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1. Introduction

Over the last two decades, a perception has emerged that markets are unstable, reinforcing voices that traditionally dispute the fundamental ethical standard of efficiency through which political economy evaluates the capitalist system. Much research has been done in an attempt to explain why the tranquil growth with almost full employment and financial robustness during the golden age epoch, has given its place to high unemployment and inequality, severe distributional changes, stagnation, financial turbulence and an increasing risk of deflation and crisis. In contradistinction with the dominant economic and ideological orthodoxies, economic and financial crisis appear once more to be the undesirable ghosts of a market economy. 

So what is the major factor behind this deterioration in the performance of capitalist economies since the 1970’s, which undermined its fundamental ethical values? Most, if not all, scholars now agree that the return to hegemony of financial markets and financial interests merits serious responsibility for today’s capitalist instability. Much research has focused on the dominance of the politics and interests of finance on policy making. Finance’s new hegemony has contributed to the creation of a neo-liberal regime and policy structure, which not only has failed to prevent or eliminate instability of markets, but, on the contrary, has contributed to its exacerbation. 

The scope of this paper is to investigate theoretically the channels through which finance contributes to capitalist instability. This subject is strongly associated with the destabilising effects of neo-liberalism in almost all capitalist countries.  In what follows a political economy framework is developed in order to address two basic issues. First, to what extent capitalism’s economic and financial instability can be attributed to the rise of financial profits; and, second, in what way does the rise in financial profits influence income distribution, efficient demand, capital accumulation and financial robustness. The political economy of finance is the starting point of our investigation, which, it is hoped, will enlighten the destabilising effects of the rise in the profits of rentiers, private bankers and other groups of financial capitalists, stemming from the implementation of neo-liberal policies in today’s capitalism.  
 In section 2 a simple post-Keynesian three-class model is developed in order to reveal the importance of finance in income and profit determination and distribution. Its origin is Kalecki’s model of profit determination. It is argued that the functioning and the stability of the capitalist macro system depend, to some extent, on finance’s income and on decisions taken by financial capitalists over consumption, saving and lending.  Section 3 argues that a rise in financial profits is likely to cause three fundamental problems in capitalism, namely income redistribution, deficient demand and financial instability. We use the terms Marx, Keynes and Minsky problem to name each of these problems respectively. The three problems describe an endogenous mechanism through which finance, as well as the policies that favour finance’s interests, destabilise the capitalist system. Section 4 argues that the impact finance has on the functioning of the capitalist economy depends, to a significant extent, on the institutional characteristics of labour market and the connection between the industrial and the financial system. Section 5 offers a brief conclusion and makes a call for an immediate change in economic policy.

2. Finance, Income and Profit Determination and Distribution

A synthesis of Marx’s late monetary ideas, Keynes’s ideas developed in his General Theory and Minsky’s financial instability hypothesis offers an appropriate theoretical framework for investigating the role of finance in economic and financial instability and crisis under capitalism. Keynes’s (1936) and Minsky’s (1977; 1982a; 1982b; 1986) analyses offer a brilliant and deep understanding of the impact the monetary and financial system has on industrial performance and the functioning of a market economy in the context of an uncertain and changeable environment. Marx’s (1893) monetary ideas developed mainly in his Volume III of Capital considerably enlarge our understanding of the industry-finance relation and its impact on capitalist performance. Marx’s method of the structure of capital (Harris, 1976) introduced a political economy method to deal not only with the economic but also with the social and political relations between industrial and financial sectors of capital and between capital and labour.

Bringing together  Keynes’, Minsky’s and Marx’s approaches a general framework can be built to analyse the financial aspects of capitalist instability and crisis within an institutional and socio-political structure which emphasises conflicting interests, actions and practises between the social groups involved in the processes of production and distribution. At the centre of such a synthesis is the relation between industrial and financial sectors of capital. This relation follows a historical path and is shaped by institutions, policies, societal actions and class conflicts, entrepreneur and state strategies resulting overtime in a historically-specific  but changeable economic structure, which considerably marks out the active role of finance  in the process of capitalist evolution. The industry-finance relation integrates finance to a general theory of growth and instability of the capitalist economy, through the financial structure of the production process. 


What is the importance of finance? A capitalist economy is an economy with long-lived capital assets and complex financial processes. The essential problem of a capitalist economy centres on the way investment and positions in capital assets are financed. Capital accumulation involves financing arrangements between industrial and financial capitalists. The funds that industrial capitalists need in order to acquire control over capital assets are obtained by a variety of financial instruments such as bank loans, bonds, mortgages, equity shares etc. Each financial instrument creates commitments to pay money in the future; one example is the payment of interest and repayment of the principal on debts and another the payment of dividends on equity shares. These cash payment commitments are money flows set up by the financial structure of an industrial firm. The deals between industrial and financial capitalists are presumably beneficial for their interests. 

 Given all this, in order to understand the workings of a capitalist economy we need to know how it behaves when borrowing and lending take place, taking into account the interests of industrial and financial capitalists. The economic structure and the relation between the industrial and financial system have a major role to play in financial arrangements between them and the way their interests are determined. Uncertainty, risk, contracts and economic interests form a framework in which lending and borrowing are used to finance investment, the ownership of capital assets and the accumulation of capital. 

For an industrial capitalist to borrow is to receive money today from a financial capitalist in exchange for his promise and commitment to pay money in the future. Every industry and economy has a path of past borrowing, which is present today in maturing payment commitments, and a future that is present today in debts that are being created. Debt develops complex economic relations between industrial and financial systems.
 It is worth noting that the economic interests of industrial and financial capitalists are determined by their expected profits and the fulfilment of the payment commitments of industrial capitalists. It will be argued that in a capitalist economy the relation between investment decisions, investment financing, expected profits and their distribution determine the potentiality for economic and financial instability and crisis. The political economy of the role of finance in capitalist instability requires therefore the development of a framework to analyse the relation between debt commitments and interest payments and income and profit determination and distribution.           

