionary results: an increase in the target proportion 

of investment financed by retained earnings, corresponding to a decrease in the propor-

tion of investment financed by new equity issues, has negative effects on economic ac-

tivity and growth, because it increases firms’ costing margins and conflict inflation, and 

it decreases real wages. Although Tobin’s q rises, this does not impact on investment in 

this model. In Lavoie (2008), an increase in the fraction of profits distributed as divi-

dends has negative effects on output and employment for the same reasons: firms’ target 

costing margin and conflict inflation increases, real wages decline and the increase in 

Tobin’s q has no positive feedback effect on investment.  

As discussed by Hein (2009), Skott and Ryoo (2008a,b), and van Treeck (2009a), 

the overall results depend crucially on the coefficients attached to the leverage ratio and 

Tobin’s q in the investment function and to the wealth effect in the consumption func-

tion. The plausibility of the different regimes is thus an empirical matter. While Skott 

and Ryoo see wealth effects on investment and consumption as empirically important, 

Hein and van Treeck argue that Tobin’s q may be an unreliable indicator for investment 

decisions, when firms intervene themselves in the stock market and, for instance, ac-

tively reduce the supply of equities.13 Also, while it is acknowledged that the wealth 

effect on consumption has been empirically very important in some countries (in par-

ticular in the US), they maintain that this is less the case in other countries (e.g. conti-

nental Europe) and argue that an initially wealth- and credit-driven system may eventu-

ally come to an end, when it is linked to rising corporate and personal debt ratios. In the 

terminology applied by Taylor (2004), an initially ‘debt-led’ system may eventually 

become ‘debt-burdened’. 

                                                 
13 See Medlen (2003) for empirical support for our doubts. According to his observations there is a posi-
tive correlation between Tobin’s q, on the one hand, and the ratio of mergers to new real investment, on 
the other hand, the exact opposite of what Tobin’s q would suggest. Generally, empirical studies have 
difficulties in finding a statistically significant and empirically relevant effect of Tobin’s q on investment. 
See, for example, Bhaskar and Glyn (1995), Chirinko (1993), and Ndikumana (1999). 
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In the end, however, it seems that there is widespread agreement that shareholder 

value orientation potentially has overall contractionary effects, when its implications for 

both firms’ preferences and financing constraints are taken together (see e.g. the con-

cluding discussion in Skott and Ryoo, 2008a). 

 

3.3 Macroeconomic effects of easier access to credit for private households 

In Figure 2b, some potential implications of easier access to credit for private house-

holds are discussed. The reasons for the ambiguous effects of increased borrowing op-

portunities on saving are linked to the interaction between (the flow of) credit and (the 

stock of) debt. An increase in household borrowing is initially expansionary because it 

stimulates consumption. In the longer run, however, debt servicing obligations increase 

and tend to depress consumer spending. Bhaduri et al. (2006) even consider the possi-

bility of a negative wealth effect on consumption, which is based on the idea that the 

wealth effect can only operate through increases in household debt, because notional 

wealth cannot be realised collectively but only serve as collateral for consumers.  

Note that the magnitude of the conflicting flow and stock effects of higher debt will 

be particularly large when lower income households (workers) increase their borrowing 

(∆Lw > 0) and are assumed to have a higher marginal propensity to consume (MPC) 

than higher income households (rentiers). As emphasised by Palley (1996, p. 202) in an 

early contribution:  ‘increases in debt initially stimulate aggregate demand by transfer-

ring spending power from creditors to debtors, but the interest payments on accumu-

lated debt stocks become a burden on aggregate demand since they transfer income 

from high MPC households to low MPC households’ (see also Palley, 1994). Dutt 

(2006) has confirmed this mechanism in a growth context.  

 

3.4 Financialisation and macroeconomic instability 

It is beyond the scope of this review to extensively discuss the literature on financial 

fragility. Here, we only briefly touch on the potential links between macroeconomic 

instability and financialisation.  

To begin with, as argued above, both shareholder value orientation and the deregu-

lation of credit markets are likely to contribute to rising debt ratios in both the corporate 

and the private household sectors, which in turn seems to increase financial fragility. As 

recently observed by Palley (2008, p. 2) in his overview of financialisation in the US:  
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‘The last two decades have been marked by rapidly rising household debt-income ratios 

and corporate debt-equity ratios. These developments explain both the system’s growth 

and increasing fragility … The risk is when this happens the economy could be vulner-

able to debt-deflation and prolonged recession.’  

While these observations may not look very new to adherers of Minsky’s financial 

fragility hypothesis (Minsky, 1975, 1982), the existing literature also shows that in-

creasing leverage ratios and/or Tobin’s q are not necessarily associated with economic 

expansions. Rather, when the economy is ‘debt-burdened’, higher leverage ratios go in 

line with lower utilisation, profit and accumulation rates (see also Lavoie and Seccarec-

cia, 2001). Similarly, as shown by Bhaduri et al. (2006, p. 418), it is possible to perceive 

situations in which ‘the level of real income and, of virtual wealth may … move in op-

posite directions’. Lavoie (1995) and Hein (2006, 2007, 2009), referring to Steindl’s 

(1952) ‘paradox of debt’, also stress that increasing interest or dividend obligations for 

firms may even be associated with exploding debt- or outside finance-capital ratios, 

despite (or because of) their contractionary effects on capacity utilisation and capital 

accumulation.  

A different type of instability potentially linked to shareholder value orientation has 

recently been highlighted by Cordonnier and Van de Velde (2008). They start their ar-

gument by noting that a larger (microeconomic) preference for profitability will induce 

a declining profit rate at the macroeconomic level (see Figure 2a). In a closed private 

economy, the only remedy to this macroeconomic realisation problem seems to be a 

higher rate of distributed profits which then stimulates consumption and hence profits. 

This, however, also requires higher leverage of firms, and as soon as lenders refuse to 

expand the flow of credit to firms, the process of adjusting the realised profit rate to 

shareholders’ target comes to an end. While Dallery and van Treeck (2008) have envis-

aged the possibility that, despite failing to resolve this shareholder-creditor conflict, the 

economy converges to a steady state consistent with the maximum leverage ratio tar-

geted by banks, Cordonnier and Van de Velde (2008, p. 14) point at the potentially ‘de-

pressionary pathos of financialised capitalism’: When firms are systematically disap-

pointed with their realised profit rate, they may become ever more selective in their in-

vestment projects in an attempt to move leftwards on their expansion frontier (see Fig-

ure 1). This, however, may lead into a deflationary spiral by further reducing aggregate 

demand and realised profitability. 



 98

The bottom line is that financialisation may be quite compatible with strong eco-

nomic activity and may be very successful (under certain conditions) in providing firms 

with high profit rates. But the associated risks are equally obvious: rising debt ratios in 

both the corporate and personal sectors may increase financial fragility, and when prof-

itability claims by shareholders become overly demanding, the credit system may at 

some point refuse to accommodate the associated rise in private debt-to-income and 

debt-to-capital ratios. 

 

4. Summary and conclusions 

In the present chapter we have reviewed the integration of financialisation processes 

into Post Keynesian distribution and growth models and distinguished three principal 

channels of influence: changing preferences of and tougher financial restrictions on 

firms; new opportunities for households’ wealth-based and debt-financed consumption; 

and the re-distribution between capital and labour, on the one hand, and between man-

agement and workers, on the other hand. Starting from a re-interpretation of the Post 

Keynesian theory of the firm we have bridged the gap between micro- and macro-

analysis of financialisation and have traced the main characteristics and effects of finan-

cialisation from the micro to the macro level taking into account stock-flow interactions. 

Our review of the theoretical literature on financialisation shows that expansionary ef-

fects may arise under certain conditions, in particular when there are strong wealth ef-

fects in firms’ investment decisions (via Tobin’s q) and in households’ consumption 

decisions. However, our review also suggests that even an expansionary finance-led 

economy may build up major financial imbalances – such as increasing debt-capital or 

debt-income ratios – which make such economies prone to financial instability.  

Post Keynesian models of growth and distribution, and in particular stock-flow con-

sistent models, are well suited for analysis of the complex interactions between the con-

flicting claims of shareholders, managers and workers, aggregate demand and the finan-

cial sphere of the economy. Given the renewed topicality of these issues, further re-

search, both theoretical and empirical, is highly warranted. 
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Chapter IV: 
 
Conflicting claims and equilibrium adjustment processes in a stock-flow consistent 
macro model (co-author: Thomas Dallery)♣ 
 

1. Introduction 
 
One of the most important, and also criticised, features of the Kaleckian model of 

growth and distribution is the long-run endogeneity of the rate of capacity utilisation. 

This crucial property gives rise to the well-known macroeconomic paradoxes of thrift 

and of costs: a lower propensity to save and higher real wages can be consistent with 

higher growth in the long run, even in the absence of technical progress.1 Conversely, 

when the long-run equilibrium is to be a ‘fully-adjusted position’, in which actual ca-

pacity utilisation must be equal to its exogenously given, normal rate, the paradox of 

costs, and in some cases also the paradox of thrift, vanish. In this paper, we discuss how 

the utilisation rate can be treated as a free, accommodating variable, when conflicting 

claims by different social groups prevent firms from operating at standard utilisation 

while simultaneously realising other important objectives. The general argument is il-

lustrated for two different configurations of capitalism, which we call ‘Fordism’ and 

‘financialisation’, and which are determined by the power relations between sharehold-

ers, managers, workers, and banks. 

The notion of an endogenous rate of capacity utilisation in the long run has been 

criticised from different angles. For Keynes, the persistent underutilisation of capacity 

was incompatible with long-run analysis, because this seemed to imply that firms leave 

additional sales opportunities unrealised.2 A different implicit criticism of the Kaleckian 

model stems from the tradition established by Roy Harrod (Harrod, 1948), who pointed 

at the problem of instability by arguing that firms facing deviations from their standard 

utilisation rate will always react by adjusting their accumulation policies in a way that at 

the macroeconomic level increases the previous deviation, leading to either a booming 

or a crashing economy: the demand effect of investment exceeds the capacity effect. In 

                                                 
♣ We would like to thank Laurent Cordonnier, Amitava Dutt, Eckhard Hein, Marc Lavoie, and Franck 
Van de Velde for helpful comments and discussions at different stages of this work. We are responsible 
for all errors. 
1 The Kaleckian model has met a renewed interest since the seminal works of Rowthorn (1981), Dutt 
(1984), Taylor (1985), Amadeo (1986) or Lavoie (1992).  
2 Keynes (1983, pp. 830-1) famously objected to Kalecki that he was ‘still innocent enough to be bewil-
dered by the idea that the assumption of all firms always working below capacity is consistent with “a 
long-run problem”’.  
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the Cambridgian models by Joan Robinson and Nicholas Kaldor, this Harrodian insta-

bility is solved by the assumption that firms will succeed (accept) to raise (lower) their 

mark-up when current utilisation exceeds (falls short of) standard utilisation, thereby 

raising (lowering) the overall saving rate and slowing down (stimulating) the economy. 

Higher accumulation therefore requires a higher profit share (e.g. Robinson, 1956; Kal-

dor, 1957). Modern Marxian and Harrodian authors have proposed further adjustment 

mechanisms, involving, amongst other things, monetary policy (Duménil and Lévy, 

1999), variable rates of profit retention by firms (Shaikh, 2007), or a negative relation-

ship between the employment rate and firms’ investment propensity (Skott, 2008). As 

an overall conclusion, it may seem that one has to choose in the long run between 

Keynesian outcomes with instability, and Classical results with stability.  

A number of attempts have been made to provide an exit to this dilemma (e.g. Chick 

and Caserta, 1997; Amadeo, 1986; Lavoie, 1995, 1996, 2002, 2003; Dutt, 1990, 1997). 

In this paper, we propose an alternative analysis of steady state positions where fully-

adjusted equilibria, as defined in the traditional sense, may not necessarily be reached 

because firms have to ‘trade off’ their utilisation target with other important objectives. 

More specifically, in a world where different groups inside and outside firms have con-

flicting objectives, the final steady state position can not be a ‘fully-adjusted’ one for all 

social groups. In particular, shareholders’ profitability target, managers’ growth target, 

workers’ real wage target cannot be simultaneously realised. Starting from a reinterpre-

tation of the Post-Keynesian theory of the firm, the argument is illustrated in a model of 

target return pricing with conflict inflation, building on Lavoie (2002, 2003). Conflict 

within the firm is introduced at two different levels. The first conflict opposes managers 

and shareholders and derives from the postulation of a microeconomic trade-off be-

tween accumulation and profitability. The second conflict involves capitalists and 

workers and determines the distribution of income between profits and wages. A ‘com-

mon language’ for these conflicts is developed in terms of target profit rates, and it is 

shown how the contradictory claims by the different groups can be partly reconciled 

through variations in the utilisation rate.  

Simulations with a stock-flow consistent (SFC) model produce stylised facts that are 

broadly consistent with two distinct eras of economic development in the advanced 

capitalist economies, namely ‘Fordism’ and ‘financialisation’. Our analysis unifies his-

tory and equilibrium in the sense that the nature of and the adjustment to the final equi-

librium position depends on the objectives of the dominant social groups. Under Ford-
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ism, managers and workers are the dominant groups, and firms’ profitability targets 

adjust to actual profitability. Such an adjustment mechanism has been suggested, but 

not really justified, by Lavoie (2002, 2003). Under financialisation, shareholders impose 

their objectives on managers and workers, and profitability targets are highly inflexible. 

We discuss how managers may have to react to this exogenous target and succeed in 

‘adjusting reality to objectives’ by adjusting their financial policies. We also consider 

potential limits to this adjustment process, linked to external restrictions imposed by 

banks. Generally speaking, our simulations illustrate the possibility of ‘equilibrium 

without equilibrium’3 in the sense that the economy as a whole may be in ‘equilibrium’ 

(steady state) without all the actors being in ‘equilibrium’ (unsatisfied objectives). 

The paper is structured as follows. Section 2 reviews the debate over fully-adjusted 

positions in the existing literature and gives our own view on the matter. In the third 

section, we discuss the two fundamental conflicts within firms and develop the behav-

ioural equations on which our SFC model is built. Section 4 presents the simulation 

results. The last section concludes. 

 

2. Is the long-run equilibrium a fully-adjusted position? A critical review of the 
literature 

 
2.1 Kaleckian answers and their critiques  
 

The concept of a fully-adjusted position typically refers to the notion that, in the fi-

nal equilibrium, actual and standard rates of utilisation must be equal (see the survey in 

Lavoie, 1995). However, Kaleckian and other authors have put considerable effort in 

defending the long-run endogeneity of the rate of capacity utilisation, thereby trying to 

preserve a degree of relevance for Keynesian analysis in the long run. Generally speak-

ing, three types of answers to the ‘Classical challenge’ have been given in the literature, 

and we will briefly examine some of them here. Below, we quote rather extensively 

from the respective articles, allowing us to contrast the different positions with our own 

one in the next subsection. 

Chick and Caserta (1997) are amongst those authors who place themselves in the 

field of methodological criticism, denying the relevance of long-run equilibrium analy-

sis for real world problems. This, they claim, leaves no room for history and change: 

‘there is nowhere to go, nothing to learn, no scope for innovation or further evolution’ 

                                                 
3 We thank Laurent Cordonnier for helping us to phrase this point. 
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(p. 224). Against the notion of final equilibrium they propose the new category of ‘pro-

visional equilibrium’ which they see as relevant for the ‘medium run’. Faced with the 

question of whether an equilibrium rate of growth can be compatible with unadjusted 

capacity, they admit that ‘if what is referred to is final equilibrium, implying that all 

conflicts have been resolved and that what was there to be learned has been learned, the 

answer must be in the negative’ (p. 233). By contrast, if provisional equilibrium is con-

sidered the relevant level of (historical) macroeconomic analysis, there may be ‘(local) 

equilibrium within (global) disequilibrium’ (p. 225). Yet, Chick and Caserta conclude 

that ‘there can be nothing permanent in an equilibrium established on these foundations, 

for there must come a time when that process of learning is formalised and tested 

against reality’ (p. 234). Even though we appreciate the general proposition by Chick 

and Caserta (1997) that equilibrium is not necessarily ‘a state of perfect harmony’ (p. 

233), their concept of ‘medium run’ analysis seems to avoid the debate. In our view, 

heterodox economists should not abandon long-run analysis to orthodox economists, 

who quickly find refuge in the long run to deny any relevance to Keynesian ideas (see 

also Commendatore, 2006, p. 289). Besides, it seems conceptually difficult to make a 

meaningful distinction between the medium and the long run while refusing to analyse 

the endogenous forces of change linking the two together (see also Skott, 2008, p. 7, 

footnote 5). 

A second answer proposed by Kaleckian authors can be found in e.g. Amadeo 

(1986), Lavoie (1995, 1996), Lavoie et al. (2004), Park (1997), or Dutt (1997). It con-

sists in keeping the long run as the referential framework, while treating the standard 

rate of utilisation as an endogenous variable, such that a fully-adjusted position is ob-

tained as a result of standard utilisation adjusting to actual utilisation. Nevertheless, 

these analyses have been subjected to heavy criticism. Here we quote only from some 

recent contributions. For instance, Shaikh (2007, p. 10) concludes:  

From a CH (presumably meaning ‘Classical-Harrodian’, TD, TvT) point of 
view, the claim that firms come to ‘desire’ whatever they get does nothing to 
address the problem that actual capacity utilization will be arbitrarily different 
from the lowest cost point (which includes economically necessary reserves).   

In a similar vein, Skott (2008, p. 12) questions the endogeneity of standard utilisation by 

means of the following analogy:  

I may not know exactly how long it will take me to get to work in the morning 
since weather, traffic and many other variables may influence the commuting 
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time. … Still, uncertainty of this kind and the fact that I may not have a rigor-
ously derived optimal departure time do not imply that my planned departure 
time adjusts adaptively toward the actual departure time. If I am late for class 
every day because the phone rings just as I am about to leave home, I do not re-
spond by shortening my planned commuting time. 

Applying this argument to the determination of the standard rate of utilisation by firms, 

Skott (2008, p. 11) maintains that  

adjustments in the target would only be justified if the experience of low actual 
utilization make firms think that low utilization has now become optimal, and 
neither Amadeo nor Lavoie presents an argument for this causal link.  

Kaleckian authors have been criticised for not being very clear about whether they see 

standard utilisation as a convention or as a target for firms. According to the critics, if it 

is merely conventional and determined by past values of actual utilisation, it is difficult 

to see the precise behavioural importance behind the standard rate of utilisation. There-

fore, many authors have interpreted it as a target, which is linked to firms’ profit maxi-

mising behaviour: the ideal, cost minimising point of production lies below maximum 

productive capacity (e.g. Kurz, 1986; Shaikh, 2007, p. 16; Skott, 2008, p. 7). On top of 

this, in a world of uncertainty, additional reserve capacity can help firms to react to un-

foreseeable variations in demand and to deter the entry of new competitors into their 

markets.4 Now, some authors have argued that the endogeneity of the standard rate of 

capacity utilisation may stem precisely from firms’ reaction to the time-varying risk of 

new entry by competitors into their markets. Dutt (1997), for instance, states that ‘firms 

may reduce their normal (or desired) capacity utilization if they expect a higher rate of 

entry than at present’ (emphasis added). This assumption seems to be qualitatively simi-

lar to that by Lavoie (1995, 1996), according to which firms reduce the standard rate, 

when the actual rate of utilisation is low (Lavoie, 1996, p. 139, footnote 25). However, 

as argued by Skott (1989, p. 54; 2008, p. 13), the precise relationship between (the rate 

of change of) desired utilisation on the one hand and actual accumulation or utilisation 

on the other is not quite clear. For instance, one may as well argue that there is a nega-

tive relationship between current utilisation (or accumulation) and the desired rate of 

utilisation: the risk of new entry increases when demand is high and firms react to this 

by desiring more excess capacity, i.e. lowering the standard utilisation rate. This, how-

                                                 
4 As noted by Shaikh (2007, p. 16), ‘the output corresponding to normal capacity utilization is perfectly 
compatible with … a level of utilization somewhat below the exact “ideal” point’. 



107 

 

ever, would exacerbate, rather than reduce, the divergence between standard and actual 

rates. The debate continues (e.g. Lavoie, 2008; Shaikh, 2007; Skott, 2008).   

The last response to the Classical challenge that we will briefly review is the one 

pursued by Lavoie (2002, 2003). Standard utilisation is now treated as an exogenous 

variable, but ‘the long-run equilibrium is not, in general, a fully-adjusted position’ 

(Lavoie, 2002, p. 181), as actual utilisation may persistently deviate from its standard 

rate.5 Lavoie’s model combines target return pricing with conflict inflation. In the long 

run, firms’ target rate of return is assumed to adjust to the actual profit rate, and this 

implies that the latter differs from the target rate of return actually incorporated into 

prices (due to workers’ real wage resistance), and hence that actual utilisation differs 

from standard utilisation. As we will argue below, this path chosen by Lavoie appears 

very promising to us, because it acknowledges the fact that it may be impossible for 

firms to realise all their different objectives, including utilisation and profit targets, as a 

result of social conflict, although Lavoie does not explicitly put the argument this way.  

 

2.2 Conflicting objectives and equilibrium adjustment: the case for endogenous 
utilisation 

 
The central claim of this paper is that in a world where different groups have (a multi-

tude of) different objectives, there is no reason to consider the equality of actual and 

standard utilisation as the (only possible) conditio sine qua non of an acceptable long-

run equilibrium. More specifically, we will provide arguments for why firms may ac-

cept to violate their utilisation target in order to realise their growth target (Fordism) or 

profitability target (financialisation), respectively. 

To some extent, our argument rejoins the methodological critique of equilibrium 

analysis by Chick and Caserta (1997). However, rather than considering situations of 

‘(local) equilibrium within (global) disequilibrium’, we are more interested in the possi-

bility of what one may call ‘global equilibrium despite local disequilibrium’: the system 

as a whole adjusts to a long-run position, although important objectives formulated by 

the agents composing the system (e.g. desired utilisation) may not be realised. Also, 

whereas for Chick and Caserta (1997), it is learning effects that prevent equilibria from 

being permanent, we emphasise the role of conflict in preventing equilibria from being 
                                                 
5 Dutt (1990, pp. 58 et seq.) and Lavoie (1992, pp. 327 et seq.) argue that firms may accept a deviation of 
actual from standard utilisation, as long as it remains within a limited range. While this certainly is a valid 
argument, it nevertheless seems to avoid the analytical debate and has been interpreted as a step away 
from the steady-state framework (see Palumbo and Trezzini, 2003, p. 128, footnote 13).  
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fully-adjusted, while allowing them to be permanent. Of course, ‘permanent’ here does 

not necessarily imply ‘politically sustainable’ and the long-run positions we are inter-

ested in reconcile equilibrium and history in the sense that the power relations and so-

cial institutions within which conflict takes place evolve through history. Rather, it 

means that the adjustment to the final equilibrium position is ‘fully completed’, without 

internal economic forces for change. One may therefore argue that, in this temporal 

sense, the equilibria we have in mind are no less ‘fully-adjusted’ than those in which 

actual and standard rates of utilisation are equal. The conventional use of the term 

‘fully-adjusted positions’ appears somewhat unfortunate to us because it suggests that 

all of firms’ objectives are ‘fully’ realised, as soon as they operate at a particular rate of 

capacity utilisation.  

