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Abstract

In this paper, we analyze the role of financialization, namely securitization and the production of structured financial
products, within the functioning of a monetary capitalist economy of production. We do this by embedding such
‘financial innovations’ in an extended financialized monetary circuit. We complement this theoretical analysis with data
about the evolution of the commercial banks in the US economy since the end of World War Il. We show how the
‘financial side of financialization’, by allowing commercial banks to extend more credit to the economy, and household
sector in particular, may have significantly contributed to the monetization of surplus value in neoliberal capitalist
regimes. In this sense, we stress how financialization appears to be fully consistent rather than dysfunctional to the
needs of capitalist economies. We also note that this may come at the cost of heightened systemic fragility. While
financialization may enable capitalist system to monetize profits more easily, it also modifies the structure of the
pyramid of money hierarchy and favor the expansion of what has been defined as “fictitious liquidity’ relative to bank
money. In our view, this last contradiction, can make capitalist economies more exposed to in-depth macro-financial
instability as soon as financial turmoil emerges.
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1. Introduction

The Monetary Circuit theory (henceforth MCT) developed by Augusto Graziani (1989;2003), among
many others, was meant to shed light on the fundamental mechanisms of a capitalist monetary
economy of production. The basis of this theory lies in the interaction between the financial and
real sides of the economy, within the relationship between (commercial) banks and (non-financial)
firms in particular.

The MCT shares several aspects with the post-Keynesian theory of money. Money is
endogenously created ex nihilo by commercial banks issuing loans, according to creditworthy
borrowers; in the traditional monetary circuit, these are firms2. This is the start of the circuit, initial
finance in the MCT jargon. Firms use received liquidity to hire workers and pay wages as an advance
for production. Firms implement their production plans, whilst workers make consumption and
saving decisions. The part of wages spent in purchasing goods (or services) or saved in financial
markets by buying corporate bonds moves back to firms. Such money reflux, the co-called final
finance, cancels out initial money creation and firms’ original debt. Wages kept idle in liquid forms
instead, i.e., banks’ deposits, match with outstanding firms’ liabilities.

Some contributions have recently questioned whether changes in the financial system and in the
behavior of non-financial firms occurred in the last four decades in most (if not all) advanced
economies have structurally modified the monetary circuit just described (see, among many others,
Fumagalli and Lucarelli, 2011; Seccareccia, 2012; Sawyer, 2013; Passarella, 2014; Michell, 2017).
More specifically, they wonder whether so-called financialization?, or at least some aspects of this
multifaceted phenomenon, have changed, perhaps impaired, the well-functioning of a capitalist
monetary economy of production.

I”

In this paper, we study whether financialization effectively stands out as a “parasitical” evolution
of modern capitalism or is rather fully consistent with the most intimate “essence” of capitalism
itself.* We focus on what Caverzasi et al. (2019) label the “financial side of financialization”, namely
the spread of securitization and complex financial products (e.g., Asset Backed Securities — ABSs —
and Collateralized Debt Obligation — CDOs). We analyze how such relatively new financial practices

are functional and may boost the monetization of profits, i.e., the final M’ in the well-known M-C-

2 Marc Lavoie (2014) notes that “loans are created ex nihilo at the stroke of a pen, or by punching a key on the computer,
as long as the borrower is creditworthy [...] The loan awarded to the borrower has an immediate counterpart in the
liabilities of the bank, by the creation of an equivalent additional deposit” (Lavoie, 2014, p.194 — 195). Rephrasing this
process in the context of the MCT, loans applications by firms, when accepted by banks, create deposits and liquidity
through which firms get the production process started.

3 The most frequently cited and, probably, most comprehensive definition of financialization is the one provided by
Epstein (2005), according to whom “financialization is 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). This expression thus embraces a lot of variegated phenomena. Some of them are: (i) the “shareholder value
orientation” and the crowding-out of productive investment in favor of financial ones by non-financial firms (Lazonick
and O’Sullivan, 2000; Tori and Onaran, 2018 and 2020); (ii) the “financialization of everyday life”, i.e., increasing
households’ indebtedness and inclusion in financial processes as a way to get access to services (healthcare or education
services, for instance) or the purchase of goods (van der Zwan, 2014); (iii) the introduction of financial innovations and
structural changes in the behavior of financial operators that can create self-feeding mechanisms inside the financial
sector itself with poor (or weaker) connections with real-economy dynamics (Botta et al., 2015).

4 For a detailed analysis of this debate see Sotiropoulos, Milios, and Lapastioras (2013).



M’ Marxian circular representation of the capitalist process. We do so through an extended
monetary circuit emphasizing the connection between the above-mentioned (financial) aspects of
financialization and the often-neglected mechanisms through which profits can be monetized in the
monetary circuit itself. The focus is on credit to households. We complement our theoretical study
with a descriptive analysis of some macro-financial data, in particular, the evolution through time
of the size and composition (for different types of borrowers and forms of credit) of commercial
banks’ lending. We look at the US economy, most likely the most financialized economy worldwide.
Two outcomes of our study are worth stressing.

First, given available data, commercial banks’ credit to households has always represented an
important part of commercial banks’ business, as well as a source of profit monetization in the logic
of the monetary circuit. Securitization and the production of structured financial products have
certainly contributed to expanding it even further and making lending to households outgrow the
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more “traditional” (at least from the point of view of the MCT) lending to firms. This was particularly
true in the 1990s and at the beginning of the 2000s, that is in the way up to the Great Financial Crisis
(GFC). In this sense, financialization seems to be fully in line with the intrinsic logic of capitalism by
widening the sources of profit monetization for both financial and non-financial firms.