2.1. A Modification of Kalecki’s Profit Determination Model

How does finance affect income and profit determination and distribution? Before turning to discuss these issues, let us first introduce finance in Kalecki’s (1971) profit model, which is a gateway in Minsky’s financial instability hypothesis. Kalecki in different parts of his work refers to the role of rentiers and financial leaders. However, he never considers any independent and major role of finance in production and especially in distribution. Following Marx’s two class model, Kalecki conceptualises finance capital as a section of capital and financial profits as a fraction of capitalist profits. In addition, his seminal analysis on the political business cycle possibly reveals his belief in the unity of interests between the two sections of capital. This might explain why monetary and financial forces are underestimated in Kalecki’s work. 

On the other side, Minsky’s work is all about finance. Why does Minsky adopt Kalecki’s profit equation? The answer possibly is that Minsky is interested to show the ability or the inability of the business sector to fulfil payment commitments. Minsky’s analysis of the robustness and the fragility of financial system requires only an explanation of the determinants of non-financial corporate sector’s total profits that enable it to fulfil its debt commitments. But, if finance could influence the processes of income and profit distribution and production, then a new, and more dynamic, dimension is added to Minsky’s hypothesis, to the extent that not only financial factors, but also power and class relations, antagonistic interests and political institutions affect the stability of the financial system.      

We elaborate on Kalecki’s simple model of profit determination in an attempt to explicitly incorporate finance and financial capitalists in the determination and the distribution of income and profits. In doing so, a three class model is developed that includes industrial capitalists, financial capitalists and workers, without government and external sector.
 Such a model, which follows Keynes’s method in the General Theory, attempts to show that any endogenous mechanism of instability and crisis is a fundamental element of a market economy. 

Gross national product will be equal to the sum of consumption and investment. The value of gross national product (Y) will be divided between industrial profits, financial profits and wages and salaries. For simplicity we make an assumption that financial profits are equal to interest paid by industrial capitalists to their lenders. 

We denote WY the income of workers. Industrial profits, INP, is what is left from total capitalist profits (TCP) after the payment of interest, FP. 

(1) Y = INP + FP + WY = (TCP+ WY) 

(2) TCP = Y–WY

(3) INP = TCP – FP

We distinguish between industrial capitalists’, financial capitalists’ and workers’ consumption and saving and we obtain the following balance sheet of the gross national product:

(4) Industrial Profits (+) Financial Profits  = Investment
 (+) Industrial Capitalists’


(+) Wages and Salaries

Consumption (+) Financial Capitalists’





Consumption (+) Workers’ Consumption

If we adopt Kalecki’s assumption that workers do not save, then worker’s consumption is equal to their income.
 It follows that: 

(5) Industrial + Financial Profits = Investment + Industrial Capitalists’

       (Total Capitalist Profits)          Consumption (+) Financial Capitalists’

         


         Consumption  

Equations (4) and (5) reveal the important role that financial capitalists’ income and behaviour play in the determination and the distribution of income and of total capitalist profits. Before turning to analyse this in detail and in order to be able to understand the dynamics of equations (4) and (5), we shall further discuss some implicit considerations of the model’s static formulation. In a two class model (e.g., Kalecki’s distinction between capitalists and workers), it is assumed that a unified capitalist class decides how much to consume, to save and to invest. In addition, whenever capitalist saving=investment, the economic system would be in a stable condition, or, using the conventional term, in macroeconomic equilibrium. The standard arguments developed by Keynes in his General Theory allows for such a possibility, although disequilibrium, especially at full employment, is the most plausible scenario. 

Following the distinction between industrial and financial capital, the decision about consumption, saving and investment becomes more complex. In our argument, this distinction reinforces the destabilisation processes of a market economy. More specifically, the behaviour and the stability of a market economy highly depend on decisions taken separately by industrial and financial capitalists over consumption, saving and investment. The complexity of decision-making increases the element of Keynesian uncertainty, because the economic, social and political environment becomes more unknowable, concerning the behaviour of the two capitalist groups, their interests, their psychology, their motives and their decisions about how to use and spend their income. Equations (4) and (5) reveal that consumption and investment decisions taken by industrial capitalists determine variations in income, total capitalist profits and industrial profits.
 But industrial capitalists control only a part of capitalist income. They can use only their saving to finance investment.  In this case the volume of investment will not be equal to the gross investment required for macroeconomic stability. The three class model accomplishes the stability conditions of the two class model only if financial capitalists decide to save and make available as much of their income as industrial capitalists need to finance a volume of investment equal to investment required for macroeconomic stability. Hence, the new condition for economic stability is:

(6) Industrial Capitalists’ Savings + Financial Capitalists’ Savings = Investment

Financial capitalists will behave in this way only if it is in their interests to do so. But in a free and uncertain market economy there is nothing that can make financial capitalists behave in this way and satisfy this prerequisite for stability, especially when industrial and financial capitalists’ economic interests differ. There is no mechanism to adjust saving out of financial profits with investment required for economic stability. Thus, the amount of financial saving
 not lending to industrial capitalists must be subtracted from equations (4) and (5), which now become:

 (7) Industrial Profits (+) Financial Profits >  Investment (+) Industrial 


(+) Wages and Salaries

Capitalists’ Consumption (+)

        





Financial Capitalists’ Consumption 







(+) Workers’ Consumption (-)







 Financial Capitalists’ Saving

and, 

(8) Industrial + Financial Profits > Investment + Industrial Capitalists’

          (Total Capitalist profits)       Consumption (+) Financial Capitalists’

