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Relationship between the financial system and the real economy
from a perspective of the systems theory
It is not an accident that our fragmentary form of
thought is leading to such a widespread range of crises:
social, political, economic, ecological, psychological, in
the individual and in society as a whole.
David Bohm (1980)
Financial capital, once cut loose from its original role as
a modest helper of a real economy of production to meet
human needs, inevitably becomes speculative capital
geared solely to its own self-expansion.
Paul M. Sweezy (1994)
In the wake of the financial crisis of 2008, financial
sector reform has been a major policy focus. However,
that focus has been almost exclusively on the issue of
“stability” and preventing a repeat of the crisis, and
there has been little debate about the broader role of
finance in shaping economic developments over the past
thirty years.
Thomas I. Palley (2013)

Introduction
The paper is an attempt to look at relations between the financial sector and the real
economy from the perspective of the systems theory. The financial sector must be seen as a
subsystem of the whole economy which raison d'être is contributing to sustainable
development of the latter and not its own expansion.
Initial inspiration to tackle this topic has been the striking fact that, on the one hand,
there is not generally accepted definition of financial system stability. On the contrary, review
of academic literature, as well as official reports of national and international financial
institutions, reveals very diverse ways of defining the financial system stability. In addition,
5
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some definitions are mutually exclusive. On the other hand, there is a widespread recognition
that the stability – defined one way or another – is the most desirable property of a financial
system and the main goal of the financial policy.
This situation is even more surprising as the concept of ‘system stability’ has been
elaborated at length and precisely defined in the framework of the systems theory. In such a
situation one might have expected the mainstream financial economics to make a widerange use of notable achievements of this theory. However, it has not, in spite of the fact that
it has turned out to be helpless in the face of the problem of recurrent financial crises.
Meanwhile, as Gall (1977, p. 105) aptly noted ‘real world problems are resolved by radical
innovation, not by new combinations of old ideas’. This finds confirmation in sporadic so far,
but very important attempts to apply systemic approach (though, as a rule, with no direct
reference to the systems theory) to investigation of financial systems (see e.g.: Minsky, 1982,
1986; Merton an Bodie, 1995, 2005). These researches have shown that there are reasonable
grounds to believe that systemic approach may contribute to better understanding
development of the financial sector and its dynamic relations with the real economy and thus
to more effective financial policy.
The question, therefore, is why the mainstream financial economics has been ignoring
the systems theory? The most general answer is that methodology of this economics,
developed by Friedman (1953, 1962), Sharpe (1964) and Fama (1965, 1970, 1998), rejects
systemic approach. As has been shown by Frankfurter (2007, ch. 1), one of the strictest
implicit assumptions of this methodology is ‘that the sum of the parts equals the whole’,
which stands in glaring contradiction to the concept of the system.
In the following parts of the paper it will be shown that the systems theory can give
new push to advancement of methodology of financial economics. First of all, it will force the
latter to perceive finance in the holistic way, i.e. as a subsystem of the broader economic
system and not as an autonomous system governed by its own rules and pursuing only its
particular goals (see: Fullerton 2011, p. 2). In particular, it will be demonstrated that
application of concepts of the systems theory to financial economics allows for better
understanding of dynamic relations between the financial system and the real economy, and
6
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consequently, for better targeted and thus more effective financial policy. One should
stipulate that the paper discusses the problem at rather high level of generality with no
intention to provide ready-to-use analytical tools for empirical analysis.
However, before getting to the heart of the matter, some thought should be given to
the concept of a system, which only seemingly is simple.