Second, in financialized economies, wider profit opportunities likely come at the cost of higher
macroeconomic instability. Securitization and the ensuing creation of complex financial products
enable commercial banks to extend more credit to households by freeing space in their balance
sheets. When commercial banks’ assets (loans) are sold and moved out of their balance sheets,
matching liabilities (banks’ deposits) are equally destroyed. While commercial banks’ original assets
are still around in the economy, albeit packaged in some complex financial products and parked in
the balance sheet of other financial institutions, the economy is left with less (credit) money and a
“thinner” vertex in the pyramid of money hierarchy compared to larger intermediate tiers. In times
of financial turmoil, when almost everybody wants to return liquid and move to the upper tiers of
such a pyramid, the system may sharply and bitterly realize that the safest assets are no longer
there. It is easy to see how, in such an environment, more players will find no “free chairs” and fall
to the ground (read go bankruptcy) when the music stops.

The paper is organized as follows. Section 2 provides a brief overview of how MCT captures some
essential elements of a capitalist economy, namely the social conflict between capital and labor and
the monetization of profits. Section 3 presents relevant macroeconomic data about the
transformation of the US banking and financial system and “frames” such “structural” financial
developments in an extended financialized version of the monetary circuit. In doing this, it shows
how the “financial side of financialization” contributes to profit monetization. Section 4 sheds light
on the “flip side” of such finance-centered developments of capitalist economies, i.e., higher
exposure to systemic risks in times of financial turmoil. Section 5 concludes.



2. The MCT and the essential elements of a capitalist monetary economy of production

As underlined by Bellofiore (2019) and Passarella (2022), the aim of Augusto Graziani when
developing the MCT was more than just describing the functioning of modern capitalist economies
via the interaction between the financial and real side of the economy itself. The goal was rather
the identification of the bulk of a monetary economy, and this resulted from a refined reasoning on
different crucial issues in the theoretical debate: the roles of power relationships and that of
financing, the nature of money, but also crisis theory, and thus the monetary essence of a capitalist
system.

Graziani emphasizes the social divide between capitalists and workers that lies at the basis of
capitalist systems as ‘class monetary’ systems®. According to Bellofiore (2019), “access to finance
discriminates between capitalists-entrepreneurs and wage-workers” (Bellofiore, 2019, p.533). This
is why initial finance is primarily a class concept (see Passarella, 2022). Money is capital in the hands
of (industrial) capitalists when they get access to banks’ finance to buy workers’ labor power and
control the production process. Money is income in the hands of the workers who use it for
consumption and savings.

Whilst the simplest and most abstract version of the MCT as represented by Passarella (2014) in
Figure 1 below can well unveil the “class dimension” of initial finance, it remains unable to explain
what Bellofiore (2019, p.544) considers “a typical feature of the capitalist process”, namely the
formation of (monetary) profits.

Figure 1 — The essential monetary circuit in a private pre-credit economy.
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Source: Passarella (2014)

> Following Bellofiore (2019), this is by no means the unique form of conflict that, according to Graziani, may
characterize modern capitalist economies. Graziani recognizes the possibility for intra-capitalist conflicts, between
financial and industrial capital in particular, to emerge as well. This conflict becomes explicit (ii) when banks make
decisions about rolling over or ration firms’ loans; (ii) when banks set interest rates on extended loans, thus
redistributing gross profits among capitalists themselves (see Graziani, 2003).
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Following Passarella (2022), this is the well-known “paradox of profits” in the MCT, which is “due to
the high level of abstraction of [this version of] the model” (Passarella, 2022, p.20). In the most
fundamental version of the MCT, with production and price decisions taken by firms once monetary
wages have been advanced to workers, profits exist in real terms, since the level of real consumption
from workers spending their wages on the goods market is lower than what they produce. The
problem is how to “monetize” profits. The puzzle can be sorted out by relaxing the abstraction of
the monetary circuit and considering some other channels through which banks’ credit can be
extended to the economy. In this regard, Bellofiore (2019) and Passarella (2022) note the
importance of net exports (i.e., a new inflow of money from abroad), the financing of government
deficits, as well as banks’ loans provided to firms to finance investment demand®. Forges Davanzati
and Realfonzo (2011), instead, stress the role of consumer credit, in particular under neoliberal
economic regimes and in the decades preceding the outbreak of the GFC: “the influx of credit that
goes from banks to workers, by increasing total demand, allows firms as a whole to obtain extra
profits in money terms” (Forges Davanzati and Realfonzo, 2011)”. In Figure 2, we provide a graphical
representation of this more elaborated version of the monetary circuit featuring the above-
mentioned four extra channels of money creation.

Figure 2 does not claim to provide a complete view of all passages through which (credit) money
enters, circulates, and then exits the circuit. It still constitutes a very much stylized representation
of the complex nest of money flows featuring modern capitalist economies?. Yet, Figure 2 highlights
how banks’ financing of some components of aggregate demand, on top of initial finance that allows
production to get started, enables firms to possibly monetize profits, repay initial finance debt
towards banks, and pay interests on such liability (thus solving some alleged paradoxes
characterizing the essential monetary circuit portrayed in Figure 1).

6 In a way, banks’ financing of investment projects allows for the well-known Kaldor’s description of Kaleckian theory to
materialize: “capitalists earn what they spend, and workers spend what they earn” (Kaldor, 1955-1956, p.96). In this
regard, Bellofiore et al. (2000) note how the monetization of profits that could take place via banks’ financing of
investment demand represents a process that remains inside the capitalist class. Therefore, “from the ‘macro’ or ‘class’
perspective of the capitalist circuit, it is more rigorous to consider the surplus as appropriated in physical terms by the
capitalist class and shared between financial capital and industrial capital” (Bellofiore et al., 2000, p.404).

7 Bellofiore and Halevi (2008) label as ‘financial Keynesianism’ the new historical and social conditions that, in the
neoliberal era, at least before the outbreak of the GFC, gave momentum to the US economy and allowed firms to
monetize profits and close the monetary circuit via the unprecedented expansion of banks’ credit to consumers.