          


        Consumption (-) Financial Capitalists’ Savings  

From (7) and (8) we note that financial capitalists’ saving behaviour and the volume of their savings that they are not willing to lend to industrial capitalists are sources of economic instability. Thus, whenever industrial capitalists’ investment decisions and financial capitalists’ saving decisions differ, stability cannot exist. In this context, as will be argued below, conflicting economic interests between industry and finance institutionalised an endogenous mechanism of instability stemming from the distribution of capitalist profits. In addition, as Keynes convincingly argued in his General Theory, under capitalism it is not certain if industrial capitalists wish to invest all their savings. Developments in money, financial, product and labour markets, uncertainty, and expectations about future returns on industrial and financial capital as well as psychological factors will determine industrial and financial capitalists’ interests and decisions, which in an evolutionary and dynamic perspective are almost impossible to be the same. A three class model of income and profit determination and distribution is therefore a super disequilibrating model, in which instability due to deficient demand and overproduction are its most obvious outcomes 

A careful investigation of both sides of equations (7) and (8) reveals that the volume and the use of financial profits affect both the distribution and the determination of income and capitalist profits. To theoretically argue about such a possibility it is necessary to integrate finance into the determination of price.  

2.2. Interest, Production Costs and Commodity Prices 

According to the monetary and the post-Keynesian tradition of distribution, the interest that industrial capitalists pay to their lenders for their outstanding debt, is a cost like wages, depreciation, rent and other overhead charges, necessary to carry on production and thus must be passed on to commodity prices (Kaldor, 1982; Pivetti, 1985; Panico, 1988; Moore, 1989; Sen & Vaidya, 1995, Argitis, 2001).
 Changes in interest can be attributed to changes in the interest rate and to the accumulation of debt. Hence, whenever monetary and banking policy and the financial structure of the industry change, feedback effects arise within the production system and the price setting.   

We assume that industrial capitalists tend to set prices (p) as a mark-up (v) on unit output average cost (c), so that p = (1+v)c.
 The price setting after the incorporation of the mark-up hypothesis, the cost of labour, and the cost of the accumulated industrial debt, is given by the equation (9): 

(9)   p = (1+v){wL/Q+rD/Q}



where Q, r, D, w and L stand for industrial output, the interest rate, the industrial debt, the money wage rate and employment, respectively.
 According to (9), prices are equal to the average cost per unit of output plus a mark-up. The incorporation of interest as a component of production cost brings monetary and financial factors, such as the interest rate and debt, within the set of factors that determine variations in prices. 

The aforementioned monetary literature of distribution suggests that the responsiveness of the price level to variations in interest depend on the magnitude and the expected permanence of changes in the interest. When changes in the interest cost are expected to be permanent, they affect production cost on a long-term basis, and, therefore, are likely to be passed on to prices depending on the existing conditions of competition in the product market and their relative strength. A striking feature of this approach to price formulation is that it extends the conventional relationship between pricing, income distribution, profits and capital accumulation, by allowing for the role of finance. In particular, profits arise out of the impact of the interest cost on prices in relation to the conditions prevailing in labor market. 

This conceptualization of price setting is in accordance with Cambridge growth and distribution models and falls within the compass of post-Keynesian economics (Eichner and Kregel, 1975; Kregel, 1979; Lavoie, 2001). In contrast with neoclassical price theory in which prices are an optimal allocator of resources and productive factors among competing uses, this type of price-setting is a distributive mechanism that cuts the income pie between industrial capitalists, financial capitalists and workers. Since different classes are assumed to have different propensi​ties to consume and to save, it is the price system that determines aggregate consumption, saving and investment decisions. Effective demand and capital accumulation generate in​come, while the price mechanism and the relative strength of each social group in question determine the dynamics of income and profit distribution and accumulation. In this context, equations (7) and (8) generate potentialities for capitalist instability, stemming from insufficient savings and profits and in their turn demand, related to a rise in interest.

3. Neo-Liberalism and the Marx’s, Keynes’ and Minsky’s Problems

During the last two decades or so, the influence of private bankers, rentiers and other groups of financial capitalists on the functioning of both the national and the global economy has increased significantly. At the same time the political and economic power of finance in policy making has also risen markedly (Epstein, 2002). Neo-liberalism is the ideological expression of the dominance of the politics and the interests of finance in the policy structure (Dumenil and Levy, 2001; Epstein, 2002). Governments, central banks and policy makers implement policies that are designed to reduce the state’s role and intervention, to create independent and inflation-targeting central banks, to privatise industries and to liberalize financial and labour markets. Macroeconomic policy is committed to low inflation, overvalued currencies and high interest rates whenever it is necessary to curb growth to the exclusion of other macroeconomic goals, such as full employment, a fair distribution of income and economic growth. 

Empirical studies provide evidence that the rise of the neo-liberal regime and policy structure has increased the share of national income and profits going to rentiers, bankers and other groups of financial capitalists (Dumenil and Levy, 2001; Argitis and Pitelis, 2002; Epstein and Power, 2002). Some scholars use the term financialisation to describe these developments in today’s capitalism (Stockhammer, 2000; Epstein, 2002).  The three-class model developed in section 2 provides a theoretical framework for arguing that the rise in finance’s income merits serious responsibility for the economic and financial instability prevailing in many developed and developing capitalist countries.    