1 Three perspectives on the notion of a system
In the academic literature one can find three principally different ways of defining a system.
What makes the difference is the assumed genesis of a system or – in other words – what is
considered the foundation on which a system is built. The three alternative genesis of a
system are the following:
- Set of elements/units
Examples of definition: ‘A set of coupled acting elements is called a system’ [Lange 1965,
p. 17]. ‘A system is a complex object, formed of separate components interconnected by a
number of relationships’ [Ladrière, 1968, p. 685]; ‘A system can be defined as a set of
elements standing in interrelations’ [Bertalanffy 1968, p. 55].
- Structure
Examples of definition: ‘System refers to an ordered form, which brings the entire
elements into a structural connection (Diemer 1968, p. 151)‘.
- Functions
Examples of definition: ‘System is a concept that refers both to a complex of
interdependencies between parts, components, and processes that involves discernible
regularities of relationship and to a similar type of interdependency between such a
complex and its surrounding environment’ (Parsons 1968, p. 458); ‘System is a whole
coupled by a form of regular interactions or cooperation between its parts’ (Such 1986, p.
82).
The differences are not only semantic as they also indicate alternative primary bases on
which a system may arise: elements, structure or functions. And this has fundamental effect
on explaining how the system develops and operates. At this moment one can say that if a
7
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system develops from a set of elements, then it is called emergent, whereas in two other
cases systems are called designed.
In the real world man-made systems develop in different ways. In the case of technical
systems their coming into existence is preceded by their design: functional, structural or
both. On the other hand, socioeconomic systems may be created on a basis of an earlier
concocted design, as well as emerge spontaneously out of the interaction of components
comprising them (Parent 2010). In the following paragraphs the three perspectives on the
system are discussed in more detailed way.
Componential perspective
In this case a point of departure for defining system is a set of elements (components, units).
Elements are perceived here as primal relative to the system, and the system is perceived
as an existence secondary to its elements. System emerges as an outcome of spontaneous,
bottom up initiatives of individual elements in response to opportunities and threats arising
in their environment. In other words, it is the set of components and their characteristics that
create a system and determine its properties, i.e. structure and functions performed by each
component. Both are emerging gradually in hit-or-miss style as a result of behaviour of and
action taken by individual elements according to possessed predispositions and skills.
Though, as a rule, system’s components determine intended functions of the system towards
its environment, they have only general and tentative character. Functions that will be
actually performed by the emergent system are neither predictable or deducible from, nor
reducible to the components alone (Goldstein 2007, p. 57). Number of element and types of
them may change in unpredictable way. Some of them may leave a system, while new ones
may join it. A change in the set of elements usually impacts the system’s structure and
functions.
It is worth stressing that the structure of emerging systems may be not only hierarchic
but also heterarchic1, at least in the early stage of their development. The best example of
heterarchy is a concept of the free market.

Structural perspective
8
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From structural perspective a system is defined by its structural form (architecture,
construction, formal organization, institutions2, or social norms) determining composition of
the system, i.e. types of its components, their positions towards each other and relationships
between them. Each position defines a set of absolute features (attributes), which an element
occupying the position should have to be able to maintain ascribed set of relations.
Organizational design is perceived as primal in relation to both: elements and functions of
the system. The elements are considered solely as ‘conveyors’ of structural relations and
are considered potentially replaceable. Elements do not mould structure of the system; they
only “reproduce” it. Any change in attributes of an element that disturbs the established
structure of the system is considered a defect of the element and should result in replacing
it by another one.
Functional perspective
From functional perspective an initial intuition for understanding a system is a living
organism. System is defined as a whole coupled by a form of regular interactions or
cooperation between its parts in order to perform specific functions towards the environment
or, to put it differently, in order to produce specific outputs indispensable to maintain
equilibrium between the whole and its environment, conditioning survival and development
of the system [adapted from Such 1986, p. 82]. These external functions are performed
through interactions between parts (elements) of the system. Interactions occur on the basis
of an ex ante determined functional pattern (functional hierarchy). The pattern is a
conceptual model (abstract system) composed of functional nodes (vertices) and links
(edges) connecting them. Each functional node defines functional competencies (abilities),
which should have an element assigned to this node to be able to contribute effectively to
performance of external functions of the system. Links connecting the node with other nodes
define elementary functions the element should perform as its contribution to the
performance of the system. In other words, links define ascribed functional behaviours of the
element placed in a given node.3 Functional competencies refer to an element’s potential
ability to perform a given function, while functional behaviour refers to actual performance
of the function.
9

This project has received funding from the European Union’s Seventh Framework Programme
for research, technological development and demonstration under grant agreement no 266800