It seems to us that, in view of our general methodological argument, the debate be-

tween Kaleckian and Classical authors over fully-adjusted positions should appear in a 

somewhat new light. For instance, Skott (2008, p. 7) argues that as soon as one abstracts 

from problems of aggregation and assumes that ‘firms have a well-defined objective (to 

maximise profits) …, these assumptions make it hard to conceive a steady-growth sce-

nario in which firms are content to accumulate at a constant rate despite having signifi-

cantly more (or less) excess capacity than they desire. The only real question concerns 

the determination of the desired rate of utilisation.’ (p. 7) Yet, as implied (but not ex-

plicitly argued) by Lavoie (2002, 2003), in situations of conflict within the firm it may 

simply be impossible for firms to realise both their utilisation target and their profitabil-

ity target. To take up the analogy proposed by Skott (2008, p. 12), it may well be the 

case that I am not able to leave the house at the planned departure time, because the 

telephone rings every day just as I am about to leave home, because some other individ-

ual (who could be a friend, a colleague, a competitor or an enemy) demands my atten-

tion and I am not able (or willing) to disappoint her. In this case, I do not respond by 

shortening my planned commuting time, but I trade off the objective of being at work 

on time against the (apparently equally or even more important) objective (or con-

straint) to talk to my friend (or enemy). As we discuss below, the utilisation rate may 

act as an accommodating variable, allowing firms to react to inconsistent claims among 

social groups. This resort may even be particularly attractive for firms, because, given 

that they hold reserve capacity for various reasons, operating away from the desired 

utilisation rate does not necessarily imply cost-inefficient production. In other words, 
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we find a microeconomic equivalent of the paradox of costs: both within the firm and at 

the macroeconomic level a variable utilisation rate reconciles conflicting objectives.  

Although we believe our argument to be quite general and potentially relevant even 

in the absence of social conflict within the firm,6 in the remainder of the paper, we ap-

ply it only to the specific framework of conflict inflation with target return pricing, de-

veloped by Lavoie (2002, 2003). We attempt to provide some behavioural justification 

of the adjustment mechanism proposed by Lavoie, and argue that it may be empirically 

relevant for what one may want to call a ‘Fordist regime’. Besides, we will consider a 

different adjustment mechanism which seems more appropriate to us when it comes to 

an analysis of the current, finance-dominated period of capitalism. In both configura-

tions of the model, a ‘fully-adjusted position’ (in the traditional sense) cannot be 

reached as a result of conflicting claims by workers, managers, shareholders, and credi-

tors. 

 

3. Conflicting claims and the realisation of firms’ objectives: micro- and macro-
economic perspectives 

 
In this section, we develop some core behavioural equations on which we will then 

build our SFC model. We reassess two types of conflict reflecting the two dimensions 

of all macroeconomic Post-Keynesian models of growth and distribution. In the first 

conflict, managers and shareholders confront their respective claims regarding the ori-

entation of firms’ investment policies, and in the second conflict, workers express their 

distributional aspirations and confront them to firms’ mark-up targets. Building on 

Lavoie (2002, 2003), we establish a ‘common language’ for managers, workers and 

shareholders and address the question of the realisation of firms’ objectives at the mac-

roeconomic level as well as the implications for the debate over fully-adjusted positions. 

 

                                                 
6 Even if firms have a clearly defined final objective (to maximise profits), under conditions of uncer-
tainty they may have to compromise on different intermediary objectives allowing them to achieve their 
final objective. For instance, both reserve capacity and a low leverage ratio are means for firms to deal 
with the imponderabilities of the future (for a discussion of fundamental uncertainty, see Davidson, 
1972). It may, for instance, be the case that current utilisation exceeds desired utilisation but that the firm 
is nevertheless reluctant to increase accumulation because this may require it to increase leverage to an 
irresponsibly high level. In other words, real fragility (risk of new entry or inability to respond to sudden 
increases in demand) may have to be traded off with financial fragility (risk of default due to high lever-
age). See also the discussion of our simulation results below. 
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B Managers’ preferences 

3.1 Accumulation policy and the manager-shareholder conflict 
 
We analyse the shareholder-manager conflict in terms of the traditional Post-Keynesian 

theory of the firm, extended for financialisation considerations.7 The individual firm 

faces two distinct constraints, represented in Figure 1 by the expansion frontier and the 

finance frontier. The expansion frontier shows the expected profitability of the firm’s 

investment possibilities. It is assumed to be upward sloping for low levels of accumula-

tion (due to economies of scale and scope, etc.), and downward sloping for higher levels 

(due to technical and logistical inefficiencies, etc.) (see Lavoie, 1992, pp. 114 et seq.). 

The finance frontier indicates the maximum rate of accumulation that the firm can fi-

nance with a given profit rate. In accordance with Kalecki’s (1937) ‘principle of in-

creasing risk’, the slope of the finance frontier is positively related to the firm’s leverage 

ratio.  

 

Figure 1: The Post Keynesian firm and the shareholder-manager conflict 

 
 
Points A and B in Figure 1 indicate the respective preferences of shareholders and 

managers in terms of accumulation and profitability. As is traditionally assumed in 

Post-Keynesian analysis (Galbraith, 1967; Wood, 1975), managers mainly seek growth, 

as a means to ensure the firm’s survival by increasing its power, limiting uncertainty, 

etc. At the opposite side, shareholders seek profitability for intuitive reasons: because 

they hold diversified portfolios, they are not really committed to the long-term perspec-
                                                 
7 See Lavoie (1992) for an exposition of the traditional Post-Keynesian theory of the firm, and Crotty 
(1990), Stockhammer (2005-6) and Dallery (2008) for an extension to financialised firms. 
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tives and the survival of individual firms (e.g. Crotty, 1990). The shareholder-manager 

conflict arises from the growth-profit trade-off, as materialised in the downward sloping 

segment of the firm’s expansion frontier in Figure 1. For shareholders, the accumulation 

decision is subordinated to the profitability target, whereas managers are interested in 

profitability mainly as an intermediate objective and as a means to finance a desired rate 

of growth.8 In Figure 1, when shareholders fully impose their preferences on managers, 

firms will target a high profit rate, rsh, which requires a low accumulation rate, gsh. In 

the example, it is therefore shareholders’ preferences, and not the finance constraint, 

which determine firms’ accumulation policies. Conversely, when managers are fully 

dominant, the finance constraint is the limiting factor for the firm’s accumulation deci-

sion, gsm, as was traditionally assumed by the Post-Keynesian theory of the firm. Man-

agers’ profitability target, rsm, therefore incorporates the finance constraint and adjusts 

passively to the point of intersection between the expansion frontier and the finance 

frontier. Despite this very different appreciation of the growth-profit trade-off by share-

holders and managers, it is possible to express firms’ objectives in terms of a target 

profit rate, rsf, which is a weighted average of the profit rate desired by shareholders, rsh, 

and the profit rate, rsm, which managers would require in order to be able to finance ac-

cumulation rate gsm:   

(1) ( ) smshsf rrr 11 1 δδ −+=   with 10 1 ≤≤ δ . 

Based on these microeconomic considerations, a general macroeconomic investment 

function can be formulated as:  

(2) 13121,10 −−− +−−== uLEVrKIg sf
i γγγγ  

Equation (2) reflects the three components of firms’ accumulation decision: the ‘prefer-

ence side’ (given by the manager-owner conflict), the ‘constraint side’ (given by the 

finance frontier), and the ‘opportunities side’ (given by the expansion frontier). Firms’ 

investment decisions are constrained by the preference for profitability, rsf, or by an 

external financing constraint, indicated by the leverage ratio, LEV, which proxies the 

slope of the finance frontier in Figure 1. Investment is also assumed to be positively 

                                                 
8 Lavoie (1992, p. 106) tells us with respect to the objectives of the firm as a whole: ‘Put briefly, growth 
is the objective, and profits are the means to realize this objective’. This assertion was certainly valid for 
managerial firms, but in the new institutional configuration of finance-dominated firms, it is often held 
that profits are no longer a mean to an end, but they become an end in itself. 
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related to the utilisation rate, u, as an increase in aggregate demand can be represented 

as an outward shift of the expansion frontier of the individual firm. In short, we argue 

that the investment function proposed above can be seen as directly grounded in the 

Post-Keynesian theory of the firm. Furthermore, it can be argued that during the Fordist 

period, accumulation has been constrained mainly by the availability of finance, while 

in the financialisation period, shareholders’ preferences have been the main limiting 

factor. For simplicity, in what follows we shall assume γ1 = 0 and γ2 > 0 in equation (2) 

for the Fordist regime, and γ1 > 0 and γ2 = 0 for the financialisation regime. 

 

3.2 Distribution and the manager-worker conflict 
 
We have just seen that the owner-manager conflict can be expressed in terms of target 

profit rates, although the true objectives of shareholders and managers are different 

ones. For workers, the third group within the firm, the true objective is a real wage rate 

or a wage share in value added. However, following the target return framework with 

conflict inflation proposed by Lavoie (2002, 2003), we are able to translate the wage 

share target into a ‘profit rate target’, rsw, as well. The conflict over distribution is then a 

conflict between workers’ aspirations, rsw, and the result of the manager-shareholder 

conflict, rsf. In our model, shareholders’ claims strongly affect income distribution, 

since they are integrated a priori in the process of wage bargaining.  

Formally, the conflict inflation framework with target return pricing can be summa-

rised as follows. Firms set a margin, θ, on unit labour costs, wl, which allows them to 

obtain a target rate of profit, rs, provided the rate of capacity utilisation is at its normal 

level, us, which is treated here as exogenously given. As shown by Lavoie (2003, pp. 

57-8), firms’ mark-up pricing procedure can be expressed as the general cost-plus pric-

ing formula given by equation (3), with the profit margin being determined by equation 

(4), where potYK /=σ  is the capital-full capacity output-ratio. From national account-

ing it then follows that the profit rate seen from the cost side, rpc, can be written as in 

equation (5). 

 
(3) ( )wlp θ+= 1  
 
(4)  ( ) ( )σθ sss ruu1 −=+  
 
(5) ss

pc uurr =  
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Effective price changes decided by firms depend on the divergence between their 

target profit rate, rsf, and the target profit rate actually incorporated into prices, rs, as 

well as on their ability to pass through expected wage increases on prices: 

(6) ( ) e
ssf wrrp ))

211 ΨΨ +−=
−

 

where p) is the rate of price inflation, ew) is the expected nominal wage inflation, and Ψ1 

and Ψ2 are indicators of firms’ bargaining power. Analogously, workers obtain nominal 

wage increases according to the formula: 

(7) ( ) e
sws prrw ))

211 ΩΩ +−= −  

In equilibrium, where wage and price inflation are equal and the real wage constant, 

we have:  

(8) swsfs rrr ΩΨ +=   with 1=+ ΩΨ . 

We have to bear in mind that the profit rate actually incorporated into prices, rs, is 

not an effective profit rate experienced by firms, but determines the actual distribution 

of income based on the balance of power between firms and workers, with the profit 

share being defined as ( )θθ += 1/h . As shown by equation (5), the actual profit rate 

depends on aggregate demand (u). 

 

3.3 The macroeconomic closure and the realisation of firms’ objectives 
 
Until here, we have seen how conflicting claims are formulated. Next, we have to study 

how these objectives can be met (or not) at the macroeconomic level. Conveniently for 

our purposes, the standard Kaleckian model allows one to formulate the macroeconomic 

closure in terms of profit rates, considered from the cost side and from the demand side. 

The rate of profit seen from the cost side, rpc, is given by equation (5), while the effec-

tive demand constraint, red, is obtained by confronting the accumulation function from 

equation (2) with a macroeconomic saving function, which in our model takes the fol-

lowing standard form: 

(9) ( )( )[ ] 12111 1 −−− −+−−−== qLEViLEVirsrKSg llf
s ββ  
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It is assumed that workers do not save, such that total saving relative to capital stock 

depends on the profit rate, firms retention ratio, sf, and interest obligations given by the 

interest rate, il, set by banks, and the leverage ratio, and rentiers propensity to consume 

out of capital income, β1, and out of wealth, β2 (Tobin’s q being defined here as house-

holds’ net worth relative to capital stock).  

If we wish to set up system dynamics, we have to ask what firms’ objectives really 

are. The debate over fully-adjusted positions in the existing literature always refers to 

standard utilisation. For us, given the centrality of the profit rate in the two conflicts 

opposing shareholders, managers and workers, it appears more appropriate to structure 

the debate around target profit rates. However, from the preceding discussion, it can be 

immediately seen that fully-adjusted positions in the traditional sense may be systemati-

cally prevented by the presence of conflicting claims. As can be seen from equations (5) 

and (8), operating at standard utilisation (u* = us) allows the realisation of firms’ profit-

ability objectives (r* = rsf), if and only if there is no conflict over income distribution (rs 

= rsf = rsw). As soon as workers have some power to oppose firms’ ‘distribution objec-

tive’ (rsf > rs > rsw), firms have to operate above standard utilisation (u* > us) in order to 

reach their profitability objectives (r* = rsf). We may arrive at a ‘fully-adjusted position’ 

regarding profitability, but this does not coincide with a fully-adjusted position in the 

usual sense. The rate of utilisation is still seen as a free variable, and this ensures that 

firms’ and workers’ objectives are not fully contradictory, as variations in utilisation 

allow them to partly reconcile their respective profitability and distribution targets.  

If we make r* = rsf a condition for long-run equilibrium, implying that firms achieve 

their profitability, or growth, target, two different types of adjustment are possible. In 

Lavoie (2002, 2003), firms’ profit target rate adjusts to the actual profit rate, as long as 

objectives are not met. For us, this reveals a managerial, or ‘Fordist’, way of thinking 

the firm by which profitability objectives are subject to growth objectives, and where, 

according to Lavoie (1992, p. 107), ‘shareholders play a purely passive role’. In the 

framework of our model, this translates into δ1 = 0 in equation (1), and the adjustment 

process proposed by Lavoie (2002, 2003) becomes: 

(10) ( )1,11 * −− −=∆=∆ smsmsf rrrr ρ  

Equation (10) implies that, in equilibrium, firms prefer to operate at standard profit-

ability rather than at standard utilisation. While Lavoie (2002, 2003) does not provide 
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much of an economic rationale for this adjustment mechanism, we may derive a ‘Ford-

ist interpretation’ from our discussion of the Post-Keynesian theory of the firm above. 

In the Fordist case, firms (managers) derive their profitability target from their growth 

target. As noted elsewhere by Lavoie (2004, p. 52), ‘for those firms that attempt to 

maximise their growth rate, the target rate of return which should be incorporated into 

prices is the one that is determined by the intersection of the expansion frontier and the 

finance frontier’ (our translation). However, in the present model, where firms face the 

conflict with workers, they cannot incorporate their target rate of return into prices. 

Therefore, as formalised in equation (10), firms adjust their target rate of return to the 

actual profit rate allowed for by demand conditions. Suppose there is a permanent in-

crease in demand, reflected in an increase in actual utilisation and profit rates, and, 

graphically, in an upward shift of the expansion frontier for the individual firm. Manag-

ers realise that a higher accumulation rate becomes possible, but that, seen from the fi-

nancing side, this requires a permanently higher profit rate. Then, by adjusting their 

target rate of return upwards, they claim a larger profit share, but their preference for 

higher growth also requires an increase in utilisation.9 After all, capitalism remains a 

conflictive system even under Fordism, and firms’ quest for growth (market shares) as 

well as the distributional struggle with workers prevails over concerns about the optimal 

utilisation rate. Of course, there may be some maximum utilisation rate that managers 

are willing to accept. 

In the era of financialisation, shareholders seem to expect their profitability claims 

to prevail over all other objectives. Shareholders impose their interests on managers (for 

simplicity, assume δ1 = 1 in equation (1)), who then attempt to transfer these claims on 

workers in the wage bargaining process. In contrast to Fordism, the ‘financial nexus’ 

now dominates the ‘wage nexus’, as French Regulationist authors may put it. In a fi-

nance-dominated economy, shareholders express very inflexible claims, and they expect 

these claims to be met. Equation (10) no longer holds. Rather, whenever the effective 

profit rate is below shareholders’ claims, managers are placed in a situation of failure, 

and they cannot afford to remain passive in an environment where unsuccessful man-

agements can be easily overthrown by shareholders. We therefore propose a simple ad-

justment mechanism that reflects shareholders’ pressure on management, given by 

equations (11) and (12):  
                                                 
9 As noted by Lavoie (2002, 2003) and Missaglia (2007, p. 79), the adjustment process described by equa-
tion (10) is stable due to 0/ <sdrdr . 
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(11) ( )11,2 *−− −−=∆ rrs sff δ  
 
(12) ( )11,3 *−− −−=∆ rrx sfδ  

where sf is firms’ retention rate of profits, and x is the proportion of investment financed 

through new equity issues.10 As long as shareholders’ profitability claims are not real-

ised, shareholders require that managers adjust their financial policies and distribute a 

larger part of profits and get into debt to buy back firms’ shares. At the microeconomic 

level, this is the only way for managers to increase the rate of return on equity and to 

signal to shareholders that they are confident with regard to firms’ future profit oppor-

tunities. Paradoxically, as will be shown in the next section, it is precisely this micro-

economic mechanism which allows firms, under certain conditions, to realise the profit 

rate expected by shareholders at the macroeconomic level, as a higher rate of distributed 

profits increases aggregate consumption by rentiers and hence profits.  

The overall dynamics of the model are summarised in Figure 2. On the left hand 

side, we recall the different profit rates and their link with aggregate demand dynamics. 

On the right hand side, we reproduce the sequential graphical representations of these 

processes. Indeed, we have four profit rates reflecting the respective claims of three 

social groups: rsh and rsm determine the profit rate pursued by firms, rsf, and rsw stands 

for workers’ claims in the wage bargaining process. The confrontation of firms’ objec-

tives and workers’ claims, weighted by their respective bargaining power, gives rise to 

the effective distribution of income between wages and profits, as reflected in the profit 

rate effectively incorporated into prices, rs. Then, the effective demand constraint, red, 

depends on investment, gi, and saving, gs, which are influenced by firms’ retention ratio, 

sf, and equity issuances, x, and the profit share, determined by rs. The effective profit 

rate results from the confrontation of the effective demand constraint with the profit rate 

seen from the cost side, rpc. Under Fordism, the effective profit rate feeds back into 

firms’ target profit rate, while under financialisation dividend payments and share buy-

backs may provide a means to adjust actual to target profitability. It can be clearly seen 

in the figure that the objectives u = us and r = rsf are mutually exclusive due to rsf ≠ rsw. 
                                                 
10 In insightful papers, Charles (2008) and Shaikh (2007) also introduce adjustment mechanisms involv-
ing firms’ retention ratio, but they do so in quite different ways. For Charles (2008, p. 9), managers target 
some level of the retention ratio in order ‘to preserve their financial autonomy’. When debt increases, 
managers are able to cut dividends and to increase their retention ratio in order to control uncertainty. For 
us, in a financialised economy, the causality is reversed: managers are obliged to distribute more divi-
dends by means of increasing debt. For Shaikh (2007), the retention ratio adjusts to the gap between nor-
mal and actual utilisation rates. But the underlying economic rationale does not appear very clear to us. 
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Figure 2: Conflicting claims and the realisation of firms’ objectives 
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consistent model 
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flow consistent macroeconomic model, following the methodology developed by 

Wynne Godley and Marc Lavoie (Lavoie and Godley, 2001-2; Godley and Lavoie, 
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to another, while clearly showing the adjustment processes towards these final equilib-
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the question of fully-adjusted positions. While all the crucial behavioural equations of 

the model have already been discussed in the previous section, the full set of equations 

is provided in the Appendix.  

For our simulations, we make two different sets of assumptions regarding the in-

vestment decision and the equilibrium adjustment mechanism, reflecting the balance of 

power between workers, managers, shareholders and bankers. The first frame (‘Ford-

ism’) is essentially similar to the model proposed by Lavoie (2002, 2003). In the second 

frame, we analyse a ‘financialisation regime’.  

 

4.1 Lavoie’s (2002, 2003) model: a ‘Fordist’ interpretation 
 

The term ‘Fordism’ is used to describe the very particular accumulation regime dur-

ing the thirty-year period after World War II, where workers were in a favourable bar-

gaining position and where economic growth was strong and the wage share showed a 

tendency to increase.11 Therefore, in our first simulation, we will give a positive shock 

to workers’ bargaining strength, given by Ω1 in equation (7). As discussed above, we 

assume δ1 = 0 and γ1 = 0 in equations (1) and (2): managers fully impose their objec-

tives on shareholders. This is the Galbraithian ‘technostructure’. Managers’ investment 

decisions are constraint by aggregate demand and the availability of finance and are 

therefore relatively sensitive to the leverage ratio, due to either liquidity constraints or a 

reluctant attitude towards rising debt ratios. At the same time, because managers are 

above all interested in growth, they are very pragmatic in the formulation of their profit-

ability target, as formalised in equation (10). 

Figure 3 shows our simulation results for this configuration of the model. The left 

part shows the positive impact of an increased wage share on growth, utilisation and 

profitability. We see that managers’ (firms’) profitability target gradually adjusts to the 

actual profit rate. Clearly, the paradox of costs holds, and we are in a ‘stagnationist de-

mand regime’ ( 0/ <∂∂ sru ) with ‘wage-led growth’ ( 0/ <∂∂ srg ), as described by 

Bhaduri and Marglin (1990). Since the positive effect of increased utilisation on the 

profit rate overwhelms the negative effect of a decreasing profit share, we are also in a 

                                                 
11 The ‘Fordist accumulation regime’ has been extensively described by the French Regulation School, 
following Aglietta (1976). See also Marglin and Schor (1990).  
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regime of ‘cooperative capitalism’ ( 0/ <∂∂ srr ). It can also be expected that unem-

ployment decreases.12  

 

Figure 3: Larger bargaining power of workers: ‘cooperative capitalism’  
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Our results also permit us to re-emphasise that the growth-profit trade-off is only a 

microeconomic trade-off. In this Fordist case, profits and growth go hands in hands at 

the macroeconomic level. First, accumulation increases due to increased demand, and 

then firms increase their profitability (growth) objective. By assumption, this has no 

direct effect whatsoever in the investment function.13 However, the higher actual rate of 

profit and the financing requirements linked to the higher accumulation rate encourage 

managers to reformulate their distributional claims vis-à-vis workers. In technical terms, 

after the initial decrease in the slope of the w) -curve in Figure 2, the p̂ -curve gradually 

shifts upwards with the increase in firms’ target rate of return, thereby mitigating 

somewhat the distributional effects of workers’ enhanced bargaining power.  

