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Inequality and Growth: Marxian
and Post-Keynesian/Kaleckian Perspectives
on Distribution and Growth Regimes
Before and After the Great Recession

Eckhard Hein

1 Introduction

The re-distribution of income from labour to capital, from workers to
top-managers, and from low income households to the rich has been
a main feature of finance-dominated capitalism since the early 1980s,
which has led to the Great Financial Crisis and the Great Recession
in 2007-9. The recovery from this crisis has been sluggish so far,
and this has given rise to a renewed discussion about stagnation ten-
dencies in capitalist economies (Summers 2014, 2015). Whereas in
orthodox approaches, income distribution only has a restricted role
to play, if at all, the interaction between distribution and growth is
at the centre of Marxian and post-Keynesian/Kaleckian approaches
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when it comes to explaining medium- to long-run trends of economic
growth—and stagnation. This contribution first provides Marxian and
Kaleckian assessments of the distribution and growth regimes under
finance-dominated capitalism, both before and after the recent crisis.
Second, an interpretation of stagnation tendencies in a demand-led
endogenous growth model with Kaleckian, Kaldorian and Marxian
features is presented.

For this purpose, the contribution builds on the recent empirical
literature on different demand and growth regimes under financiali-
sation (Hein 2012), and on the research on the distributional effects
of financialisation (Hein et al. 2017) in particular. Some stylised facts
on distribution and growth regimes under financialisation before
the crisis are provided in Sect. 2. In order to allow for a comparative
assessment of the relationship between inequality and growth in these
regimes from a Marxian and a Kaleckian perspective, the method of
model closure, already used in Hein (2017a), is applied in Sect. 3. First,
the two extreme growth regimes under financialisation before the cri-
sis, the ‘debt-led private demand boom’ and the ‘export-led mercan-
tilist’ regimes, are put forward in stylised Marxian and neo-Kaleckian
models. Then the effects of a rising profit share, indicating rising ine-
quality, are studied, holding behavioural equations constant. Finally,
the changes in behavioural parameters for the two regimes in each
approach are added, and the main features of the distribution and
growth patterns observed before the crisis are generated. In Sect. 4, the
analysis turns towards the crisis and post-crisis period. Empirically, the
changes in distribution and growth regimes in this period are assessed,
and these changes are interpreted in the context of the stylised neo-
Kaleckian model from Sect. 3. Thereafter, this model is extended by
Kaldorian and Marxian views on the determinants of technological
progress and productivity growth in order to generate a demand-led
endogenous growth model and to show how the effects of redistribu-
tion and current stagnation tendencies can be explained by this model.
The final Sect. 5 summarises and concludes.
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2 Stylised Facts: Distribution and Growth
Regimes Under Financialisation Before
the Crisis

From a macroeconomic perspective, finance-dominated capitalism or
financialisation can be described by four characteristics, as elaborated in

Hein (2012; 2014, Chapter 10), for example.

1. With regard to distribution, financialisation has been conducive to
a rising gross profit share, including retained profits, dividends and
interest payments, and thus a falling labour income share, on the one
hand, and to increasing inequality of wages and top management sal-
aries and thus of personal or household incomes, on the other hand.
Hein (2015) has recently reviewed the evidence for a set of developed
capitalist economies since the early 1980s and finds ample empirical
support for falling labour income shares and increasing inequality in
the personal/household distribution of market incomes with only a
few exceptions, increasing inequality in the personal/household dis-
tribution of disposable income in most of the countries, an increase
in the income share of the very top incomes not only in the USA and
the UK, but also in several other countries for which data are avail-
able, with rising top management salaries as one of the major driv-
ing forces. Reviewing the empirical literature on the determinants
of functional income distribution against the background of the
Kaleckian theory of income distribution, it is argued that features of
finance-dominated capitalism have contributed to the falling labour
income share since the early 1980s through three main channels: the
falling bargaining power of trade unions, rising profit claims imposed
in particular by increasingly powerful rentiers and a change in the
sectoral composition of the economy in favour of the financial cor-
porate sector and at the expense of the non-financial corporate sector
or the public sector with higher labour income shares. In Hein et al.
(2017), the relative importance of these factors has been analysed for
the six countries which are included in the current study, too.
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Regarding investment in the capital stock, financialisation has meant
increasing shareholder power vis-a-vis firms and workers, the demand
for an increasing rate of return on equity held by rentiers, and an
alignment of management with shareholder interests through short-
run performance related pay schemes, such as bonuses, stock option
programmes, and so on. On the one hand, this has imposed short-
termism on management and has caused a decrease in management’s
animal spirits with respect to real investment in the capital stock and
long-run growth of the firm, and increasing preference for financial
investment, generating high profits in the short run. On the other
hand, it has drained internal means of finance available for real invest-
ment purposes from non-financial corporations, through increasing
dividend payments and share buybacks in order to boost stock prices
and thus shareholder value. These ‘preference’ and ‘internal means of
finance’ channels should each have negative partial effects on firms
real investment in capital stock. Econometric evidence for these two
channels has been supplied by Stockhammer (2004), Van Treeck
(2008), Orhangazi (2008), Onaran etal. (2011), Davis (2018), and
Tori and Onaran (2016, 2017), confirming a depressing effect of
increasing shareholder value orientation on investment in the capital
stock, in particular for the USA but also for other economies, like the
UK, France and other Western European countries.

. Regarding consumption, financialisation has generated an increasing

potential for wealth-based and debt-financed consumption in some
countries, thus creating the potential to compensate for the depress-
ing demand effects of financialisation, which have been imposed on
the economy via re-distribution and the depressing impact of share-
holder value orientation on real investment. Stock market and hous-
ing price booms have each increased notional wealth against which
households were willing to borrow. Financial deregulation, changing
financial norms, new financial instruments (credit card debt, home
equity lending), deterioration of creditworthiness standards, trig-
gered by securitisation of mortgage debt and ‘originate and distrib-
ute’ strategies of commercial banks, made credit increasingly available
to low income, low wealth households, in particular. This potentially
allowed for consumption to rise faster than median income and
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thus to stabilise aggregate demand. But it also generated increas-
ing debt-income ratios of private households. Several studies have
shown that financial and housing wealth was a significant determi-
nant of consumption, particularly in the USA, but also in countries
like the UK, France, Italy, Japan and Canada (Boone and Girouard
2002; Ludvigson and Steindl 1999; Mehra 2001; Onaran et al.
2011). Furthermore, Barba and Pivetti (2009), Cynamon and Fazzari
(2008), Guttmann and Plihon (2010), and van Treeck (2014) have
presented extensive case studies on wealth-based and debt-financed
consumption, with a focus on the USA. However, Kim (2013, 2016)
in two recent studies on the USA has found that although new credit
to households will boost aggregate demand and output in the short
run, the effects of household debt variables on output and growth
turn negative in the long run. This indicates contradictory effects of
the flow of new credit and the stock of debt on consumption.

4. The liberalisation of international capital markets and capital
accounts has allowed for rising and persistent current account imbal-
ances at the global, but also at the regional levels, in particular within
the Eurozone, as has been analysed by several authors, including
Hein (2012, Chapter 6; 2014, Chapter 10), Stockhammer (2015),
and UNCTAD (2009).

Under the conditions of the dominance of finance, income re-distri-
bution at the expense of labour and low-income-households, and weak
investment in the capital stock, different demand and growth regimes
may emerge, as has been analysed by the authors mentioned in the pre-
vious paragraph, using different terminologies. Considering the growth
contributions of the main demand aggregates (private consumption,
public consumption, investment, net exports) and the sectoral financial
balances of the main macroeconomic sectors (private household sector,
financial and non-financial corporate sectors, government sector, exter-
nal sector), in the current contribution three broad types of regimes will
be distinguished: (a) a ‘debt-led private demand boom’ regime, (b) an
‘export-led mercantilist’ regime and (c) a ‘domestic demand-led’ regime.

The debt-led private demand boom regime is characterised by nega-
tive or close to zero financial balances of the private household sectors,
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which means that major parts of the private household sector have nega-
tive saving rates out of current income, are hence running current deficits,
financed by increasing their stock of debt and/or reducing their stock of
assets. ‘These private household deficits are increased by corporate deficits
and thus we have deficits of the private domestic sectors as a whole. The
external sector has positive financial balances, which means that ‘debt-
led private demand boom’ countries are usually running current account
deficits. We have high growth contributions of private domestic demand,
in particular private consumption, financed by credit to a considerable
extent, and negative growth contributions of the balance of goods and ser-
vices, driving the current account into deficit in the medium to long run.