Like in structural approach, elements are considered potentially replaceable.
Functional competencies decide on incorporating an element to the system, whereas actual
functional behaviours determine whether the element is kept in place or eliminated and
replaced with another one.4 In case of systems which elements are people this approach
considers human agency a factor disrupting desirable individual’s behaviour. 5
While functional hierarchy shows how the system operates, the structure shows its
state. To understand operation and particularly development of real social systems, so
financial systems as well, all three approaches should be applied, though a role played by
each approach may differ depending on kind of systems investigated. Merton (1990, p. 263)
suggests that ‘a functional approach to analysing the financial system and its economic
performance may provide a more useful organizing perspective than an institutional (i.e.
structural in our terminology) approach, especially in an environment of rapid technological
changes and movement toward increasingly global connections among financial markets’.
The main difference between componential perspective on the one hand, and
structural and functional on the other, lies in the following: the former assumes that
behaviour of elements of the system is constrained only by external factors, while according
the latter the elements’ behaviour is constrained first of all by the settled structure and/or
functional pattern of the system. Paraphrasing John Child’s (1972, p. 2) statement on
determinants of organisational behaviour one can say that both, structural and functional
approach fail to give due attention to the agency of choice by whoever have the power to direct
the system and thus imply that behaviour of a system can be understood by reference to
functional imperatives and structural constrains rather than to political action. This means
that the role of componential perspective in investigating a system increases along with
growing freedom of activity and behaviour of components of the system. Taking into account
that each component of the socio-economic system is unique, even within a certain class of
components, one must conclude that a theory assuming componential approach to the
investigated socio-economic system (e.g. a market theory) and, concurrently, uniformity of
each class of its components (in this case enterprises and customers) is rather not able to
explain correctly functioning and development of the real system.
10
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2 What does “financial system stability” mean?
Though the term ‘financial system stability’ has recently become one of the most frequently
used in academic financial literature, as well as in official reports of national and
international financial institutions, no universally accepted definition of financial stability and
analytical framework for assessing it exist yet. 6 There are plenty of them, more or less
different, some mutually exclusive.7 Generally, one can distinguish three main ways of
defining financial stability:
-

as a robustness of the financial system, i.e. its ability to withstand shocks to the
economy and financial markets;

-

as a state, situation or condition in which financial system efficiently performs
specific functions;

-

as the ability of financial system to perform specific functions towards an economy,