8 In Figure 2, for instance, we do not consider possible transactions between households and the government in the
form of wage payments to public employees, public transfers such as unemployment benefits or tax collection. Also, we
do not explicitly the case of public deficits being financed by issuing bonds then (perhaps indirectly) purchased by
households on financial markets. In Figure 2, we also make the distinction between firms producing consumption goods
and those producing capital goods. We explicitly show banks’ loans aimed at financing investment demand just in the
case of the former type of firms, as this flow of funds would remain very much hidden in internal transactions in the
case of the latter.
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Figure 2 — Profit monetization in an open-economy monetary circuit with banks’ financing of public purchases, consumption and investment
demand.
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Given this theoretical background, some contributions have recently tried to show how
financialization may have changed the functioning of capitalist economies and, hence, of the
monetary circuit. Seccareccia (2012), Sawyer (2013) and Passarella (2014), for instance, stress the
reversal in the net lender/borrower position between households and non-financial firms (big
corporations mainly). Such a structural switch goes hand in hand with the other two phenomena.
First, household credit has replaced loans to firms as the core activity of commercial banks’ business.
Second, the expansion of the so-called “shadow banking” relative to “clearing” (read commercial)
banks (Sawyer, 2013) alongside changes in the modus operandi and business model of commercial
banks themselves.

There is no doubt that in the end, as the blowing-up of the GFC itself demonstrates, the “financial
side of financialization” (Caverzasi et al., 2019) has been a source of heightened macroeconomic
instability and exposure to tail macro-financial risks. It has contributed to the endogenous rise of
income inequality in the context of an increasingly rentier-friendly economy (Botta et al., 2021); it
has fed the real estate bubble in the 2000s (Herwartz and Xu, 2020); it has incentivized reckless
behaviors by financial institutions with leverage levels well beyond limits seen before (Lavoie, 2012;
Tori et al., 2023). This said, here we wonder whether, in reality, financialization is fully consistent
rather than dysfunctional to the needs of a capitalist monetary economy of production, even in its
neoliberal more unstable fashion. Financialization might be seen as a deepening of existing capitalist
dynamics, with an intensification of financial players’ command over the processes of various capital
forms (Christophers and Fine, 2020).

In a regime featuring deregulated labor markets, shattered trade unions, reduced workers’
bargaining power and, hence, low wage standards, financialization might be instrumental to the
need of both financial and non-financial firms to monetize profits. Rather than a paradox,
financialization is an expression of the intrinsic (profit-oriented) coherence of modern and
increasingly unstable capitalist economies. We address this research question in Section 3 below.

3. Financialization in a capitalist monetary economy of production: a theoretical circuitist analysis
based on empirical evidence from the US economy.

Lysandrou (2020) severely criticizes the above-mentioned attempts to analyze financialization
through the lenses of the MCT on the grounds of methodological unfitness. According to Lysandrou
(2020), this macroaggregated approach is unable to capture the essence of financialization, which
lies in the application of Marx’s commodity principle to financial relations and in atomistic financial
transactions taking place on financial markets. It may well be the case that the MCT cannot grasp all
the factors, and socio-demographic dynamics among others, that spurred the outgrowth of some
financial institutions (shadow banks or non-bank financial institutions) and some financial products
(the broad category of ABSs) in the last four decades. However, we believe that MCT’s focus on the
movement of (bank-created) money into the system - coupled with the idea that “the starting point
for a construction of a macroeconomic model can only be the identification of the social groups
present in the community” (Graziani, 2002, p. 19) - is an extremely powerful tool to understand the
functioning of the financial system. It allows us to show precisely how securitization and the
commodification of credit relations are functional to underpin the further (extreme) expansion of
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banks’ credit to households and, this way, the monetization of profits (i.e., an essential element of
whatever form of capitalism). In our view, tracking money circulation inside the system is
particularly helpful when applied to the effects of securitization over the balance sheet of
commercial banks. It allows us to better understand how securitization makes the balance sheet of
commercial banks more flexible and opens space for new rounds of credit creation. It also helps to
grasp the securitization-led macroeconomic instability, as it ultimately causes the destruction of
bank money and the shrinkage of a top layer in the pyramid of money hierarchy relative to the
amount of assets (and debts) existing in the economy (see more on this below).

In what follows, we organize our analysis in two steps. First, we examine relevant macro-financial
data from the US economy, focusing specifically on commercial banks’ balance sheets and assets.
We aim to get insights into the evolution of commercial banks’ business models from the end of
World War Il through 2023. Second, we theoretically “frame” such evolutions in the modus operandi
of commercial banks and of the whole financial sector in an expanding financialized monetary
circuit.

3.1 The evolution of commercial banks in the US economy from the “Golden Age” to “financialized”
capitalism: some empirical evidence.

Figures 3 and 4 provide a detailed view of how U.S. commercial banks' balance sheets have evolved
between 1945 and 2023, shedding light on the primary avenues through which surplus value has
been monetized. These figures reveal how loans represented the core of the banks’ total assets,
with the bank-household credit relationship as one of the most prominent channels. Consumer
credit, along with residential mortgages, which account for from about 50 to 70 per cent of total
mortgages throughout the whole period, stand out as a significant portion of bank key assets (loans).
In this sense, it is important to note that the reliance on household indebtedness as a source of
surplus value monetization is not a new development but rather a continuation of long-established
financial practices in the US banking sector and US economy more broadly. In parallel, the role of
public deficits, manifested in banks’ holdings of debt securities, has been an additional consistent
source of monetization. Public debt, fueled by government borrowing, has long played a crucial role
in bank portfolios, providing stable, interest-bearing assets. Similarly, firms have historically relied
on banks to finance their investments through commercial mortgages and corporate bonds.
Therefore, the composition of commercial banks’ balance sheets highlights the deep-rooted
reliance on traditional credit mechanisms for both households and firms, demonstrating how these
channels have been central to the ongoing process of surplus value monetization across decades.