Our simulation results may provide an additional argument for why firms would ac-

cept a deviation from their utilisation target. As argued above, the standard rate of utili-

sation can be seen to derive from some optimality condition linked to firms’ position in 

the goods market (cost-efficient production, ability to respond to variations in demand 

and to deter new entrants). However, this optimality condition may have to be traded off 

                                                 
12 In the model, we somewhat crudely assume that the unemployment rate is inversely related to the utili-
sation rate. We have also introduced a simple feedback effect linking (changes in) the unemployment rate 
with workers’ distributional claims and bargaining strength (see Appendix). 
13 We have also conducted simulations with a positive coefficient on target profitability in the investment 
function. With this alternative configuration, aggregate demand is still stagnationist and growth wage-led, 
but the profit rate is negatively affected by a higher wage share (‘conflictive capitalism’ in the Bhaduri 
and Marglin, 1990, sense). This result is reminiscent of the historical experience of the end of Fordism 
with an emerging pressure on firms’ accumulation policy stemming from increasing profitability claims.  
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not only with the profit rate (growth) target, but also with firms’ concerns regarding 

their financial position (see our argument in footnote 6). As can be seen from the right 

part of Figure 3, both the leverage ratio and Tobin’s q fall following the initial shock. 

Firms certainly did not care much about Tobin’s q during Fordism. However, a drop in 

the leverage ratio should be highly appreciated by managers because it reduces financial 

fragility and the risk of default. We may therefore argue that managers accept the devia-

tion of utilisation from target because it allows them not only to achieve a higher profit 

rate, but also to operate at a lower leverage ratio.14  

 

4.2 Financialisation I: the ‘paradox of greed’ 
 

In the financialisation era,15 shareholders impose their views on firms’ policies. For 

simplicity, we assume δ1 = 1 in equation (1) so that shareholders’ profitability target 

becomes the target of firms. Besides, equation (10) does not hold anymore. The share-

holder-manager conflict delivers the target profit rate for firms, which then gives rise to 

firms’ investment decision and is also transferred to the wage bargaining process. Tar-

get profitability becomes the dominant factor in the investment function (large γ1 in 

equation (2)), and for simplicity we assume that there are no financing constraints (γ2 = 

0 in equation (2)) implying that firms always operate above the point of intersection 

between the expansion and finance frontiers in Figure 1. In terms of the conflict over 

income distribution, managers simply discharge the claims formulated by shareholders 

on workers. This sequential translation of shareholders’ claims refers to the theory of 

risk transfer (e.g. Aglietta and Rebérioux, 2004).  

We first simulate the effects of an increase in shareholders’ profitability claims, rsh, 

in the absence of the adjustment mechanisms given by equations (11) and (12) above 

(see Figure 4). In this case, shareholders will encounter a problem of realisation of their 

claims. Imposing their increased profitability target on managers and workers implies a 

direct negative effect on accumulation through the investment function, and an indirect 

one via the increase in the profit share. Not surprisingly for Keynesians, this depresses 

                                                 
14 Of course, this rather informal argument relies on an inverse relationship between the rates of profit and 
utilisation on the one hand, and the leverage ratio on the other. However, such a configuration, which is 
reminiscent of Steindl’s (1958) ‘paradox of debt’, seems particularly relevant for the Fordist regime (see 
also Lavoie, 1995; Hein, 2006, 2007). 
15 See e.g. Boyer (2000), Krippner (2005), Palley (2008), van Treeck (2008), Hein and van Treeck (2008) 
for discussions of financialisation. 
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growth, utilisation and profit rates. In the absence of an adjustment mechanism, we find 

a ‘paradox of greed’: the more shareholders want, the less they get.16  

 

Figure 4: Higher profitability claims by shareholders: the ‘paradox of greed’ 
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4.3 Financialisation II: variable financial policies, rentiers’ consumption and in-
debtedness 

 
Financialisation is not in reality so depressive, so we have to take into account some 

adjustment mechanisms allowing the economy to provide shareholders with what they 

want. Shareholders’ claims can be fulfilled in reality, but this can only be the result of 

an unintended macroeconomic mechanism. Figure 5 summarises the dynamics of the 

model, when the adjustment processes introduced in equations (11) and (12) above, 

fully operate. 

In the upper left part, we first observe a tendency towards depression after the initial 

shock. As before, higher profitability claims imply a direct drop in accumulation and an 

increase in the profit share, and hence a drop in utilisation, growth and profit rates. But 

then firms increasingly distribute profits to rentiers and buy back their shares (bottom 

left part). As a consequence, firms become increasingly dependent on debt financing 

and the leverage ratio, and hence interest obligations, increase (upper right). This further 

redistributes income to rentiers, and their consumption out of dividends, interests and 

wealth, leads to a recovery in profit and utilisation rates (upper left). The accumulation 

rate is then positively affected by the increase in the utilisation rate, but this does not 

                                                 
16 This fundamental micro-macro divide seems to be neglected in much of the literature on ‘financialisa-
tion’ (see van Treeck, 2008, or Skott and Ryoo, 2008, for a critique). 
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compensate for the negative effect of increased profitability claims.17 Indeed, we see 

that the virtual economy (personal net worth, Tobin’s q) and the real economy (accumu-

lation, output) ‘move in opposite directions’, a possibility analysed in a different setting 

by Bhaduri et al. (2006).  

In the new steady state, we are in a ‘fully-adjusted position’ from the point of view 

of shareholders, the effective profit rate being equal to their target rate. Although firms 

cannot operate at the standard, cost-efficient rate of utilisation, the economy is in 

‘global equilibrium’ because of shareholders being in ‘equilibrium’. 

 

Figure 5: Higher profitability claims by shareholders: variable financial policies 
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The macroeconomic phenomenon found here reminds of ‘Kalecki’s Law’ stating 

that ‘capitalists earn what they spent’. However, under conditions of financialisation, 

capitalists’ expenditures are no longer concentrated on accumulation, but on consump-

                                                 
17 The expansionary effects of the higher dividend payout ratio and share buybacks crucially depend on 
the coefficients on the leverage ratio in the investment function and on Tobin’s q in the savings function. 
We have assumed for simplicity that investment is not finance-constrained in the financialisation regime. 
However, when this assumption is lifted, a higher dividend payout ratio and share buybacks can be con-
tractionary under certain conditions. See van Treeck (2008), Skott and Ryoo (2008) and Hein and van 
Treeck (2008) for a discussion. 
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tion out of distributed profits and wealth.18 Therefore, the accumulation regime of fi-

nancialisation is a regime of ‘profits without investment’ (Cordonnier, 2006). This re-

gime can be sustainable but it requires a substantial rise in firms’ indebtedness, which 

allows firms to buy back more shares and to distribute more dividends. This depend-

ency towards debt makes the economy increasingly fragile, and, as we discuss below, 

highly dependent on banks’ willingness to grant credit to firms. 

 

4.4 Financialisation III: the ‘glass ceiling of profitability’ 
 
In our last simulation, we consider the possibility that the operation of the adjustment 

processes illustrated above is limited by means of a shareholder-creditor conflict, in-

volving a maximum leverage ratio tolerated by banks. In their enlightening contribution, 

Cordonnier and Van de Velde (2008) assess the sustainability of ever-increasing profit-

ability claims in the era of financialisation. Because the realisation of profits depends on 

capitalist expenditure on investment and consumption out of distributed profits, the 

maximum level of profitability that may be realised is given by the extent to which 

banks are willing to grant loans to firms. If shareholders express claims that require lev-

erage to go beyond this maximum level, the system is confronted with a ‘glass ceiling 

of profitability’. For Cordonnier and Van de Velde (2008), this will lead the economy 

into a depressionary spiral and firms will increasingly restrict their investment spending. 

Here, we adopt a different hypothesis. If shareholders’ claims are unachievable, share-

holders will have to accept the ultimate dominance of banks, and the economy will 

gravitate around the maximum leverage ratio tolerated by banks.19 The adjustment 

mechanisms from equations (11) and (12) are generalised in equations (11’) and (12’). 

When the maximum leverage ratio, or ‘glass ceiling of profitability’ is hit, banks will 

oblige firms to reduce their dividend payout ratio and share buybacks. Managers do as 

much as they can to satisfy shareholders, but ultimately creditors are the dominant ac-

tors in the economy.  

 
 
 
 

                                                 
18 See Cordonnier (2006) for this original reassessment of Kalecki’s Law, and van Treeck (2008) for an 
extension within a stock-flow consistent model. 
19 We could also imagine an endogenous maximum leverage ratio to deal with cyclical animal spirits by 
banks (Minsky, 1986). Once reached, it could continuously drop and lead the economy into the depres-
sionary spiral described by Cordonnier and Van de Velde (2008). 



124 

 

(11’) ( ) ( )12111,2 * −−− −+−−=∆ levlevcrrs sff δδ  

with 
⎩
⎨
⎧

<
>

=
−

−

1

1
2 if1

if0
levlevc
levlevc

δ , 
⎩
⎨
⎧

<
>

=
−

−

1

1
21 if0

if1
levlevc
levlevc

δ  

(12’) ( ) ( )13111,3 * −−− −+−−=∆ levlevcrrx sf δδ , 

with 
⎩
⎨
⎧

<
>

=
−

−

1

1
3 if1

if0
levlevc
levlevc

δ , 
⎩
⎨
⎧

<
>

=
−

−

1

1
31 if0

if1
levlevc
levlevc

δ  

The simulation results are shown in Figure 6. We record essentially the same dy-

namics as in Figure 5, but the adjustment towards shareholders’ profitability claims is 

not fully completed. In the new steady state, the economy as a whole is in ‘global equi-

librium’ without shareholders being in ‘equilibrium’, but with banks imposing their 

objectives. 

 

Figure 6: Higher profitability claims by shareholders: the ‘glass ceiling of profitability’ 
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5. Conclusions 
 
In this paper, we have reassessed the debate over ‘fully-adjusted positions’ in a conflict-

ing claims framework with target return pricing. We have argued that the adjustment to 

long-run equilibrium positions should not be framed exclusively in terms of the stan-

dard rate of utilisation. Rather, firms may have to compromise on different objectives, 

in particular when there are conflicting claims by different social groups inside and out-

side firms. We have applied this general argument to two different historical configura-

tions of capitalism, which we have loosely defined as ‘Fordism’ and ‘financialisation’. 

Building on Lavoie (2002, 2003), we have developed a ‘common language’ for share-
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holders, managers, and workers, allowing us to analyse the different conflicts opposing 

these groups in terms of target profit rates. We have been able to produce simulation 

results that seem broadly consistent with the stylised facts of both the Fordist and the 

financialisation periods.  

We hope that our argument can be seen as another step towards a reconciliation be-

tween long-run equilibrium analysis and more historically oriented macroeconomics. In 

our model, the nature of and the adjustment to the final equilibrium position is histori-

cally-determined and depends on the objectives of the dominant social groups. In the 

Fordist era, managers and workers were the leading groups. Managers were dominant 

vis-à-vis shareholders in their investment decisions, which were oriented towards ex-

pansion rather than profitability and only constrained by aggregate demand and the 

availability of finance, but not by shareholders’ profitability claims. Workers imposed 

increases in the wage share, and firms resisted workers’ claims only to the degree to 

which actual profitability increased. Firms adjusted their profitability targets to actual 

profitability. With financialisation, shareholders formulate inflexible profitability objec-

tives, which are imposed on both managers and workers.20 We have discussed a simple 

macroeconomic mechanism that may actually allow shareholders to achieve their target. 

This shareholder-dominated long-run equilibrium is, however, subject to the conflicting 

objectives of the banking sector, which may wish to keep firms’ debt ratios below some 

maximum level.   

Clearly, much more work needs to be done. Both our ‘Fordist’ interpretation of the 

adjustment mechanism proposed by Lavoie (2002, 2003), and our particular view of 

conflicting claims in the financialisation regime are incomplete. For instance, our at-

tempt to formulate the various objectives of different actors in terms of target profit 

rates may seem simplistic. Therefore, one may wish to consider the implications of 

shareholders targeting some measure of financial profitability (earnings per share, return 

on equity, etc.) rather than a real profit rate. Also, adding further actors and sectors to 

the model may increase the dimension of conflict in the economy. For instance, as noted 

by Duménil and Lévy (1999), the Central Bank may not tolerate every rate of capacity 

utilisation and the potential implications for the rate of inflation. Similarly, the objec-

tives of government and the foreign sector could be considered.21 

                                                 
20 Epstein (1992) has also discussed different historical configurations in terms of capital-labour and 
industry-finance relations. 
21 Missaglia (2007) has extended the framework proposed by Lavoie (2002, 2003) to the open economy. 
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Despite these lacunae, we hope that our work contributes to opening up the debate 

over fully-adjusted positions, which has been intriguing heterodox economists for so 

long.  
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Appendix: Model variables and equations  
 
Endogenous variables: 
c_r: Total real consumption 
cg: Capital gains 
cg_exp: Expected capital gains 
cons: Total consumption 
cr: Rentiers’ consumption  
cr_r: Rentiers’ real consumption 
cw_r: Workers’ real consumption 
e_d: Demand for equities 
e_exp: Expected stock market value  
e_s: Supply of equities 
fb: Bank profits 
fd: Dividends  
ft: Total profits 
fu: Undistributed profits  
g: Accumulation rate 
gy: Growth rate of rentier income  
gy_r: Real growth rate of rentier income  
h: Profit share 
i: Investment 
i_r: Real investment 
il: Banks’ lending rate 
k: Capital stock 
k_r: Real capital stock  
l_s: Total loans (supply) 
lev: Firms’ leverage ratio  
levc: Maximum leverage ratio tolerated by banks 
lf: Firms’ loans outstanding  
m_d: Money deposits (demand) 
m_s: Money deposits (supply) 
n: Employed workers  
npot: Potential employment 
p: Price level 
pe: Price of equity 
pinfl: Price inflation  
pinfl_exp: Expected price inflation 
q: Tobin’s q 
r: Profit rate  
re: Rate of return on equity 
re_r: Real rate of return on equity  
rl: Banks’ real lending rate 
rm: Banks’ real deposit rate 
rs: Target rate of return actually incorporated into prices  
rsf: Firms’ rarget rate of return  
rsw: Workers’ target rate of return  
theta: Mark-up of firms 
u: Utilisation rate 
un: Unemployed workers  
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ur: Unemployment rate 
v: Rentiers’ net worth 
v_exp: Rentiers’ expected net worth  
w: Wage rate  
w_r: Real wage rate 
wb: Wage bill 
wb_r: Real wage bill 
winfl: Wage inflation  
winfl_exp: Expected wage inflation 
ws: Wage share 
y: Output  
y_r: Real output 
ydr: Rentiers’ disposable income 
ydr_exp: Rentiers’ expected disposable income 
ydr_r: Rentiers’ real disposable income 
ydr_r_exp: Rentiers’ expected real disposable income 
ypot: Potential output  
ypot_r: Real potential output 
 
Exogenous variables and parameters: 
beta1: Propensity to consume out of rentier disposable income  
beta2: Propensity to consume out of net worth  
delta1: Indicator of shareholders’ power 
delta2: Speed of adjustment of dividend payout ratio to profitability gap 
delta21: Speed of adjustment of dividend payout ratio to excess leverage 
delta3: Speed of adjustment of share buybacks to profitability gap 
delta31: Speed of adjustment of share buybacks to excess leverage 
gamma0: Autonomous investment 
gamma1: Investment response to profitability target 
gamma2: Investment response to leverage ratio 
gamma3: Investment response to utilisation 
im: Banks’ deposit rate 
lambda0: Autonomous preference for equity 
lambda1: Response in preference for equity to deposit rate 
lambda2: Response in preference for equity to rate of return on equity 
lambda3: Indicator of transactions demand for money 
mju: Labour productivity 
omega1: Response of wage increases to frustrated claims by workers 
omega10: Autonomous bargaining power of workers 
omega11: Effect of unemployment rate on workers’ bargaining power  
omega2: Response of wage inflation to expected price inflation  
psi1: Response of price increases to frustrated claims by firms 
psi2: Response of price inflation to expected wage inflation  
rho1: Speed of adjustment of firms’ profitability target to actual profitability 
rho2: Sensibility of workers’ claims to changes in unemployment rate  
rsh: Target profit rate of shareholders 
rsm: Target profit rate of managers  
sf: Firms’ retention rate  
sigma: Capital-to-full capacity ratio  
thetab: Banks’ markup on interest rate 



129 

 

us: Standard utilisation rate 
x: Ratio of net equity issues to investment 
 
Distribution and inflation:  
rs = (us - (us / p)*(w / mju))/sigma 
w = (omega1*(rs(-1) - rsw(-1)) + omega2*pinfl_exp)*w(-1)+w(-1) 
p = (psi1*(rsf(-1) - rs(-1)) + psi2*winfl_exp)*p(-1)+p(-1) 
omega1 = omega10 - omega11*ur(-1) 
w_r = w/p 
winfl = (w- w(-1))/w(-1) 
winfl_exp = winfl(-1) 
pinfl = (p- p(-1))/p(-1) 
pinfl_exp = pinfl(-1) 
rsw = rsw(-1) + rho2*(ur(-1) - ur(-2)) 
rsf = delta1*rsh + (1 - delta1)*rsm 

Fordism (delta1 = 0): rsf = rsm = rsf(-1) + rho1*(r(-1) - rsf(-1))  
Financialisation (delta1=1): rsf = rsh = rsf(-1)  

n = y_r / mju 
y_r = y/p 
un = npot - n 
npot = ypot_r/mju  
ypot = k / sigma 
ypot_r = k_r / sigma 
ur = un / npot 
theta = (rs*sigma)/(us - rs*sigma) 
ft = (theta  / (1 + theta))  * y  
h = ft/y 
wb = w*n 
wb_r = wb / p 
ws = wb/y 
 
Firms’ investment and financing decisions:  
g = gamma0 - gamma1*rsf(-1) - gamma2*lev(-1) + gamma3*u(-1) 

Fordism: gamma1 = 0 
Financialisation: gamma2 = 0 

i_r = g * k_r(-1)  
k_r = k_r(-1) + i_r 
k = k_r*p 
lev  = lf/k 
lf  = lf(-1)  + i  - fu  - (e_s  - e_s(-1))  * pe 
fu  = ft  - fd  - il  * lf(-1) 
fd  = (1  - sf)  * (ft(-1)  - il(-1)  * lf(-2))  * (1  + g(-1)) 
e_s = e_s(-1) + x * i(-1) / pe 
u = y/ypot 
y = i + cons  
i = i_r*p  
r = ft/k 
sf = sf(-1) (Fordism)  

Financialisation: sf = sf(-1) - delta2*(rsf(-1) - r(-1)) + delta21*(levc(-1)-lev(-1)) 
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x = x(-1) (Fordism) 
Financialisation: x = x(-1) - delta3*(rsf(-1)-r(-1)) + delta31*(levc(-1) - lev(-1)) 
 

Personal consumption and portfolio decisions: 
c_r = cw_r + cr_r 
cons = c_r * p  
cw = cw_r*p 
cr = cr_r*p 
cw_r = wb/p 
cr_r = beta1*(ydr_r_exp) + beta2*(v(-1)/p(-1)) 
ydr_r_exp  = (1+gy_r)*ydr_r(-1)   
gy = (ydr - ydr(-1)) / ydr(-1) 
gy_r = (ydr_r - ydr_r(-1)) / ydr_r(-1) 
v  = v(-1)  + ydr  - cr  + cg 
v_r = v/p 
cg  = (pe  - pe(-1))  * e_d(-1) 
e_d  = e_s 
e_exp = (lambda0 - lambda1 * rm + lambda2 * re_r(-1)) * v_exp - lambda3 * ydr_exp 
v_exp  = v(-1)  + ydr_exp  + cg_exp  - cr  
cg_exp = (1 + g(-1)) * cg(-1) 
pe = e_exp/e_d 
re  = (fd  + cg)  / (pe(-1)  * e_d(-1)) 
re_r  = re - pinfl  
ydr_r = ydr/p 
ydr = fd + fb + im*m_d(-1) 
ydr_exp = (1 + gy)*ydr(-1) 
 
Banks and further monetary variables: 
rm = im - pinfl 
il = (1 + thetab)*im  
rl = il - pinfl 
fb  = il  * l_s(-1)  - im  * m_s(-1) 
l_s = lf 
m_d  = m_d(-1)  + v  - v(-1)  - (e_d  - e_d(-1))  * pe  - (pe  - pe(-1))  * e_d(-1) 
m_s = l_s 
q  = (lf  + e_s  * pe)  / k 
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Chapter V: 
 
A synthetic, stock-flow consistent macroeconomic model of ‘financialisation’♣  
 

1. Introduction 

This article is centred around the notions of shareholder value orientation and finan-

cialisation, with the former being one (important) constituent of the latter. Shareholder 

value orientation is defined as the increased dominance of shareholders over manage-

ment and workers in corporate governance. Financialisation is the more general devel-

opment towards an increased importance of the financial sector of the economy relative 

to the non-financial sector.  

The objectives of the article are as follows: first, we develop a synthetic, stock-flow 

consistent (SFC) macroeconomic model of financialisation. Thanks to the SFC model-

ling approach and computer-based solution methods (see Godley and Lavoie, 2007, for 

a systematic presentation), we can integrate several important facets of financialisation 

into one macroeconomic model, and consider how the effects that are ascribed to this 

complex phenomenon in partial analyses in the existing literature may be linked. This 

includes contributions from both mainstream information economics and Post Keynes-

ian economics.  

Second, we conduct simulations with our model and concentrate on two experi-

ments reflecting increasing shareholder value orientation: one is a rise in the dividend 

payout ratio of non-financial firms, the other is a reduction in the contribution of new 

equity issues to the financing of physical investment. Interestingly, the results of our 

experiments are not unique but different ‘cases’ are obtained depending on strategic 

parameter values in the investment and consumption functions of the model. Higher 

dividend payments and lower equity issues can have either positive or negative effects 

on physical accumulation, firms’ profit rate and output growth, and different implica-

tions for households’ and firms’ wealth and indebtedness, income distribution, and per-

sonal consumption decisions. While these conclusions appear consistent with empirical 

experience, they differ from the results obtained by Lavoie and Godley (2001-2, pp. 

305-7) in their path-breaking contribution to SFC modelling. In their analysis, share-

                                                 
♣ I would like to thank Eckhard Hein, Marc Lavoie, Gennaro Zezza, and an anonymous referee for very 
helpful comments. I am particularly grateful to Soon Ryoo for his help and for fruitful discussions. Of 
course, all errors are mine. Financial support of the Hans Boeckler Foundation is gratefully acknowl-
edged. 
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holder value orientation, measured in terms of dividend payments and share buybacks, 

has uniquely positive effects on the overall economy. Our model also encompasses 

more pessimistic views of shareholder value orientation, such as that expressed by 

Stockhammer (2005-6, p. 197), who observes ‘an interesting puzzle in macroeconomic 

trends: the ratio of investment to profits … shows a declining trend’. In effect, with 

some notable exceptions, such as the ‘New Economy’ boom of the late 1990s in the US, 

shareholder value orientation seems to be linked in some countries to a striking diver-

gence of macroeconomic accumulation and profit rates (Cordonnier, 2006).  

