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Malcolm Sawyer and Marco Veronese Passarella

1. Introduction

This paper seeks to explore how the ‘circuitist’ framework may be developed to reflect
some important features of the evolution of the financial system in the past three decades
which have been associated with what may be termed ‘financialisation’. The purposes in
doing so are threefold. First, it enables an understanding of the causal relationships
between saving and investment, and draws the distinction between ‘initial finance’ and
‘final finance’ (or what may be termed funding] for investment and indeed other forms of
expenditure. It has implications for the role of banks (as provider of initial finance) and of
the financial system (as provider of final finance). Second, it provides a view of the
macroeconomic system in which the financial system can be represented, though it is
recognized that the system outlined is a relatively simple one. Third, we argue that it
provides a framework within which a range of features of financialisation can be set out. In
this context, financialisation is viewed in terms of Epstein’s definition that ‘financialization
means the increasing role of financial motives, financial markets, financial actors and
financial institutions in the operation of the domestic and international economies’
(Epstein, 2005, p.3), and we focus on what are perceived to be significant features of
processes of financialisation which have been underway in the past three to four decades
(but without any claims that these are the only or the most important features).

2. Financial systems and the macroeconomy

A financial system necessarily involves the financing of economic activity, by which is
meant that possession of money (as a means of payment) is generally required before
expenditure can take place. Keynes (1937) spoke of the ‘finance motive” for the
(temporary] holding of money (alongside the transactions motive, the precautionary motive

and the speculative motive of Keynes, 1936)'. Since expenditure needs to be financed (if it

' "Now, a pressure to secure more finance than usual may easily affect the rate of interest through its
influence on the demand for money; and unless the banking system is prepared to augment the supply of
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is to undertaken), the ways in which the finance is obtained by the individual and (more)
how it is created and by whom becomes of importance.

This leads on to the question of what is regarded as money, and how is money created and
destroyed. The Chartalist approach to money focuses on the role of the State in the
determination of the unit of account and what the ‘money thing” is. The State sets out what
is regarded as legal tender (though that is a rather limited role) and what is accepted by
the State in payment of taxes, fines and discharge of debts. The distinction can be drawn
(roughly corresponding to what Gurley and Shaw, 1960 labelled outside and inside money)
between the money issued by the State or by the Central Bank and the money which is
created by the banking system. Some (e.g. Bell, 2001 for example) would view this in
terms of a hierarchy of money with Central Bank money at the peak of the pyramid. Others
(e.g. Graziani, 2003) would view money issued by the Central Bank (or the State) as having
the same credit nature of money as that issued by commercial banks.

The creation of money through the banking system as a result of the loan processes has a
number of significant implications. The first is that the provision of loans by banks (and the
subsequent money creation which that involves) is crucial to the expansion of the
economy. In the words of Kalecki: ‘the possibility of stimulating the business upswing is
based on the assumption that the banking system, especially the central bank, will be able
to expand credits without such a considerable increase in the rate of interest. If the
banking system reacted so inflexibly to every increase in the demand for credit, then no
boom would be possible on account of a new invention, nor any automatic upswing in the

business cycle. ... Investments would cease to be the channel through which additional

money, lack of finance may prove an important obstacle to more than a certain amount of investment
decisions being on the tapis at the same time. But finance ' has nothing to do with saving. At the ‘financial '
stage of the proceedings no net saving has taken place on anyone's part, just as there has been no net
investment. ‘Finance' and ‘commitments to finance' are mere credit and debit book entries, which allow
entrepreneurs to go ahead with assurance.” (Keynes, 1937, p. 247). ‘But if the banking system chooses to
make the finance available and the investment projected by the new issues actually takes place, the
appropriate level of incomes will be generated out of which there will necessarily remain over an amount of
saving exactly sufficient to take care of the new investment.” (Keynes, 1937, p.248)
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purchasing power, unquestionably the primus movens of the business upswing, flows into
the economy’ (Kalecki, 1990, p.489).

The second is that banks create money through the loan processes insofar as deposits
with banks are indeed regarded as money - that is possess the characteristics of being
readily transferred between economic agents and generally accepted as a means of
payment. This can be expressed by saying that banks are here viewed as those institutions
whose liabilities (i.e. deposits with those institutions) are generally accepted as a means of
payment.