The ‘export-led mercantilist’ regime is characterised by positive finan-
cial balances of the domestic sectors as a whole, and hence negative finan-
cial balances of the external sector, and thus, current account surpluses.
The growth contributions of domestic demand are rather small or even
negative in certain years, and growth is mainly driven by positive contri-
butions of the balance of goods and services and hence rising net exports.

The ‘domestic demand-led’ regime is characterised by positive finan-
cial balances of the private household sector. Here, it is usually the gov-
ernment and, to a certain degree, the corporate sector, running deficits.
The external sector is roughly balanced, with only slight deficits or sur-
pluses. The ‘domestic demand-led’ countries are thus usually running
balanced current accounts in the medium run, at least in the period
before the crisis. We have positive growth contributions of domestic
demand without credit-financed consumption, and slightly negative or
positive growth contributions of the balance of goods and services on
average over some medium run.

The demand and growth regimes can be distinguished by consider-
ing first the financial balances of the main macroeconomic sectors: the
private sector, with the private household sector, the financial, and non-
financial corporate sectors as sub-sectors, the government sector, and the
external sector. Second, the growth contributions of the main demand
aggregates are of interest. These are the growth contributions of private
consumption, public consumption, as well as private and public invest-
ment, which sum up to the growth contribution of domestic demand,
and then the growth contribution of the balance of goods and services,
i.e. of net exports. On the one hand, this provides some information
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about the main drivers of growth, and, on the other hand, on how
demand is financed. The sectoral financial balances of a country should
sum up to zero, apart from statistical discrepancies, because a positive
financial balance of one sector needs a respective negative financial bal-
ance of another sector. And the growth contributions of the demand
aggregates should sum up to real GDP growth of the respective country.

In the pre-crisis period from 1999 until 2007, the USA, the UK and
Spain were dominated by the ‘debt-led private demand boom’ regime.
In this period, these countries faced rising inequality, i.e. falling wage
shares in the USA and Spain, but a constant wage share in the UK, ris-
ing top income shares in all three countries and rising Gini coefficients
for market and disposable household income in the USA and the UK,
but constant household or personal income inequality measured by
these indices in Spain (Table 1). In the pre-crisis period, these countries
were characterised by negative financial balances of their domestic pri-
vate sectors and negative or, in the UK, close to zero financial balances
of the private household sectors, in particular (Table 2). The corporate
sectors were in deficit, too. The external sectors were the surplus sec-
tors, and the countries following the ‘debt-led private demand boom’
regime were thus characterised by current account deficits and negative
net exports. As typical for this regime, we see high growth contribu-
tions of private domestic demand, and of private consumption demand
in particular, financed by household deficits and thus rising credit to a

Table 1 Distribution trends for selected OECD countries before and after the
financial and economic crisis 2007-9

USA UK Spain Germany Sweden France

Distribution Adjusted Before - 0 — - - -

trends wage After - - - 0 0 +
share

Top Before + + o+ + + +

income After + - - ? 0 0
share

Gini coef- Before + + 0 + + 0

ficients After + 0 + + 0 —

Notes + tendency to increase, — tendency to decrease, 0 no tendency, ? no data
Before: Early 1990s until the crisis 2007-9, After: after the crisis 2007-9
Source Hein et al. (2017)
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considerable degree. Private consumption contributed more than 55%
to GDP growth in the case of Spain, and up to close to 80%, in the
cases of the USA and the UK. The growth contributions of the balance
of goods and services were negative and thus reduced GDP growth,
most pronouncedly in Spain. The ‘debt-led private demand boom’
countries were thus the world demand engines before the crisis, mainly
relying on increasing private debt, and household debt in particular.!
The ‘export-led mercantilist regime in the pre-crisis period dominated
in Germany and Sweden. Here, we also see rising inequality, i.e. falling
labour income shares, rising top income shares and increasing Gini coeffi-
cients for market and disposable incomes of households (Table 1). For the
‘export-led mercantilist countries, we observe positive financial balances of
the domestic sectors as a whole, with significantly positive financial balances
of the private sector, and a deficit of the public sector in Germany and a
surplus in Sweden (Table 2). The private sector balance in Germany was
composed of a significant surplus of private houscholds and a small deficit
in the corporate sector, whereas in Sweden both sub-sectors contributed to
the private sector surplus. The external sector was in deficit in both coun-
tries, and considerably so in Sweden. These countries were thus running
current account surpluses and positive balances of goods and services. In
both countries, the growth contributions of domestic demand were rather
small, and in Germany even negative in certain years. Private consump-
tion only accounted for a bit more than 30% of GDP growth in the case
of Germany and for 40% in the case of Sweden, each on average over the
period. Growth was mainly driven by positive contributions of the bal-
ance of goods and services and hence rising net exports, which contributed
about 50% in the case of Germany and 20% in the case of Sweden to GDP
growth. These countries were thus free-riding on dynamic world demand
generated by the ‘debt-led private demand’ boom countries in particular.?
Finally, we have in between the two extremes the ‘domestic demand-
led’ regime, which in the pre-crisis period can be found in France.

'For more country specific information on these three debt-led private demand boom economies,
before and after the crisis, see for example, Evans (2016) on the US, Lepper et al. (2016) on the
UK and Ferreiro et al. (2016) on Spain.

2For more country specific information on these two export-led mercantilist economies, before and
after the crisis, see for example, Detzer and Hein (2016) on Germany and Stenfors (2016) on Sweden.
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Here, we also see rising inequality, as reflected in the falling labour
income share and in rising top income shares, despite constant Gini coef-
ficients for market and disposable income (Table 1). The French economy
was characterised by positive financial balances of the private household
sector and of the private sector as a whole (Table 2). Furthermore, we
have slightly negative financial balances of the external sectors, and hence
small current account and net export surpluses. Growth was exclusively
driven by domestic demand, with relevant contributions by private con-
sumption, however, without drawing on rising household credit, since
private household financial balances remained considerably positive.
Growth contributions of the balance of goods and services were slightly
negative.’

The countries following the two extreme regimes before the crisis, the
‘debt-led private demand boom’ regime and the ‘export-led mercantilist’
regime, generated rising current account imbalances in the global econ-
omy, but also within the Eurozone (Hein 2013/14, 2017b). Apart from
Germany and Sweden, mainly China and Japan, but also Argentina,
Canada and Russia were among the surplus countries, and, apart from the
USA, the UK and Spain, we had Italy, Turkey, South Africa and Australia
among the deficit countries (IMF 2017). These global imbalances then
led to the severity of the financial crisis and the Great Recession.

3 Distribution and Growth Before the Crisis:
Stylised Facts and Regimes in Stylised
Marxian and Kaleckian Models

Let us now present and compare the two extreme growth regimes before
the crisis, the ‘debt-led private demand boom’ and the ‘export-led mer-
cantilist’ regime, in a stylised Marxian and also in a stylised Kaleckian
model of distribution and growth. For this purpose, the method of
model closure is applied, as already presented in Hein (2017a) for a

3For more country specific information on the domestic demand-led economy of France, before
and after the crisis, see, for example, Cournilleau and Creel (2016).
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comparison of basic old neoclassical, new neoclassical, classical/Marxian
and different versions of post-Keynesian growth theories. In what fol-
lows, the focus is on Marxian and Kaleckian models. In essence, we
start with two equations for the basic model, and then further equations
are added for each of the approaches in order to close the model. Each
approach can then be described graphically in a two-quadrant system by
the relationship between the rate of growth and the rate of profit, on the
one hand, and by the relationship between the rate of profit and the rate
of capacity utilisation, on the other. This presentation can then be used,
first, to show the properties of the ‘debt-led private demand boom’ and
the ‘export-led mercantilist’ regime from the two perspectives, and sec-
ond, to discuss the effects of rising inequality and behavioural changes in
the period leading to the Great Financial Crisis and the Great Recession.