The article proceeds as follows: in section 2, some important previous work on fi-

nancialisation and shareholder value orientation is discussed in light of the empirical 

facts. Section 3 presents our own synthetic SFC model of an economy containing an 

industrial sector, a household sector composed of workers and rentiers, a private bank-

ing sector, and a stock market. The simulation results are discussed in section 4. In sec-

tion 5, a simplified analytical version of the model is used to derive formal conditions of 

our different ‘cases’, referring in particular to the general concept of ‘stock-flow 

(in)elasticity’ applied by Skott and Ryoo (2007) in their analysis of financialisation. 

Then, the empirical relevance of particular parameter constellations is discussed. Sec-

tion 6 concludes. 

 

2. Existing models of financialisation in the light of stylised facts 

In this section, we discuss in turn a number of phenomena highlighted in different par-

tial models of shareholder value orientation and financialisation. While all developed 

economies appear to be increasingly affected by financialisation, for simplicity our 

presentation of empirical facts in this section focuses only on the US economy.  

 

2.1 The growth-profit trade-off and shareholder value orientation  

The idea of a trade-off (at least in the shorter run) between a firm’s growth and its prof-

itability is a standard concept in economics (for a classic contribution, see Penrose, 

1959; for a survey, see Lavoie, 1992, pp. 114 et seq.). Moreover, it is generally recog-

nised that different groups within firms follow rather conflicting objectives. In particu-

lar, managers have traditionally been seen as caring mainly about the long-term survival 

of their firms (and hence jobs, fame and influence), for which high accumulation ap-

pears to be the best guarantee (e.g. Galbraith, 1969; Crotty, 1990; Lavoie, 1992, p. 102). 



136 

Conversely, ‘stockholders typically have only a fleeting relation with any particular 

enterprise’ (Crotty, 1990, p. 534) and have a higher preference for profitability (e.g. 

Stockhammer, 2005-6).  

Shareholder value orientation can be expected to affect the investment decisions of 

firms in a number of different, but interrelated ways. Firstly, an increasing influence of 

shareholders in corporate governance is likely to increase management’s preference for 

profitability via, amongst other things, performance-related remuneration schemes, the 

threat of hostile takeovers, or a competitive market for managers.1 Secondly, manage-

ment’s ability to finance investment will be reduced when shareholders impose high 

dividend payments, share buybacks and high debt levels in an attempt to discipline 

management by reducing the ‘free cash flow’ and to stimulate the short-term rate of 

return on equity. However, the resulting liquidity constraints may reduce firms’ invest-

ment spending even beyond a level that would be considered optimal by shareholders, 

let alone socially desirable.2 Finally, the q-theory of investment suggests that, if share-

holder value orientation goes in hand with rising share prices, this should stimulate in-

vestment when share prices are indicative of future profits (on Tobin’s q-theory, see 

Brainard and Tobin, 1990, and, for a critique, Crotty, 1990). In this paper, we focus 

only on the ‘financial effects’ of shareholder value orientation, linked to firms’ financial 

policies and the effects of Tobin’s q.3 Unlike firms’ preferences, financial variables are 

directly observable and reported in national accounts. 

As shown in Figures 1 and 2, we can indeed observe a strong tendency towards a 

higher dividend payout ratio as well as a lower (and even negative) rate of new equity 

issues since the early 1980s. The strong positive correlation between internal means of 

finance and physical investment, also apparent in Figure 1, is a well-established result 

of empirical investment studies (e.g. Mayer, 1988; Rajan and Zingales, 1995; Corbett 

and Jenkinson, 1997; van Treeck et al., 2007).  Notice also that, partly as a consequence 

of firms in the aggregate buying back shares and distributing a higher share of profits, 

                                                 
1 These solutions to the ‘agency problem of outside equity’ have been suggested in the early New Institu-
tional Economics literature, in particular Jensen and Meckling (1976), Manne (1965), Fama (1980). More 
recently, the danger of ‘short-term performance obsession’ (Rappaport, 2005) and ‘agency costs of over-
valued equity’ (Jensen, 2005) have been highlighted. 
2 The importance of internal means of finance for firms’ investment decisions is consistent with Kalecki’s 
(1937) ‘principle of increasing risk’ but also with the notion of ‘adverse selection’ in the credit market 
(e.g. Stiglitz and Weiss, 1981). New equity emissions are a particular unattractive means of finance be-
cause they are often interpreted as a signal that the management considers the firm to be overvalued, 
thereby provoking a decline in the stock price (e.g. Myers and Majluf, 1984).  
3 Dallery and van Treeck (2008) focus primarily on the effects of shareholder value orientation on firms’ 
preferences.  
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firms’ leverage and hence, potentially, financial fragility, have increased in the US and 

other countries since the early 1980s (Figure 3). Interestingly, the rise in the leverage 

ratio took place during periods of both strong and weak investment activity, pointing at 

the possibility of either ‘debt-led’ or ‘debt-burdened’ growth dynamics, in terms of the 

terminology employed by Taylor (2004). In effect, although the discussion above sug-

gests that shareholder value orientation may indeed have contributed to the slowdown 

of accumulation since the early 1980s, during the ‘New Economy’ period of the late 

1990s, particularly in the US investment boomed together with share prices (and 

Tobin’s q; see Figure 4), while dividend payments were very high and firms bought 

back shares. 

As will be seen below, in our formal model shareholder value orientation in the 

form of increasing dividend payments and share buybacks can affect accumulation ei-

ther positively or negatively, depending, amongst other things, on the relative strengths 

of the effects of Tobin’s q and liquidity constraints in the investment function. 

 

Figure 1:  Accumulation rate and rate of retained profits, private non-financial corpora-
tions, USA, since 1960 
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Note: Rate of retained profits = Undistributed profits/Profits after tax, net of interest payments; Accumu-
lation rate = Growth rate of net non-residential capital stock (quantity index). 
 
Source: Flow of Funds Accounts (Federal Reserve), table F.102; Fixed Assets Tables 
(Bureau of Economic Analysis), table 4.2; author’s calculations. 
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Figure 2:  Ratio of net issues of equities to gross fixed investment, private non-
financial corporations, USA, since 1960 
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Note: Net issues of equities = Net new equity issues – Acquisitions of money market fund shares – Ac-
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Source: Flow of Funds Accounts, table F.102; author’s calculations. 

 

Figure 3:  Ratio of gross debt to capital stock, private non-financial corporations, USA, 
since 1960 
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2.2 The ‘investment-profit puzzle’ and the surge in financial wealth and personal 
debt 

Although, as argued above, an individual firm may face a trade-off between investment 

and profits, this relationship clearly does not hold for all firms at the macroeconomic 

level.4 Hence, the repeated divergence of macroeconomic profits and investment spend-

ing in some countries since the early 1980s is correctly described by Stockhammer 

(2005-6) as the ‘investment-profit puzzle’. Figure 4 shows the relevance of this phe-

nomenon for the US, with the ‘New Economy’ boom being again a notable exception.5 

Similarly, since the early 1980s heavily increasing share prices (and hence an increasing 

Tobin’s q) have been compatible with both strong and weak investment activity, while 

during the 1960s and 1970s share prices developed relatively sluggishly, with invest-

ment and profits steadily increasing. 

 

Figure 4: Investment, profits, and Tobin’s q, USA, since 1960, 1980 = 100 
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Note: Tobin’s q = Market value of equities/net worth, private non-financial corporations. 
Source: National Income and Product Accounts (NIPA) (Bureau of Economic Analy-
sis), table 1.10; Fixed Assets Tables, table 5.9; Flow of Funds Accounts, table B.102; 
author’s calculations. 
 

                                                 
4 Recall the national accounts identity: Profits = Investment + Consumption out of capital income – Sav-
ing out of labour income + Government deficit + External surplus. The idea of a positive (double-sided) 
relationship between profits and investment is also formalised in the traditional ‘Cambridge equation’, 
where the accumulation rate is ‘a function of the rate of profit that induces it’ and the profit rate ‘a func-
tion of the rate of accumulation that generates it’ (Robinson, 1962, p. 48).  
5 Of course, financialisation may not be the only possible explanation for this phenomenon. In particular, 
with globalisation, firms increasingly invest abroad. 
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An intuitive solution to the ‘investment-profit puzzle’ would be that shareholder 

value orientation exercises a dampening effect on investment, while consumption out of 

distributed profits and financial wealth stimulates profits (Van de Velde, 2005, pp. 184 

et seq.; Cordonnier, 2006; Lavoie, 2006, p. 20; van Treeck, 2008). However, previous 

analyses have not fully integrated the complex interactions of the various stock and flow 

variables involved with such a scenario into one formal macroeconomic model. 

Partial formal analyses include Boyer (2000), Aglietta (2000) and Stockhammer 

(2005-6). In these models, shareholder value orientation exerts a direct negative effect 

on investment, but is also linked to rising stock prices, which in turn potentially stimu-

lates consumption and investment (via Tobin’s q). However, the channels by which 

shareholder value orientation affects equity prices are not entirely clear in these models. 

While Tobin’s q is exogenous in Boyer (2000), in Stockhammer (2005-6) wealth is a 

simple linear function in profits. A more convincing treatment is proposed in the SFC 

framework by Lavoie and Godley (2001-2), where stock prices are jointly determined 

by the supply of equity decided by firms and households’ portfolio choice.  

 

Figure 5:  Household net worth-to-income and debt-to-income ratios and personal sav-
ing rate, USA, since 1960 
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Source: Flow of Funds Accounts, table B.100; NIPA, table 2.1; author’s calculations. 
 

An interesting weakness in many models of wealth-based consumption is pointed at 

by Bhaduri et al. (2006). It is recalled that stock market wealth is purely ‘virtual wealth 

(which) is realizable individually or on a micro-, but not collectively on a macro-scale’ 
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(p. 414). Clearly, were a sufficiently large number of shareholders to sell their stocks in 

order to increase consumption, stock prices would decline and virtual wealth be de-

stroyed. Hence, ‘the institutional arrangements of an overdraft economy become essen-

tial to maintain a boom fuelled by credit rather than realized capital gains.’ (ibid., p. 

414). Figure 5 shows that the decline in the personal saving rate of the past decades has 

indeed been associated with a substantial increase in both household wealth and indebt-

edness.  

The analysis by Bhaduri et al. (2006) is particularly interesting because it derives 

conditions under which ‘the level of real income and, of virtual wealth may be seen to 

move in opposite direction’ (p. 418). This possibility arises because rising wealth, while 

initially spurring consumption, may eventually provoke a ‘problem of growing private 

debt sustained by the growth of virtual wealth’. Because the ‘servicing of this mounting 

debt has to come ultimately from private income …, this would set a limit to the de-

crease in saving as the main route to stimulating aggregate demand with recessionary 

consequences (e.g. Godley and Martin, 1999; Godley, 2001, 2002; Parenteau, 2002)’ (p. 

417). Hence, one would expect the real effects of rising wealth to depend, amongst 

other things, on households’ ability to borrow against collateral and the importance of 

debt servicing obligations. 

 

2.3 Financialisation and income distribution 

As is well known, financialisation has been accompanied in most countries by an in-

creasing share of profits in national income and it seems that firms managed to increase 

their profit margins by passing shareholder claims through to workers. A formal way of 

modelling such a mechanism has been proposed by Hein (2006, 2007) in a different 

context, assuming that firms’ mark-up and hence the profit share are elastic to changes 

in the interest rate.  

The rise in the profit share has benefited especially the financial sector.6 Clearly, 

banks and other financial institutions benefit from rising wealth and debt of households 

and firms through the associated increase in administration fees and interest payments. 

A further corollary of shareholder value orientation appears to be the increasing gap 

between manager wages and blue collar wages (Piketty and Saez, 2003). This phe-

                                                 
6 According to NIPA data, the ratio of financial sector profits to non-financial sector profits, after being 
roughly stable around 0.2 in the 1960s and 1970s, more than doubled from the early 1980s to the early 
1990s and peaked at around 0.7 in the early 2000s. 
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nomenon of ‘cadrisme’ has been analysed by Lavoie (2006) and Palley (2006). In our 

view, as managements increasingly (have to) adopt shareholder interests, manager in-

come, which is closely pegged to corporate profits and financial returns, may, for the 

purposes of analysis, be understood simply as part of distributed profits. This makes it 

easier to emphasise the important differences in the implications of financialisation for 

two distinct income groups within the personal sector in terms of income distribution 

and consumption behaviour.  

 

3. A synthetic, stock-flow consistent model 

In this section, we present our simple SFC model, which attempts to incorporate the 

arguments developed in the previous section. The accounting framework of the model is 

inspired by the seminal work by Lavoie and Godley (2001-2). Unlike the latter, how-

ever, our model includes an explicit distinction between wage earners (workers) and the 

recipients of capital income (rentiers) who together constitute the household sector, as 

in e.g. Dos Santos and Zezza (2006). Another extension is that households have access 

to credit, as in Godley and Lavoie (2007, pp. 378 et seq.). Also, the financial sector 

(banks) makes profits in our model.  

The accounting framework of the model is given by the balance sheet and transac-

tions matrices in Tables 1 and 2. The subscripts d and s denote demand and supply, r, w, 

and f respectively are rentiers’, workers’, and firms’ demand. For example, the third row 

in the balance sheet matrix says that the supply of loans, Ls, must be equal to the de-

mand of loans by rentiers, Lr, and firms, Lf. Our model describes a pure credit economy, 

where money, Ms, is created by private banks and takes the form of deposits, Mr. Work-

ers only receive wages, Ws, and spend all wage income on consumption, Cw. They do 

not have access to loans, L. Rentiers hold all household net worth, V. They receive divi-

dends, FD, from firms, and interests on deposits, imM-1, from banks, with im being the 

interest rate on deposits, M. They also pay interests on loans, ilLr,-1. Banks make profits, 

ilL-1 – imM-1, but they distribute all their profits, FB, to rentiers.7 Firms produce con-

sumption goods, Cs, and capital goods, Is, and pay wages, Wd, to workers, dividends to 

rentiers, and interests to banks. Investment is financed via undistributed profits, FU, 

new bank loans, ∆Lf, and new equity issues, ∆espe, where es is the quantity of equity 

supplied, and pe is the price of equity. 
                                                 
7 In the aggregate, rentiers recover at the end of each period all profits made by banks from making loans 
to rentiers at the beginning of the same period. 
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Table 1: Balance sheet matrix 

 Households Firms Banks TOTAL 
 Workers Rentiers    
Money  + Mr  – Ms 0 
Equities  + erpe – espe  0 
Loans  – Lr – Lf + Ls 0 
Capital   + K  K 
TOTAL  0 V K – espe – Lf 0 K 
 
 
Table 2: Transactions matrix  

 Households Firms Banks TOTAL 
 Workers Rentiers Current Capital Current Capital  
Consumption – Cw – Cr + Cs    0 
Investment   + Is – Id   0 
Wages + Ws  – Wd    0 
Profits  + FD – (FD 

+ FU) 
+ FU   0 

Interestsloans  – ilLr,-1 – ilLf,-1  + ilL-1  0 
Interestsdeposits  + imMr,-1   – imMs,-

1 
 0 

Bank profits  + FB   – FB  0 
∆ loans  + ∆Lr  + ∆Lf  – ∆Ls 0 
∆ money  – ∆Mr    + ∆Ms 0 
Equity issues  – ∆erpe  + ∆espe   0 
TOTAL  0 0 0 0 0 0 0 

 

In what follows, we focus on the behavioural equations of the model and some im-

portant definitions. 

 

3.1 Firms: investment, pricing, and financing decisions 

(1) 1413121,10 −−−− ++−+= uqLEVirg lcf
i γγγγγ   

(2) KFDLEVirKFUr lcf −−== −1    

(3) KFTr /=   

(4) KLLEV f 1,−=   

(5) ( )( )( )12,1,1 11 −−−− +−−= gLiFTsFD flf   

(6) ( ) KpeLq esf +=   

(7) potyyu = , with vKy pot =   
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(8) ss ICy +=   

(9) ( ) µρ rwp += 1     

(10) ( )[ ]fs−+= 110ρρ   

(11) ( )[ ]yFT ρρ += 1   

(12) ( ) 1,1, −− =− dess xIpee    

Equation (1) is the investment function. It has been used in very similar form by 

many authors (e.g. Lavoie and Godley, 2001-2; Fazzari et al., 1988; Ndikumana, 1999; 

IMF, 2003) and, allowing for both Tobin’s q-effects and liquidity constraints, encom-

passes different theories of investment as sketched in the previous section. The accumu-

lation rate depends positively on the rate of retained profits, rcf, the leverage ratio, LEV, 

Tobin’s q, and the rate of capacity utilisation, u. The rate of retained profits is defined in 

equation (2), where r is the overall rate of profit (equation (3)), ilLEV is the ratio of in-

terest payments to capital stock, and FD are dividend payments. A strategic parameter is 

sf, the retention rate of profit, in equation (5): in each period, a fraction (1 – sf) of (ex-

pected) profits net of interest payments is distributed to shareholders. The definition of 

Tobin’s q (equation (6)) is standard and obtains from the balance sheet matrix (Table 1). 

The rate of capacity utilisation is defined in equation (7), with the capital/full capacity 

ratio, v, technologically given.  

Equations (9)-(11) describe a standard mark-up pricing procedure in a one-good 

world. Price, p, is obtained from applying a mark-up, ρ, over unit labour costs, wr/µ. 

There is no inflation, and price is normalised to unity. Firms can hire as many workers 

as they wish at the exogenously given wage rate.8 In the goods market, supply adjusts to 

demand, y, in each period (equation (8)). The mark-up is elastic with respect to changes 

in the dividend payout ratio, (1 – sf), which is a variation of Hein’s (2006, 2007) ‘inter-

est-elastic mark-up’ discussed above.  

According to equation (12), firms finance a fixed proportion x of investment via the 

emission of new equities, irrespective of their price, as in Kaldor (1966) and Lavoie and 

Godley (2001-2). It follows that firms’ demand for new loans for financing investment 

is a residual, given the amount of undistributed profits and new equity issues. 
                                                 
8 For simplicity, we set wr = 1 and µ = 1 + ρ. Then, a higher mark-up implies that a given output level is 
produced with fewer workers, with labour demand (and employment) given by Nd (= Ns) = y/µ. Wages are 
given as Wd = Ws = Ndwr. 
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3.2 Households: consumption, borrowing, and portfolio decisions 

(13) rdrsrwd LaYaWCCC ∆++=+= 2
exp

1   

(14) FBLiMiFDY rldmdr +−+= −− 1,1,    

(15) ( ) 1,11 1 −− −−= rr repLVBURbL∆   

(16) ( ) drrlr YLirepLBUR 1,1, −− +=   

(17) ( ) expexp
31210

exp VYreiVep drmde λλλλ −+−= −   

(18) ( ) 1,1, −−+= de epCGFDre   

Equation (13) is the consumption function. As is obvious from the balance sheet 

matrix, all wages are consumed. Rentiers consume part of their expected9 disposable 

income, Ydr, defined in equation (14), and a fraction of new net loans, ∆Lr, which are 

granted to them by banks on the basis of expected financial wealth, V, which serves as 

collateral (equation (15)), similar as in Bhaduri et al. (2006, equation 10, p. 420). The 

higher rentiers’ burden of debt, BUR, defined in equation (16), the lower their credit-

worthiness. In each period, rentiers repay a fraction rep of their outstanding debt. Equa-

tion (17) reflects rentiers’ portfolio choice following standard Tobinesque principles. 

The demand for equities as a share of total wealth depends on an exogenous target pro-

portion, λ0, and furthermore positively on the rate of return on equity, re, and negatively 

on the interest rate on deposits and expected income (transactions demand for money). 

Equation (18) defines the rate of return on equity as the sum of dividends and capital 

gains, CG, divided by lagged market capitalisation.  

 

3.3 Banks: interest and lending decisions 

(19) 1,1, −− −= smsl MiLiFB   

(20) ( ) mbl ii ρ+= 1   

(21) ds LL =   

(22) ss LM =   
                                                 
9 Following Lavoie and Godley (2001-2), expectations in our model are adaptive (except stock market 
expectations: (pees)exp = pees), so that e.g. 111 −−+= ,dr,dr

exp
dr Y)Ŷ(Y , with drŶ  being the rate of growth of ren-

tier disposable income.  
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Banks make profits, FB (equation (19)), as the interest rate on loans exceeds that on 

deposits by a factor (1 + bρ ) (equation (20)). Banks grant as many loans as are de-

manded (equation (21)), given the aforementioned restrictions on firms’ and house-

holds’ access to credit, and loans are equal in value to deposits (equation (22)). 

 

3.4 Income distribution 

Equations (23)-(25) define the share of profits in national income, h, the rentier share in 

household income, hr, and the share of bank profits in total profits, hb, respectively: 

 
(23) ( ) yFTh =+= ρρ 1   

(24) )/( ddrdrr WYYh +=   

(25) FTFBhb =   

 

3.5 Systemwide implications 

The only price that is endogenously determined by the interaction of supply and demand 

is the price of equity (see Lavoie and Godley, 2001-2, p. 293). Therefore, it holds that  

(26) sd ee =   

Equation (27) is a redundant equation insofar as it is logically implied by the setup 

of the stock-flow consistent system. Hence, we refind the well-known result that the 

equality of ‘money demand’ and ‘money supply’ is not an equilibrium condition but 

follows from the very logic of a monetary production economy, in which money is en-

dogenous: 

(27) ds MM =   

 

4. Experiments 

Below, we discuss in turn the effects of a reduction in the proportion of new equity is-

sues in investment finance, x, and of an increase in the dividend payout ratio, (1 – sf), on 

the steady state values of some important variables of the model.10 That is, we focus 

primarily on changes in firms’ financial policies linked to shareholder value orientation 
                                                 
10 The parameter values that were used to obtain the steady state solutions are reported in Appendix 1. 
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and affecting firms’ liquidity constraints. One should, however, bear in mind that a lar-

ger shareholder influence in corporate governance is also likely to directly affect firms’ 

preferences in terms of the ‘growth-profit trade-off’, as discussed above. Such an effect 

could be captured by a (downward) shift in autonomous investment, γ0 (see Skott and 

Ryoo, 2007). Of course, in reality financial policies and the autonomous preference for 

accumulation are closely interrelated.11  

It will be seen that the (long-run) effects in our experiments can be either ‘contrac-

tionary’, ‘intermediate’ or ‘expansionary’, depending in particular on the importance of 

the wealth effects on investment (via Tobin’s q) and on consumption. Summary statis-

tics of the (very) long-run results of nine simulation runs are given in Table 3. The re-

sults of cases I, II, III, and VI are ‘contractionary’; those of cases IV, VII and VIII can 

be seen as ‘intermediate’; and cases V and IX show ‘expansionary’ results, as we dis-

cuss in more detail below. 