Figure

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

1945

Source:

3. Composition of US commercial banks’ assets, 1945-2023.

1947
1949
1951
1953
1955
1957
1959
1961
1963

1965

1967
1969
1971
1973
1975
1977

W depository institution reserves

M debt securities

+ other (cash,equities, MF shares, other)

1981
1983
1985
1987
1989
1991
1993
1995
1997

2001
2003
2005
2007
2009
2011

- federal funds and security repurchase agreements

H loans

Financial Accounts of the United States, Z.1 flow of funds.

Figure 4. Composition of US commercial banks’ loans, 1945-2023.
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Although these trends might represent a traditional creditor-debtor relationship, an important
element must be considered. In fact, Figure 5 highlights how financialization, including phenomena
like securitization, the production of ABSs and collateralized debt obligations (CDOs), and “originate
and distribute” practices, have likely amplified the above-mentioned channels for surplus value
monetization. First, structured financial instruments have expanded the traditional roles of banks in
household, public, and firm financing by creating new avenues for profit realization. Through
securitization, banks package loans into securities and sell them off to other financial institutions,
thus redistributing risk and allegedly enhancing liquidity (see more on this below). This shift has
deepened financial integration into everyday economic activity, enhancing profit realization for the
banking sector and financial institutions at large. Second, and perhaps more importantly for the sake
of our analysis, securitization has emerged as a powerful tool enabling commercial banks to “elude”
capital regulatory requirements and expand the provision of credit to the economy as much as
possible, to the household sector first and foremost.

Figure 5. The evolution of commercial banks’ loans, 1960-2019 (1960=100).
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In Figure 5, this fact emerges quite clearly in the astonishing surge in mortgage lending that took
place through the 1990s and up to 2007-2008 before the outbreak of the GFC. In this sense, it is
worth stressing that a significant part of new mortgage creation that occurred in that period was
not exclusive related to the financing of new home purchases. Quite the opposite, it increasingly
reflected the expansion of banks’ credit to households for the purpose of “home equity extraction”.
Homeowners increasingly tapped into the rising value of their homes to secure new loans, somehow
using their homes as ATMs. The money “extracted” from housing assets then served several uses,
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improvements and enlargements of dwellings or households’ portfolio rebalancing for instance, but
also the financing of consumption expenditures not directly connected with housing. Figure 5 also
reveals how this development pattern has been just temporarily “paused” by the GFC. Indeed, since
2010, US commercial banks registered and unprecedented rise in consumption lending (see black
line in Figure 5), albeit not in the form of ballooning (home equity extraction) mortgage lending.
Before the Covid-19 shock, bank’ lending supporting consumption expenditures outstripped other
forms of lending in the US economy, partially making up for long-standing structural issues such as
stagnant wages and growth. Anwar Shaik (2011, 2016) provides empirical evidence about the rise
of US non-financial corporation profit rate since mid-1980s and, in particular, in the 2000s before
the outbreak of the GFC despite continuing labor income repression. This evidence may well confirm
that the financial developments just described are essential for the monetization of surplus value in
the current neoliberal capitalist regime rather than being parasitic or paradoxical phenomena®. In
Section 3.2 below, we embed the “financial side of financialization” in an expanded monetary circuit
in order to better show, from a systemic point of view, the possible deep consistency between
financialization itself and the functioning of a monetary capitalist economy of production, at least
its neoliberal form.

3.2 Back to the Monetary Circuit Theory: credit creation and the behavior of commercial banks in a
financialized capitalist monetary economy of production.

Canelli et al. (2022) offer a detailed description of the institutions of the so-called ‘shadow banking’
system that expanded more vigorously in financialized economies in the last four decades. Their
work is centered around the taxonomy of functions recently associated with shadow banking itself
by the US Financial Stability Board (2020). Among other things, they analyze to what extent such
functions differ from (credit) money creation traditionally performed by commercial banks. The
graphical representation of a modern “financialized” monetary circuit that we provide in Figure 6
below is close in spirit to Canelli et al. (2020) and Botta et al. (2015). In addition, we believe that our
description is in line with Graziani (2003, p.16) himself for whom

“[a] complete theoretical analysis has to explain the whole itinerary followed by money, starting with the
moment credit is granted, going through the circulation of money in the market, and reaching the final
repayment of the initial bank loan.”

We apply a monetary perspective to the understanding of the financial markets. In so doing, our
main goal is to shed light on the connection between “shadow banks” and commercial banks. More
specifically, we focus on the consequences that the spread of securitization (and the ensuing
production of structured financial products) has had on commercial banks’ balance sheets and their
capability to supply loans to the economy, households in particular.