3.1 The Basic Model

An open economy is assumed with a primitive government sector, which
only appears as a deficit spending sector drawing on credit generated
in the financial sector, so that taxation issues can be ignored. The pri-
vate sector is composed of two classes, workers and capitalists, the lat-
ter including the financial capitalists or the rentiers. Capitalists own the
means of production and receive profits, which are partly consumed and
partly saved—buying assets issued by the corporate sector, and thus the
capitalists themselves, or by the government, or depositing parts of the
profits with the financial sector, which is also owned by the capitalists
and not explicitly modelled here. Capitalists control the capital stock,
hire labour, organise the production process and decide about investment
and thus the expansion of the capital stock. For the latter, they draw on
their own means of finance, issue stocks or corporate bonds or draw on
credit endogenously generated and granted by the financial sector. By
assumption, these transactions take place within the capitalist class and
they are not modelled here. Workers offer labour power to capitalists and
receive wages, which they partly use in order to purchase consumption
goods and partly save. However, the propensity to save out of wages is
much lower than the propensity to save out of profits.
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In our model economy, a homogenous output (¥) is produced com-
bining direct labour (L) and a non-depreciating capital stock (X) in the
production process using a fixed coefficients production technology
with a constant labour-output ratio (¢=_L/Y) and a constant capital-
potential output ratio (v= K7 YP). The homogeneous output can be used
for consumption and investment purposes. For the sake of simplicity,
overhead labour, depreciation of the capital stock, as well as raw mate-
rials and intermediate products are not considered. The rate of profit
(r) relating the flow of profits (IT) to the nominal capital stock (pK)
can be decomposed into the profit share (4), relating profits to nominal
income (pY), the rate of capacity utilisation (%), relating actual output
to potential output given by the capital stock (¥?) and the inverse of the
capital-potential output ratio (1/v), relating the capital stock to poten-
tial output:

I 7Yy Yyr 1
F=-— = = hu- 1)
pK pYYP K v
Our assumption regarding saving translates into the following domestic
saving rate (o), which relates the flow of total domestic saving (S) to the
value of the capital stock:

Sn+S8Sw+S¢  spll +swW —D
o = =

u u
= sphe -2 —a
K K sahsHsw =7

@)

:[(SH_SW)h"‘SW]E—d, O<sw<sg<1l, d=>0.
v

Total saving is composed of saving out of profits (S,;), saving out of
wages (S,) and government saving (S ), which is zero or negative in
our model, because we ignore taxation and only allow for government
deficits (D = —Sg > 0). The saving rate is thus determined by the pro-
pensities to save out of profits (s;;) and out of wages (s;), by the com-
ponents of the profit rate from Eq. (1), as well as by the government
deficit rate (), which is treated as a long-run exogenous policy variable.
A rise in the profit share raises the saving rate, as well an increase in
capacity utilisation, the functional propensities to save, and a reduction
in the government deficit rate.
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Next, the Marxian and Kaleckian closures of the model generating
long-run distribution and growth equilibria for the ‘debt-led private
demand boom’ and the ‘export-led mercantilist’ regimes are introduced.
Then the cet. par. effects of changes in income shares for both regimes
are examined, and finally, the replication of the stylised facts in the
pre-crisis period is presented, taking into account rising inequality and
further behavioural changes. The Marxian approach is discussed first,
and then, we move to the Kaleckian approach.

3.2 Marxian Closure, Regime Generation and Effects
of Distributional and Behavioural Changes Before
the Crisis

Karl Marx (1867, 1885, 1894) in most of Capital Vol. I — III assumes
that, in the long run, functional income distribution is determined by
socio-institutional factors and power relationships determining a sub-
sistence or conventional real wage rate. For a given production technol-
ogy, the rate of profit then becomes a residual variable. With functional
income distribution determined in this way, the rate of profit, together
with capitalists’ propensity to have and to accumulate thus determines
the long-run equilibrium rates of capital accumulation and growth.* In
this approach, in essence the validity of Say’s law in Ricardo’s version is
assumed to hold in the long run’: Profits saved are completely used for
investment and accumulation, so that no problems of effective demand
for the economy as a whole arise in long-run growth. With positive sav-
ing out of wages, as well as the inflow of net foreign saving, we also have
to assume that these are also channelled towards investment in the long
run. For Marxians ignoring effective demand constraints in the long
run does not mean that the growth path is characterised by full employ-
ment. On the contrary, unemployment is considered to be a persistent

“4For a basic overview over Marxian theories of capital accumulation, see Shaikh (1978).

Marx’s theory also allows for another interpretation, in which aggregate demand, finance, credit
and interest rates matter for the determination of long-run accumulation and growth, as for
example Argitis (2001) and Hein (2006) have discussed.
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feature of capitalism constraining distribution claims of workers and
thus providing the conditions for positive profits, capital accumulation
and growth. Furthermore from this perspective, capital accumulation
feeds back on the rate of profit in the long run, and causes a tendency of
the rate of profit to fall. The reason is a specific nature of technical pro-
gress causing a rising capital-potential output ratio, i.e. Marx’s notion of
a rising ‘organic composition of capital’, which he already explained in
Capital Vol. 1.

Adding an orthodox Marxian closure to our model, we have that pro-
ductive capacities given by the capital stock are used at their normal or
target rate (%) in the long-run growth equilibrium:

u = uy (SM)

Functional income distribution is determined by socio-institutional
factors and distribution conflict. A subsistence or conventional real
wage rate (W}), for a given production technology and thus a given
labour-output ratio, determines the profit share:

_pY—wL
="y

h =1—wia (4M)

with w representing the nominal wage rate. In the long run, the
capital-potential output ratio may be rising with capital accumulation
and growth, due to the Marxian type of technical change:

av
v =v(g), @ >0 (5M)

The net export rate (6) relates net exports (/NVX), as the difference
between nominal exports (pX) and imports (p de), to the nominal cap-
ital stock, with p, representing the foreign price level and e the nom-
inal exchange rate, each taken to be exogenous here. In this orthodox
Marxian approach, net exports can be considered to be given by net
capital flows, which are guided by the domestic (r) and the foreign rate
of profit (rf), as well as by a set of further institutional factors (z)), as the
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openness and the degree of liberalisation of the capital account and the
capital market of the respective country:

_PX oM  NX i —n)a], 0t 9P
b= pK T pK of_b[(rf r),z,], 3(rf—r)>0’ 3Z5>0 (6M)

Institutional factors are treated as exogenous parameters, which remain
constant whenever domestic profit rates change. Taken the foreign
profit rate as given, net exports are thus negatively related to the domes-
tic profit rate, because an increase in the domestic profit rate will reduce
capital exports and increase capital imports.

Investment is given by domestic saving plus foreign saving (o f) flowing
into the domestic economy associated with negative net exports (Ufz —b),
without explaining how income, profits and saving are generated
in the first place. Each variable is normalised by the domestic capital
stock, so that we have for the domestic rate of capital accumulation and

growth (g):
g=o0+or=0—D> (7M)

Figure 2a presents the Marxian distribution and growth model for a
‘debt-led private demand boom’ economy and Fig. 2b for an ‘export-led
mercantilist economy. On the left-hand side of both figures, we have
the relationship between the rate of profit and the rate of capacity uti-
lisation, as in Eq. (1). Since modern Marxians assume that, in the long
run, productive capacities given by the capital stock are used at the nor-
mal rate, the long-run normal rate of profit (+*) is then determined by
the profit share and by the capital-potential output ratio. A rise in the
profit share means a clockwise rotation of the profit rate function; and
a rise in the capital-potential output ratio makes the function rotate
counter-clockwise. On the right hand side of Fig. 2a, b, we have the
relationship between the rate of profit, the domestic saving rate, the
accumulation rate and the net export rate from Egs. (2), (6M) and
(7M). Figure 2a shows a ‘debt-led private demand boom’ economy with
a current account deficit; the domestic saving rate is falling short of the
domestic rate of capital accumulation and the difference is made up of
negative net exports and hence the respective capital inflows, which are
rising when the domestic profit rate is increasing, holding the foreign
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profit rate constant. Figure 2b shows an ‘export-led mercantilist econ-
omy with a current account surplus; the domestic saving rate exceeds
the rate of capital accumulation and the difference is made up by posi-
tive net exports and hence the respective capital outflows which are fall-
ing with an increase in the domestic profit rate in isolation.

The causality in the Marxian approach runs from the left hand side
of Fig. 1a, b to the right hand side. Distribution conflict determines the
profit share and together with the technical conditions of production,
indicated by the capital-potential output ratio, the profit rate. The lat-
ter, together with the propensities to save out of profits and wages and
the government deficit rate, as well as the net export rate, determines
equilibrium capital accumulation and growth. Under these conditions,
any rise in the profit share or an increase in inequality in the personal
or household distribution of income, raising the functional propensities
to consume out of wages and out of profits and the differential between
them, should cause a higher saving rate and a higher rate of capital
accumulation in both the ‘debt-led private demand boom’ economies
and the ‘export-led mercantilist’ economies. The same holds true for any
fall in the government deficit rate.