 

Table 3: Long-run values of selected variables relative to their baseline values, cases I-IX 
 

 Lower equity issues Higher dividends 
 I II III IV V VI VII VIII IX 

b1 0.2 0.2 0.05 0.2 0.2 0.2 0.2 0.2 0.2 
rep 0.04 0.0625 0.04 0.025 0.005 0.025 0.005 0.025 0.025 
γ3 0 0 0 0 0 0 0 0.0125 0.035 
Utilisation rate 0.98 0.89 0.87 1.02 1.09 0.93 1.01 1.01 1.10 
Profit rate 0.98 0.89 0.87 1.02 1.09 0.95 1.02 1.03 1.12 
Accumulation rate 0.96 0.86 0.82 0.99 1.06 0.89 0.96 0.98 1.07 
Firms’ leverage ratio 1.29 1.41 1.40 1.25 1.22 1.31 1.24 1.23 1.16 
Tobin’s q 1.28 1.39 1.39 1.25 1.23 1.30 1.24 1.23 1.17 
Rate of return on equity 0.87 0.74 0.72 0.92 1.00 0.83 0.95 0.95 1.10 
Rentiers’ burden of debt 1.09 1.12 1.24 1.07 1.02 1.10 1.05 1.04 0.95 
Rentier consumption rate 1.03 0.98 1.00 1.04 1.06 0.98 1.00 1.00 1.01 
Net worth/personal in-
come  

1.29 1.52 1.52 1.21 1.13 1.35 1.20 1.17 1.04 

Profit share 1.00 1.00 1.00 1.00 1.00 1.02 1.02 1.02 1.02 
Share of rentier income 1.04 1.07 1.11 1.02 1.01 1.14 1.13 1.13 1.11 
Share of bank profits 1.20 1.36 1.55 1.14 1.06 1.31 1.20 1.19 1.05 

 

In our first experiment (share buybacks), we assume that an increase in Tobin’s q 

has no positive effect on investment. As we shall discuss in more detail in section 5, 

econometric investment studies typically find that the effect of Tobin’s q, when con-

trolled for other variables, is often very small or insignificant. Besides, Tobin’s q may 
                                                 
11 Rappaport (2005, p. 70) notes: ‘Spurred by the belief that investors mechanically apply a multiple to 
current earnings to establish value and the fact that management compensation is partially tied to earnings 
performance, some companies repurchase shares even when they believe shares are fairly valued or over-
valued. When an immediate boost to EPS rather than value creation dictates share buyback decisions, 
wealth is transferred from continuing shareholders to exiting shareholders.’ 
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be a particularly uninformative signal for investment expenditures, when firms them-

selves intervene in the stock market. Instead, in our first experiment, the three ‘cases’ 

obtain from the variation of parameters b1 and rep from equation (15). A large value of 

b1 indicates that banks are willing and able to substantially expand their loans to house-

holds as the value of collateral rises, while a large value of rep signifies that house-

holds’ repayment obligations will be substantial after an initial hike in new borrowing.  

In our second experiment (higher dividends), we allow for a positive effect of 

Tobin’s q on investment. Here, we obtain the different cases through the variation of 

either households’ repayments rate, rep, or the coefficient on Tobin’s q in the invest-

ment function, 3γ .  

No particular importance should be attached to the unit of time underlying our simu-

lations. Perhaps, the ‘long(er) run’ in our context may be thought of as a period of no 

more than one or two decades or so.  

 

4.1 Effects of a reduced proportion of new equity issues in investment finance 

In our first experiment, we reduce the proportion of new equity issues in firms’ in-

vestment finance. Figure 6 shows the evolution of some important variables relative to 

baseline in one variant of the ‘contractionary’ case (case I), where both b1 and rep take 

relatively large values. It can be seen that the effects of share buybacks on output, the 

profit and accumulation rates, and the rate of return on equity are positive in the short 

run, but negative in the longer run. A driving force behind this is that, initially, the rapid 

increase in rentiers’ wealth (panel d) leads to a decline in rentiers’ saving rate (panel c), 

with the result of higher overall consumption and, via the accelerator mechanism, ac-

cumulation (panel a). However, as the increase in ‘virtual wealth’ stimulates consump-

tion only indirectly, via the increase in collateral allowing for an expansion of credit 

flowing to the personal sector, in the longer run rentiers’ burden of debt increases as a 

result of higher interest payments and repayment obligations. This, in turn, reduces their 

access to new credit, as a consequence of which the saving rate has to increase again in 

the longer run (panel c), although the rise in financial wealth continues for a while. This 

drop in consumption together with rising liquidity constraints of firms due to the in-

crease in the leverage ratio (panel b) eventually lead to a reversal of the initial expan-

sionary effects of share buybacks.  
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Figure 6: Effects of a decrease in new issues of equity – ‘Contractionary Case’ (Case I) 
 

 a) b) 
 
 

 

 

 

 

 
 c) d) 
 
 
 
 
 
 
 

 

 

 

 

Figure 7 and Table 3 show the effects of share buybacks for different parameter val-

ues in the consumption function. Case II basically confirms the conclusions drawn from 

Figure 6. However, with a larger value of rep, the expansionary phase following the 

initial shock is shorter, as the saving rate of rentiers (and households in general) de-

clines very quickly after the initial hike and here even falls below its baseline value in 

the long run. In case III, rep is smaller than in case II, but now b1 is also smaller than in 

the previous cases. As a result, the initial expansionary impulse is far less pronounced, 

but the subsequent slowdown in real activity is weaker. Conversely, in the ‘intermedi-

ate’ and ‘expansionary’ cases (IV and V), output increases relative to baseline either 

over a substantial period of time or even permanently. The reason is that the expansion 

of credit to the household sector can be sustained over a longer period (or even perma-

nently) so that the saving rate stabilises at a lower level.  
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Figure 7: Effects of a decrease in new issues of equity for different values of rep 
 
a) ‘Contractionary Case’ (Case II) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
b) ‘Contractionary Case’ (Case III) 
 
 
 
 
 
 
 
 
 
 
 
 
 
c) ‘Intermediate Case’ (Case IV) 
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4.2 Effects of a higher dividend payout ratio 

In our second experiment, we increase the dividend payout ratio of firms. Figure 8 

shows the evolution of some important variables in the ‘contractionary case’, where 

there is no Tobin’s q effect on investment (case VI). Note that the underlying parameter 

values are identical to those of case IV. In our model the effects of higher dividend 

payments are more likely to be contractionary than share buybacks. As discussed in 

section 5, this result is linked to the direct impact of retained earnings in the investment 

function and holds even without the assumption of a dividend-elastic mark-up, although 

the latter clearly reinforces the negative effects of dividend payments.  

In the short run, higher dividend payments have expansionary effects. The main rea-

son for this is the immediate increase in rentier income, which increases overall con-

sumption both directly (higher disposable income) and indirectly (enhanced borrowing 

opportunities for households due to a lower burden of debt). Shortly after the initial 

shock, however, both financial wealth (and Tobin’s q) and firms’ leverage increase, as 

firms become more dependent on external means of finance. The former effect stimu-

lates consumption (with decreasing intensity due to rising repayment obligations), but 

the latter effect depresses investment and in the long run dominates the dynamics of the 

system. Note also that an increase in the dividend payout ratio is linked to a higher ren-

tier share in household income as well as to a larger share of financial (bank) profits in 

total profits (as a result of the increase in firms’ leverage ratio and households’ debt 

burden). Also, the overall profit share in national income rises as a consequence of our 

assumption of a dividend-elastic mark-up.12 

                                                 
12 The qualitative results of the simulations in Figure 8 are very similar, when firms’ mark-up is assumed 
to be dividend-inelastic, although the contractionary effects will clearly be weaker. 
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Figure 8:  Effects of an increase in the dividend payout ratio – ‘Contractionary Case’ 
(Case VI) 

 
 a) b) 
 
 

 

 

 

 

 c) d) 
 
 
 
 
 
 
 
 
 
 
 
 
 
The effects of a higher dividend payout ratio for different values of rep and 3γ  are ap-

parent from Figure 9 and Table 3. Case VII (‘intermediate case’) is based on parameter 

values identical to those from case V, with a low value of rep. A similar outcome is 

obtained, when it is allowed for a positive effect of Tobin’s q in the investment function 

(case VIII). Notice that the distinguishing feature of all the variants of the ‘intermediate 

case’ is that the accumulation rate declines in the long run, while the profit rate in-

creases, relative to baseline. Output remains above baseline for a considerable period of 

time (due to higher utilisation), but eventually falls below baseline in the long run (due 

to lower potential output). However, when Tobin’s q has a large positive effect on in-

vestment (‘expansionary case’, IX), a lower retention rate will provoke a permanent 

increase in output relative to baseline. 
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Figure 9:  Effects of an increase in the dividend payout ratio for different values of rep 
and γ3 

 
a) ‘Intermediate Case’ (Case VII) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
b) ‘Intermediate Case’ (Case VIII) 
 
 
 
 
 
 
 
 
 
 
 
 
 
c) ‘Expansionary Case’ (Case IX) 
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5. The simulation results in light of previous analytical and empirical work on 
financialisation 

5.1 Under which conditions do the different cases obtain? An analytical assess-
ment13 

Below, we derive formal conditions for the ‘contractionary’, ‘intermediate’ and ‘expan-

sionary’ cases, based on a simplified analytical version of our model. Applying a dis-

tinction of ‘debt-burdened’ and ‘debt-led’ as well as of ‘stock-flow elastic’ and ‘stock-

flow inelastic’ systems (see respectively Taylor, 2004,14 and Skott and Ryoo, 2007), we 

show that our results are consistent with important previous analyses of financialisation. 

Our ‘contractionary case’ can be seen as switching from an initially debt-led to a debt-

burdened framework, for reasons similar to the argument developed by Bhaduri et al. 

(2006), while the ‘expansionary case’ is uniquely debt-led, which is in line with the re-

sults obtained by Lavoie and Godley (2001-2).     

Equations (28)-(31) summarise the core relationships of our model: 

 
(28) ( ) uqLEViLEVivuhsKI llf 43210 γγγγγ ++−−+=   

(29) ( ) xggLEVLEVivuhsKI lf ++−=   

(30) ( )( )[ ] qcLEViLEVivuhscvuhKS llf 21 1 −+−−−=   

(31) LEVq µ=   

Ignoring lags, equation (28) is essentially the investment function from equation 1. 

Equation (29) states that investment is financed by retained earnings, new loans, ∆Lf = 

gL, and new equity issues, xI, and follows from firms’ budget constraint (Table 1) and 

equation (12). Equation (30) is a simplification of the savings function given by equa-

tions (13)-(16), and c1 and c2 are implied (approximate) propensities to consume out of 

rentier income and wealth (see Appendix 2 for a formal derivation). In equation (31) it 

is assumed for simplicity that households hold a fixed proportion 1/µ of their net wealth 

in the form of deposits so that Mr – Lr = Lf = (Lf + edpe)/µ, or LEV = q/µ.15 For simplic-

ity, we also treat the profit share, h, as given, that is, dividend-inelastic.  

                                                 
13 This section partly draws on very helpful notes provided by Soon Ryoo, who convinced me of the use-
fulness of the concept of ‘stock-flow (in)elasticity’. 
14 Taylor (2004) applies his terminology in a slightly different way and distinguishes between ‘debt-led’ 
and ‘debt-burdened’ effective demand. 
15 Note that the values attached to the parameters λi, i = 1, 2, 3 in equation (17) are rather small in our 
simulations. Lavoie and Godley (2001-2) use the same parameter values.  
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Equations (28) and (30) jointly determine the equilibrium value for u: 

(32) 
( )[ ] ( )

( ) 411

232110
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vhsvhscvh
LEVcLEVisc

u
ff

lf   

where we assume that the short-run Keynesian stability condition holds so that 

0//)1(/ 411 >−−−− γγ vhsvhscvh ff . 

Equations (33)-(35) show comparative statics for utilisation, profit and accumula-

tion rates, u, r, and g respectively, with respect to changes in the retention rate, sf: 
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Given 0/ <∂∂ fsLEV , we can make the following remarks: 

1. 0>
∂
∂

=LEVLEVfs
u  if and only if 11 c>γ .  

2. 0<
∂
∂
LEV

u  if and only if ( ) ( )[ ] µγγγ lf iscc 21123 +−<+ .  

3. 0>
∂
∂

fs
r  if and only if 0>

∂
∂

fs
u . 

4. If 0>
∂
∂

fs
u , then 0>

∂
∂

fs
g  (‘contractionary case’) because ( ) 01 >− LEVivhu lγ , 

041 >+ γγ vhs f , and if ( )[ ] ( )23211 cisc lf +>+− γµγγ , then 
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( )[ ] 312 γµγγ >+ lf is ,  assuming c2 > 0.16 However, if 0<
∂
∂

fs
u  and 0<

∂
∂

fs
r , 

0>
∂
∂

fs
g  is still possible if and only if 
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f s
LEVisLEVivhu
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∂
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∂
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+− 123141 γγµγγγγ  (‘interme-

diate case’).  

Equations (36)-(38) show comparative statics with respect to changes in the rate of 

new equity issues, x: 
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Given 0/ <∂∂ xLEV , it follows:  

1. Since x affects u and r only indirectly via LEV, 0>
∂
∂

x
u  and 0>

∂
∂
x
r  if and only if 

0<
∂
∂
LEV

u if and only if ( ) ( )[ ] µγγγ lf iscc 21123 +−<+ .  

2. Similarly, 0<
∂
∂

x
g if and only if 0<

∂
∂
LEV

g . Whenever 0>
∂
∂

x
u , then 0>

∂
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However, if 0<
∂
∂

x
u  and 0<

∂
∂
x
r , 0>

∂
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x
g  is still possible if and only if 
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+− 12341 γγµγγγ . 

Clearly, the analytical discussion confirms the crucial importance of the size of the 

wealth effects on investment and consumption for the outcome of our experiments. In 

effect, the main reason for why our results differ from those obtained by Lavoie and 

Godley (2001-2) is that in our ‘contractionary’ and ‘intermediate’ cases 3γ  and/or c2 

take relatively low values (see Table 4).  

                                                 
16 Bhaduri et al. (2006) suggest that c2 < 0 is a possible case (see below). 
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Table 4: Numerical conditions for 0/ <∂∂ LEVu * and actual values of 3γ  and c2
 

Case γ3 c1 c2 0/ <∂∂ LEVu  if 
I 0 0.4801 0.0130 c2 < 0.0137 
II 0 0.4556 0.0079 c2 < 0.0138 
III 0 0.3234 0.0073 c2 < 0.0161 
IV 0 0.4968 0.0177 c2 < 0.0131 
V 0 0.4990 0.0340 c2 < 0.0131 
VI 0 0.4968 0.0177 c2 < 0.0131 
VII 0 0.4990 0.0340 c2 < 0.0131 
VIII 0.0125 0.5017 0.0161 c2 < 0.0006 
IX 0.0325 0.4961 0.0179 c2 < -0.0193 

* Based on equations (33) and (36), using parameter values and relevant steady state values from the respec-
tive simulations from section 4. See Appendix 2 for a derivation of the (approximate) values of c1 and c2.  

Note: whenever 0<∂∂ LEV/u , 0>∂∂ x/u , and, provided that 11 c>γ , 0>∂∂ fs/u . 

 
While Lavoie and Godley (2001-2) do not make explicit these underlying causes of 

their results, Skott and Ryoo (2007) show that, in terms of our terminology, the ‘con-

tractionary’ (and ‘intermediate’) cases rely on a high elasticity of the ‘stock-flow ratios’ 

ype ed /=α  and )/(/ uLEVvyLf ==β  with respect to the parameters sf and x (note 

that the sum of α and β yields the net worth-to-income ratio; see also Table 3 and Fig-

ures 7-10). Skott and Ryoo (2007) find that both in the Lavoie and Godley (2001-2) 

framework and in an alternative Harrodian setting, plausible parameter values tend to 

produce (nearly) inelastic stock-flow ratios. In this respect, a crucial difference of our 

model lies in the specification of the savings function. Because in our model only ren-

tiers save and hold wealth,17 saving, and hence Tobin’s q and the leverage ratio (linked 

via equation (31)), are very sensitive to changes in the parameters sf and x, so that 

0/ <∂∂ fsα  and 0/ <∂∂ xα as well as 0/ <∂∂ fsβ  and 0/ <∂∂ xβ  will be relatively 

large in absolute value. This is particularly obvious in the ‘debt-burdened’ ‘contraction-

ary case’, in which 0/ >∂∂ fsu  together with 0/ <∂∂ fsLEV  and 0/ >∂∂ xu  together 

with 0/ <∂∂ xLEV . Of course, the smaller c1 and c2, the larger is the sensitivity of sav-

ings, and hence Tobin’s q, the leverage ratio and the net worth-to-income ratio, with 

respect to changes in sf and x (see Tables 3 and 4) and the larger is the likelihood of the 

‘contractionary case’ (see equations (33)-(38)).  

                                                 
17 In Lavoie and Godley (2001-2) and Skott and Ryoo (2007), there are unique propensities to consume 
out of capital income and wealth for all households. Stockhammer (2005-6) assumes that only the recipi-
ents of capital income save. In Boyer (2000), there is no consumption out of capital income, but only out 
of wages and wealth. 
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The conditions for our different cases can also be discussed in terms of the formal 

analysis by Bhaduri et al. (2006). As a starting point, a simple IS curve is formulated, in 

which investment and savings are both functions of income and wealth: 

 (39) ( ) ( )WYSWYI ,, = , with partial derivatives 0,, >WYY ISI ,  

so that  

(40) 
YY

WW

IS
SI

dW
dY

−
−

=   

It is assumed that in the short run 0<WS , so that, when the Keynesian short-run 

stability condition, 0>− YY IS , holds, 0/ >dWdY . At a later stage, household borrow-

ing is formally introduced, in a very similar way as in our model. Then, on the one 

hand, a marginal wealth increase improves households’ borrowing opportunities allow-

ing for higher consumption, ceteris paribus. Yet, on the other hand, higher wealth also 

indirectly increases repayment obligations and worsens households’ creditworthiness 

and access to new credit, as households accumulate debt. Bhaduri et al. (2006, pp. 421-

2) argue that at low levels of debt, borrowing might exceed the servicing cost of debt, 

but that in situations of high debt, it is possible that 0>WS . Moreover, as soon as the 

numerator in equation (40) turns negative, real income and virtual wealth ‘move in op-

posite direction’, that is dY/dW < 0. 

When we ignore the first term in the numerator on the right hand side of equations 

(33) and (36), the condition for 0/ <∂∂ LEVu becomes 023 <+ cγ , which is the equiva-

lent of 0<− WW SI  in equation (40). Clearly, Bhaduri et al. (2006) do not consider the 

negative effects of higher leverage on investment (via 1γ  and 2γ ), nor the positive ef-

fects of higher leverage on consumption through higher interest income of households 

(via c1). However, when these (important) effects are taken into account, whenever 

0])[( 211 <+−− γγ fsc , 0/ <∂∂ LEVu  is a possible outcome even with 023 >+ cγ . In 

other words, even if the wealth effect on consumption remains positive in the longer 

run, the system can turn ‘debt-burdened’ such that real and ‘virtual’ economies (in 

terms of utilisation rate and Tobin’s q or output and wealth) ‘move in opposite direc-
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tion’.18 For a formal discussion of the dynamics of the wealth effect in our model, see 

Appendix 2. 

 

5.2 Are the different cases plausible? Lessons from empirical investment and con-
sumption studies 

Below, we discuss in turn some important issues surrounding three central, and interre-

lated, notions of the foregoing analytical discussion, namely the Tobin’s q effect on 

investment, the wealth effect on consumption, and the (in)elasticity of stock-flow ratios. 

Regarding the (lack of) sensitivity of investment with respect to Tobin’s q, a contro-

versial issue is whether the bad empirical performance of q-models is primarily due to 

theoretical flaws or to measurement problems. In any case, empirical investment studies 

generally agree that Tobin’s q is not, as a single explanatory variable, capable of accu-

rately accounting for firms’ investment behaviour (see Chirinko, 1993; Schiantarelli, 

1996; Hubbard, 1998; Altissimo et al., 2005). Hence, in many econometric estimations 

Tobin’s q is at best included as one explanatory variable among others, while its ex-

planatory power often remains weak. For example, the panel data studies by Fazzari and 

Mott (1986-7), Fazzari et al. (1988), Ndikumana (1999), and IMF (2003) all conclude 

that Tobin’s q has either no or only a very small positive effect on investment,19 while 

the estimated accelerator and liquidity effects are overall consistent with our chosen 

parameter values. According to a recent survey of the empirical literature, ‘a general 

conclusion seems to be that equity prices have no additional explanatory power once 

other determinants of investment, such as sales or cash flow, are included’ (Altissimo et 

al., 2005, p. 36). A theoretical explanation of this would be that cash flow as well as 

capacity utilisation not only reflect liquidity constraints and capacity requirements, but 

also indicate future profit opportunities, a role that under the efficient market hypothesis 

is attributed to Tobin’s q alone. Different authors have also argued that Tobin’s q is 

likely to be uninformative of profit opportunities when ‘the firm actively participates in 

… financial markets’ (Chirinko, 1987, p. 69). However, in some of our simulations, the 

increase in Tobin’s q results precisely from firms’ actively reducing the supply of equi-

ties. 

                                                 
18 In the longer run a higher utilisation rate, compared to baseline, may be consistent with a lower output 
level, when capital stock and hence potential output decline faster than output, as in cases VII and VIII.  
19 For instance, in Ndikumana (1999), the estimated coefficient on Tobin’s q ranges from 0.003 to 0.012, 
depending on specifications and time periods. 
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In general it is our contention that under particular historical circumstances, a boom-

ing stock market may indeed become an important driving force of investment spend-

ing, but this mechanism should not be considered as universally valid. For example, 

during the US ‘New Economy’ boom, rising share prices were accompanied by 

euphoric expectations about future profit opportunities in an allegedly completely new 

technological era, and this apparently contributed to the remarkable, though only tempo-

rary, hike in investment spending. However, as discussed in section 2, this period has 

been clearly exceptional by historical standards, in terms of the relationship between 

stock prices (or Tobin’s q) and investment. In sum, our variation of γ3 as a means of 

obtaining different ‘cases’ appears well justified. 

Econometric estimations of the wealth effect on consumption are also subject to 

methodological and data problems and while estimates for individual countries vary 

substantially between studies and can be expected to be imprecise, results from cross-

country comparisons may be unreliable (Altissimo et al., 2005, p. 27). Ludvigson and 

Steindel (1999, p. 30) conclude that ‘in the current economy – where aggregate wealth 

fluctuations can be very large relative to household income, spending, and GDP – … 

the uncertainty about the size of the wealth effect [.] adds a considerable amount of un-

certainty to one’s ability to understand trends in consumer spending’. Yet, it is generally 

agreed that the wealth effect is larger in the US and other Anglo-Saxon countries than in 

continental Europe and Japan. According to the extensive survey by Altissimo et al. 

(2005, p. 24), ‘commonly cited estimates of the MPC in the United States are typically 

in the range of 2 to 5 cents increased spending from a dollar increase in wealth’. Some 

authors find even larger effects, such as Boone et al. (1998) (4 to 7 per cent for stock 

market wealth), who agree, however, with most studies that ‘such effects are not so well 

determined for other G7 countries and are generally weaker, especially for the continen-

tal European countries’ (p. 14). In fact, estimated marginal propensities to consume out 

of wealth are often near or even considerably below 1 per cent for these countries.20  

The results of several studies are far from clear-cut even for the US. Case et al. 