In a capitalist economy one link between finance, on the one hand, and income and profit determination on the other, is that some of the demand for current output is financed by financial capitalists’ profits and by industrial capitalists’ borrowing and the issuance of debt. A second link is that total capitalist profit need to be at a certain level for industrial capitalists to be able to meet their payment commitments and hence to continue issue financial instruments; yet, after the distribution of profits between industrial profits and financial profits, there will be a motive for them to continue their involvement in the production process. Kalecki’s (1971) idea that his profit equation clarifies the role of distribution factors is brilliant. But Kalecki eliminated the distribution factors to the degree of monopoly and inter-class struggle, which affect capitalists’ and workers’ consumption and capitalists’ investment decisions. A capitalist economy is an integrated financial and production system and its performance depends upon the satisfaction of financial as well as income production criteria. The involvement of finance in the processes of production and distribution creates new dynamics in income distribution as well as in income and profit determination that potentially cause three major problems in capitalism. 

Before turning to discuss these problems it is necessary to note that in the case of a closed economy Marx, Keynes and Minsky focus their analysis of capitalist instability on the centrality of the investment decision in the growth process and on the key role played by profits in influencing the decision to invest in physical capital. Realised and anticipated profits are the lure that induces current and future investment. In addition profits are a cash flow, which enables the business sector to validate its debt. The analysis therefore involves consideration of changes in the existing and anticipated wage income and debt servicing flows. It also includes consideration of the state of un​certainty associated with changes in aggregate demand that determines the profit making as well as the leverage ratios which indicate the state of indebtedness of the industrial sector. Economic and financial instability is associated with the volume of total capitalist profits as well as industrial profits with which industrial capitalists cannot continue, or do not wish, to be in position of financing new investment and holding capital assets as well as cannot fulfil their payment commitments. Hence, the destabilisation role of finance must be investigated in processes that destabilise capitalist and industrial profits.  

The ‘Marx Problem’
We term the distributional effects of finance as the ‘Marx problem’. Marx in Volume III of Capital originally used the distinction between industrial capital and financial capital to examine the importance of interest in the intra-capitalist distribution of surplus-value. Marx did not pay attention to the potential role interest might play in the determination of production costs and prices. Such an effect could result in interest affecting both the inter-class and the intra-capitalist income distribution (Argitis, 2001). This possibility opens the distribution game to incorporate financial capitalists as well.  


Changes in the interest component of the cost of production set in motion a mechanism of income distribution between industrial capitalists, financial capitalists and workers, which depends on the responsiveness of prices. A permanent increase in the interest component of production costs results, ceteris paribus, in an immediate transfer of capitalist income from industrial to financial capitalists, or, following Marx, in a redistribution of surplus value. This redistribution is likely to result in a fall in the share of industrial profits in total capitalist profits and in income as well. To what extent this will take place depends on the variation of prices. 

To compensate for the reduction in industrial profits, industrial capitalists may, if the existing competitive conditions in the product market permit, attempt to pass the higher production cost onto prices. If industrial capitalists are unable to compensate for the higher interest cost by increasing prices, they may try to rationalise their production cost by reducing labour costs or other components of production cost. In any case, a likely response of industrial capitalists would be to attempt to offset the fall in industrial profits by redistributing wage income through price increases or reductions in money wages. The degree to which they will be successful depends on the success of workers in bargaining for higher wages or preventing a lower money wage. 
We argue below that such a redistribution effect depends crucially on the assumption we make about the existing conditions in the labour market, while the process of real wage adjustment stimulates a distributional conflict between industrial capitalists and workers. Further effects of this process on money wages and on output may also take place. In particular, distributional conflicts between industry and finance may trigger inter-class distributional conflicts, leading to an inflationary process in the economy. The inflationary process starts if industrial capitalists try to transfer the higher interest cost to prices and workers resist the erosion of their real incomes by demanding higher money wages, a process which, ceteris paribus, may lead to a cost-price inflationary spiral (Kaldor, 1982; Panico, 1988; Argitis, 2001).

Expectations play an important role in the way each social group reacts to changes in the distributive variables. In this view, changes in financial profits at the expense of industrial profits and/or wages could take place if industrial capitalists and workers do not anticipate
 changes in the interest rate, the accumulated debt, the price level and the money wage, and are therefore unable to resist a fall in their income. This is very likely to happen, assuming Keynes’ unknowable future and uncertainty. 

The ‘Marx problem’ highlights the dynamic distributional implications of finance in capitalist instability and crisis, when we examine the impact finance has on industrial profits. From (9) we get:

(10)   FP = rD  and  WY = wL


If we substitute (10) into (3) and divide by total capitalist profits we have:

(11)   INP/(Y - wL) = 1 - rD/(Y - wL)
 

Equation (11) reveals the common economic interests of both capitalist groups, vis-à-vis labour, since their share in income is inversely related to the wage share in income. But it also provides a theoretical basis for their conflicts of interest due to the inverse relation between industrial and financial profits in total capitalist profits. Industrial profits are negatively affected, ceteris paribus, by an increase in the interest rate, the accumulation of debt, the wage rate and the volume of employment. Industrial profits take the form of the residual in the income distribution. Industrial profits can be forced down as a result of a redistribution of income in favour of financial profits, and/or through a total capitalist profit contraction, resulting from a redistribution towards wages, and vice versa.
 A destabilisation of industrial profit can arise in either case, reflecting the monetary, financial and political dynamics of income distribution.
 

The ‘Keynes Problem’
We term the demand effect of finance as the ‘Keynes problem’. Keynes (1936) in chapter 24 of his General Theory explicitly reveals the role of income distribution in his theory of effective demand and employment. However, income distribution is not at the centre of his concern up to the point when he discusses the political philosophy of his theory. Keynes’ major concern is to show the impossibility of a free market to be self-regulated at full employment equilibrium. Any state intervention towards the redistribution of income could alter the instability conditions of a market economy. This is perhaps why Keynes sees the importance of income distribution within a political context after having argued about the failures of the system of capitalistic individualism.When Keynes discusses the issue of distribution, his concern seems to be concentrated, among others, on rentiers’ interests and their connection and implications for his General Theory, which directly introduces the role of finance in distribution and in effective demand. 