The effect of a rise in the profit share without any behavioural change
in a simple Marxian model is shown for both regimes in Fig. 2a, b.
A higher profit share causes a clockwise rotation in the profit rate func-
tion in the left-hand side of these figures, which will then lead to higher
equilibrium domestic saving and accumulation rates. Net export rates
fall, if the rise in profit shares and rates takes place in isolation and
capital imports thus rise, as assumed here. However, if profit shares
and rates rise globally such that relative profit rates do not change by
international comparison, net export rates should not be affected by
redistribution.®

®Rising inequality in personal and household incomes, leading to higher average propensi-
ties to save out of wages and out of profits and to a higher differential between these two rates,
should shift the saving rate curves in Fig. 3a, b rightwards and rotate them clockwise. Long-run
equilibrium saving and accumulation rates thus rise. The effect on net exports depends on the
development of domestic profit rates relative to foreign rates and on other institutional factors
determining international capital movements.
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Fig. 1 A basic Marxian distribution and growth approach. a The ‘debt-led
private demand boom’ regime. b The ‘export-led mercantilist’ regime
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Fig. 2 A rising profit share in isolation in a basic Marxian approach. a The
‘debt-led private demand boom’ regime. b The ‘export-led mercantilist’ regime
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However, the effects shown in Fig. 2a, b for an increase in the profit
share are not consistent with the stylised facts summarised in Sect. 2
for the two regimes; they also contradict the stories several eminent
Marxian authors have presented for the long-run period from the early
1980s until the Great Financial Crisis and the Great Recession. One of
the leading proponents of the theory of ‘the falling rate of profit due
a rising organic composition of capital’ (FRoP) and the resultant cri-
sis of over-accumulation of capital, Shaikh (2011, 2016, Chapter 16),
has put forward the following explanation. He argues that the long-run
tendency of the normal or the maximum rate of profit to fall in the US
non-financial business sector, due to Marxian technological progress
causing a rising capital-potential output ratio in our model, was neu-
tralised with respect to the rate of profit by redistribution at the expense
of labour and thus by a rising profit share. This led to a constant trend
for the total rate of profit, including interest and dividends, starting
in the early 1980s, with remarkable cyclical fluctuations. A reduction
in the interest rate () even allowed for an increase in the rate of profit
of enterprise (r = — 7). Most importantly, low interest rates together
with the liberalisation and deregulation of credit and financial mar-
kets provided the conditions for increasing debt-financed expenditures,
and debt-financed household consumption in the face of stagnating
real wages and a falling wage share in particular. The associated rise in
household debt-income ratios then provided the grounds for the Great
Financial Crisis and the Great Recession.”

A similar explanation of the developments leading to the 2007-9
crisis in the USA is presented by Kotz (2009, 2013), a proponent of
the US Social-Structure-of-Accumulation (SSA) approach. According
to this approach, previous deep crises in the developed capitalist econ-
omies, as the crisis of the mid 1970s in the USA in particular, indicat-
ing the end of the Golden Age and the ‘regulated capitalist SSA’, were
caused by fall in the rate of profit due to a profit squeeze, i.e. a rise in

7“In the neoliberal era (1983-2007, EH), cheap finance became a way to expand employment
through finance-related activities like real estate booms, export-led growth, foreign remittance
growth, and so on. The crisis put an end to most of that” (Shaikh 2016, p. 739).
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the wage share, and thus problems in the ‘production of profits’. The
2007-9 crisis of the ‘neoliberal SSA’ in the USA, established in the early
1980s, however, is seen to be caused by problems in the ‘realization of
profits’. Real wage growth falling short of productivity growth since the
early 1980s, and thus a fall in the wage share, together with rising ine-
quality in household incomes caused potential demand problems trig-
gering falling rates of utilisation in manufacturing. The deregulation of
the financial sector facilitating stock market and housing price booms
in the 1990s and early 2000s and rising debt-financed household con-
sumption provided temporary solutions to these demand problems.
However, because of rising household debt-income ratios, these solu-
tions turned out to be unsustainable when stock market and housing
prices stopped rising, which then triggered the Great Financial Crisis
and the Great Recession.?

Finally, also prominent proponents of the Marxian monopoly capi-
talism school relating capitalist crises or stagnation to rising concentra-
tion of capital, rising profit shares and falling wage shares and thus to
a lack of consumption demand, like Foster and Magdoff (2009) and
Foster and McChesney (2012) have come up with a similar explanation
for the 2007-9 US crisis as the proponents of the two other Marxian
schools. In their view, credit-financed consumption demand has coun-
tered the tendency towards under-consumption and stagnation inherent
in monopoly capitalism. The conditions were provided by the liberalisa-
tion of the financial sector and the increasingly speculative booms in the
stock and housing markets.” The crisis was then triggered by financial
instability associated with speculation and by over-indebtedness of pri-
vate households in particular.

8<The structural crisis of the neoliberal SSA finally arrived, not due to a falling rate of profit, but
due to the collapse of unsustainable trends that were essential features of the neoliberal SSA and
of its ability to promote capital accumulation” (Kotz 2013, p. 345).

9“It was this underlying stagnation tendency (...) which was the reason the economy became

so dependent on financialisation — or decades-long series of ever-larger speculative financial
bubbles. In fact, a dangerous feedback loop between stagnation and financial bubbles has now
emerged, reflecting the fact that stagnation and financialisation are increasingly interdependent
phenomena: a problem which we refer to (...) as the stagnation-financialisation trap” (Foster and
McChesney 2012, p. 4).
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The three main strands of Marxian distribution, growth and cri-
ses theories have thus come up with similar explanations of the main
trends leading to the crisis in the USA: demand problems related to
the redistribution of income at the expense of labour and low income
households have temporarily been compensated by the rise in credit-
financed expenditures, and in credit-financed private consumption
in particular. The liberalisation and deregulation of the financial sec-
tor, which facilitated the stock market and housing price booms, on
the one hand, creating the conditions for wealth effects on consump-
tion, and the deterioration of creditworthiness standards, on the other
hand, have been a pre-condition for this. However, the associated
over-indebtedness of private households and financial instabilities then
triggered the financial and economic crisis. This explanation is fully
consistent with the basics of the monopoly capitalism school. The prin-
ciple mechanisms in the FRoP and SSA/profit-squeeze approaches,
however, do not seem to be of any (SSA) or only little (FRoP) relevance
for the explanation of the recent crises.

Let us now try to integrate this Marxian consensus view on distri-
bution and growth before the crisis into our stylised Marxian model.
The focus of the outlines presented here has been on the USA as a
‘debt-led private demand boom’ economy before the crisis, but also a
Marxian view on the pre-crisis processes in an ‘export-led mercantil-
ist economy as a kind of mirror image can be provided. Let us start
with Fig. 3a, which shows the pre-crisis processes in a ‘debt-led private
demand boom’ regime from a stylised Marxian perspective. According
to the Marxian view, the economy is operating at a target or normal
rate of capacity utilisation in the long run, and the rise in the profit
share—overcompensating the rise in the capital-potential output ration
in the FRoP approach—thus leads to a rise in the long-run normal
rate of profit from r{ to r3. However, this does not lead to rising capi-
tal accumulation, because the average propensities to save out of profits
and out of wages have fallen due to rising debt-financed consumption.
This is indicated by a leftwards shift and a counter-clockwise rotation of
the domestic saving function. This overcompensates the effect of a rising
profit share and normal profit rate on the equilibrium domestic saving
rate, which, therefore, falls from o to 0. The fall in the equilibrium
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Fig. 3 Distributional and behavioural changes before the crises: a stylised
Marxian approach. a The ‘debt-led private demand boom’ regime: rising profit
share, rising rate of profit, falling average propensity to save due credit-fi-
nanced consumption, and rising current account deficits/net capital imports.
b The ‘export-led mercantilist’ regime: Rising profit share, rising rate of profit,
rising average propensity to save, and rising current account surpluses/net capi-
tal exports
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domestic saving rate is only partly compensated by an increase in
the inflow of foreign saving triggered by a higher profit rate and an
improvement of structural factors attracting foreign capital (financial
market deregulation in particular) and associated with a rising current
account deficits. Therefore, the equilibrium accumulation rate is falling
as well, from g} to g5. The reason why this should happen, however,
remains somewhat vague in this Marxian approach.