(2004, p. 23) ‘find at best weak evidence of a stock market wealth effect’ for both the 
                                                 
20 In their survey, Altissimo et al. (2005, p. 27) conclude: ‘Typically, MPC out of wealth estimates in 
international comparisons have been smaller for continental EU countries than for the English-speaking 
countries.’ As an example of relatively low estimates, Boone et al. (1998, p. 21) put the marginal propen-
sity to consume out of stock market wealth at 0.7 per cent for France, 0.8 per cent for Germany, and 1.5 
per cent for Italy and Japan (but 4.5 per cent for the US). According to Case et al. (2004, p. 23) ‘a ten 
percent increase in housing wealth increases consumption by roughly 1.1 percent for the international 
panel (of 14 developed countries), while a ten percent increase in stock market wealth has virtually no 
effect upon consumption.’  
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US and a panel of 14 developed countries (but more evidence of a housing market ef-

fect).21 Similarly, Poterba and Samwick (1995, p. 297) see ‘little evidence of an impor-

tant wealth effect of share prices on consumption’ and attribute the correlation between 

movements in consumption and stock prices mainly to the potential leading indicator 

feature of stock prices for overall economic activity. Interestingly, both Case et al. 

(2004, p. 24) and Ludvigson and Steindel (1999, p. 30) find evidence that increasing 

wealth positively affects consumption shortly after the increase occurs, but in the con-

secutive periods the effect is indeterminate or even reduces the initial positive effect. 

Although no explicit explanation of these findings is provided, they appear to fit well 

into the framework suggested by Bhaduri et al. (2006) discussed above. 

As a further argument for a small wealth effect, Poterba (2000, p. 116) recalls that 

‘the highly skewed distribution of stock ownership necessarily implies that [.] direct 

wealth effects are likely to be small for most households’. Therefore, it may seem im-

plausible that changes in wealth lead to a highly concentrated change in consumption 

amongst the richest part of the population (see the discussion in Poterba and Samwick, 

1995, p. 365). On the other hand, Maki and Palumbo (2001) conclude that the wealth 

effect in the US throughout the 1990s has indeed operated through a reduction of the 

savings propensity of the highest income quintile and estimate a marginal propensity to 

consume out of wealth of 3 to 5 per cent. Clearly, in the context of our simple model, 

such a large wealth effect would imply expansionary effects of higher dividend pay-

ments and share buybacks on real economic development. However, in other countries 

high-income groups have had a much lower propensity to consume, and in the case of 

the US it is unclear whether an increase in wealth today would have similarly positive 

effects on consumption, given increased household indebtedness. On the other hand, a 

sudden decline in household wealth may produce liquidity or solvency problems in the 

personal sector. 

Related to this is the question of whether one sees stock-flow ratios as essentially 

elastic or inelastic. In our view, this may in part depend on the time horizon one is inter-

ested in. While it seems reasonable to assume, for instance, that ‘there is a limit to the 

extent to which stocks of debt can be allowed to rise relative to GDP’ (Godley et al., 

2007, p. 2), it is less clear by which mechanisms and at what speed deviations from his-

                                                 
21 In one of their specifications, the estimated elasticity of consumption with respect to stock market 
wealth for the US is as small as 0.04, in another one it is negligible. Note that in our case I, the (approxi-
mate) wealth-elasticity of consumption is 0.042, while in case V it is 0.069. 
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torical averages can be automatically corrected. For instance, while the ratio of US 

households’ net worth to disposable income may look relatively stable from a very long 

term perspective, this ratio (as well as the personal debt-to-income ratio) has been sub-

ject to considerable medium-term fluctuations, and it seems to have followed an overall 

rising trend since the late 1970s (e.g. Ludvigson and Steindel, 1999, p. 31; Parenteau, 

2006, p. 18).22 From a Minskyan perspective, one may argue that expansionary periods 

with rising wealth-to-income and debt-to-income ratios typically correspond only to one 

limited phase in a long-run cycle of endogenous financial behaviour and that sooner or 

later, there will be a ‘day of reckoning’ bringing stock-flow ratios down again, implying 

also, via the wealth effect, adverse effects on consumption, accumulation and output 

growth (e.g. Minsky, 1986). While the results of our model are not necessarily inconsis-

tent with this view, they also show that the potentially expansionary effects of rising 

wealth may be reversed already during the phase of a rising net worth-to-income ratio, 

due to concomitant increases in firms’ leverage and households’ debt burden (see in 

particular cases I and II). As an illustration of the empirical possibility of such a sce-

nario, Parenteau (2006) argues with respect to recent developments in the US that even 

with a further (but subdued) appreciation of asset prices and without a fall in the per-

sonal net worth-to-income ratio, it is likely that private households would have to even-

tually increase their saving rate significantly. A different case is Germany, where the net 

worth-to-income ratio has been rising even more systematically than in the US during 

the past decades, without any obvious tendency of ‘mean reversion’. This has in part 

been the result of a low propensity to consume of high-income individuals, together 

with a very substantial increase in income inequality. In this country, the wealth effect 

seems to be very weak, and households do not make extensive use of their collateral to 

borrow from the banks (as in case III of our simulations), despite financial deregulation. 

As in other European countries, firms have increasingly bought back shares, stock 

prices have been heavily increasing, but accumulation and output growth have been 

relatively weak (see ECB, 2007; van Treeck et al., 2007).  

 

 

 
                                                 
22 After the burst of the ‘New Economy’ bubble, the ratio of net-financial worth to disposable income has 
fallen to a lower level, but the ratio of total net worth to disposable income is now (2007) not far away 
from its peak level from the year 1999, as the housing market boom has ‘replaced’ the stock market 
boom.  
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6. Final remarks 

In this paper, existing analyses of the micro- and macroeconomic aspects of shareholder 

value orientation have been reviewed and taken as building blocks for our own SFC 

model of financialisation. We have simulated the effects of a higher dividend payout 

ratio and share buybacks on the basis of different assumptions regarding the wealth ef-

fect on investment and consumption.  

To begin with, many results of our model can be understood in terms of the general 

concept of stock-flow (in)elasticity applied by Skott and Ryoo (2007) in their analysis 

of financialisation. In all our different cases, financialisation is linked to a rising net 

worth-to-income ratio. Although the associated increase in firms’ leverage and house-

holds’ debt burden is likely to increase overall financial fragility, in our experiments the 

stock-flow ratios converge to a permanently higher level and there are no endogenous 

forces that would set a limit to this process and bring these ratios closer back to their 

baseline values.  

However, the real economy can be either ‘debt-led’ or ‘debt-burdened’ in our 

model, depending on the relative strengths of the wealth and debt effects on investment 

and consumption. This appears to be in line with empirical experience, as rising stock-

flow ratios, in different countries and time periods, have been compatible with both ex-

pansionary and contractionary phases in terms of real economic development. Interest-

ingly, in our model, the system may switch from a ‘debt-led’ to a ‘debt-burdened’ situa-

tion with overall contractionary results in the longer run, a result similar to that obtained 

by Bhaduri et al. (2006). However, our simulations also provide potential explanations 

of longer-lived expansionary phases of financialisation, as envisaged in Boyer (2000) or 

Lavoie and Godley (2001-2). At the same time, in all our different cases, ‘the ratio of 

investment to profits … shows a declining trend’, which corresponds to Stockhammer’s 

(2005-6, p. 197) formulation of the ‘investment-profit puzzle’. In our ‘intermediate 

case’, the divergence of investment and profits is such that the profit rate stabilises at a 

permanently higher level, while accumulation declines, relative to baseline. The empiri-

cal relevance of such a scenario has been discussed by Duménil and Lévy (2001), Cor-

donnier (2006), and van Treeck (2008). Besides, in our ‘contractionary’ and ‘intermedi-

ate cases’, larger dividend payments and share buybacks raise the rate of return on eq-

uity in the short run, but reduce it in the long run, which is consistent with the notion of 

‘short-term performance obsession’ (Rappaport, 2005) and recent empirical analyses of 



164 

management behaviour at the firm level (e.g. Graham et al., 2005; Cheng et al., 2005). 

Finally, financialisation is linked to a rising profit share, increasing financial profits 

relative to non-financial profits and a higher rentier share in household income.  

Of course, one has to be very cautious when mapping our stylised model to empiri-

cal observations or econometric estimates and we do not claim our simulation results to 

be an accurate description of actual empirical developments. In particular, the condi-

tions for our different ‘cases’ as well as the relative responsiveness of particular en-

dogenous variables or stock-flow ratios to different parameter changes are not only sen-

sitive to the various parameter values, but are likely to change as the model becomes 

more complex and realistic. As an example, the likelihood of overall contractionary 

effects of shareholder orientation increases, when also its potential direct impact on 

firms’ preference for accumulation is considered (through a downward shift in the in-

vestment function; see Skott and Ryoo, 2007; Dallery and van Treeck, 2008). Despite 

these reservations, our analysis suggests that financialisation is much more likely to 

produce (at least temporarily) expansionary outcomes in the US (and perhaps other An-

glo-Saxon countries) than in continental European countries, as the propensity to con-

sume out of capital income and wealth, and perhaps the influence of stock prices on 

investment, seem to be larger in the US.  

In a more complete and empirically oriented analysis a number of important exten-

sions would have to be made. To begin with, one would have to consider the implica-

tions of financialisation with respect to the government and foreign sectors. For in-

stance, when financialisation is linked to a strong decline in the personal saving rate 

with the result of a negative private sector financial balance, and the government also 

runs a deficit, this would imply potentially very large capital imports from the rest of 

the world, as the US example shows. However, such a scenario may not be necessarily 

sustainable but may pose further risks to financial stability (e.g. Godley et al., 2007). 

Also, in our model technological progress (and its interaction with investment), infla-

tion, monetary policy, labour market dynamics and variations of relative prices are not 

explicitly considered. One may also wish to remove the assumption of zero savings out 

of wages and distinguish between different types of wealth held by different groups of 

households, as in Zezza (2007). More fundamentally, from a Minskyan perspective, one 

may wish to consider potential endogenous forces that may set a limit to the rise in the 

stock-flow ratios. 
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Appendix 1: Parameter values and steady state solutions 

Equations for firms: γ1 = 0.5, γ2 = 0.5, γ4 = 0.025, ρ0 = 0.6, v = 5, x = 0.025 (→ -0.025), 
sf = 0.65 (→ 0.6); 

equations for households: a1 = 0.2, a2 = 0.85, λ0 = 0.55, λ1 = 0.2, λ2 = 0.013, λ3 = 
0.0001; 

equations for banks: rm = 0.04, ρb = 0.25; 

values of γ3, b1, and rep as in Table 3.  

Steady state solutions for cases IV and VI: g = 0.0675, r = 0.0868, u = 0.9574, q = 
0.3601, LEV = 0.1535, cr = 0.6648, ch = 0.9154, h = 0.4532, hb = 0.0507, hr = 0.2525; cr 
and ch are respectively rentiers’ and households’ consumption rates. 

 

Appendix 2: Dynamics of the wealth effect and derivation of c1 and c2  

Using equations (13), (15) and (16), while omitting all lags, we obtain 
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The first term on the right hand side of equation (A2.2) describes the initial direct 

wealth effect on consumption. Given our chosen parameter values and the baseline 

value of BUR, this effect is positive and large in our simulations (e.g. 0.06 in case I and 

0.08 in case V). As the burden of debt and repayment obligations become more impor-

tant, however, the wealth effect becomes considerably smaller, although it remains posi-

tive in all our simulations.  

Approximate values of c1 and c2 from equation (30) can be obtained as follows. To 

begin with, equations (15) and (16) can be combined, while omitting lags, to get 
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which can be substituted into equation (13), noting that gLr = ∆Lr, to yield 
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Now, for given a1, a2, b1, rep, and il, approximate values of c1 and c2, abstracting from 

the effects of changes in Ydr and V on g, are obtained as: 
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The wealth-elasticity of consumption is given by 
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Appendix to chapters IV and V:  
 
A tentative econometric analysis of US private investment under ‘Fordism’ and 
‘financialisation’ 

In chapter VI, we provide a rather detailed econometric analysis of personal consump-

tion patterns in the US, where the expansion of credit flowing to the personal sector 

seems to have contributed to the creation of an initially ‘debt-led’ economy which even-

tually turned ‘debt-burdened’. Ideally, one would wish to subject the hypotheses regard-

ing firms’ investment and financial policies, formulated in the previous chapters, to a 

similarly detailed empirical analysis. However, as is widely recognised, estimation of 

private investment equations is a very delicate task. As was already famously argued by 

Keynes (1936 [1997, p. 315]), the expectations, or ‘animal spirits’ of entrepreneurs, 

which are the main determinant of investment decisions, ‘are subject to sudden and vio-

lent changes’. Indeed, while the candidates for explanatory variables to be included in 

the private consumption function are limited and relatively well defined, the decision of 

which variables to include in an investment function seems to be much more precarious, 

and hence particularly subject to Keynes’s (1939) early critique of econometrics. As a 

result, many economists continue to argue that in an uncertain, or ‘nonergodic’, world, 

private investment cannot be expected to follow a stable functional expression (see, e.g., 

Davidson, 2000, p. 15).  

Bearing these caveats in mind, in this brief Appendix we offer a tentative economet-

ric analysis of private non-residential investment in the US since 1960. Our chosen 

specification of the investment function should provide some hints about the validity of 

the hypotheses formulated in the previous chapters regarding firms’ investment and 

financial policies under Fordism and financialisation. We start from the following, en-

compassing specification:1 

(1) I = I (UP, BB, LEV, PFA) 

where I = non-residential investment, UP = undistributed profits, BB = business borrow-

ing, LEV = leverage ratio, PFA = price of financial assets (stock prices). The construc-

tion of variables used in the estimations is explained in Table 1. All variables are de-

flated with the price index for non-residential business investment from NIPA. We use 

                                                 
1 The specification is inspired by the private expenditure function estimated by Godley et al. (2008). 
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data with quarterly observations. Figure 1 shows the evolution of these variables from 

1960:1 to 2008:3.  

Based on our theoretical arguments from the preceding chapters, we may expect the 

following results: 

- under Fordism, investment should track the evolution of retained profits rather 

closely, while under financialisation there will be a weaker link between profits 

and investment, as firms increasingly use their profits to invest financially (take-

overs, share buybacks, portfolio investment, etc.) (see chapters III and IV); 

- under Fordism, the effect of borrowing on investment should be substantial, 

while under financialisation this link should be weaker as firms borrow increas-

ingly for the purpose of financial investments and debt-financed share buybacks 

(see introduction, chapters IV and V); 

- with respect to the effects of leverage on real investment expenditure, the hy-

potheses formulated in the previous chapters are somewhat ambiguous. On the 

one hand, it has been argued that the finance constraint (rather than the profit-

ability constraint) was binding under Fordism. This would suggest a significant 

negative debt effect on investment, insofar as the leverage ratio is negatively re-

lated to firms’ creditworthiness as perceived by creditors. On the other hand, 

firms’ leverage was relatively low under Fordism (see Figure 1 below), and the 

relationship between industrial firms and banks were quite close so that the fi-

nancial constraints weighing on firms may have been rather weak. As for finan-

cialisation, we have argued above that, in terms of the Post Keynesian theory of 

the firm, shareholders’ profitability target (rather than the finance constraint) 

may have been the limiting factor for investment (see chapter IV). However, as 

leverage has heavily increased under financialisation (see Figure 1 below), it 

may be the case that firms’ access to credit has been restricted as a consequence 

of higher debt ratios and that, as firms have continued to borrow for the purpose 

of financial investments, this has led to a ‘crowding out’ of physical investment 

(see chapter V); 

- under Fordism, financial asset (stock) prices should not have exhibited a strong 

influence on investment, while this is more likely to be the case under financiali-

sation (see chapter V). 

In our estimations, we follow the ARDL (auto-regressive distributed lag)-based 

bounds-testing approach advanced by Pesaran et al. (2001). The philosophy behind 
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this innovative estimation technique is described in more detail in chapter VI below. 

Here, it suffices to note that the bounds-testing approach allows one to test for the 

existence of long-run level relationships including both non-stationary I(1) variables 

and stationary I(0) variables (or mutually cointegrated variables) as regressors. This 

is important in our context because standard unit root tests suggest that borrowing is 

I(0), while all the other variables included in our estimations seem to be I(1). The 

bounds-testing approach is very flexible and does not require unit root and cointe-

gration pre-testing. This is clearly an advantage as the common unit root tests (ADF 

test, KPSS test) and cointegration tests (Johansen tests) are usually blamed for their 

low statistical power (e.g. Campbell and Perron, 1991). However, one general prob-

lem with single equation error correction models is that they require the assumption 

of weakly exogenous regressors (Banerjee et al., 1998; Pesaran et al., 2001), which 

is clearly questionable in many cases. For instance, one can easily tell a story of 

reversed causality regarding the relationship between investment, profits, and bor-

rowing.2 Yet, single equation estimation of investment functions is common prac-

tice in the literature (see Hein and Vogel, 2008, for a survey).  

 

Table 1: Variable construction 
 
I = Non-residential business investment; NIPA, table 5.2.3 
UP = Undistributed corporate profits + capital of fixed capital + inventory valuation 

adjustment; NIPA, table 5.1 
BB = Change in non-financial business sector debt outstanding; Flow of Funds, table 

D.3 
LEV = Non-financial business sector debt outstanding*100/(replacement cost of struc-

tures + equipment and software); Flow of Funds, tables D.3, B.102, B.103 
PFA = S & P 500 stock market index; Citibase 
                                                 
2 The endogeneity problem in econometrics has already been discussed by Keynes (1939): ‘What happens 
if the phenomenon under investigation itself reacts on the factors by which we are explaining it? When he 
investigates the fluctuations of investment, Tinbergen makes them dependent on the fluctuations of profit. 
But what happens if the fluctuations of profit partly depend (as, indeed, they clearly do) on the fluctua-
tions of investments? Professor Tinbergen mentions the difficulty in a general way in a footnote ..., where 
he says ... that ‘one has to be careful’. But is he? ... In practice Professor Tinbergen seems to be entirely 
indifferent whether or not his basic factors are independent of one another.’ (Keynes, 1939, p. 309-10) 
Vector autoregressive regressions (VARs), or vector error correction models (VECMs) are an attempt to 
overcome the endogeneity problem, following the critique by Sims (1980). However, these models also 
require one to impose identifying restrictions on the variance-covariance error matrix and the cointegrat-
ing vectors, in order to pass from a reduced form to a structural interpretation of the model. These identi-
fying restrictions can be chosen either on purely conventional or statistical grounds (e.g. Sims, 1980; 
Johansen, 1991) or on a priori theoretical grounds (e.g. Pesaran and Shin, 2002; and the structural VAR 
literature). Moreover, even very small models contain a large number of parameters to be estimated so 
that one easily runs into efficiency problems. For a systematic discussion, see e.g. Enders (2004, ch. 5 and 
6). Another attempt to avoid the endogeneity problem consists in estimating investment functions on the 
basis of firm-level data in a panel framework (Hsiao, 2003).  
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Figure 1: The data 
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When estimating equation (2) for the whole sample period, the results are very un-

satisfactory, and only undistributed profits seem to have a positive long-run effect on 

investment, with all the other long-run coefficients being insignificant. We therefore 

estimate equation (2) for the two sub-sample periods 1960:1-1979:4 and 1980:1-2008:3. 

Interestingly, for the first period PFA turns out to be clearly insignificant, while for the 

second period BB is clearly insignificant. Consequently, we go on to estimate equation 

(3) for the first sub-sample period and equation (4) for the second sub-sample period: 

(3) I = I (UP, BB, LEV) 

(4) I = I (UP, LEV, PFA) 

As a further robustness check and in order to ‘test’ specifically for the hypotheses for-

mulated above, we additionally estimate the following equation for both sub-sample 

periods: 
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(5) I = I (UP, BB) 

Where possible, we also estimate the equations in logarithms, as this turns out to yield 

better results in terms of parameter stability and interpretability.3 Our estimations yield 

the following implied long-run coefficients (numbers in parentheses are t-values). We 

also report the test statistics of the t-test and F-test for long-run level relationships pro-

posed by Pesaran et al. (2001) (*, **, and *** indicate significance at the 10%, 5%, and 

1% level, respectively): 

 

Equation (3) 

1960:1-1979:4 

in levels:      in logarithms: 
I = 1.23*UP + 1.20*BB – 2.98*LEV  log(I) = 0.71*log(UP) + 0.48*log(BB) – 0.013*LEV 
     (7.46)         (8.13)       (-1.98)                (4.63)                (6.63)                (-1.81) 
 
t-test: -4.14**, F-test: 23.53***   t-test: -4.21**, F-test: 9.67*** 
 

Equation (4) 

1980:1-2008:3  

in levels:      in logarithms: 
I = 0.78*UP – 4.38*LEV + 0.29*PFA  log(I) = 0.46*log(UP) – 0.0089*LEV + 0.32*log(PFA) 
     (2.97)        (-1.03)         (2.14)                (3.88)                (-2.46)             (-5.03) 
  
t-test: -2.34, F-test: 4.30**   t-test: -5.06***, F-test: 8.16*** 
 

Equation (5) 

1960:1-1979:4 

in levels:      in logarithms: 
I = 1.09*UP + 0.94*BB    log(I) = 0.81*log(UP) + 0.36*log(BB)  
     (10.05)       (10.93)                 (7.55)                (7.99)               
 
t-test: -7.58***, F-test: 30.72***   t-test: -5.58***, F-test: 11.82*** 
 
1980:1-2008:3 

in levels: 
 
I = 0.65*UP + 0.28*BB      
     (6.44)        (0.25)       
 
t-test: -2.18, F-test: 2.10    

                                                 
3 Estimation in logarithms is not possible for the second sub-sample period, as BB is negative during 
some quarters in the early 1990s.  
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Our regressions pass the standard battery of specification tests, but we do not claim 

here to provide an in any sense optimal empirical model of US private investment activ-

ity over the past decades. Also, as discussed above, our estimations certainly do not 

reveal clear-cut causalities in terms of actual firm behaviour. However, the following 

results seem to be relatively robust in terms of the correlation between our specific vari-

ables of interest: 

- we generally find a higher coefficient on retained profits for the first sub-sample 

period: one possible explanation would be that under Fordism firms’ investment 

decisions adaptively follow the evolution of available internal means of finance 

(see chapter IV), while under financialisation profits are increasingly invested on 

financial markets (see introduction, Figure 5, chapters IV and V); 

- the coefficient on borrowing is significant only for the first sub-sample period: 

this may be the case because under Fordism firms borrow in order to invest in 

physical capital stock to close the gap between internal means of finance and the 

desired level of investment, but under financialisation the decision to borrow is 

more closely linked to financial investments; 

- the coefficient on stock prices is significant only under financialisation: the rea-

son may be that firms are largely independent of stock market pressures under 

Fordism, but under financialisation firms’ assessment of the ‘marginal efficiency 

of capital’ is more strongly influenced by the stock market (see introduction, 

chapter V) 

- there is no clear evidence of different coefficients on the leverage ratio, which is 

in line with our ambiguous expectations formulated above on the basis of chap-

ters IV and V.  
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Chapter VI: 
 
Asymmetric income and wealth effects in a non-linear error correction model of 
US consumer spending♣ 
 

1. Introduction 

National account statistics indicate that the US personal saving rate has steeply declined 

over the past three decades. There is widespread agreement that this statistical observa-

tion corresponds to a real and significant economic phenomenon which many authors 

perceive as both puzzling and giving rise to concern (Harvey, 2006; Guidolin and La 

Jeunesse, 2007). Indeed, as consumption has been increasingly credit-financed and per-

sonal savings very low (or even negative, according to some statistics) for some time 

now, there has been a substantial rise in household debt, from around 60 per cent of 

disposable income in the early 1980s to more than 130 per cent recently, according to 

NIPA data. This certainly implies that overall financial fragility in the economy has 

increased.  