Only definitions from the first and small group allude to the system theory’s concept of
stability, though possibly not necessarily in full consciousness of logical consequences. As
an example one can quote the Bundesbank definition from 2003, which says that financial
stability is ‘a steady state in which key macroeconomic functions […] are performed
efficiently’ (Deutsche Bundesbank 2003, p. 8; author’s emphasis). The trouble with this
definition is that if a system is in ‘steady state’ then the recently observed behaviour
(facilitating as well as impeding performance of the economy) of the financial system will
continue into the future. The word ‘steady’ is no longer present in the recent Bundesbank
definition (see Deutsche Bundesbank 2015, p. 5).
Definitions from the second group differ fundamentally from the remaining two.
Contrary to the common understanding of stability as a property of a system (see Allen &
Wood, 2005, p. 3) these definitions consider financial system stability/instability as an
outcome of favourable/unfavourable circumstances, in which the system has found itself.8
Besides, these definitions do not specify what determines the state (situation, condition) and
what it is being referred to. Is it the financial system itself or its environment, or both? What
are the forces impacting on the state and what kind of financial system response is assumed?
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Definitions of the third type hit the nail on the head with referring to the ability of the
system to perform specific functions, but the ability to perform specific functions and stability
of a system (as defined by the system theory) are quite different concepts. So the problem
with this type of definitions is a terminological one and reflects a conceptual gap between the
financial economics and the systems theory. However, this gap may have (and actually has
had) negative consequences for effectiveness of the financial policy.
The concept system stability has originated from the systems theory. Its traditional
definition says that a system is stable if, when perturbed, it returns to its original state (The
ASC Glossary n.d.). More recently stability is defined as ability of a system to persist and to
remain qualitatively unchanged in response either to a disturbance or to fluctuations of the
system caused by a disturbance (Heylighen n.d.). The second definition combines the first
one with Holling’s concept of resilience defined as ‘the capacity of a system to absorb
disturbance and reorganize while undergoing change so as to still retain essentially the same
function, structure, identity, and feedbacks’ (Walker et. al. 2004, p. 5) 9.
It is generally believed that a desirable property of social systems is their stability.
(Krippendorff, 1986). Actually, stability of a social system is desirable only in specific
situations, namely when functions a system should perform – i.e. functional requirements
of environment for the system – are constant and its present structure enables the system
to perform these functions efficiently. While in the case technical or biological systems these
conditions are in principle met, this is usually not true for social systems. As Ackoff (1981, p.
4) observed ‘Human beings seek stability and are members of stability-seeking groups,
institutions, and societies […], but the world in which this objective is pursued is increasingly
dynamic and unstable’ And if the environment of a socio-economic system is changeable, so
are functions the system is supposed to perform towards it. If the system were stable (in the
sense of the systems theory) then it would still carry out – or at least try to perform – the
same functions as before, and not those required currently by its environment. Then, what
would be the point of caring about stability of the financial system which performs functions
useless – and the more so detrimental – for its environment, i.e. the real economy and other
financial systems? There is no doubt that there can be only one answer to this question: any.
12
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3 Dynamics of a system: stability vs adaptability
Each open system exists as a part (subsystem) of a system of higher order
(suprasystem), performing some function or functions towards other subsystems and the
suprasystem as a whole. The situation when functions, which the system is actually
performing towards its environment, match functions required by the environment (or to put
it another way: when a system is being fully eufunctional towards all other components of
the suprasystem) will be called external equilibrium of the system. And this is the only
situation when stability of the system is desirable from the point of view of its environment.
As shown below, there are possible other functional relations between a system and its
environment.
The external equilibrium of a system should be distinguished from its internal
equilibrium (which systems theory calls simply equilibrium), that is the situation in which
each component of the system (element and subsystem) is eufunctional towards other
components of this system. A system is in a state of internal equilibrium only if all its
subsystems are in a state of external equilibrium. If the opposite is true, and some critical
function of a subsystem is not performed effectively, then the system can survive only if it is
parasitic on or symbiotic with some other system which compensate adverse effects of failed
function (see: Miller 1969, p. 74-75]. For example, a bank, in which the function of risk
management fails, becomes insolvent and can survive only at the expense of other financial
entities or the State.
It should be emphasized that while internal equilibrium of the system conditions
effective performance of some external functions, it does not necessarily mean its external
equilibrium. In the real world one can easily observe a lot of systems performing certain
functions very effectively, but the functions are not those expected by the system’s
environment, i.e. by other systems belonging to the same suprasystem. Such a system is
non-functional.