% Forges Davanzati and Realfonzo (2011), for instance, note that profits increased by 80 percent in OECD from 2000 to
2008. According to Palley (2013), financial profits in the US increased by a similar amount, about 89 percent, in the
2000-2007. These figures are more than double than the rise in the compensation to labor registered in the same time
period.
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Following Seccareccia (2012), the first element of Figure 6 that deserves attention is that the
financial system now takes the central stage in the monetary circuit. We consider three main
financial players. As before, commercial banks have a crucial role. They create money out of thin air
by extending credit to many different actors (black bold lines in Figure 6): non-financial companies
(this is the very traditional MCT-type “initial” finance when loans are meant to finance the
production process); households via mortgages and consumer credit; the government. In this
system, a new channel is depicted™®. It links commercial banks to investment banks, and it is possibly
directed to finance (among other things) the production process of complex financial commodities
such as ABSs, CDOs etc. Investment banks, the second main financial player in our scheme, are the
“lubricant” of financial markets. Through their activity as brokers and dealers, more generally as
market makers, they facilitate the circulation of liquidity (green lines in Figure 6) among financial
institutions. Perhaps more relevantly for our purposes, in recent decades they have produced those
seemingly safe assets!! (ABSs, CDOs...) used as collaterals (on top of Treasury bonds) in spreading
Repurchase Agreements (REPOS) that have further increased the liquidity of financial markets by
being perceived as close substitutes of bank money!? (more on this below). Investment banks have
extensively engaged in REPOs, reverse REPOs and repledging activities (a significant part of them
being an intra-sectoral phenomenon — see red lines in Figure 6) to speed up money circulation and
avoid money remaining “idle”. Finally, Figure 6 also reports “money manager”-type institutions such
as Money Market Mutual Funds (MMMFs), Pension and or Investment Funds (Institutional
investors), and Hedge Funds. They collect funds from households and non-financial companies and
allocate them to the different financial assets composing their portfolios according to their search
for yield and propensity to risk. MMMFs, for instance, frequently provided liquidity in REPO
contracts given their institutional requirements of investing in liquid assets to keep the shares as
similar as possible to (unsecured) demand deposits with constant values. Highly leveraged Hedge
Funds, instead, acted as primary purchasers of those remunerative but allegedly safe structured
financial products (CDOs, CDOs-squared, synthetic CDOs, etc.), whose markets ended up being at
the epicenter of the GFC (see Lysandrou, 2012).

The second crucial element of the system portrayed in Figure 6 is the inner-finance circuit that
can emerge out of securitization practices and the way they are financed (see orange lines in Figure
6). A sort of reversed causality process may help to explain it. Since the beginning of the 1980s,
rising income inequality and wealth concentration have been powerful sources of demand for

10 By saying this, we do not mean that such channel has emerged just recently under financialization and that it did not
exist before. What we want to emphasize is the fact that such financial link between commercial and investment banks
has certainly become more relevant and got momentum in recent decades, at least in the USA after the repeal of the
Glass-Steagall Act in the 1990s and the increasing inclusion of both commercial and investment banks’ divisions in
financial conglomerates.

11 On the use of privately produced long-term debt as safe assets, see Gorton et al. (2012).

12 REPOs are short-term lending/borrowing contracts in which money, namely commercial banks’ deposits, is
temporarily exchanged for some allegedly safe assets with stable values on financial markets, most of the time US
Treasury bonds, that are used as collaterals. REPOs offer special advantages with respect to normal collateralized
lending discussed in more details in Section 4 below. At the peak of the diffusion of REPO contracts just before the
outbreak of the GFC, an increasing part of them also used structured financial products created via the securitization
process as collaterals. This represented an additional source of demand in financial markets for those MBSs and Senior
CDO tranches that, before the 2007-2008 crisis, were rated triple-A very much like US Treasury bonds.
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remunerative financial assets by (rentier) households (see Goda and Lysandrou,2014, and Botta et
al. 2021, among others) and/or ‘financialized’ corporations (Seccareccia, 2012; Passarella, 2014).
Institutional investors, hedge funds, in particular, intermediated such demand. According to
Lysandrou (2011, 2012), since the second half of the 1990s, hedge funds collected an increasing
number of resources from pension funds and then invested in ABSs, CDOs and the like. Investment
banks acted on both sides of the market. On the one hand, they supplied such financial products to
other investors. On the other hand, they invested in these same assets to subsequently pledge them
as collaterals into REPO contracts. The financing for investment banks’ purchases of structured
financial products could directly come from commercial banks. The production of ABSs and CDOs
needs intermediate inputs though, very much like a traditional manufacturing process. Commercial
banks again provide such inputs, namely mortgages or various types of consumer loans moved off

Ill

commercial banks’ balance sheets and pooled onto those of external “pass-through” entities such
as Special Purpose Vehicles (SPVs). In the end, funds originally collected from (wealthy) households
or provided by commercial banks come back to the latter and close the circuit with the ensuing
destruction of (bank) money. What emerges is that “the non-bank sector neither competes with the
banking sector nor leads to disintermediation of commercial banks; instead, the two operate in
concert” (Michell, 2024, p.191), so that it would be highly misleading to consider commercial banks

and shadow banks as parallel and alternative systems.
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Figure 6. An expanded “financialized” monetary circuit.
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Securitization and the production of structured financial products served a variety of goals,
certainly satisfying investors’ increasingly voracious appetite for returns'3. However, as far as
commercial banks are concerned, securitization fundamentally emerges as an “asset management”
practice aimed at circumventing capital requirements and stretching commercial banks’ credit
creation potential as much as possible (see also Lavoie,2012 on this)**. When the purchases of
securitized assets are “indirectly” financed by savings of (wealthy) households, securitization gives
rise to the simultaneous removal of commercial banks’ assets from their own balance sheets and
the destruction of matching liabilities, i.e., commercial banks’ deposits (see Figure 7 below). When
commercial banks provide themselves with these funds via loans to investment banks, they replace
one long-term likely riskier asset, say a mortgage that requires adequate banks’ capital provisions,
with a hypothetically safer one such as short-term lending to an investment bank. In both cases,
banks’ compliance with capital requirements improves (see Botta et al., 2020). In the words of
Lavoie (2012), “by removing loans from their balance sheets, banks were able to evade Basel-type
capital requirements. Indeed [...] Basel Il regulations were an incentive to pursue securitization as
banks would make loans to the private sector that would be subjected to capital requirements, sell
them off for a fee to the shadow banking system [...] and collect future fees for servicing loan
payments” (Lavoie, 2012, p.229). In the end, Minsky was somehow prophetic when saying almost
40 years ago that “securitization implies that there is no limit to bank initiative in creating credits
for there is no recourse to bank capital” (Minsky, 1987, p.4).