It will then become necessary to distinguish between those financial institutions which we
will call commercial banks whose liabilities are generally accepted means of payment and
other banks (e.g. investment banks) and financial institutions. It is, of course, the case that
many financial institutions do not have the characteristic of their liabilities counting as
means of payment, and others have some of their liabilities so counting. It is this view of
banks (that is identified with money creation) which has dominated the macroeconomic
textbook representation of banks, and we could label this as the macroeconomic definition
of banks, though we will here use the term ‘commercial banks’ (clearing banks would be
an alternative). This definition of banks is a narrower one than the legal definitions of
banks - the precise nature of which varies over time and space and can relate more
generally to financial institutions which accept deposits and/or those which are regulated
by central bank or other authorities.

It is often said that a major role of the financial system is to link together saving and
investment (investment used here in the macro-economist sense of capital formation).
Perspectives on financial systems are embedded in (often implicit] approaches to
macroeconomic analysis. Within macroeconomic analysis there are major distinctions
between schools of thought with regard to the aggregate relationships between saving and
investment, and the related views on the nature of money.

The mainstream approach can be viewed as ‘savings leads to investment’, with equality

between savings intentions and investment intentions at full employment and with money
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is treated as exogenous (or weakly endogenous). There is seen to be a desire to save
which is satisfied and the volume of investment adjusts. The rate of interest (portrayed as
a single interest rate though often linked with that of the Central Bank] is viewed as
capable of equating savings intentions and investment intentions at full employment, and
the ‘natural rate of interest’ ‘is the rate of interest which would be determined by supply
and demand if no use were made of money and all lending effected in the form of real
capital goods’ (Wicksell 1936, p.102]2. An element of this view is that the economy is
treated as though it is non-monetary in the sense that money is viewed as ‘neutral’ to the
level of economic activity etc., and that money is no more than a convenience to facilitate
exchange. Money is then treated as exogenous (to the private sector] in the sense that the
stock of money is determined by the Central Bank (from which flowed the monetarist
propositions to control the growth of the stock of money in order to control the rate of
inflation). The stock of money may be treated as Central Bank money (notes and coins,
reserves at Central Bank) or as a broader money including bank deposits albeit with the
assumption of a credit multiplier relationship between CB money and the broader money,
and there may elements of a ‘flexible” credit multiplier. Money can be described as weakly
endogenous when there is some allowance for the banks’ ability to create money but
where the degree to which it can do so is limited by the availability of Central Bank
money.®

The central bank is part of the financial system and through its ability to create central
bank money (or State money) and to set key policy interest rates which strongly influence
the general level of interest rates plays a key role. Its relationship with parts of the
banking system (which is not shared with non-bank financial intermediaries nor with the
market-based parts) as a ‘lender of last resort” has significant implications for the stability

of the banking system particularly in the face of liquidity problems.

2 For further discussion see Fontana and Passarella Veronese (2013).
3 See Arestis and Sawyer (2006)
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The heterodox Kaleckian/Keynesian view is that it is investment expenditure that
generates savings, and that investment has to be initially financed and after the
investment expenditure has occurred, a corresponding amount of savings (in a closed
private economy] will be generated. Loans are provided by the banking system, and money
is credit money endogenously created by the banking system. The significant aspect of this
(as will be developed below in the circuitist framework] is that bank loans are required to
initiate the investment expenditure.

The mainstream view entails a loanable funds approach, whereas the heterodox
Kaleckian/Keynesian view entails a more liquidity preference approach; in the former the
general level of rate of interest from interaction between savings and investment (as in
Wicksell's natural rate); in the latter central bank sets key interest rate (though under
influence of economic variables). The former has often employed an exogenous money
(issued by or controlled by central bank] approach; when as in the ‘new consensus
macroeconomics’ it is only concerned with the setting of the interest rate by the central
bank (and then by means of a pass through on interest rates of the commercial banks).
Further, the latter approach involves a ‘finance motive’ for the (temporary) holding of
money, and emphasises that expenditure has to be financed.

The circuitist approach is interlinked with the Keynesian/Kaleckian approach, as it aims to
develop some aspects of the monetary theory of Keynes, Kalecki and their heirs. A feature

of this approach (as will be outlined) is that loans [initial finance) allow a circuit to open,