In this paper, our goal is to contribute to explaining the US ‘savings puzzle’ by 

means of an asymmetric error correction model, relating personal consumption expendi-

ture to personal disposable income and wealth. Our estimation approach follows the 

behaviourist insight that ‘treatments of responses to changes in economic variables 

should routinely separate the cases of favorable and unfavorable changes. Introducing 

such distinctions could improve the precision of predictions at a tolerable price in in-

creased complexity.’ (Kahneman et al., 1991, p. 205)  

Our main result is that the long-run effects of positive changes in real per capita dis-

posable income and personal wealth on real per capita personal consumption expendi-

ture have been larger in absolute value than those of negative changes in the respective 

variables. This result is inconsistent with the rational expectations view of the Perma-

nent Income Hypothesis, but it potentially helps explain the decline in the personal sav-

ing rate over the past decades: apparently, private households have managed to consid-

erably expand consumption as income and wealth have increased, but they have not 

reduced their expenditure in a symmetric fashion following income and wealth declines. 

At a theoretical level, this conclusion appears in line with the behaviourist concept of 

                                                 
♣ I wish to thank the participants of the IMK Colloquium for helpful comments and Yongcheol Shin for 
inspiring discussions about the asymmetric ARDL approach. I am responsible for any remaining errors. 
Financial support of the Hans Boeckler Foundation is gratefully acknowledged. 
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loss aversion (see Kahneman et al., 1991). It may also be explained within a framework 

of hyperbolic discounting (e.g. Laibson, 1997), when financial innovation, reducing 

individual savers’ capacity of self-restraint, is asymmetrically affected by expansionary 

and contractionary phases in the real and financial spheres of the economy. Finally, so-

ciological aspects, such as the ‘keeping up with the Joneses effect’, and hierarchical 

needs (Maslow, 1943; Lavoie, 1994) may contribute to the observed asymmetry in con-

sumption. 

On top of the evidence of long-run loss aversion, we find that in the short-run, nega-

tive changes in wealth affect consumption more strongly than positive changes, a result 

that may be attributed to the presence of liquidity constraints or to the time lags in-

volved with learning about new consumption opportunities.  

Previous studies have found evidence of short-run asymmetry suggesting the pres-

ence of liquidity constraints, but have neglected the possibility of long-run asymmetry 

(Shirvani and Wilbratte, 2000; Apergis and Miller, 2006). On the other hand, authors 

who found evidence of loss aversion have regarded their results as mutually exclusive 

with the notion of liquidity constraints (Shea, 1995, p. 799; see also Romer, 2001, p. 

323). The results presented in this paper potentially help reconcile the results from the 

previous literature, as we apply different estimation strategies to a single data set and 

find that evidence of either loss aversion or liquidity constraints, or both, can be pro-

duced, depending on the theoretical and econometric framework applied.   

The paper proceeds as follows. In the next section, we review some of the existing 

literature on loss aversion and liquidity constraints. In section 3, we discuss different 

econometric tests for consumption asymmetries previously applied in the literature and 

propose our own approach allowing for both short-run and long-run asymmetries. Data 

issues and the estimation results are discussed in section 4. We apply both the IV esti-

mation approach following Campbell and Mankiw (1989) and Shea (1995) and the 

bounds-testing approach to long-run level relationship advanced by Pesaran et al. 

(2001) and extended to the asymmetric case by Shin and Yu (2006). In section 5, we 

take a further look at the data and discuss some robustness issues. Section 6 concludes 

and briefly discusses the sustainability of the observed consumption asymmetries. 

2. Consumption asymmetries: liquidity constraints versus loss aversion? 

According to the rational expectations view of the Permanent Income Hypothesis, con-

sumption should depend solely on permanent income, given by human and other 
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wealth. There have been different attempts to refute this view. On the one hand, it has 

been argued that the traditional Keynesian link between current income and current 

consumption is still relevant, due to e.g. the existence of non-Ricardian rule-of-thumb 

consumers (Campbell and Mankiw, 1989) or to social norms and habits (Lavoie, 1994; 

Akerlof, 2007). Going one step further, the behaviouristic literature has produced con-

siderable experimental evidence suggesting that individuals (e.g. consumers) tend to 

react differently to positive and negative changes in economic variables (e.g. income or 

wealth). Therefore, as argued by Kahneman et al. (1991, p. 205), linear models ‘predict 

more symmetry and reversibility than are observed in the world, ignoring potentially 

large differences in the magnitude of responses to gains and to losses.’  

One type of consumption asymmetry, which is often discussed in the context of the 

so-called ‘wealth effect’, refers to the notion of liquidity constrained consumers. When 

financial wealth changes, permanent income changes so that households, insofar as they 

smooth consumption over time, will adjust current expenditure. Yet, ‘whereas consum-

ers can readily reduce consumption in response to stock price declines, some consumers 

may find it difficult to borrow to increase consumption.’ (Shirvani and Wilbratte, 2000, 

p. 43) Also, as asset prices decline, refinancing conditions worsen as banks, due to in-

formation asymmetries and increased insecurity, find it difficult to distinguish good 

from bad borrowers (e.g. Stiglitz and Weiss, 1981; Mishkin, 1997).  

The opposite kind of consumption asymmetry is implied by the notion of loss aver-

sion. For instance, Tversky and Kahneman (1991) develop a model of consumer choice 

which is based on the hypothesis of an asymmetric S-shaped value function, according 

to which ‘losses loom larger than corresponding gains’ (p. 1039). As a consequence, 

consumers can be expected to be more reluctant to reduce consumption as income or 

wealth decline than to increase consumption following positive wealth or income 

changes.  

In our view, the concept of loss aversion can be rationalised in many different ways. 

For instance, it can be understood in terms of the principle of the hierarchy of needs 

(e.g. Maslow, 1943). Indeed, when there is ‘subordination of needs’ (Lavoie, 1994, 

2004), stepping down the pyramid of needs and giving up (a particular level of) self-

actualisation may be experienced by individuals as an abrupt and incommensurable loss 

in satisfaction, and not simply as a smooth transition from one utility level to another. It 

can be expected that consumers try to avoid such a fallback almost at all cost, while 

they are always willing to discover higher steps of the pyramid, in particular when so-
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cial norms, advertising, etc. convey the idea of consumption being an important part of 

the self-actualisation process.1  

There may also be genuine sociological reasons for why consumers react differently 

to increases in income and wealth than to decreases. As has been recognised by many 

authors, ‘(t)here is a kind of competition in consumption, induced by the desire to im-

press the Joneses, which makes each family strive to keep up at least an appearance of 

being as well off as those that they mix with, so that outlay by one induces outlay by 

others’ (Robinson, 1956, p. 251). Now, when competitive pressures are strong and so-

cial status depends on conspicuous consumption, it can be expected that individuals will 

benefit from any increase in income or wealth to expand consumption and ‘keep up 

with the Joneses’, but will be reluctant to reduce consumption risking to ‘fall behind the 

Joneses’ (who might be suspected to have larger financial reserves and reduce buffer-

stock savings).2 

A further argument in favour of an asymmetric wealth effect can de derived from 

the concepts of mental accounting and hyperbolic discounting in the context of financial 

liberalisation (Laibson, 1997). Laibson (1997, 1998) develops a theory of hyperbolic 

discounting (in contrast to standard neoclassical exponential discounting), from which it 

follows that individuals may ‘undersave’ in the absence of appropriate measures of self-

control. A typical ‘instrument for commitment is an investment in an illiquid asset’, 

which prevents individuals from consuming ‘too much’. However, Laibson’s (1997) 

model ‘suggests that financial innovation may have caused the ongoing decline in U. S. 

saving rates, since financial innovation increases liquidity and eliminates implicit com-

                                                 
1 Keynes (1936, p. 90, 1) suggests that ‘the amount that the community spends on consumption obviously 
depends (i) partly on the amount of its income, (ii) partly on the other objective attendant circumstances 
[such as the amount of wealth, TvT], and (iii) partly on the subjective needs and the psychological pro-
pensities and habits of the individuals composing it… His prediction ‘that a higher absolute level of in-
come will tend, as a rule, to widen the gap between income and consumption’ (Keynes, 1936, p. 97) and 
that it may become ‘necessary to encourage wise consumption’ (Keynes, 1943, p. 323) to prevent a secu-
lar increase in the propensity to save has clearly proven mistaken for a number of developed economies, 
and particularly for the US. In fact, current ‘psychological propensities and habits’ rather seem to be very 
favourable of consumer spending, and may in part be reflected in asymmetric reactions towards wealth 
and income declines and increases. 
2 Our interpretation of the ‘Joneses-effect’ differs from that established by Harbough (1996), who rejects 
the assertion according to which ‘(r)ising incomes would appear to induce excessive consumption as 
consumers attempt to ‘keep up with the Joneses’. … Rather than increasing consumption, concern for 
relative consumption can induce a fear of falling behind which raises precautionary savings.’ In a similar 
vein, Romer (2001, p. 312) argues that the usual interpretation of the ‘Joneses-effect’ ‘fails to recognize 
what saving is: since saving represents future consumption, saving less implies consuming less in the 
future, and thus falling further behind the Joneses.’ Walther (2004) points out that this view ‘is unable to 
explain “excess consumption”’ (p. 2) and develops the concept of ‘competitive conspicuous consump-
tion’ within the framework of an intertemporal decision model. 
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mitment opportunities’ (p. 443). Relating this idea to our context, it may be the case that 

financial innovation is typically spurred by increases in the volume of wealth and in-

come, which fuel the demand for financial products, but that decreases in income or 

wealth do not usually cause previous innovations to disappear. This would further 

strengthen the case for asymmetric wealth and income effects on consumption. 

As we discuss in the next section, the econometric literature has produced evidence 

of both liquidity constraints and loss aversion. However, the two effects are generally 

treated as mutually exclusive. For instance, Shea (1995, p. 799) concludes that his ‘find-

ings are inconsistent with myopia and liquidity constraints, but are qualitatively consis-

tent with recent work incorporating loss aversion into intertemporal preferences’. Simi-

larly, Bowman et al. (1999, p. 156) maintain that their evidence of loss aversion is ‘in-

consistent with both the Permanent Income Hypothesis and with alternative explana-

tions of other apparent violations of the Permanent Income Hypothesis, such as liquidity 

constraints or Campbell and Mankiw’s (1989) rule-of-thumb behavior.’ Conversely, 

Apergis and Miller (2005, p. 17) highlight the relevance of liquidity constraints and 

emphasise that their ‘results differ from those reached by Kahneman et al. (1991), Shea 

(1995), and Bowman et al. (1999)’. This alleged inconsistency is, of course, disconcert-

ing at both the theoretical and empirical levels. In the next section, we review the 

econometric estimation strategies which underlie the aforementioned conclusions and 

propose a synthetic non-linear error correction model, in which short-run and long-run 

asymmetries can be distinguished. In particular, it seems theoretically justified to con-

sider the possibility that liquidity constraints are more relevant in the shorter run, while 

loss aversion determines consumption behaviour in the longer run. On the one hand, 

declining asset prices may cause sudden ‘panic’ in the banking and household sector, 

but this effect may be alleviated in the longer run, as consumption demand and lending 

to creditworthy households gradually recover. On the other hand, consumers’ reaction 

to increases in income and wealth may be slow initially but substantial in the longer run, 

as it takes some time to learn about new consumption opportunities and to acquire new 

habits as purchasing power increases.3  

 
                                                 
3 This idea can be related to what Lavoie (1992, 2004) calls the ‘principle of the growth of needs’, which 
is also linked to the ‘principle of subordination of needs’: ‘Income increases bring into consideration 
possibilities that had not been assessed before. Beyond near subsistence levels, where urges rather than 
preference rule, these possibilities have to be learned. The acquisition of habits prevails over instincts. 
When incomes are rising, learning prevails over habits. … Households save while they learn how to 
spend their increased purchasing power.’ (Lavoie, 1992, p. 90) 
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3. The econometrics of loss aversion and liquidity constraints 

There have been several attempts to analyse asymmetries in econometric models of ag-

gregate consumption. One estimation strategy, applied by Shea (1995), Bowman et al. 

(1999), and Johansson (2002), implies estimating the following equation: 

(1) tttt yNEGyPOSc ελλα +∆+∆+=∆ −+ ˆ**ˆ**   

where tc  is the log of consumption, tŷ  is the log of expected income, and tε  is a white 

noise process. POS and NEG are indicator functions which take a value of one for re-

spectively positive and negative expected income growth, and a value of zero otherwise. 

The framework given by equation (1) generalises the test of the Permanent Income Hy-

pothesis proposed by Campbell and Mankiw (1989, 1990, 1991) and it has been applied 

by different authors to derive different hypotheses, which may be succinctly summa-

rised as follows (Shea, 1995; Altonji and Siow, 1987; Romer, 2001, pp. 319 et seq.): 

 

Permanent Income Hypothesis/Rational Expectations: 0== −+ λλ   

Myopia: 0>== −+ λλλ  

Loss aversion: −+ < λλ ; 0, >−+ λλ  

Liquidity constraints: −+ > λλ ; 0, >−+ λλ  

 

Under the Random-Walk Hypothesis (Hall, 1978), predictable (expected) changes 

in future income should not have any effect on consumption,4 while under myopia con-

sumption tracks current income and hence should respond symmetrically to expected 

income changes. This hypothesis underlies the Campbell-Mankiw test of the Permanent 

Income Hypothesis. However, the restriction of a unique coefficient λ  will be inaccu-

                                                 
4 Hall’s (1978) hypothesis implies that the level of consumption follows a random walk. It is derived from 
the maximisation problem of a representative consumer who maximises ( ) ( )∑ = +

−+
s

s st
s

t CUE
0

1 δ , with 0'>U , 

0'' <U , Et = expectations operator, Ut = utility, Ct = consumption, δ = discount rate. Then, when the rep-
resentative consumer can borrow and lend at the real interest rate r, utility maximisation subject to a set of 
intertemporal budget constraints of the form: ( ) 11 −+++++ ++=+ ststststst qrwqC , with wt = wage income and qt = 
financial wealth, yields the first-order necessary condition for an optimum (or Euler equation) given by 

( ) ( )( ) ( )rCUCUE ttt ++=+ 1/1'' 1 δ . Assuming δ = r and that marginal utility is linear yields the random walk 
result ttt CCE =+1 , implying ttC ε=∆ , with 

tε  being a white noise process. For comparability with previous 
studies, we follow Campbell and Mankiw (1989), Shea (1995), Bowman et al. (1999) in testing the ran-
dom walk hypothesis for the natural logarithm of consumption (see Campbell and Mankiw, 1989, pp. 
187, 190, for a discussion). Note that for many instrument sets estimation of equation (1) yields qualita-
tively very similar results when level variables are used rather than logarithms. 
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rate under both loss aversion and liquidity constraints. Loss aversion in this framework 

has been interpreted as follows: ‘when a person receives good news regarding future 

income prospects, he may immediately adjust current consumption upward, thereby 

reducing or even eliminating the possibility of a further increase in future consumption. 

In contrast, learning today of a negative shock to income in some future state(s) of the 

world may have no effect on current consumption, implying that future consumption 

will decrease significantly tomorrow if the shock is realized.’ (Bowman et al., 1999, p. 

156) The opposite kind of asymmetry would be expected under liquidity constraints: 

when expected income increases, consumers may not be able to increase consumption 

immediately, but when the increase actually occurs, liquidity constraints are reduced so 

that consumption grows strongly from one period to the next. Conversely, when ex-

pected income declines, households can readily reduce consumption so that consump-

tion growth will respond less to the change in expected income.  

Shea (1995) and Bowman et al. (1999) have found evidence of loss aversion. Jo-

hannson (2002) partly confirms this result, but concludes that it cannot be easily gener-

alised for survey and international data. In an earlier work, Altonji and Siow (1987) had 

found evidence of liquidity constraints. One potential reason for these ambiguous re-

sults is that expected income growth in equation (1) is unobservable by definition so 

that it has to be pre-estimated using instrumental variables. However, as recognized by 

Shea (1995, p. 800), the estimates of +λ  and −λ  ‘may be imprecise or even spurious if 

the instruments have low predictive power for income growth’. For instance, Shea 

(1995, p. 803) suggests that the results by Altonji and Siow (1987) are due to a particu-

lar choice of instruments. Yet, it is in general ‘difficult to find appropriate variables 

with much predictive power for changes in income’ (Romer, 2001, p. 322) and there is 

no agreement regarding the criteria of relevance (Shea, 1995, pp. 800 et seq.).   

In a second strand in the literature, the focus has been on short-run asymmetries due 

to liquidity constraints (or other arguments implying the same type of short-run asym-

metry), based on the assumption of a symmetric long-run (cointegration) relationship 

between the level of personal consumption, the level of household income and the level 

of household wealth. This approach involves either the Engle-Granger two step meth-

odology with asymmetric equilibrium errors (Carruth and Dickerson, 2003; Stevans, 

2004) or direct estimation of an error correction model with asymmetric short-run dy-

namics (Shirvani and Wilbratte, 2000; Apergis and Miller, 2006), as in equation (2): 
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where Ct, Yt and Wt are respectively the levels of consumption, income and wealth, and 
+∆W  and −∆W  respectively are positive and negative changes in wealth, and tε  is a 

white noise process. A commonly performed test is whether consumers are liquidity 

constrained, in which case ∑ ∑
= =

+− >
q

j

q

j
jj

0 0
φφ .  Shirvani and Wilbratte (2000) and Apergis 

and Miller (2006) find evidence in favour of this hypothesis for the US.  

In equation (3), we propose a simple consumption model allowing for both long-run 

and short-run asymmetry in consumption behaviour: 
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where Ct, Yt and Wt are respectively the levels of consumption, income and wealth, and 

tε  is a white noise process. +

=

+ ∑∆= j

t

j
t YY

1
 and −

=

− ∑∆= j

t

j
t YY

1
 are partial sum processes of 

respectively positive and negative changes in Yt, with )0,max( tt YY ∆=∆ + and 

)0,min( tt YY ∆=∆ − , and −+ ++= ttt YYYY 0 . +
tW  and −

tW  are defined analogously. The 

same methodology has been applied by Shin and Yu (2006) to an analysis of asymmet-

ric unemployment-output relationships, inspired by Schorderet (2001) and Granger and 

Yoon (2002). It is based on an extension of the ARDL-based bounds-testing approach 

developed by Pesaran et al. (2001), as discussed in the next section.  

While short-run liquidity constraints in this model are defined in the same way as in 

equation (2), the interpretation of loss aversion is somewhat more straightforward than 

in equation (1): actual increases in the level of real income or wealth should affect the 

level of consumption more strongly than decreases in these variables, as households 

should in general be very reluctant to see their standard of living decline. In terms of 

estimation, this hypothesis has the advantage that no auxiliary regressions have to be 

run to determine expected income growth. A constellation that may be considered as 

reconciling the (long-run) loss aversion hypothesis and the (short-run) liquidity con-
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straints hypothesis would be given by −+ > δδ  and/or −+ > γγ  together with 

∑∑
=

+

=

− >
q

j
j

q

j
j

00
φφ . 

 

4. Empirical analysis 

We estimate variants of equations (1), (2) and (3). We use quarterly data for the period 

1953:1 to 2007:3. Data for consumption and disposable income are taken from the Na-

tional Income and Product Accounts (NIPA, Bureau of Economic Analysis). Consump-

tion equals personal consumption expenditures (PCE) on nondurables and services. This 

series is scaled up so that the sample mean matches the sample mean of total PCE.5 

Data for personal wealth are taken from the Flow of Funds Accounts (Federal Reserve 

Board). We distinguish between stock market wealth, including directly held equity, 

mutual fund shares, security credit and life insurance and pension fund reserves, and 

non-stock wealth, defined as total net worth less stock market wealth. All variables are 

measured in real per capita terms, making use of the PCE deflator.  

Equation (1) is estimated with the method of two-stage least squares (2SLS), follow-

ing Campbell and Mankiw (1989, 1990, 1991), Shea (1995), and Bowman et al. (1999). 

Table 1 reports the results for both the symmetric case (imposing −+ = λλ ) and the 

asymmetric case, using different instrument lists. Compared to earlier studies for the US 

by Campbell and Mankiw and Shea, our sample size is about 20 years longer.6 For this 

larger sample, we found that including more lags and adding changes in stock market 

wealth as instruments improved estimation in some cases. 