The ‘Keynes’ problem’ in today’s political economy of capitalism can be expressed as follows. Taking the institutional structure, the technology and psychological factors as given, an increase in financial profits is likely to set in motion forces that will reduce effective demand, causing a decrease in aggregate real income as well as in total capitalist profits and industrial profits. Keynes’s problem of deficient demand is directly associated to Marx’s problem of finance’s distributional effects. It has been argued that an increase in financial profits is likely to redistribute income at the expense of industrial capitalists and/or workers. It has also been noted that, following the Cambridge tradition, we assume the workers’ propensity to consume to be higher than the corresponding capitalist propensity. Here, for simplicity, we consider industrial and financial capitalists to have the same propensity to consume.
 

Let us assume that industrial capitalists pass all the higher interest cost to prices reducing the real wage. A fall in wage income will reduce consumption. Saving out of financial profits will increase. It follows from this that the greater the rise in financial profits the greater will be the gap between the output produced and the sum which the entrepreneurs can expect to get back out of the expenditures of consumers. If there is no change in the propensity to consume, income will decrease, unless at the same time investment demand increases so as to fill the widening gap between supply and consumption. But this might not be happen, since financial profits and saving have increased.  

In addition, a fall in demand for consumption goods will reduce consumption’s industry demand for capital goods. Putting this demand effect of finance in a dynamic manner, future national income and total capitalist profits are expected to fall. Industrial profits, ceteris paribus, are expected to fall as well. If industrial capitalists cannot pass all interest cost to workers, then they would expect lower industrial profits, a change that will further discourage investment in capital goods. But economic stability would require an amount of new investment sufficient to absorb the excess of total output over what society chooses to consume, at a given level of employment. 

The key to understand investment decisions in a three-class model is to understand the link between finance’s distributional effects and the complex financing pattern of industrial investment. Let us first go back to Marx and to his Volume III of Capital. After distinguishing between industrial and money capital, Marx argues that what is left to functioning capitalist from gross profits after the deduction of interest is what matters to his investment decisions. Marx’s view is not different from Keynes’ distinction between Marginal Efficiency of Capital (henceforth MEC) and the interest rate. Within the classical surplus approach the MEC and the interest rate construct the category of capital profitability, which dominates Marx’s first two Volumes of Capital. But after the subtraction of the interest rate, Keynes’s MEC is the same category with the profitability of Marx’s functioning capital. A fall in MEC and industrial profits is for both Marx and Keynes a reason for a fall in investment. 

Industrial investment decision-making might therefore depend on the realised and expected industrial profits. From equation (2) we note that the realised industrial profits depend on total capitalist profits minus the amount of interest paid to financial capitalists. The expected total capitalist profits depend on effective demand that is on the consumption, investment and savings decisions of industrial and financial capitalists and on income distribution between capitalists and workers. A fall in consumption and investment creates negative demand expectations, which disappoint industrial capitalists about their future gross and industrial profits. Negative demand expectations possible discourage industrialists to increase prices and redistribute wage income in their favor, at least in the short-run. The opposite will lead to a new fall in demand. Such developments will negatively influence capital accumulation and employment. The capitalist system will pass to an unstable situation with a potentiality for an overproduction crisis. 

But the distributional effects of finance on capitalist and industrial profits only partially explain finance’s negative effect on investment decisions. From the above analysis also follows that there is a combination of expected and realized lower industrial profits and higher financial profits that make new investment decisions gradually dependent on the availability of external finance. A permanent redistribution of income towards financial profits makes this change cumulative. What are the consequences of such a cumulative change in the financial structure of the economy and how do they affect capital accumulation? From our discussion in section 2, such a development will increase the possibility of capitalist instability.

Kalecki’s (1971) paper on entrepreneurial capital and investment enlightens this issue, and as will be argued below, offers a new way of approaching Minsky’s financial instability hypothesis. Kalecki argues that entrepreneurial capital, which is the amount of capital owned by the firm, is of decisive importance in limiting investment and the size of a firm. What is crucial in Kalecki’s argument is the idea that a firm’s access of to the capital market is determined, among other factors, by the amount of its entrepreneurial capital. In other words, the amount of savings out of financial profits that industrial firms hope to obtain is determined by the amount of industrial profits. 

Permanent income redistribution towards financial profits exacerbates this inherent antithesis in the process of investment financing. The distributional effects of finance undermine firms’ investment decisions through the reduction in the expected and realized industrial profits and through industrial firms’ inability to borrow from the capital market. The greater the redistribution effect the greater the finance’s negative effect on demand, industrial profits, and the industry’s ability to borrow. 

The demand and distributional effects of finance on industrial profits justify Kalecki’s concern that many firms will not use to the full the potentialities of the capital market because of the increasing risk involved in expansion. Kalecki argues that firms may even keep their investment at a level below that of the entrepreneurial capital, a part of which may be held in securities, reinforcing financialisation and its effects. Given the amount of the industrial capital, the risk for firms increases with the amount of total capital invested. The greater the investment in relation to the industrial savings, the greater the dependency on financial savings, the greater is the distributional and demand effects on entrepreneur’s income, especially in the event of an unsuccessful investment plan. 

In this reasoning, the rise in the income held by rentiers and other financial groups brings their interests at the centre of the problem of distribution and accumulation. The economic, social and political stability of capitalism will depend on whether financial capitalists are willing to lend industrial capitalists the appropriate amount of savings required for full employment stability and under what conditions. Antagonistic interests between industrial and financial capitalists minimize such possibility. Financial capitalists might prefer to gamble in stock and exchange markets and not to lend. They might prefer to lend with high interest rates generating a new round of distributional and demand effects at a higher scale, increasing the sensitivity of the economic system. They might gamble, lend or buy stocks abroad reducing the availability of funds domestically. All these possibilities make the economic system vulnerable to destabilizing forces that are associated with financial capitalists’ income and behavior, which might lead to stagnation, unemployment and crisis. A fall in aggregate income and a rise in unemployment further reduce the level of effective demand exacerbating economic instability.
    