The search for profit monetization via “hypertrophic” finance may come at a cost though,
perhaps another intrinsic contradiction of capitalist systems. It is a well-established fact that
securitization, the “originate and distribute” banking model and the connected production of
structured financial products fueled the last US housing bubble, but also contributed to its bust due
to excessive households’ indebtedness (among other factors). In what follows, we analyze
financialization-led instability from a different angle. We look at changes in the composition of
commercial banks’ balance sheets and, more broadly, in the pyramids of money hierarchy. We try
to show how, in financialized system, “climbing” up such pyramids in times of mounting financial
distress may have become more chaotic and, in the end, source of heightened systemic macro-
financial risks.

13 Goda and Lysandrou (2014) provide anecdotal evidence of this when they quote Mike Francis, executive director at
Morgan Stanley claiming in from of the US Financial Crisis Inquiry Commission that “we almost couldn’t produce enough
[structured financial products] to keep the appetite of our investors happy” (Goda and Lysandrou, 2014, p. 314).

14 Lavoie (2012) distinguishes this more recent and spreading form of US-type securitization from an “old” one, typical
of the German financial system for instance, where the provision of, say, mortgages to households is financed by banks
via issuance of Mortgage-Backed Securities (MBS). Created assets remain on the balance sheet of originating banks
though, so that securitization eventually amounts to liability management practices short-term liabilities (certificates of
deposits, for instance) with longer ones (MBSs).
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4. Financialization-led systemic instability through the lenses of money creation, circulation and
destruction.

Given the expanded financialized monetary circuit depicted in Figure 6, Figure 7 illustrates what
happens to commercial banks’ balance sheets if households are the ultimate providers of funds (by
buying SPVs’ bonds) through which SPVs then purchase the pool of securitized assets. Figure 7
shows more than this though. It somehow makes more explicit the implications that securitization
may entail for the stability of the whole financial system.

Figure 7. Securitization and the monetary circuit (case 1): households purchase SPVs’ bonds

STEP 1: New mortgage and liquidity creation

HH Commercial bank SPV
Asset Liability Asset Liability Asset Liability
Money Mortgage _ Money
STEP 2: SPV issue bonds purchased by households
HH Commercial bank SPV
Asset Liability Asset Liability Asset liability
Bond Mortgage Money Money Bond

STEP 3: SPVs purchase securitized loans and money gets destroyed

HH

Commercial bank

SPV

Asset

Liability

Asset Liability

Asset

Bond

Mortgage

liability

Bond

Source: authors’ elaboration

Step 1 in Figure 7 describes the endogenous creation of (bank) money (yellow cell in Figure 7) taking
place whenever commercial banks extend loans to the economy, a mortgage to the household
sector in our example (blue cell in Figure 7). Mortgages and (bank) money represent commercial
banks’ assets and liabilities, respectively. The opposite holds true for the household sector. Created
money then circulates in the economy. It may directly move from one household to another via the
purchase and selling of homes in the second-hand property market. Money circulation may
alternatively follow a more indirect route, for instance when construction companies distribute
dividends to shareholders. Let’s now assume that households holding (excess) liquid assets, namely
banks’ deposits, want to rebalance their portfolio by investing in financial markets. More
specifically, they decide to buy bonds, asset-backed securities for instance, issued by SPVs'®, Step 2
in Figure 7 shows the connected changes in the balance sheets of households and SPVs. The former
now have SPV-issued bonds as interest-bearing assets replacing money and matching outstanding

15 This is a rather realistic assumption given that, since the year 2000 up to now, the household sector held from 4
percent to 13 percent of the whole stock of agency MBS.
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III

liabilities, i.e., the “original” mortgage. The latter now holds money, i.e., a commercial bank’s
deposit, versus the issuance of bonds. For the time being, nothing changes in commercial banks’
balance sheets, if not the owners of their liabilities. Steps 3 portrays the completion of the
securitization process. SPVs use collected money to purchase commercial banks’ initial assets, i.e.,
mortgages. These are securitized, moved off commercial banks’ balance sheets, and pooled with
other assets to back SPVs’ bond issuance. A crucial aspect of this process emerges here. As said,
when selling out their assets, commercial banks simultaneously see their liabilities destroyed.
Money exits from the circuit, but the original matching assets are still “around” in the economy,
albeit not in commercial banks’ balance sheets anymore. Through securitization, the economic
system, commercial banks first and foremost, can generate new assets but “spares” money. The
ratio between assets and (bank) money increases. The vertex of the pyramid of money hierarchy
gets relatively thinner (more on this below).

We get a similar outcome when commercial banks finance the securitization process by
extending loans to investment banks. This case is portrayed in Figure 8. Nothing changes with
respect to the case in Figure 7 as to step 1 of the process. Differences do emerge at step 2 since a
new additional influx of (bank) money takes place into the system thanks to the concession of a loan
by commercial banks to investment banks. At step 3, investment banks (IBs) use the liquidity they
receive from commercial banks to purchase bonds, i.e., ABSs such as MBSs or the like, issued by
SPVs. SPVs in turn use the proceedings of bonds’ issuance to purchase the mortgage originated by
commercial banks at step 1 of the entire process. (Bank) money created at step 2 eventually comes
back to commercial banks and gets destroyed.

Following Lavoie (2012), commercial banks ‘manage’ their assets by replacing a long-term asset,
a mortgage, with a short-term presumably safer one, a loan towards IBs. Advantages for commercial
banks’ capital requirements come from the fact that the former asset would have required more
capital provisions than the latter. From a systemic point of view, once again, (bank) money is
eventually ‘spared’ (see yellow cell at step 3 in Figure 8) despite multiple assets being created and
“distributed” through the system (loan + mortgage - see blue cells at step 3 in Figure 8). Larger
amounts of more or less liquid assets at lower tiers of the money hierarchy pyramid are matched
with comparatively smaller top tiers of (bank) money and the central bank’s reserves.