The pre-crisis processes associated with an increasing profit share and
rising inequality in an ‘export-led mercantilist’ regime are shown in
Fig. 3b. Since no compensating debt-financed consumption or rise in
government deficits is at work in this regime, a rising profit share and
a higher normal rate of profit is causing a higher equilibrium domestic
saving rate, which thus increases from o to 05. However, since capital
is increasingly attracted by deregulated foreign capital markets promis-
ing higher rates of return (including speculative capital gains), capital
outflows and current account surpluses are increasing, leading to a lower
long-run equilibrium rate of domestic capital accumulation, which
is falling from g7 to g5. Again, it remains somewhat unclear in this
Marxian approach why exactly domestic capital accumulation should
shrink.

In the face of rising inequality and falling wage shares under the
conditions of financialisation, the Marxian approach is thus able to
generate ‘profits without investment’ constellations, i.e. rising normal
rates of profits but falling rates of capital accumulation, for both the
‘debt-led private demand boom’ and the ‘export-led mercantilist’ econ-
omies, and thus to reproduce a stylised fact, which has been observed
by several authors (Hein 2012; van Treeck 2009) for these two types
of economies before the crises. The crucial condition is that the long-
run increase in credit-financed expenditures, especially private con-
sumption, in the ‘debt-led private demand boom’ economies, and thus
a fall in the domestic saving rate here, more than absorbs the increase
in long-run equilibrium domestic saving in the ‘export-led mercantilist’
economies triggered by rising inequality and a higher profit share, such
that international capital re-allocation leads to a fall in capital accu-
mulation in the ‘export-led mercantilist’ economies, too. Since domes-
tic and foreign saving (and hence the current/capital account balance),



112 E. Hein

and thus profitability in the long run drives investment in this Marxian
approach, without explaining how rising profits and saving are real-
ised in the first place, there is no independent role for the considera-
tion of effective demand, and of investment independently of saving
in particular. Therefore, this Marxian approach is unable to explicitly
incorporate the effects of financialisation on business investment in the
capital stock, which have been analysed in several studies referred to
in Sect. 2 above, and to include these effects into the analysis of dis-
tributional effects in the different growth regimes under the conditions
of rising financialisation before the crisis. Interestingly, neither Shaikh
(2011; 2016, Chapter 16) nor Kotz (2009, 2013) provide any in-depth
study of the changes in business investment behaviour in the neo-liberal
or financialisation period. However, Foster and McChesney (2012,
Chapter 2) from the Marxian monopoly capitalism school, which is
closer to Kaleckian distribution and growth theory in principle, touch
upon such an analysis and come up with observations and conclusions
which are similar to those integrated into Kaleckian models of distribu-
tion and growth applied to the period of financialisation. Therefore, the
following section turns towards the Kaleckian approach.

3.3 Kaleckian Closure, Regime Generation and Effects
of Distributional and Behavioural Changes Before
the Crisis

The stylised Marxian approach presented above suffers from the explicit
consideration of the role of effective demand and of investment deter-
mination in long-run growth theory. Alternatively, we can now turn
to the second generation of post-Keynesian distribution and growth
models based on Michal Kalecki’s (1954, 1971) and Josef Steindl’s
(1952) works. Here, the determination of income distribution by rel-
ative economic powers of capital and labour, mainly through firms’
mark-up pricing on constant unit labour costs up to full capacity out-
put in imperfectly competitive goods markets, is combined with the
long-run independence of capital accumulation of firms from saving at
the macroeconomic level, as a distinguishing feature of post-Keynesian
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distribution and growth models in general. Functional income distribu-
tion and hence the profit share are thus explained by relative economic
powers of capital and labour, as in the Marxian approach. But then
firms’ investment decisions, together with net exports and government
deficits, drive the system and saving adjusts through income and growth
effects, with the rate of capacity utilisation as an accommodating varia-
ble beyond the short run.!?

The effects of distributional changes on equilibrium capacity uti-
lisation and growth in Kaleckian models depend on a variety of fac-
tors, as has been reviewed in Blecker (2002), Hein (2014, Chapter 6)
and Lavoie (2014, Chapter 6.2). First, for a closed private economy
the choice of the investment function, i.e. the relative importance of
demand/utilisation and profitability indicators for investment deci-
sions, has given rise to two variants of the model. The ‘neo-Kaleckian’
model, based on the works of Rowthorn (1981) and Dutt (1984),
contains a strong accelerator effect of demand and no direct effect of
profitability in the investment function. Without saving out of wages
it generates uniquely expansionary effects of re-distribution in favour
of the wage share on the rates of capacity utilisation, capital accumu-
lation, growth and profit. Demand and growth are thus uniquely wage
led and the ‘paradox of costs is valid, i.e. a fall in the profit share will
trigger an increase in the profit rate. The ‘post-Kaleckian’ model, based
on the works of Bhaduri and Marglin (1990) and Kurz (1990), how-
ever, also contains a direct profitability effect in the investment func-
tion. Therefore, its closed economy version without saving out of wages
is able to generate wage- or profit-led regimes of demand and growth,
depending on the relative weights of accelerator and profitability terms
in the investment function and on the propensity to save from prof-
its. Second, including international trade, the otherwise wage-led neo-
Kaleckian model may also turn profit-led through a strong positive
effect of the profit share on net exports, as has already been shown by

19The treatment of the rate of capacity utilisation as a long-run endogenous variable has been crit-
icised, as reviewed by Hein (2014, Chapter 11) and Lavoie (2014, Chapter 6.5).
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Blecker (1989). Third, including personal income distribution, wage ine-
quality, relative income concerns and access to debt into the consump-
tion function of the model, several recent contributions have shown that
this might turn an otherwise wage-led demand and growth economy
seemingly profit led, as recently reviewed by Hein and Prante (2018).

Adding a Kaleckian closure to our basic model, the rate of capacity
utilisation is treated as a medium- to long-run endogenous variable. The
profit share, and thus functional income distribution, is mainly deter-
mined by the mark-up (m) in firms’ pricing in imperfectly competitive
markets!!:

_ oh
h = h(m), 3m >0 (3K)

The mark-up itself is affected by several factors, such as the degree of
competition in the goods market, the bargaining power of workers and
also unit overhead costs, which are all treated as exogenously given. The
capital-potential output ratio is also considered as an exogenous varia-
ble determined by technology, which does not systematically respond
to distribution and activity variables in the model, different from the
Marxian view:

V=1V (4K)

With the profit share and the capital-potential output ratio as exoge-
nously given variables, the rate of capacity utilisation becomes the
variable adjusting the profit rate (Eq. 1) to its equilibrium value. As
principle determinants in the investment function in Kaleckian mod-
els, we have firms’ or managements’ animal spirits (&), sometimes taken
to represent the firms’ assessment of the long-run growth trend of the
economy. Furthermore, the (expected) rate of profit is of relevance,
because it indicates internal means of finance required for attracting
external investment finance, according to Kalecki’s (1937) ‘principle

"For the inclusions of the effects of costs of imported raw materials and intermediate products
on the domestic profit share see Hein (2014, Chapter 7.3).
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of increasing risk’. Also the dynamics of demand as a determinant of
investment are reflected in the rate of profit through changes in capac-
ity utilisation. Apart from animal spirits, we can thus include the three
principle determinants of the profit rate from Eq. (1) into the Kaleckian
accumulation function:

ag g ag g
= 9ha s s a 0, — Z 0, - (), — = 0
§=ghuy), =35>0 - au " ay (5K)

Investment decisions will thus positively depend on the profit share and
the rate of capacity utilisation, because each increase the (expected) rate
of profit, cet. par.. Neo-Kaleckians, however, would insist that the par-
tial effect of a change in the profit share is irrelevant for firms” decisions
to invest, and hence that dg/0h=0. In order to simplify the further
exposition, but also for empirical reasons, this view is followed here.!?
Regarding exogenous changes in the capital-potential output ratio
through technical change, the partial effects on investment decisions
are not clear. On the one hand, a higher capital-potential output ratio
means a lower rate of profit, which should dampen investment. On the
other hand, however, a higher capital-potential output ratio means that
a certain increase in demand requires a higher increase in the capital
stock, which should boost investment. The sign of the sum of these two
opposing effects is not clear ex ante, so that any direct effect of changes
in the capital-potential output ratio on investment is disregard in what
follows, and we treat the capital potential-output ratio as a constant,
even in the face of technical change.!?

The net export rate (6) is negatively affected by domestic capital accu-
mulation and growth triggering rising imports, and positively affected
by foreign accumulation and growth (¢¢) generating rising exports.