When functions performed by a system have negative effects on its

environment it becomes dysfunctional. In the extreme case, a system may wins benefits at
the expense of its environment. Such a system becomes parasitic. In the field of biology a
cancer is the best example of such a system.
13
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The last financial crisis proves that the global financial system has become to a high
degree parasitic towards the real economy and the society.10 Similar opinions were
expressed – though less bluntly – already three decades ago by John Train and James Tobin
(1984), and then by Hyman Minsky (1990), Paul Sweezy (1994) and more recently among
others by Joseph Stiglitz (2009), Andrew G Haldane (2010), Dean Baker (2013), Gerald Epstein
(2013), Thomas Palley (2013) and Epstein and Crotty (2013). The first of the above mentioned
authors wrote about the casino aspects of commodity futures markets and pointed out that
speculation in these contracts was negative-sum game for the general public due to large
‘win’ of brokers and berated the brokerage houses for misleading amateur clients into this
particular casino (quoted after Tobin 1984, p. 15). In his Fred Hirsch Memorial Lecture Tobin
said that “we are throwing more and more of our resources, including the cream of our youth,
into financial activities remote from the production of goods and services that generate high
private rewards disproportionate to their social productivity” (p.14). Epstein and Crotty
presented preliminary estimates suggesting that in the decade of the 2000s the financial
sector in the US extracted 2-4 times as much income relative to the value of services it
provided to the from the real economy as it did during the 1960s (Epstein and Crotty,(2013,
pp.299-300).. This would suggest that the financial sector was detracting from rather than
contributing to the growth of the real economy.
A system’s equilibrium is ceaselessly exposed to potential disruptions from the side
of factors occurring in the system’s external as well as internal environment. To ensure
permanence of the equilibrium – or, in other words, to ensure dynamic equilibrium – of the
system, these factors must be ceaselessly monitored and their impact anticipated and
neutralized, and if not possible, activities restoring equilibrium should be undertaken. A
system, which is not able to establish and maintain its equilibrium or restore it when lost, is
devoid of adaptability: structural or functional, or both.
Summing up, while the stability of a system means its ability to protect or restore its
essential properties (structure and functions) from destroying or disrupting impact of
internal and external factors, adaptability of a system means its ability to change these
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properties when they become incompatible with changing requirements of system’s
environment. Stability concerns internal equilibrium while adaptability – external one.
Both stability and adaptability concern the structure of the system as well as and its
functions11, and both may take on two, not mutually exclusive forms: reactive (reacting to
problems when they occur instead of doing something to prevent them) and proactive
(anticipatory and preventive).
From the point of view of investigating relations between financial and real sectors it
is crucial to differentiate between adaptation of a system to the requirements of its
environment and changing the environment by a system to suit itself. Steg calls the
former adaptive behaviour, while the latter adapting behaviour of the system (Steg and
Schulman, 1974).12 One should notice that the adapting behaviour may bring about two
opposing consequences to the environment: beneficial (when the purpose of the system is to
create new opportunities for its own development through stimulating changes that benefit
also its environment) or detrimental (when the system is driven exclusively by its egoistic
self-interests). In the field of finance making customers warm to cashless transaction is an
example of the former, while persuading financial investors into buying ‘toxic’ derivatives
(like CDS and CDO, or persuading low-creditworthiness households into taking out a
mortgage for buying a house are examples of the latter.
Structural stability vs structural adaptability
Structural stability is meant here as system’s ability to protect its structure from destroying
impact of uncontrolled factors. However, keeping a system structurally stable makes sense
only if the actual structure allows the system to perform effectively and efficiently its
functions towards its environment. If the opposite is true, structural stability will make the
system more or less non-functional or dysfunctional. In such a case, to restore its
eufunctionality, the system has to demonstrate its structural adaptability, i.e. ability to adjust
its structure to functions it is supposed to carry out. Structural adaptability is particularly
important when functions required of the system are changing considerably and its current
structure does not longer allow to perform them.
Functional stability vs functional adaptability
15
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Functional stability is understood as a system’s ability to perform a given set of functions in
spite of disrupting impact of uncontrolled factors. From the outsider’s point of view a
functional stability of a system desirable only if functions the system is actually able to
perform, are those it should perform to be eufunctional towards its suprasystem. If the
opposite is true, functional stability is losing its raison d’être and should be replaced by
functional adaptability, that is system’s ability to adjust its functions to new functional
requirements of the suprasystem. Functional adaptability should usually be accompanied by
structural adaptability of the system. And both may require a new collection of elements or
new composition of their attributes.
The system which is not able or willing to adapt itself to requirements of its
environment, or shows adapting behavior harmful to the environment, has to be subject to
external regulation. This is particularly true in the case of the financial sector.
It should be stressed that to determine whether the system remains in equilibrium,
both the scope of functions, the way they are performed, and their quantitative dimension
should be taken into account For example, one of the basic function of banking system is
making loans to the real sector actors: enterprises and households. However, too lenient
loan policy and consequently excessive credit expansion may easily lead to dangerous
increase in irrecoverable debts on the one hand and to mass consumers and enterprises
insolvency.