The ‘Minsky Problem’  

We term industrial sector’s inability to fulfil its debt commitments the ‘Minsky problem’. In much of his work Minsky (1977; 1982a; 1982b; 1986; 1992), defines profits to be the cash flow that do or do not validate any particular structure of business debt. A debt structure is validated when maturing commitments to pay are fulfilled and expectations are sustained that future remaining commitments will be fulfilled. The validation of industrial debt depends upon expected profits being large enough so that payment commitments to financial capitalists can be fulfilled either out of current profits or by refinancing. The expected level and stability of prof​its determines the debt structure that industrialists, their bankers, and the ultimate holders of the economy's assets will accept. In particular in an economy where there are serious consequences to default on financial obligations, the potential negative deviation of realised profits from expected levels is an important determinant of ac​ceptable debt structures. 

If the ‘Minsky problem’ is seen in relation to ‘Marx’s and Keynes’ problems’, then the financial instability hypothesis is getting endogenous dynamics that arise from a cumulative rise in financial profits. These dynamics link financial instability with financialisation and neo-liberalism in today’s capitalism. More specifically, Minsky emphasises the key role played by financial institutions and practices in influencing the decision to invest in physical capital in a mature capitalist economy. Minsky’s starting point in his analysis of the relation between debt and income is an economy with a cyclical past, which is currently doing well. In his model, an increase in investment is most likely to be initiated in a financially robust environment, that is, in which non-financial corporate firms are in liquid positions with not much accumulated debt, while interest rates are low. This scenario is in accordance with our three-class model of profit determination and distribution and its implication for investment decisions, since it describes a situation with high industrial and low financial profits with all their positive feedbacks. In Minsky's model, an increase in investment always leads to larger current profits, and larger current profits stimulate expecta​tions of higher future profits; these, in turn, will trigger more investment. This is true in Kalecki’s two-class model. But it is an issue under investigation whether to distinguish between industrial and financial profits. It is here that the aforementioned analysis adds dynamics to Minsky’s hypothesis. Investment increases industrial profits only if it is financed by savings out of industrial profits. Otherwise we must view the distributional effects of finance.  

For Minsky, therefore, the behaviour of a capitalist economy depends upon the pace of investment. The ability of industry to debt finance new investment depends upon expectations that future investment will be high enough so that future profits will be large enough for the debts to be repaid or refinanced. Once investment increases, their rise will, to a large extent, be self-reinforcing. Growing investment and profits will increase confidence on the part of financial capitalists and any individual rentier and wealth-holder. Industrialists will make greater use of debt, banks will make more loans and possibly riskier loans. 
The upshot of Minsky’s argument is that in such a scenario the expected gross cash flows of all economic units become increasingly committed contractually to other units. The possibility of default increases and the ability of most units to fulfil their payment commitments in the face of an unexpected economic downturn declines. Economic expansion unavoidably creates financial fragility. As financial fragility grows, the interest rates increase and financial institutions curb finance, making a fall in investment spending more likely. An economy with private debts is especially vulnerable to changes in the pace of investment, for investment determines both effective demand and the viability of debt structures. Lower investment means lower demand and profits than expected. Financial instability follows from the subjective nature of expectations about the future course of investment and the subjective determination by bankers of the appropriate liability structure for investment financing. In an economy with capi​talist financial usages, uncertainty - in the sense of Keynes - is a major determinant of the path of financing, investment, income and employment. Minsky concludes that in a new financially fragile and unstable environment industrialists are forced to sell illiquid assets to meet interest and principal payments. In a dynamic manner, a recession and a debt-deflation crisis may occur unless institutional developments (a lender of last resort, big government) stabilise the economic system.

In a three-class model, uncertainty apart, the way investment is financed is fundamental for investment to be self-reinforcing. As investment grows, if industrial capitalists make greater use of debt, the relation between industrial and financial profits is critical for capital accumulation. In addition, the necessity of external finance increases the relative strength of financial capitalists. To the extent that we allow the relative strength of industrial and financial capitalists to be a factor, among others, influencing economic policy and especially monetary policy, a rise in interest rates should be expected. The combination of higher interest rates and debt is detrimental for industrial realised and expected profits. Any change in the distribution of profits towards finance also reduces the ability of industry to borrow in capital markets. In this context, financial fragility is an unavoidable outcome of the distributional and demand effects stemming from a rise in financial profits. Industrialists, in order to hold their position in product markets are likely to make riskier loans. If there is no institutional change to release capital accumulation from finance’s distributional and demand effects, the possibility of default and of industry not being able to fulfil payment commitments increases. Thus, capital accumulation unavoidably creates financial fragility and instability within an institutional structure that generates conflicting economic interests between industry and finance. 

4. Capitalist Instability and Crisis: Institutional and Structural Determinants

The framework introduced below concentrates on institutions and economic structures and on how they influence the impact finance has on the instability of a market economy. Institutions and structures form a changeable economic environment that provides the link between phases of good and poor economic performance in a country or the economic performance among different countries. It is worth noting that the relation between institutions, structures and finance is a very complicated issue, subject to many influences and constraints rooted in history, hence its complete investigation is beyond the scope and the limits of our analysis in this section. In this paper we focus on two specific institutional structures of the labour market and on the industry-finance relation. 