12Most of the empirical estimations of the post-Kaleckian model find only little or no significant
effects of profitability variables on investment. See Hein (2014, Chapter 7), Blecker (2016) and
Stockhammer (2017) for recent reviews.

BTechnical change is thus assumed to be ‘Harrod-neutral’, as in many post-Keynesian/Kaleckian
distribution and growth models (Hein 2014, Chapter 8).
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Also the real exchange rate (¢'= ep;lp), given by the nominal exchange
rate (e), the foreign price index (pf) and the domestic price index (p),
may have a positive effect on net exports, if exports and imports are
price sensitive and the Marshall-Lerner conditions holds. It is assumed
that the real exchange rate is positively related to the profit share!4:

p= XM MK i) 0.2 L0002
- pK T pK T 8:&f-¢ T dg " ogr “de” — 7 dh

(6K)
Finally, Eq. (7K) provides the goods market equilibrium condition:

Next, the two extreme regimes are presented, the ‘debt-led private
demand boom’ regime and the ‘export-led mercantilist’ regime, in this
stylised neo-Kaleckian distribution and growth model making use of
Fig. 4a, b."® In the right hand quadrants we have the determination of
the long-run goods market equilibrium from Eq. (7K), with the domes-
tic saving rate from Eq. (2) and the accumulation rate from Eq. (5K) as
positive functions of the rate of profit (or its components), and the net
export rate from Eq. (6K) as a negative function of the domestic growth
and accumulation rate, for a given profit share, real exchange rate and
foreign growth rate. Note that the net export rate is negative for the
‘debt-led private demand boom’ regime in Fig. 4a and positive for the
‘export-led mercantilist’ regime in Fig. 4b. The goods market equilib-
rium then determines the equilibrium rate of capital accumulation,
domestic saving rate (with the government deficit rate as an exogenous
component), net export rate, as well as the equilibrium rate of capac-
ity utilisation and, for a given profit share and capital-potential out-
put ratio, also the equilibrium rate of profit in the left hand quadrant.
A higher equilibrium accumulation and/or net export rate is thus asso-
ciated with higher equilibrium rates of capacity utilisation and profit,

14See Hein (2014, Chapter 7.3) for a more detailed open economy Kaleckian distribution and
growth model.

5More extensive and detailed elaborations on these regimes in Kaleckian stock-flow consistent
models can be found in Hein (2014, Chapter 10) and in Detzer (2018), for example.
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Fig. 4 A basic Kaleckian distribution and growth approach. a The ‘debt-led
private demand boom’ regime. b The ‘export-led mercantilist’ regime
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as are a lower domestic saving rate and thus a higher government defi-
cit rate. In Fig. 4a, b this can be brought about by a rightward shift
(higher animal spirits) or a clockwise rotation (higher utilisation rates
triggering a higher responsiveness of the accumulation rate to a given
rate of profit) of the accumulation function, by a rightward shift of the
net export function (due to higher foreign growth or improved domes-
tic price competitiveness), or by a leftward shift (rise in the government
deficit rate, fall in the average propensity to save out of wages) or a
counter-clockwise rotation (fall in the differential between the propensi-
ties to save out of profits and out of wages) of the saving function.

Any rise in the profit share will affect both the profit rate-curve in the
left quadrant and potentially also the accumulation-curve in the right
quadrant of the graphical presentation of the neo-Kaleckian model in
Fig. 5a, b. On the one hand, a higher profit share causes a clockwise
rotation of the 7-curve, and, on the other hand, a higher profit share
also affects the accumulation function and thus the g-curve. With a
strong responsiveness of investment towards utilisation (Og/Ou) and
a very weak or even zero reaction towards the profit share (Og/0h), as
assumed in the neo-Kaleckian model, a higher profit share and thus a
lower rate of utilisation for every rate of profit, will trigger a counter-
clockwise rotation of the accumulation function in the right hand side
quadrants of Fig. 5a, b. Every rate of profit is now associated with a
lower rate of utilisation, and firms’ investment responds accordingly.
Finally, if we again assume that the rise in the profit share takes place
in a single country in isolation, net exports will slightly improve, so
that the rotation of the (¢+ b)-curve slightly deviates from the rotation
of the g-curve. Taking these effects together, we can see that both the
‘debt-led private demand boom’ regime in Fig. 5a and the ‘export-led
mercantilist’ regime in Fig. 5b are wage led: A rise in the profit share,
cet. par., will lead to a fall in the equilibrium rates of capacity utilisa-
tion from uj to u3, profit from r{ to 3, capital accumulation from g7 to
g5 and domestic saving from o} to 0. However, the equilibrium net
export rates (6*=0*—g*) will rise in both regimes, assuming that the
increase in the profit share and the concomitant improvement of price
competitiveness raising exports and the fall in domestic capacity utili-
sation dampening imports take place in isolation. Obviously, if the rise
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Fig. 5 A rising profit share in isolation in a basic neo-Kaleckian approach. a The
‘debt-led private demand boom’ regime. b The ‘export-led mercantilist’ regime
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in the profit share takes place globally, thus in both regimes, neither will
relative price competitiveness be improved nor will the respective export
markets remain constant, so that an improvement of net exports cannot
be taken for granted any more for individual countries and, of course, is
impossible for all the countries taken together.!¢

In order to present the developments in the two regimes before the
crisis in Fig. 6, further effects of financialisation and neoliberalism, as
already outlined in Sect. 2 above, are taken into account.

Regarding investment in the capital stock, financialisation has meant
increasing shareholder power vis-a-vis firms and workers. This has
imposed short-termism on management and has caused a decrease in
management’s animal spirits with respect to real investment in the cap-
ital stock and long-run growth of the firm, and increasing preference
for financial investment, generating high profits in the short run. On
the other hand, paying out dividends and buying back shares in order
to satisfy shareholders, has drained internal means of finance available
for real investment purposes from non-financial corporations and thus
required a higher total rate of profit to execute a certain rate of capital
accumulation. The ‘preference’ and the ‘internal means of finance’ chan-
nel thus cause a leftwards shift and a counter-clockwise rotation of the
accumulation function in both regimes, from g, to g,, as can be seen in
Fig. 6a, b.

Regarding the effects on consumption the two regimes have to be
distinguished. In the ‘debt-led private demand boom’ regime we have
increasing credit-financed consumption in particular. This has been due
to relative income concerns (‘keeping up with the Joneses’), the require-
ments to sustain necessary consumption in the face of falling wages,
to considerable wealth effects on consumption associated with stock
price and housing price booms, as well as to improved access to con-
sumption credit due to financial innovations and liberalisation. A ris-
ing profit share and higher income inequality are thus associated with

16See Onaran and Galanis (2014) for supportive estimation results showing that globally simul-
taneous hikes in the profit share drastically reduce potentially positive effects on net exports and
thus make overall wage-led results even more likely.
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Fig. 6 Distributional and behavioural changes before the crisis: a stylised
neo-Kaleckian approach. a The ‘debt-led private demand boom’ regime: rising
profit share, falling average propensity to save due to relative income effects
and credit-financed consumption, and rising current account deficits. b The
‘export-led mercantilist’ regime: rising profit share, rising average propensity to
save due to higher profit share, and rising current account surpluses
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lower propensities to save out of wages and out of profits, as well as
with a lower differential between the two propensities. We thus observe
a leftwards shift and a counter-clockwise rotation in the domestic sav-
ing function of Fig. 6a, assuming little change in the government defi-
cit rate. In the ‘export-led mercantilist’ regime any expansionary effects
on consumption have been absent for several, partly different reasons
in different countries: a more developed welfare state providing basic
consumption and public goods, absence of housing price booms, a less
deregulated credit market etc. For the sake of simplicity, the domestic
saving function in Fig. 6b has not been changed, ignoring potentially
contractionary effects of rising inequality in personal and houschold
incomes, leading to higher average propensities to save out of wages and
out of profits and to a higher differential between these two rates, which
would shift the saving rate curve rightwards and rotate it clockwise.

Regarding net exports and the current account balance, we can
ignore the effects of re-distribution on relative price competitive-
ness, because profit shares and rates have improved globally in both
types of regimes. Therefore, the net export function is mainly affected
by relative demand dynamics and non-price competitiveness. In the
‘debt-led private demand boom’ economy, high domestic demand
dynamics decrease net exports and increase current account deficits; the
(¢+b)-function in Fig. 6a thereby showing a more pronounced leftward
shift than the accumulation function. In the ‘export-led mercantilist
economies, low domestic demand dynamics due to regressive redistribu-
tion dampens imports and high foreign demand dynamics, particularly
from the ‘debt-led private demand boom’ economies, raises exports,
so that we have rising net exports and current account surpluses. In
Fig. 6b, therefore, although the accumulation function is shifted left-
wards, the (g+ &)-function gets slightly shifted to the right.