4 Causes for external disequilibrium system of a system
One can enumerate the following causes for external disequilibrium of a system:
a) Particular components of the system have adjusted their individual functions and
structures to their own interests, contrary to the interests of other components and the
system as a whole. The system is in internal as well external disequilibrium. As mentioned
above, in such a situation the system can survive only if it is parasitic on or symbiotic with
some other system, which compensate adverse effects of failed functions.
b) Initially functions of the system matched functional requirements of the system’s
environment, and its structure was fit to perform them but then the system has adjusted
16
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its functions to their own interests, contradictory to the interest of its environment. System
remains in internal equilibrium but has lost its external equilibrium. This makes the
system dysfunctional or parasitic.
c) Functions the system should perform towards its environment have been incorrectly
designed, and structure and composition of elements adjusted to them. The system
retains internal equilibrium and may effectively carry out its functions but is not
eufunctional towards its environment (is not in external equilibrium).
d) Functions of the system have been designed correctly but its structure is not (fully) fit to
perform them (at least some). System is (at least partially) in internal and consequently in
external disequilibrium.
e) Functions of the system has been designed correctly and structure is fit to perform them,
but attributes, functional abilities or functional behaviour of its components does not (fully)
meet requirements of system’s structure or functions. System is not able to perform the
expected functions effectively (at least some of them).
f) Change in functional requirements of the environment to which the system – hitherto
remaining in external equilibrium – is not able to adjust itself because lack of (or
insufficient) structural and, consequently, functional adaptive capacity (‘ossification’ of the
system’s structure). ‘If the system is “structurally stable” […], the new mode of functioning
will be unable to establish itself (Prigogine and Stengers 1984, p. 189-190). In
consequence, the system deprived of functional adaptability, loses its external
equilibrium. In case of organisations the ossification of their structures is a product of a
bureaucracy, which being efficient in the original environment, is not able to meet the
challenge of changing environment.13.
g) Failure of one or more parts (elements, subsystems) of the system. If not repaired or
replaced, the failed part may trigger a cascading failure of successive parts and,
consequently, external disequilibrium of the whole system. Prigogine and Stengers (1984,
p. 176) point out that in some circumstances a role played by individual behaviour may be
decisive. Particularly in complex systems even small changes ‘in physical interactions or

17
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stimuli can cause large effects or very significant changes in outputs’ (Paul Cilliers 1998,
p. 3).
In social systems the scope and degree to which functions which have been set down for
particular components of a system are actually performed depend on three main factors:
perception of the functions by the components, their competencies and incentives:
Functions
set down

Supposed
behaviour

Perception
Competencies
Incentivenes

Actual
behaviour

Functions
performed

Summing up, to judge how a system currently impacts other systems belonging to the same
suprasystem and the suprasystem as a whole, one should first of all weigh up whether the
system is in external equilibrium or disequilibrium, and not if it is stable or unstable. From
the long-term perspective, in turn, one should examine whether the system displays
structural and functional adaptability aimed at benefiting its environment.
All the above listed situations may be responsible for external disequilibrium of
financial systems. However, special attention should be paid to the situation when a financial
system gains high adapting capacity (‘mastery over the world’ in Max Weber’s phrasing) and
uses it to change its environment (i.e. the real economy) to pursue its egoistic self-interests.
In this way financial system expands through destabilisation of the real economy. An extreme
example of detrimental adapting behaviour of the financial system has been an extensive
political lobbying and influence peddling or bribery) for far-reaching deregulation of financial
sector, which has brought about disastrous effects on the real economy (see e.g.: The Long

Demise …, 2003) followed by the equally vigorous campaign against re-regulation of the
sector after the outbreak of the global financial crisis. Total US financial sector spending on
lobbying more than doubled in 1998-2007 (from $207.8 million to $426.5 million) and in the
seven subsequent years increased by another 16.7% (up to $497.6 million in 2014). Besides,
the US financial sector is far and away the largest source of campaign contributions to
federal candidates and parties, with insurance companies, securities and investment firms,
real estate interests and commercial banks providing the bulk of that money (Center … 2015).
In 1997 and 1998 the US financial sector lobbyist spent over $300 million on Congress. The
chairman of the Senate Banking Committee, Phil Gramm, himself collected more than $1.5
18
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million during five years preceding the enactment of the Financial Modernisation Act in 1999
(McLaughin, 1999). A year later the Commodity Futures Modernisation Act passed without
debate. The two acts nearly completely deregulated the US financial market opening the
doors to fast, pathological development of the financial sector. After the outbreak of the
global crisis lobbing and influence pending continued, this time against re-regulation of the
financial sector. During the 2008 election cycle, the financial industry has donated $24.9
million to members of the New Democrats, a neoliberal fraction of the Democratic Party
strongly tied to Wall Street. Representative Melissa Bean of Illinois, who has led the
Coalition's efforts on regulatory reform, was the top beneficiary, with donations of $1.4
million (Veksin and Kopecki, 2009). Members of the House of Representatives Financial
Services Committee received $69.7 million in campaign contributions over their career, of
which $4.6 million fell to the new committee chairman Spencer Bachus. (Papagiannis, 2011).