4.1. Power and the Structure of the Labour Market

We have assumed a Kaleckian-post-Keynesian product market, where capital accumulation and concentration determine the relative power of industrial capitalists to decide variations in the mark up. Certainly, competitive pressures in product market are important in price-setting.
 Taking the oligopolistic structure of the product market as given, the influence of finance on the inter-class income distribution depends on the structural characteristics of the labour market. We distinguish between a post-Keynesian and a Marxian labour market.      

In a post-Keynesian labour market workers bargain their money wage (Appelbaum, 1979; Arestis, 1990; 1992; King, 2001). Expectations are important to the degree that they set the wage target. However, they are not perfect due to the presence of Keynesian uncertainty. Hence, in a post-Keynesian labour market the real wage protection is only a possibility. 

In a Marxian labour market workers bargain their real wage (Boddy and Crotty, 1974; Weisskoph, 1979; 1988; Bowels et. al., 1986; 1990) Expectations are implicitly assumed to be perfect and it is the relative strength of workers that will finally define the real wage. In both types of labour market the relative power of industrial capitalists and of workers is critical in wage-setting. The reserve army of the unemployed workers determine the relative strength of workers. These institutional and structural characteristics of the product and the labour markets differentiate the inter-class income distribution caused by a rise in financial profits.
 

Given that the product market is Kaleckian-post-Keynesian, industrial capitalists are assumed to have market power and are able to pass the higher interest cost onto prices. The process of real wage adjustment differs. In the post-Keynesian labour market the distributional effects of finance will primarily affect workers’ income, conditional to the rise (if any) in money wage. The institutional features of this type of labour market make unlikely for the workers to bargain money wages so that to fully compensate the rise in prises. In this economic structure, workers’ consumption is the initial spending category that will be influenced. The persistency and the size of this distributional effect will determine the demand dynamics, which might finally affect profits and investment causing economic and financial instability. 

In a Marxian labour market, the redistribution of wage income towards industry is not certain. The conditions in labour market and especially the reserve army of workers will determine the effectiveness of workers to bargain their real wage. Consequently, any rise in financial profits is likely to cause an immediate fall in industrial profits. The persistency and the size of finance’s distributional effect on industrial profits might, ceteris paribus, discourage investment. Unemployment although it helps industry to redistribute wage income, it exacerbates the demand effect on profits and accumulation. In such an economic structure the demand dynamics are stronger on expected profits and capital accumulation, and hence economic and financial instability are more plausible.     

Let us now discuss some other dimensions of our three-class model. Our starting place is an economy, which has a cyclical past, but currently functions well in a financially robust environment. The upward loop of capital accumulation and higher demand creates potentialities for an increase in industry’s demand for debt and labour. The interest component of cost is expected to increase pressing down the industrial profit. If capital concentration and increased demand reduce competition and gives firms market power, then it might increase their mark ups. With a post-Keynesian labour market industrial profits probably rise up to the point that the fall in unemployment will sufficiently increase labour’s strength and workers’ real wage. With a Marxian labour market industrial profits will be squeezed by a rise in wage income as well. The dynamics for economic growth considerably differ. Thus, the accumulation of debt, monetary developments such as higher interest rates, the reserve army and institutional characteristics of the labour markets determine income and profit distribution and the accumulation path of a capitalist economy. The distributional and demand effects of finance cannot be seen independently of the institutional structure of the labour market. 

4.2. Industry- Finance Relation

So far in our discussion of the three-class model we have explicitly assumed that industrial and financial capitalists have conflicting economic interests. In contemporary political economy and neo-Marxian literature, many scholars have employed Marx’s method of structure of capital to examine the unity of or the conflict between the economic interests of industry and finance. In particular, they have investigated the importance of the connection between the industrial and the financial sector in domestic economic performance, as well as in a wide spectrum of policy areas, including fiscal, monetary, trade and industrial policies (Zysman 1983, Hall, 1986, Epstein and Schor, 1986; 1990; Epstein 1992; 1994; Kurzer, 1993, Henning 1994; Argitis, 2001). 

The basic premise of this body of literature is that the commonality of, or the conflict between, the economic interests of industrial and financial capitalists, is determined by the connection between the industrial and the financial sectors in the domestic economy. When these two sectors are closely linked, both capitalist groups are likely to have common economic interests. This is usually the case of financial systems where the dominant financial practises are centred on banks’ lending. Close ties between the two sectors facilitate the building of a consensus within the capitalist class and its unified attitude toward growth, distribution and instability. When the connection between the industrial and the financial sector is weak, industrial and financial capitalists are likely to have conflicting economic interests. This is usually the case of financial systems where the dominant financial practises are centred on the capital markets. 

The globalisation of lending and profit activities of financial capitalists increases finance’s autonomy of national real activity and profoundly weakens the domestic connection between industry and finance in respect to the processes of accumulation and distribution. The degree of integration of the two sectors and the globalisation of finance represent an institutional framework that determines lending and financing practices, contracts, certainty and risk in financial arrangements between industry and finance, which differs among countries. A weak industry-finance connection and financial globalisation amplify the distributional and demand effects of finance on industrial profits and investment decisions. The opposite is true in economic structures where the connection between industry and finance is strong and there are restrictions to the global movements of finance.    

Using the three-class analytical framework with its institutional and structural dimensions described above, one can see how neo-liberalism might have increased the instability of today’s capitalism as well as its connection to financial interests. The neo-liberal policy structure has affected institutions, structures and the macroeconomic systems. The liberalisation of financial markets has stimulated finance’s globalisation, possibly weakening the domestic links between industry and finance. Independent and inflation targeting central banks destabilise industrial profits and crucially transform the policy-making in favour of financial interests (Epstein, 2002). Flexibility of labour markets reduces workers anticipation with detrimental effects on wage income. Intensive competition in product markets domestically and globally in relation with the distributional and demands effects of the rise in financial profits negatively affect industrial profits. Current trends in income distribution are not likely to encourage a demand-led industrial investment growth. On the contrary, these neo-liberal transformations might have created a sort of "rentier-led stagnation and instability" regime in which financial and rentier interests and profits set the limits to industrial investment, employment, growth and workers’ well being. This regime has undermined the fundamental ethical values of efficiency and fairness and it is not sustainable. 