As can be seen in Fig. 6, redistribution and changes in economic
behaviour under the conditions of financialisation lead to the follow-
ing changes in medium- to long-run equilibrium positions in the two
regimes. We obtain that a higher profit share raises the equilibrium
profit rates in both regimes from rj to r3. This is accompanied by a fall
in equilibrium capital stock growth from g} to g5, which means that
we have ‘profits without investment’ patterns in both cases. However, in
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the ‘debt-led private demand boom’ regime in Fig. 6a, this is accompa-
nied by a rise in the equilibrium rate of capacity utilisation from uj to
u3. Demand thus turns ‘seemingly profit-led’ here. Vigorous domestic
demand dynamics in this regime also cause lower net exports and thus
rising current account deficits. The ‘export-led mercantilist’ regime in
Fig. 6b displays a fall in equilibrium capacity utilisation from u} to 3,
but shows higher net exports and current account surpluses. This overall
constellation has then given rise to unsustainable private debt dynamics
in the ‘debt-led private demand boom’ economies, which in countries
not being able to issue debt in their own currencies was coupled with
unsustainable foreign debt dynamics. These unsustainable debt dynam-
ics then triggered the crisis and led to the collapse of both pre-crisis
regimes in course of the Great Financial Crisis and the Great Recession,
as has been analysed in more detail in Hein (2012, Chapter 6), for
example.

Summing up, the stylised neo-Kaleckian model presented in this
section is easily able to reproduce the stylised facts, which have been
observed by several authors (Hein 2012; van Treeck 2009) for the two
extreme demand and growth regimes before the crises. Compared to
the stylised Marxian approach, it provides a more convincing story
due to the explicit consideration of demand dynamics and changes in
investment determinants under the conditions of financialisation, in
particular.

4 Distribution and Growth After the
Crisis: Regime Changes and Stagnation
Tendencies

As is well known, the Great Financial Crisis and the Great Recession
started in the main ‘debt-led private demand boom’ economy, the
USA, and were transmitted to the world economy through the interna-
tional trade channel and the financial contagion channel. Initially, the
‘export-led mercantilist’ countries were hit particularly hard through
these channels but then recovered at a relatively quick rate until 2011,
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whereas the other countries had some more problems (Dodig et al.
2016). The quick initial recovery of the ‘export-led mercantilist’ econ-
omies was driven by the ongoing dynamic development in countries
such as China, India and other emerging market economies, which were
hardly hit by the crisis. Overall, the recovery until recently, however, has
been slow by historical comparisons, which has led Summers (2014,
2015) and others to rediscover the ‘secular stagnation’ hypothesis.!” As
can be seen comparing the values in Table 2, on average, in the crisis
and post-crisis period GDP growth, and growth contributions of fixed
investment in particular, have remained extremely weak compared to
the pre-crisis period.

With the deep financial and economic crises some major changes
in the demand and growth regimes took place, as can be seen looking
at the average values for financial balances and GDP growth contribu-
tions in the period 2008-16 (Table 2). In the pre-crisis ‘debt-led pri-
vate demand boom’ countries, the USA, the UK and Spain, the private
sectors, i.e. the private households and partly the corporations, had to
deleverage considerably. The financial balances of these sectors thus
became positive, and the growth contributions of private consump-
tion and investment shrank remarkably—in Spain they even became
negative on average over the considered period. High public deficits
stabilised the economy and allowed for low but positive growth in the
USA and the UK, with the balances of goods and services slightly con-
tributing to GDP growth in the USA. However, the current accounts
remained considerably negative and thus the financial balance of the
external sectors stayed positive. The USA and the UK hence moved
from a ‘debt-led private demand boom’ regime towards a ‘domes-
tic demand-led’ regime mainly stabilised by public sector deficits.

17See the contributions in Teulings and Baldwin (2014). For the presentation of post-Keynesian/
Kaleckian critique of the current debate on ‘secular stagnation’ and for alternative interpretations
of current stagnation tendencies, see Cynamon and Fazzari (2015, 2016), Hein (2016) and Palley
(2016).
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The willingness to continue to accept high current account deficits
in these two countries has contributed to the stabilisation of global
demand in the world economy.

Spain has been a different case. Initially in the crisis, high public-
sector deficits allowed the private sector to generate financial surpluses
and to deleverage. However, with the euro crisis since 2010 and the
austerity policies implemented, public deficits have been reduced, pub-
lic and private domestic demand have collapsed and real GDP growth
has turned negative for a couple of years. Positive growth contributions
only came from the balance of goods and services, the current account
improved and has, on an annual basis, remained positive since 2013.
Spain has thus moved from a ‘debt-led private demand boom’ econ-
omy towards an ‘export-led mercantilist economy. Both in the USA
and the UK, as well as in Spain, the regime shifts have been associated
with a further deterioration of income distribution (Table 1): labour
income shares in all three countries have been falling further, Gini coef-
ficients for the household distribution of income before and after taxes
have been rising in the USA and Spain, and remained constant at very
high levels in the UK, and only top income shares have been falling in
the UK and Spain, but continued to rise in the USA. These develop-
ments have prevented a mass income- or wage-driven recovery in these
countries, so that the options have been either drawing on government
deficits (USA, UK) or on foreign sector deficits (Spain) as stabilisers
of demand and growth. In terms of the stylised models discussed in
Sect. 3, the constellation in the USA and the UK can still be described
by the second equilibrium in Fig. 6a for the ‘debt-led private demand
boom’ regime. The only difference is now that the low domestic sav-
ing rate is sustained by government deficits instead of private house-
hold deficits. The constellation for Spain, however, is moving towards
the second equilibrium shown in Fig. 6b for the ‘export-led mercantilist
regime.

In the ‘export-led mercantilist countries before the crisis,
Germany and Sweden, the public sector initially accepted high finan-
cial deficits (Germany) or a strong reduction of surpluses leading to
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small deficits (Sweden) in the crisis and the years following in order
to stabilise the private sector and the macro-economy. However, these
deficits could be passively consolidated, because of the economic
recovery, initially driven by net exports. The financial balances of the
private sectors have remained positive, in particular for private house-
holds, and in Germany the corporations have remained in surplus,
too, whereas in Sweden they have incurred a small deficit (Table 2).
On average over the period 2008-16, the small economic growth has
been driven by domestic demand, with significant contributions of
private consumption. But the balances of goods and services have still
contributed to growth in Germany. However, in Sweden, the growth
contributions have even turned slightly negative. This shift towards
domestic private demand as a main driver of growth has been made
possible by halting the trend towards rising inequality (Table 1):
labour income shares stopped falling, top income shares have not
been rising any more, and in Sweden, Gini coefhicients for pre- and
post-tax household incomes have remained constant, whereas in
Germany, however, they have continued to rise slightly. But these
countries still show considerable current account and net export sur-
pluses, and thus negative financial balances of the respective exter-
nal sectors. In Germany, these surpluses have exceeded those before
the crisis and have shown a rising tendency, whereas in Sweden, they
have only slightly been lower than before the crisis. Germany has
thus continued to follow the ‘export-led mercantilist’ regime after the
crisis, and Sweden has only moderately deviated and become ‘weakly
export-led’. In terms of the stylised models discussed in Sect. 3, the
regimes in both Germany and Sweden can thus still be described by
the second equilibrium in Fig. 6b for the ‘export-led mercantilist’
regime.

The ‘domestic demand-led’ regime in France has not changed signifi-
cantly in the crisis and the following years. Financial surpluses of private
households have been mopped up by corporations, but even more so
by the public sector (Table 2). Due to the stabilisation requirements in
the crisis, public sector deficits have increased relative to the cycle before
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the crisis. The balance of the external sector, which had become posi-
tive already before the crisis has been rising, so that France on average
over the second period has been running a current account and a net
exports deficit. Public deficits in France have thus been helpful in sta-
bilising global demand for goods and services, too. Growth in France
has been driven by domestic demand, and mainly by private and public
consumption. The former has been facilitated by a decline in inequal-
ity in the period after the crisis (Table 1). France is the only country in
our data set, in which the labour income share has been slightly rising,
the Gini coefficients for pre- and post-tax incomes of households have
been falling and top income shares have at least remained constant in
the period after the crisis.