Concluding remarks
Application of systemic approach to analysis of relationships between the financial
sector and the real one, has brought about to the conclusion that stability of the former
(defined as its ability to persist and to remain qualitatively unchanged in response either to a
disturbance or to fluctuations of the system caused by a disturbance) not necessarily
contributes to sustainable development of the whole economy. As nowadays the real sector
is experiencing fast changes, the most important feature of the financial sector becomes its
structural and/or functional adaptability, i.e. its ability to adjust its structure to functions it is
expected to carry out or to adjust its functions to new functional requirements of the real
economy. In the last decades, adaptability of the financial sector manifested itself rather in
adapting behaviour than in adaptive one. In other words, development of the financial sector
occurred more through adapting the real economy to its own goals than through adapting
itself to changing needs of the non-financial sectors. Such an attitude by itself needn’t pose
a threat to the economy. As mentioned above, the problem appears only when the adapting
behaviour of the financial sector is driven exclusively by its egoistic self-interests and leads
only to its own short-term benefits at the expense of the long-term development of non19
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financial sectors. Epstein and Crotty (2013) analyzing financial innovations other than such
as CDOs come to the conclusion that about one-third of them has been functionally inefficient
as they were “motivated by tax, accounting, and regulatory, ‘arbitrage’ or ‘evasion’” rather
than simple efficiency improvements’’ (pp. 303-305). Large-scale diffusion of innovations in
the field of debt securitization (CDS and CDO), not captured by their estimate, was not only
socially useless but have had particularly detrimental effect on the economy.
However, in all fairness, it should be added that, on the other hand, some innovations
in the real economy have had an ambiguous impact on the financial sector. This can be said
first of all about the internet which enormously shortened the time needed to carry out
financial transactions. The innovation has reduced the duration of even long-distance
payments for of all kinds of goods and services from hours or days to seconds or minutes,
but at the same time brought about multiplication of purely speculative transactions in
financial markets. Development of high frequency trading (HFT) algorithms has enabled to
automate trading strategy and execute about one thousand or more orders per second to
“manufacture money from money”(Harrington, 2011, p. 99). This allows ‘to split enormous
orders into blocks of 100 to 300 shares so that other traders can’t recognize the true demand
and take advantage of that knowledge for their own profit’(Urstadt 2009, Duhigg 2009). The
HFT contributed to enormous increase in number of securities traded in stocks between 2005
and 2009. For example, the average daily number of total shares traded in all U.S. stocks
increased from above 4 billion in 2005 to almost 10 billion in 2012. At the same time by HFT
percentage of shares traded by HFT increased from 21% in 2005 to 61% 14 (Declining U.S. …,
2012), which means that the number of remaining shares increased by just one fifth. Among
the consequences of expansion of HFT is increased volatility of security prices. For instance,
in early March 2010 shares of the biotech company Dendreon plunged more than 69% in 70
seconds as a result of combination of short-sellers and HFT (Harrington, 2011, p. 100). The
HFT was also behind the so called ‘flash crash’ on 6 May 2010, when ‘in just 20 minutes the
New York Stock Exchange had witnessed it’s biggest stock plunge in decades, all traced to
one gargantuan sell order’. The Dow Jones Industrial Average fell by nearly 1000 points. In
just 20 minutes 2 billion shares worth $56 billion had changed owners.(Treanor 2015)
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Another consequence of HFT was dramatic reduction in average time of keeping shares of
particular companies: from four years few decades ago to 22 seconds at present (see: Bauder
2013). Volatility of companies’ shareholders increased enormously with a considerable part
of them regarding shares as cards for casino games and not as the company’s title deed.
This, in turn, has had negative impact on corporate behaviour.
The last financial crisis has revealed that when effectively performed functions confer a
benefit on financial sector at the expense of the real one, the former becomes not only
dysfunctional, but parasitic on the latter. And that is not all: the more efficient in this situation
the financial sector is, the more detrimental is its impact on the real economy. This is why
the financial sector must be subject to regulations on the national, international and global
level. These regulations should be aimed first of all at the sector’s functionality, and their
scope and intensity be similar to those applicable to the pharmaceutical sector.