For the sake of brevity, we limit our examples to these two three-step cases. However, it would
be easy to extend the example further, such as by imagining a hedge funds sector (a) collecting
households’ savings by (b) issuing shares in order to (c) use collected funds to purchase IBs or SPVs’
bonds. In this case, the amount of liabilities - and thus the size of the financial sector’s balance sheet
- would increase even with the same given amount of money.
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Figure 8. Securitization and the monetary circuit (case 2): commercial banks finance investment

banks’ demand for SPVs’ bonds.

STEP 1: new mortgage and liquidity creation
HH Commercial bank SPV IB
Asset Liability Asset Liability Asset Liability Asset Liability
Money Mortgage _ Money
STEP 2: Loan to IBs to purchase bonds from SPVs
HH Commercial bank SPV IB
Asset Liability Asset Liability Asset Liability Asset Liability
Money Mortgage Money
- Money Money Loan
STEP 3: Securitization and money destruction
HH Commercial bank SPV IB
Asset Liability Asset Liability Asset liability Asset Liability
Money Mortgage Bond Bond Loan

Source: authors’ elaboration

Figure 9 below reports some preliminary evidence matching the theoretical discussion carried
out by commenting on Figures 7 and 8. Indeed, Figure 9 shows the evolution of the US economy
from 1960 to 2023 of the ratios between the total amount of assets originated by the domestic
financial system and the M2 money stock (cash, checking deposits, and other deposits readily
convertible to cash). In this sense, Figure 9 shows the astonishing increase in such a ratio taking
place in the US from the mid-1980s, and more spectacularly during the 1990s, up until the outbreak
of the GFC. Whilst its value increased by roughly one-third from 1960 to 1984, it more than doubled
in the following two decades up to the 2007-2008 financial shock. This sharp rise in the ratio of
financial assets to the money stock highlights the growing disconnect between financial market
activity and the underlying supply of money. Such divergence amplifies financial instability, as the
reliance on market-based short-term financial instruments increases the system's vulnerability to
liquidity crises, and possibly make the move to higher tiers of the monetary hierarchy more chaotic
and disordered when financial turmoil mounts.

Grasping the implications of changes in the structure of the money hierarchy pyramid over
financial instability somehow presupposes a clear distinction between what is money and what may
be closed to (being) money but actually it is not. With the spread of allegedly liquid assets very much
connected to the financial developments described above, this debate is far from being settled.
Reverting to some theoretical insights from Graziani’s MCT may help us to clarify this point about
the nature of money and the inner-investment banks’ financial circuit portrayed in Figure 6 (see
elements in the red dashed rectangle).
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Figure 9. Total US domestic financial sector assets over total money supply (M2), 1959-2019.
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During the 1990s and in the early 2000s, the financial system as a whole and investment banks
in particular have been able to increase the velocity of circulation of money. They have done so by
increasingly relying on financial instruments such REPOs. Practices like REPO lending and
rehypothecation allow money to circulate among financial entities in a mostly institutionalized and
safe setting, at least in normal times. REPOs are safe investment for lenders because they benefit of

III

a more favorable regulation than “normal” collateralized lending in terms of protection against
counterparty bankruptcy. If the counterpart fails, the collateral is exempted from the automatic
stay. It can be sold by the lender to recover lost money. The implicit guarantee that makes REPO
contract perceived as safe investment is the supposedly stable value of the collateral asset (on top
of overcollateralization practices: the value of the collateral is generally higher than the money lent).
The institutionalized nature of REPO contracts derives from two facts: (i) REPOs are key tools in
FED’s implementation of monetary policy; (ii) large part of REPO trading takes place in regulated
markets, principally the tri-party REPO market. In this market, a third party — JPMorgan Chase or
Bank of New York Mellon — acts as a clearing bank, intermediating the exchange following
consolidated and clear rules'®. Moreover, REPOs grant the possibility to repledge the collateral while

the agreement is still in place (i.e., rehypothecation). If an investment bank that lent its bank deposit

16 This does not apply to but sets a benchmark for the two-party repo agreements, where the two parties of the deal
agree on the asset to use as collateral.
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in a REPO agreement and received an asset as collateral finds itself in need of liquidity, it can use
that same collateral to obtain money from another institution'’.

In normal times, thanks to their great diffusion within the whole dollar-based financial system,
REPOs make liquidity never to be perceived as a significant stringent concern®. In a nutshell, the
combination of REPOs and rehypothecation seems to protect from both credit and liquidity risk.
This explains their outstanding success as a very liquid form of investment. So much so that a stream
of literature on shadow money has emerged, according to which REPOs can be considered
substitutes for bank deposits. These contributions pertain to the so-called critical macro-finance
literature (Dutta et al. 2020, Gabor, 2020) and maintain that the concept of money should be
broadened to include assets other than bank notes, reserves, and deposits. These contributions
either refer to REPOs (Gabor and Vestergaard, 2016) or include other financial assets such as money
market funds shares and asset-backed commercial papers in their “shadow money” category (e.g.,
Murau and Pforr, 2020). This literature offers very interesting insights into the functioning of the
REPO market and its role in the financial system (e.g., Gabor, 2016). However, it also raised criticisms
on the adequacy of the use of the term “(shadow) money” (Michell, 2017; Ingrao et al., 2022). It is
hard to imagine that the two sides of the debate may come to an agreement as divergences stem
from a definitory matter. The shadow money literature, inspired among others by the work of
Mehrling (2011), makes use of the unconventional definition of money proposed by Pozsar (2014),
according to which the quintessential feature of money-like assets, rather than its functions, is that
they trade at par on demand with other assets located at higher tiers in money hierarchy. Therefore,
simplifying, just like bank deposits are money because they trade at par, on demand, with banknotes
(or money proper, i.e., State money), so REPOs are money because they trade at par, on demand,
with bank deposits.