5. Conclusions

The three-class framework developed in this paper is an attempt to build a post-Keynesian perspective that is relevant for a capitalist economy dominated by financial interests and to show why such an economy is unstable. This perspective builds upon Marx’s, Keynes’, Minsky’s and Kalecki’s ideas and allows for the multiplicity of capitalist institutions, structures and practices in today's world. 

It has been argued that an increase in finance’s income, which is an effect of the rise of neo-liberalism, has caused distributional and demand effects, which could have a negative influence on effective demand and capital accumulation. Capitalist economies have become more unstable facing possibilities of deflation and an over-production crisis. These developments have both national and global dimensions. The neo-liberal policy structure has also increased uncertainty contributing to the prevailing instability and exacerbating the Marx, Keynes and Minsky problems. 

What should the building blocks of an alternative to this neo-liberal rentier-led stagnation and instability order be? The challenge is to think about a new egalitarian policy approach that is able to transcend the constraints imposed by financial markets and financial elites on policy making, on income distribution, on employment and capital accumulation. In this Keynes’s intellectual support is again of crucial importance. It is difficult for us to interpret Keynes’ view that the rentier aspect of capitalism must be seen as a transitional phase which will disappear when it has done its work. But it would be easy for him to understand that the euthanasia of the rentier, of the functionless investor, must be one building block in any alternative to neo-liberalism policy formulation. A rentier-targeting policy structure will be a great advantage of the order of events that will reinforce stability, employment and growth, in accordance with Keynes’s conceptualisation in the General Theory. But a progressive policy structure to promote efficiency and fairness needs something more. Karl Polanyi’s (1944) suggestion that a market economy must be embedded in social institutions if we want to successfully promote efficiency with fairness and social cohesion is crucial in this respect. 

Concluding, a post-Keynesian three-class instability perspective to capitalism conceptually fits the world in which we now live. A world with stagnation and high unemployment, interest rates to curb growth, inflation-targeting central banks, liberalisation of markets’, bankruptcies, poverty and an increasing possibility of deflation and crisis. The usefulness and reliability of such a perspective, however, requires empirical support. 
Notes
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�  This paper focuses only on industrial borrowing and debt, which, in our view, is a crucial element for understanding capitalist instability. Borrowing is also used to finance consumption spending and government deficits. Although both of these types of debt are important for economic stability their role falls outside the scope of our analysis.  


� Social classes can be defined with respect to the type of income received, their role in the production process and the political superstructure. This paper focuses on the first dimension. With respect to types of income, we distinguish three income classes: recipients of industrial profits, recipients of interest payments and recipients of wages. Obviously, this traditional division of society into industrial capitalists, financial capitalists and workers is a significant simplification. There might be important divisions within each of these groups –e.g., multinational and national industrialists and bankers. Yet, there are groups that do not fit into any of these categories, for example, the self-employed, or farmers. There might also be individuals and even groups of individuals that occupy multiple class positions if they receive different types of income. The terms finance and financial capitalists as used in this paper include a set of agents and institutions, such as, rentier, private banks, financiers, whose interests presumably converge. We believe that this level of analytical abstraction helps the understanding of the role of finance in distribution and accumulation, while more complex social structures and categories do not change the major arguments and conclusions.      


� Investment in fixed capital and inventories.


� Although workers’s saving (lending) and debt (borrowing) affects overall capitalist stability, it is not the crucial element making for capitalist instability.   


� Papers’ analysis takes as given the multiplier effect.


� Within the structure of our analysis, financial saving equals the part of financial capitalists’ income that is not lent to industrial capitalists.  


� The first author to introduce interest into the production cost appears to be the nineteenth century English economist Thomas Tooke (1844). 


� The nature of our industrial price formula falls within the post-Keynesian-Kaleckian tradition, and assume imperfect markets and oligopolistic competition. Industrial firms are able to charge a mark-up on production cost. We assume a variable mark-up that depends on the market and bargaining power of industrial capital.  


� This is not a full cost pricing specification. We exclude other determinants of production cost such as the cost of raw materials and overhead costs to focus on and to illuminate the price and distribution effects of a change in the interest cost of production.    


� Rowthorn (1980) makes a distinction between expectation and anticipation. Expectation refers to a state of mind, whereas anticipation refers to an actual behaviour. To anticipate something means both to expect it and to have the power to act upon this expectation. 


� This is true not only if we consider a constant level of income and capitalist profits, but also if we hypothesize differences in the relative changes of income, financial and industrial profits and wage income. 


� There is some empirical evidence that variations in the industrial profit share are negatively related to variations in the interest rate and the money wage (Argitis and Pitelis, 2002).


� This assumption can be changed leading to a more complex system of interconnections between finance, income distribution and effective demand. In a monetary economy with sophisticated financial markets, different returns on real assets and on various financial instruments and different commitments over accumulation, the consumption and saving behavior of these two capitalist groups might differ.      


� Economic and financial instability might strengthen the class consciousness of financial capitalists who might accept policy measures, e.g. lower interest rates, which at first sight appear to be at their expense.    


� In this paper we do not address this issue. For an interesting discussion of neo-liberalism, industrial competition and price setting see Crotty (2002a; 2002b).   


� The discussion in this Section takes as given other variables such as productivity, technology, psychology,  industry’s structure, firms’ size, population growth, preferences, etc., which significantly influence the process of production and distribution.    
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