Notes
1

Heterarchy denotes a structure without different levels, within which “processes are
governed by a pluralistic and egalitarian interplay of all components” of the system. Cf.
Skyttner 2005, p. 65.

2

The term institution is understood here as a set of rules that govern the structure.

3

A function set down for a system or its component is an image of supposed behaviour
abstracted by human and, in general, it is represented in the form of to do something, while
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function actually performed corresponds to actual behaviour of a system or its component
(see: Umeda et al. 1990, p. 183, 184).
4

Distinction between functional abilities and functional behaviours appeared for the first time
in 1909 on the ground of biology, with reference to cells. See: Gorbon and Chlebopros 1988,
p. 152.

5

Agency refers here to the capacity of individuals to act independently and make free choices.

6

Not much has changed since 2004 when the Governor of the Swedish Riksbank said that,
‘the concept of stability is slightly vague and difficult to define’ (Heikensten 2004).
For review and analysis of various definitions of financial stability see e.g. Alawode et. al

7

(2008) and Schinasi (2004).
8

Such an understanding of the ‘stability’ is also obviously contrary the etymology of the word:
Latin stabilis from stāre (“to stand”) + -abilis (“-able”). See: The New Oxford Dictionary of

English, 1998.
9

The concept was first time presented in Hollings (1973, p. 17).

10

Black (2010) says that a function the contemporary financial system performs towards real

economy has transformed from “a servant” to “a predator”.
11

The term system adaptability used here has a wider meaning than adaptive capacity used

in Systems Theory. The latter, defined as ‘resilience to perturbation, giving a system the
ability to reconfigure itself with minimum loss of function’, concerns structural adaptability
only. The term ‘functional adaptability’ is well known in medicine. The Author of this paper
used this term with reference to the human resource systems in Dymarski (1987).
12

Steg and Schulman (1974) p. 2. Originally a distinction of this kind was made a century ago

by Max Weber, who used terms adaptation to the world and mastery over the world (see:
Parsons et al. 1961, p. 1055). Similar distinction with reference to structural adaptation of
organism has been done by Krippendorff (1986, headword Adaptation). He calls adaptive
behaviour Darwinian and adapting behaviour Singerian (‘after Singer who described how
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organisms, particularly man, can change the nature of their environment so as to eliminate
threats to or prevent the destruction of their internal organization’).
13

An excellent presentation of a mechanism through which bureaucracy degenerates from

an organizational optimization to an organizational pathology and next exports pathological
behaviour beyond strict organizational boundaries is presented in Acar & Aupperle (1984,
pp. 157-166).
14

Since 2013 has trend reversed.
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THE ABSTRACT OF THE PROJECT IS:
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economic terms. The programme involves an integrated and balanced consortium involving
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perspectives both within economics and across disciplines inclusive of economics. The
programme is distinctively pluralistic, and aims to forge alliances across the social sciences,
so as to understand how finance can better serve economic, social and environmental needs.
The central issues addressed are the ways in which the growth and performance of
economies in the last 30 years have been dependent on the characteristics of the processes
of financialisation; how has financialisation impacted on the achievement of specific
economic, social, and environmental objectives?; the nature of the relationship between
financialisation and the sustainability of the financial system, economic development and the
environment?; the lessons to be drawn from the crisis about the nature and impacts of
financialisation? ; what are the requisites of a financial system able to support a process of
sustainable development, broadly conceived?’
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