                                                 
5 It is common practice to exclude durable goods from the consumption series. As argued e.g. by Lettau 
and Ludvigson (2004, p. 280), durables are included in household wealth and so cannot be seen purely as 
an expenditure. The total flow of consumption is unobservable, because we lack observations on the ser-
vice flow from the durables stock. A compromise pursued in some studies is to scale up the series on 
nondurables and services. This increases the size of the estimates (for equations estimated in levels), but 
does not affect their statistical significance, nor their relative size.  
6 Bowman et al.’s (1999) estimations do not include the US. 
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Table 1: Estimates of equation 1, using different sets of instruments 

Model Instruments 2
yR∆  2

cR∆  λ  +λ  −λ  F-Test 
−+ = λλ  

Quarters
0ˆ <∆ ty  

1.1 None (OLS) – 0.2403 0.2549 
(8.20) 

0.2020 
(4.56) 

0.3772  
(4.74) 

2.78* 49 

1.2 
62 ,..., −− ∆∆ tt ii : 

62 ,..., −− tt rr ; 

0.0456 0.0989 0.4593 
(4.05) 

0.3231 
(2.66) 

3.0238 
(3.35) 

8.18*** 5 

1.3 
82 ,..., −− ∆∆ tt ii : 

82 ,..., −− tt rr ; 

82 ,..., −− ∆∆ tt ss  

0.0491 0.1311 0.4348 
(4.89) 

0.3015 
(3.07) 

1.9630 
(3.74) 

8.71*** 10 

1.4 ;,..., 82 −− ∆∆ tt cc  

82 ,..., −− ∆∆ tt ii ; 

82 ,..., −− tt rr  

0.0740 0.1614 0.4748 
(5.87) 

0.3522 
(3.81) 

1.3497 
(3.92) 

6.81*** 13 

1.5 
62 ,..., −− ∆∆ tt cc ; 

62 ,..., −− tt rr  

0.0321 0.0687 0.5122 
(4.20) 

0.5221 
(3.95) 

0.3055 
(0.29) 

0.04 5 

1.6 
62 ,..., −− ∆∆ tt yy ; 

62 ,..., −− tt rr  

0.0130 0.0372 0.4023 
(2.82) 

0.4889 
(3.18) 

-1.947  
(-1.20)

2.12 4 

1.7 ;,..., 82 −− ∆∆ tt cc  

82 ,..., −− tt rr ; 

82 ,..., −− ∆∆ tt ss  

0.0345 0.1270 0.5139 
(5.60) 

0.4609 
(4.37) 

1.0970 
(1.89) 

1.04 12 

1.8 
82 ,..., −− ∆∆ tt yy  

82 ,..., −− tt rr ; 

82 ,..., −− ∆∆ tt ss  

0.0060 0.0843 0.4790 
(4.58) 

0.4516 
(3.91) 

0.9545 
(1.12) 

0.32 6 

1.9 ;,..., 82 −− ∆∆ tt cc  

82 ,..., −− ∆∆ tt yy ; 

22 −− − tt yc ; 

82 ,..., −− ∆∆ tt ii ; 

82 ,..., −− tt rr  

0.0630 0.1265 0.3928 
(5.59) 

0.2879 
(3.51) 

1.1208 
(3.61) 

5.80** 17 

1.10 ;,..., 82 −− ∆∆ tt cc  

82 ,..., −− ∆∆ tt yy ; 

22 −− − tt yc  

0.0525 0.0588 0.3407 
(3.40) 

0.2690 
(2.51) 

2.3244 
(2.13) 

3.34* 5 

1.11 ;,..., 82 −− ∆∆ tt cc  

82 ,..., −− ∆∆ tt yy ; 

22 −− − tt yc ; 

82 ,..., −− tt rr ; 

82 ,..., −− ∆∆ tt ss  

0.0357 0.1178 0.3932 
(4.78) 

0.2821 
(3.06) 

1.7303 
(3.25) 

6.47*** 13 

Note: i = nominal yield on 3-months treasury bills (Federal Reserve Statistical Release, H.15); r = real 
interest rate (nominal yield on 3-months treasury bills minus inflation calculated from PCE deflator); s = 
log of stock market wealth. Numbers in parentheses are t-values. Significance at the 10%, 5%, and 1% 
level is denoted by *, **, and ***, respectively.  
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 The estimates reported in Table 1 largely confirm the results previously produced in 

the literature. First of all, Hall’s (1978) Random Walk Hypothesis is strongly rejected, 

in accordance with the results by Campbell and Mankiw (1989, 1990, 1991), who con-

cluded on the basis of very similar estimates for λ  that around 50 per cent of consumers 

were ‘rule-of-thumb’ consumers. Also, there is some evidence of loss aversion, as re-

ported also by Shea (1995) and Bowman et al. (1999), and in a majority of cases the 

hypothesis −+ = λλ  can be rejected at reasonable significance levels. For some instru-

ment sets, however, the F-test fails to reject the null hypothesis of symmetry. As noted 

by Shea (1995), it is not surprising that −λ  is estimated imprecisely and takes a wide 

range of values, as negative expected income growth is not very frequent. As discussed 

above, this problem seems to be linked to the intrinsic difficulty of finding accurate in-

struments for expected income growth. Note that the 2R  statistics from regressions of 

consumption and income growth on the instruments are small, a finding also obtained in 

all previous studies. 

Equations (2) and (3) are estimated as auto-regressive distributed lag (ARDL) error 

correction models. The results are reported in Tables 2 and 3. In an attempt to ensure 

robustness, we estimate different variants of these two equations, combining different 

asymmetry assumptions with different definitions of wealth. First, we run a simple 

benchmark regression, in which both income and wealth are assumed to affect con-

sumption symmetrically both in the long run and in the short run. Then, we consider the 

possibility that only the short-run dynamics are asymmetric, as analysed by Stevans 

(2004), Shirvani and Wilbratte (2000), Apergis and Miller (2006). Finally, we also al-

low for long-run asymmetric income and wealth effects. For comparability with the 

results by Shirvani and Wilbratte (2000) and Apergis and Miller (2006), we are particu-

larly interested in asymmetric stock market wealth effects. Therefore, in some regres-

sions, private net worth, NW, is decomposed into stock market wealth, S, and net non-

stock wealth, NS, as in e.g. Shirvani and Wilbratte (2002), Lettau and Ludvigson 

(2004). In each case, we initially run regressions with 8 lags (p = q = 8 in equations (2) 

and (3)), and then sequentially drop insignificant regressors (at the 10 per cent level), 

while verifying that the regressions do not show any signs of serial correlation.  

We follow the bounds-testing approach to long-run level relationships advanced by 

Pesaran et al. (2001), which is a generalisation of standard cointegration tests, e.g. as 

developed by Banerjee et al. (1998). The main advantage of the tests derived by Pesaran 
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et al. (2001) is that they allow testing for long-run relationships between level variables 

irrespective of whether the underlying regressors are I(0), I(1), or mutually cointegrated. 

As an illustration, in equation (3) the null hypothesis of no long-run relationship would 

be given by either 0=ρ  (tBDM-test) or by 0===== −+−+ γγδδρ  (FPSS-test). For 

each test, Pesaran et al. (2001) have tabulated two sets of critical values, one assuming 

that all the regressors contain a unit root, the other assuming that they are all stationary. 

Whenever the test statistics fall outside the critical value bounds, valid inference can be 

made without making assumptions about the order of integration of the underlying vari-

ables. This is a particularly useful innovation, as the power of unit root test (e.g. ADF, 

KPSS tests) and cointegration tests (e.g. Johansen tests) is notoriously small.7 Pesaran et 

al. (2001) have shown that, when existence of a long-run relationship is inferred, the 

implied estimated long-run coefficients, ρδ ˆ/ˆˆ ++ −=YL , ρδ ˆ/ˆˆ −− −=YL , ργ ˆ/ˆˆ ++ −=WL  and 

ργ ˆ/ˆˆ −− −=WL , are T-consistent (super-consistent) and follow the limiting normal distri-

bution, while all the short-run parameters are T -consistent and have the asymptotic 

normal distribution. Shin and Yu (2006) have concluded that these properties are also 

valid in the asymmetric case, applied in equation (3) above.  

Table 2 shows the results for equation 2. In models 2.1 and 2.2, consumption is as-

sumed to react symmetrically to positive and negative movements in income and wealth 

both in the long run and in the short run, while in models 2.3 and 2.4 it is allowed for 

asymmetric short-run dynamics. We report the long-run coefficients and Wald tests for 

short-run asymmetry. 

The estimated long-run marginal propensities to consume out of wealth fall in the 

upper range of commonly cited previous results (e.g. Altissimo et al., 2005; Boone et 

al., 1998). However, due to issues of sample period and data construction, these esti-

mates cannot be compared on a one-to-one basis. Note, in particular, that the relatively 

large estimate for the propensity to consume out of wealth seems to be disproportion-

ately influenced by the recent past when personal consumption increased particularly 

strongly.8 As another variation, labour income can be used instead of disposable in-

come.9 This variation may also alleviate the lack of significance of coefficients on non-

                                                 
7 Standard tests indicate that the variables used in the estimations follow unit root processes. 
8 When models 2.1 and 2.2 are run for the period 1953:1 to 2001:4, the estimated (stock market) wealth 
effect is 0.0597 (0.0499) (and 0.0523 (0.0437), when the consumption series is not scaled up). 
9 This gives estimated propensities to consume out of income and wealth of respectively 0.8361 and 
0.0826 in model 2.1 for the whole sample period. 
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stock wealth, encountered also in other studies (Boone et al., 1998). Many authors in-

clude only stock market wealth without controlling for non-stock wealth (Shirvani and 

Wilbratte, 2000; Apergis and Miller, 2006). Such sensitivity issues have been exten-

sively discussed by Davis and Palumbo (2001). In what follows, we shall focus only on 

the qualitative results regarding the hypothesised consumption asymmetries. Therefore, 

we follow the suggestions of Davis and Palumbo (2001, p. 32) by using ‘disposable 

personal income as measured in the national accounts … in the interest of generating 

easily replicable results’ and by using the longest span of data available:10 ‘Due to the 

properties of cointegration, the long-run statistical relationships between consumption, 

income, and wealth are better estimated when a longer span of time series data are 

used.’ In the next section, we discuss the implications of using labour instead of dispos-

able income.  

 

Table 2: Estimates of equation 2  
Model 2.1 2.2  2.3 2.4 

 Symmetric short-run dynamics  Asymmetric short-run dynam-
ics 

C = C(Y,W) C(Y,S,NS)  C (Y,W) C(Y,S,NS) 

YL  0.6383 (8.96) 0.8190 (6.30)  0.6348 (10.76)  0.7956 (8.20) 

WL  0.0795 (5.25)   0.0770 (6.28)  

SL   0.0694 (4.89)   0.0713 (6.44) 

NSL   0.0269 (0.74)   0.0294 (1.06) 

tBDM -3.04 -3.08  -3.65* -3.98** 
FPSS 11.74*** 9.69***  12.09*** 14.13*** 

2R  0.5182 0.5419  0.5266 0.5465 
∆W 

(1, 4, 8 
lags) 

3.39* 
3.39* 
0.032 

  
 

Wald test: null hypothesis of symmetric 
short-run dynamics ∆S 

(1, 4, 8 
lags) 

 22.66*** 
22.66*** 

4.54** 

Note: Numbers in parentheses are t-values. Significance at the 10%, 5%, and 1% level is denoted by *, **, 
and ***, respectively. Critical values for the tBDM-test and the FPSS-test are taken from Pesaran et al. (2001) 
(case III).  

 

In models 2.3 and 2.4, negative changes in wealth have a very strong negative effect 

on consumption in the short run, whereas the effect of positive changes is weaker. Rele-

                                                 
10 Data are available for the period from 1952:1 onwards. However, as recommended by e.g. Campbell 
and Mankiw (1989) and Shea (1995), we start our estimations only in 1953:1 in order to avoid some oddi-
ties in the earlier data linked to the Korean war.  
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vant Wald tests indicate that this short-run asymmetry is statistically significant. This 

can also be seen in Figure 1, where the responses of consumption to stock market 

wealth shocks are shown graphically for the symmetric and for the asymmetric case. As 

can be observed in panel b) of Figure 2, the asymmetry of the wealth effect can be re-

garded as statistically significant during approximately two years after the shock (in all 

our experiments, shocks occur in 1995:1). Shirvani and Wilbratte (2000, p. 48) have 

reached a very similar conclusion indicating that ‘the unequal (stock market) wealth 

effects are essentially short-run phenomena. For each country, the inequality of wealth 

effects seems to disappear as the lag length extends beyond seven quarters.’ This result, 

also close to that obtained by Apergis and Miller (2006), seems to conform to the notion 

of liquidity constrained consumers. 

 

Figure 1: Impulse response functions for models 2.2 and 2.4  
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Note: Panel a) is based on model 2.2 and shows the deviation of consumption from baseline following a 
100 dollar increase of stock market wealth. Panel b) is based on model 2.4 and shows the difference be-
tween deviation of consumption from baseline following a positive shock and deviation from baseline (in 
absolute value) following a negative shock.  

 

The picture becomes more complex when also long-run asymmetries are allowed for 

(see Table 3 and Figure 2). There is still evidence of short-run liquidity constraints, but 

in the long run the asymmetry of income and wealth effects rather points in the direction 

of loss aversion. The respective Wald tests are highly significant and reject both short-

run and long-run symmetry for the wealth effect. The income effect also seems to be 

asymmetric in the long run, while the evidence is mixed for the short term. Note that the 

precision of estimation generally increases with the extent to which asymmetry is al-

lowed for. 
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Figure 2 visualises the remarks made above for model 3.4. In panel e), it can be seen 

that a decline in stock market wealth first leads to a strong negative response in con-

sumption (overshooting), but the long-run impact is only rather moderate. Conversely, 

the effect of a stock market wealth increase, shown in panel d), is not statistically sig-

nificant during the first quarters, but approaches its final level of approximately 5 cents 

on the dollar after 3 or 4 years or so.11 Note also that adjustment to target spending is 

relatively smooth after positive income and wealth changes, but much more turbulent 

after negative changes (see Stevans, 2004, for a similar result in a different framework).  

 

Table 3: Estimates of equation 3  
Model 3.1 3.2  3.3 3.4 

C = C(Y,W+,W–) C(Y,S+,S–,NS)  C(Y+,Y–,W+,W–) C(Y+,Y–,S+,S–, 
NS) 

YL  0.5914 (17.27) 0.6895 (11.70) +
YL  0.5451 (25.50) 0.6417 (21.18) 

   −
YL  0.2890 (3.09) 0.3613 (3.98) 

+
WL  0.0595 (9.40)  +

WL  0.0526 (11.22)  
−
WL  0.0367 (3.68)  −

WL  0.0315 (4.99)  
+
SL   0.0539 (9.34) +

SL   0.0480 (12.68) 
−
SL   0.0259 (3.04) −

SL   0.0276 (5.26) 

NSL   0.0155 (0.95) 
NSL   0.0168 (2.16) 

tBDM -4.67*** -4.64*** tBDM -6.32*** -7.40*** 
FPSS 12.33*** 13.82*** FPSS 11.79*** 13.88*** 

2R  0.5342 0.5562 2R  0.5502 0.6017 
Wald test: null hypothesis of symmetric long-run coefficients 

+
YL = −

YL     9.64*** 13.90*** 
+
WL = −

WL  15.49***   41.12***  
+
SL = −

SL   30.15***   44.76*** 

Wald test: null hypothesis of symmetric short-run dynamics 
∆Y  

(1, 4, 8 
lags) 

   0.97 
0.30 
0.30 

2.64* 
0.11 
1.82 

∆W 
(1, 4, 8 
lags) 

4.67** 
4.67** 
0.24 

  1.21 
11.84*** 
7.57*** 

 

∆S 
(1, 4, 8 
lags) 

 27.04*** 
27.04*** 
27.04*** 

  32.33*** 
35.04*** 
30.06*** 

Note: Numbers in parentheses are t-values. Significance at the 10%, 5%, and 1% level is denoted by *, **, 
and ***, respectively. Critical values for the tBDM-test and the FPSS-test are taken from Pesaran et al. (2001) 
(case III).  
 
                                                 
11 For the unscaled data, the estimated stock market wealth effects are respectively 0.0420 and 0.0241. 



192 

Figure 2: Impulse response functions for model 3.4  
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Note: Panels a) and b) show the deviation of consumption from baseline following a 100 dollar increase 
or decrease, respectively, of disposable income. Panel c) shows the difference between deviation of con-
sumption from baseline following a positive income shock and deviation from baseline (in absolute 
value) following a negative shock. Panels d) to f) show the analogous effects of stock market wealth 
shocks.  
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5. A further look at consumption, labour and property income, and wealth 

Of course, it is difficult, on the basis of our estimations, to determine with certainty 

the precise underlying behavioural reasons for the observed aggregate consumption 

asymmetries. Yet, our results do allow some tentative interpretation of the steep decline 

in the personal saving rate observed in the US over the past decades.  

 

Figure 3: Wealth, income, and consumption, USA, 1953-2007 
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Note: Consumption is defined as above. Property income is the sum of proprietors’ income, rental income 
and income receipts on assets minus personal current taxes times the share of property income in pre-tax 
personal income. Labour income is the difference between disposable income and property income.  

Source: NIPA, Flow of Funds. 
 

As Figure 3 a) suggests, visual inspection of the net worth-to-income and of the 

consumption-to-income series lends support to the hypothesis of asymmetric wealth 

effects. For instance, the ratio of real per capita net worth to real per capita disposable 

income declined from the early 1960s to the mid 1970s, and recovered to its initial level 

only in the mid-1990s. At the same time, the personal consumption rate first declined 

somewhat together with the decline in the wealth-to-income ratio, but then, until the 

mid-1990s (1996:3 in the figure), increased well beyond its initial level from the early 
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1960s (1961:4 in the figure). Similarly, during the stock market boom of the late 1990s, 

consumption first heavily increased relative to income, but then did not react in the 

same fashion, except for the very short run, during the decline in wealth following the 

stock market downturn starting in 2000. Yet, as soon as the wealth-to-income ratio 

started to rise again, so did the consumption rate. As an illustration of this ratchet effect, 

the consumption rate was much higher in 2007:3 than it was in 1998:1, when the net 

worth-to-income ratio was approximately at the same level.12 Similarly, Figure 3 gives 

credence to the hypothesised asymmetry in the relationship between consumption and 

income. As panel b) shows for the period since 1980, periods of decreasing disposable 

income have been more frequent and more pronounced than periods of decreasing con-

sumption.  

As discussed by Davis and Palumbo (2001, p. 32) some authors have argued that la-

bour income rather than household disposable income should be included in a consump-

tion equation because, ‘according to the life cycle theory, property income equals the 

return earned on financial wealth, and so should not be included in the proxy for human 

wealth.’ The bottom part of Figure 3 indicates that movements in labour income and 

property income do indeed follow somewhat different patterns. Also, the evolution of 

property income, including interest and dividends, derives at least in part from changes 

of wealth. As noted by Davis and Palumbo (2001, p. 32), ‘by this line of reasoning, 

property income should not be held “constant” when wealth adopts a different path’. 

Yet, they also remark that ‘in the data, property income – such as dividends and interest 

– does not move in lock step with household net worth, somewhat mitigating the force 

of this issue’ (p. 32). Also, when property income is excluded from the consumption 

model of equation (3), some omitted variable bias may arise, as it is effectively assumed 

that households consume only from wages and wealth, but not out of proprietors’ in-

come, rental income and income receipts on assets.  

 

                                                 
12 Part of this asymmetry may stem from the fact that capital gains, unlike taxes paid on capital gains, are 
not included in the NIPA definition of disposable income. Yet, as argued by Guidolin and La Jeunesse 
(2007, p. 499), ‘it is difficult to conclude that these discrepancies entirely explain the declining trend in 
the NIPA measure’ of the saving rate. 
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Table 4: Estimates of equation 3, with labour income instead of disposable income 
Model 3.5 3.6 3.7 

Dependent variable is ∆Ct 
C = C(LI+,LI–, W+,W–) C(LI+,LI–,S+,S–,NS) C(LI+,LI–,S+,S–,NS+, 

NS–) 
+
LIL  0.6985 (14.75) 0.6038 (7.73) 0.6325 (8.28) 
−
LIL  0.0435 (0.21) -0.3298 (-1.21) -0.0170 (-0.05) 
+
WL  0.0670 (8.52)   
−
WL  0.0587 (5.29)   
+
SL   0.0508 (7.02) 0.0636 (9.52) 
−
SL   0.0348 (3.63) 0.0506 (5.17) 

NSL   0.0683 (4.56)  
+
NSL    0.0728 (4.62) 
−
NSL    0.0695 (1.51) 

tBDM -4.68*** -4.04* -5.48*** 
FPSS 9.79*** 5.91*** 9.90*** 

2R  0.5644 0.5762 0.5711 
Wald test: null hypothesis of symmetric long-run coefficients 

+
LIL = −

LL  12.18*** 15.29*** 3.45* 
+
WL = −

WL  1.89   
+
SL = −

SL   6.22*** 6.07*** 
+
NSL = −

NSL    0.00 

Wald test: null hypothesis of symmetric short-run dynamics 
∆Y  

(1, 4, 8 lags) 
3.87** 
3.61* 
1.45 

0.35 
2.76* 
1.08 

8.22*** 
11.70*** 
11.13*** 

∆W 
(1, 4, 8 lags) 

0.26 
7.94*** 
17.65*** 

  

∆S 
(1, 4, 8 lags) 

 22.13*** 
3.33* 
3.33* 

17.55*** 
16.93*** 
16.32*** 

∆NS 
(1, 4, 8 lags) 

  – 
–  

0.84 

Note: Numbers in parentheses are t-values. Significance at the 10%, 5%, and 1% level is denoted by *, **, and 
***, respectively. Critical values for the tBDM-test and the FPSS-test are taken from Pesaran et al. (2001) (case III).  

 

Despite these reservations, and as a further robustness check, we also estimate equa-

tion (3) with labour income included rather than disposable income. Again, we consider 

different decompositions of wealth. The estimation results are reported in Table 4. We 

still find strong evidence of short-run liquidity constraints. The long-run asymmetry of 

the wealth effect is now somewhat weaker, but the long-run asymmetry of the propen-
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sity to consume out of labour income becomes dramatic. The estimated long-run coeffi-

cient on the negative partial sum process for labour income is insignificant in all the 

different specifications and even of the ‘wrong’ sign in models 3.6 and 3.7. Yet, there is 

still statistically significant evidence of both short-run and long-run asymmetric income 

and wealth effects. Note also that the long-run estimate on non-stock wealth is larger 

than previously, which seems to be due to its correlation with property income. How-

ever, we do not find any statistically significant asymmetry in the effect of non-stock 

wealth. Note that the lack of precision of the estimated coefficient on the negative par-

tial sum process on non-stock wealth may be linked to the relatively small variance of 

this series. Hence, there remains some uncertainty regarding the effects of a decline in 

non-stock wealth, including housing wealth, on consumption. 

Overall, the dynamics of the model remain qualitatively very similar to those shown 

in Table 3 and Figure 2 above, and we conclude from our various estimations that the 

evidence of short-run liquidity constraints and long-run loss aversion is robust.   

 

6. Conclusions 

It is now commonly held that the Permanent Income Hypothesis with rational expecta-

tions is not an accurate description of aggregate consumption behaviour. Various devia-

tions from the standard model have been discussed in the literature, including loss aver-

sion and liquidity constraints. In this paper, we have applied different estimation ap-

proaches to a single data set and shown that, depending on the approach chosen, evi-

dence of either loss aversion or liquidity constraints can be produced. We have then 

proposed a simple asymmetric error correction model and found statistical evidence that 

can be interpreted as indicating both long-run loss aversion and short-run liquidity con-

straints. 

It seems that in the short run, a decline in income and wealth can have very substan-

tial negative effects on consumption, and hence on economic activity. However, in the 

longer run, US private households apparently have managed to translate income and 

wealth increases into relatively large increases in consumption expenditure, while they 

have been able to keep reductions in consumer spending, as a consequence of income 

and wealth declines, within relatively small limits. This helps to explain, for instance, 

why the same level of the net worth-to-income ratio has been compatible with both a 
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relatively low consumption-to-income ratio in the 1960s and a much higher ratio in the 

1990s or 2000s.  

As observed in the introduction, the secular trend towards higher consumer spend-

ing in the US has been accompanied by an enormous expansion of personal debt, and it 

seems that the observed asymmetries in consumption behaviour have been facilitated by 

financial deregulation and ‘generous’ lending practices. It is doubtful whether this pat-

tern can be regarded as sustainable and it is likely that private households may not be 

able, at some point in the future, to further increase consumption, relative to income, 

even if asset prices further appreciated. It will also be interesting to observe the con-

sumption effects of future declines in housing wealth, which has almost monotonously 

increased in the recent past.  
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