From a global perspective, current account imbalances have been
slightly reduced in and after the crisis, if compared to the years before
the crises. However, they are still much more pronounced than in the
early 2000s (IMF 2017). The high current account surpluses by the
‘export-led mercantilist’ countries, Germany, Spain and Sweden in our
study, but also the Eurozone as a whole, China, Japan, Italy and Russia,
have been matched by current account deficits of ‘domestic demand-
led” economies with high public sector deficits, in particular the USA,
the UK and France in our study, and furthermore by emerging market
and commodity producing countries like Argentina, Australia, Brazil,
Canada, India, South Africa and Turkey.

The risks of such a global constellation are obvious. If ever more
economies move towards an ‘export-led mercantilist’ strategy, the
world economy will face an aggregation problem. It will become
increasingly difficult to generate the related current account deficits in
other regions of the world. Dominating tendencies towards demand
stagnation are then the inescapable consequences. And to the degree
that global demand stabilisation has to rely on public sector financial
deficits in the mature ‘domestic demand-led’” economies, as well as on
public and private sector deficits in emerging market economies, there
are severe risks and dangers built up. First, high government deficits
and debt in mature ‘domestic demand-led’ economies as stabilisers
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of national and global demand may be reversed for political reasons
(debt ceilings, debt brakes), although there may be no risks of over-
indebtedness of governments, if debt can be issued in the countries’
own currency and is backed by the respective central bank. Second,
capital inflows into emerging market economies may be unstable and
face ‘sudden stops’ because of changes in expectations and/or over-
indebtedness in foreign currency of these countries. And third, there
are the risks of politically induced protection measures in order to
reduce current account and net export deficits, which are considered
to be too high.

Apart from these short- to medium-run problems of stability of such
a global constellation, there arises a long-run stagnation problem asso-
ciated with the still persisting ‘profits without investment’ patterns in
the post-crisis regimes. Theoretically, these are shown in Fig. 6, which
still explains the patterns in the major current ‘domestic demand-led
by government deficits’ and the ‘export-led mercantilist’ regimes, as
argued above. And empirically, the problem can be observed in Table 2
showing particular weak growth contributions of private investment
accompanying high and in several countries even rising inequality.
High and rising inequality—indicated by a high and rising profit share
for the sake of simplicity—and depressed capital accumulation have
re-enforcing depressing effects on productivity growth, thus contrib-
uting to long-run stagnation, as can be briefly shown, building on the
neo-Kaleckian model presented in Sect. 3.

Starting with Rowthorn (1981), Dutt (1990, Chapter 5),
Taylor (1991, Chapter 10) and Lavoie (1992, Chapter 6), sev-
eral authors have introduced endogenous technological change
and labour productivity growth into Kaleckian distribution
and growth models, as reviewed and elaborated in Hein (2014,
Chapter 8). Relying on Kaldors (1957) technical progress func-
tion and/or on Kaldors (1966) ‘Verdoorn’s Law’, labour produc-
tivity growth is assumed to be positively affected by capital stock
growth due to capital-embodied technological change, and/or
demand growth due to dynamic returns to scale. Adding a Marxian
component to the story, following Marx (1867) and integrating a
wage-push variable into the productivity growth function of the
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model, it can be argued that a higher real wage rate or a higher wage
share induces capitalists to speed up the implementation of labour
augmenting technological progress in order to protect the profit share.
Therefore, Eq. (8) is obtained for long-run productivity growth (3),
with z, representing a set of further institutional factors determining
productivity growth, like government technology policies, the educa-
tion system, etc.:

A o~ ay
y:y(g*,h,zl), ?y>0,—<0,—>0 (8)

Furthermore, we can assume that the goods market equilibrium rate
of capital accumulation is positively affected by productivity growth,
because of capital embodied technological change, in particular. Firms
have to invest in new capital stock in order to benefit from technolog-
ical inventions. Taking into account the exogenous parameters deter-
mining the goods market equilibrium rate of accumulation derived
in Sect. 3, we arrive at the following equation for equilibrium capital
accumulation:
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Equations (8) and (9) describe a demand-determined endogenous growth
model and Fig. 7 presents the long-run equilibrium values for capital
accumulation (g7*) and productivity growth (37%), and thus the endog-
enous potential or ‘natural’ growth grate.!® Any fall in the goods market
equilibrium rate of capital accumulation—as the ones we have seen for
both the ‘debt-led private demand boom’ and the ‘export-led mercantil-
ist’ regimes before the crisis, which then have persisted in the post-crisis
regimes—thus causes a leftward shift in the g*-curve, and thus lower
long-run equilibrium rates of capital accumulation and productivity

8For analytical treatments see Hein (2014, Chapter 8; 2017a).
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Fig. 7 A Kalecki-Kaldor-Marx endogenous growth model

growth, and hence potential growth emerge. Finally, Fig. 7 also shows
the effect of a rise in the profit share on long-run potential growth.
In this case, both curves get shifted and the long-run growth equilibrium
falls from g7, y1* to g5*, 95" Redistribution at the expense of wages is
thus detrimental to long-run capital accumulation, productivity growth
and thus to potential growth, although there may be short- to medium-
run compensatory factors, which dampen or even overcompensate the
effects on aggregate demand and the profit rate, i.e. rising deficit spend-
ing of private households, of the government or of the foreign sector.
These, however, are difficult to sustain, as we have seen.

Summing up, post-crisis stagnation tendencies can be explained by
those factors generating low capital stock growth, on the one hand, i.e.
depressed animal spirits of management of non-financial corporations,
high propensities to save out of the different types of income, low gov-
ernment deficit rates in particular in the ‘export-led mercantilist’ coun-
tries and high profit shares. On the other hand, high profit shares have
a depressing effect on innovation activities of firms and on productivity
growth; the latter being depressed by low capital accumulation, too."?

9For a more detailed discussion see Hein (2016, 2017a).
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5 Summary and Conclusions

Addressing the issue of inequality and economic development, in this
contribution, Marxian and Kaleckian assessments of the distribution
and growth regimes under finance-dominated capitalism before the
recent financial and economic crises have been provided. Based on
this, an interpretation of regime shifts and stagnation tendencies after
the crises in a demand-led endogenous productivity growth model with
Kaleckian, Kaldorian and Marxian features have been presented.

First, the main macroeconomic features of financialisation have been
recalled, and the main extreme growth regimes in the face of redistribu-
tion at the expense of the wage share and low income households, thus
rising inequality, have been derived empirically, i.e. the ‘debt-led private
demand boom’ and the ‘export-led mercantilist’ regimes. These regimes
have been subsequently assessed in stylised Marxian and neo-Kaleckian
distribution and growth models. Both models are able to generate
these regimes, which contain and explain the ‘profits without invest-
ment’ phenomenon observed in empirical studies. However, it has been
argued that the stylised neo-Kaleckian model is superior over the styl-
ised Marxian model, because it explicitly takes into account the demand
determinants of long-run growth, and thus in particular the effects of
financialisation and re-distribution on investment. Finally, the changes
in distribution and growth regimes in the crisis and post-crisis period
have been assessed and interpreted in the context of the stylised neo-
Kaleckian model. We have seen that, against the background of high
and in some countries even rising inequality, the pre-crisis ‘debt-led pri-
vate demand boom’ countries have either turned ‘domestic demand-led’
stabilised by government deficits or ‘export-led mercantilist’, with the
pre-crisis ‘export-led mercantilist’ countries sticking to their regimes.
This has meant that high inequality and global current account imbal-
ances, as well as the related fragilities have been more or less main-
tained after the crisis, with government deficits in the current ‘domestic
demand-led” regimes assuming the role of the private household finan-
cial deficits in the pre-crisis ‘debt-led private demand boom’ regimes.
Furthermore, since the ‘profits without investment’ phenomenon has
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been maintained in the post-crisis regimes, the neo-Kaleckian model
has been extended by a productivity growth equation with Kaldorian
and Marxian features, generating a demand-led endogenous growth
model, and it has been shown how current stagnation tendencies can be
explained by this model.

Summing up, in this contribution, in particular in the context of the
neo-Kaleckian model, it has been shown that depressing effects of high
and rising inequality on aggregate demand growth can temporarily be
prevented by behavioural changes, i.e. higher deficit spending by private
households, governments or external sectors. However, this may create
financial fragility in the short to medium run, as well as depressed capi-
tal accumulation and potential growth in the long run.
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