In our view, the definition of shadow money is catchy but possibly misleading since that money
and REPOs play two distinct roles in the financial market, with the relation between the two having
important implications in terms of financial stability. It is therefore important to keep them clearly
distinct. In this regard, and for the sake of our analysis, it may be useful to return to Graziani (2003)
and the distinction he made between a credit economy and a monetary economy. In the latter,
money is a form of debt resulting from a triangular relation. It is a liability of a third party used by
the two sides of a transaction to settle payments. It is in the “nature of credit”, but not a direct
credit between two agents. No debt remains pending between the two sides. The debt relation
endures only between one of the sides, the one receiving the payment, and the monetary institution
issuing money, may it be private (i.e., commercial banks), or public (i.e. the central bank). Money
creation through credit is indeed a swap of 10U (Mehrling, 2011), but a specific one due to the
specificities of one of the two parts involved. Commercial banks are monetary institutions. They

17 0n the importance and on the regulatory limits of rehypothecation, as well as on the role of non US-based financial
institutions, see Singh and Aitken (2010).

18 |nvestment banks are at the core of this market. REPOs represent around one-third of this sector's total assets and
one-half of their liabilities. Since the 2000s, figures have been even higher than in the 90s. In terms of quota of the stock
of REPOs issued as liability by the whole financial sector, these data (Federal Funds and Security Repurchase Agreements
in the FED’s flow of funds) translate into around 60 percent until the subprime crisis, and then diminished to around 30
percent.
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benefit from a privileged relationship with the central bank, and they are highly regulated?®. Because
of that, they are part of the system of payments. This is why bank deposits, unlike other financial
assets, REPOs included, can represent an immediate and final settlement.

This distinction is still crucial when looking at the functioning of the financial market, especially
with respect to the above-mentioned ability of some financial institutions to expand their balance
sheet and the ensuing implication over financial stability. The tri-party settlement scheme
characterizing banks’ deposits is absent in a REPO contract. The two sides involved in it exchange
credit. For instance, a REPO deal in which institution A lends money to institution B implies that A
temporarily exchanges a credit toward a commercial bank with a credit toward institution B (a
reverse REPO from the point of view of institution A). On top of that, for all the duration of the
contract, A obtains the right to repledge the collateral or to sell it may B go bankrupt. The balance
sheet of the financial institutions therefore expands, which means that new debt positions are
opened. No assets capable of settling the position have been created though. Indeed, institution A
cannot use the REPO deal to settle a payment. And the guarantee to reconstitute the original lent
money (i.e., moving up the money pyramids) is only provided by market trust in the value of the
collateral or, at best, by private insurers via Credit Default Swaps (CDS). Different from banks’
deposits, there is no public (read governmental) guarantee.

In a financial system that has expanded enormously by issuing liabilities, most of which are short-
term liabilities such as REPOs, the role of money is still central exactly due to its unique capacity to
settle a payment. The matter of “what is money” is not merely semantic but it has crucial
implications in terms of financial stability. REPOs can represent, at best, a valid alternative to bank
deposits only as allegedly liquid forms of investment, but they cannot determine any immediate and
final payment. When this is needed, commercial bank deposits are required. Coming back to the
money pyramids, Figures 7 — 9 show that, thanks to securitization and the connected financial
innovations, the liabilities (assets) issued by the whole financial systems have increased much faster
than the stock of money. This determines more acute systemic financial fragility. Indeed, in the
event financial turbulences emerge, a wider range of more leveraged financial institutions will need
money and try to move up in the money hierarchy in order to unwind their positions. But differently
from more traditional bank runs?°, there is no (or less) public guarantee that this will happen. If the
continuous circulation of liquidity comes to an end, say for a decrease in trust in the market or in
the value of the collaterals as in 2008, the perceived absence of liquidity problems may suddenly
and abruptly vanish. Practices like rehypothecation on short-term REPOs make numerous debt
positions synchronous. A crisis may thus easily emerge and quickly spread through interrelated

1% Commercial banks’ deposits, for instance, are generally protected by public insurances that ultimately guarantee
deposits’ holders against the risk of not being able to convert deposits into money proper. In theory, there is usually a
limit to the amount of deposits being insured, but this limit does not apply in reality (see Nersisyan and Dantas, 2017),
as even some recent events in the US banking system tend to demonstrate. The US government provides a de facto
complete guarantee of banks’ deposits precisely due to their centrality in the orderly functioning of the payment system
and of the economy as a whole.

20 |n the different scenario without securitization and with original mortgages (hence corresponding deposits) held in
the balance sheet of commercial banks, financial distress would more likely take the form of “more traditional” bank
runs. The capability of the system to address this type of crises is undoubtedly strengthened by the above-mentioned
special relation connecting commercial banks to the central bank and by the public insurance that deposits will be
converted at par into money proper.
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“balance sheets” (Minsky, 1975, p.6), hence determining a “run on REPO” (Gorton and Metrick,
2012). Using the musical chairs game for kids as a metaphor, the D.J. (securitization) may allow
music to play longer whilst reducing the number of chairs (bank deposits) around which kids
(financial assets/liabilities) may keep on dancing with apparent no harm. But when the music stops,
the number of chairs will be much less than that of kinds, and there won’t be enough seats
accommodating everyone.

In the end, a definition sounder than “shadow money” is the one proposed by Nersisyan and
Dantas (2017), who refer to “fictitious forms of liquidity”. This definition is to be preferred as it
stresses the idea that REPOs can be perceived as an alternative allocation of wealth in a liquid asset,
other than a deposit, without inaccurately suggesting that they may share with money other
characteristics, in particular the ability to settle a payment and to dismiss debts.

5. Conclusion

Financialization serves as a fundamental component of the capitalist monetary economy of
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production, rather than a transient or dysfunctional “rentier outgrowth” as some interpretations
suggest. By enhancing profit realization through financial channels, processes of financialization
became integral to the system's functioning. However, these can also divert capital into an “inside-
finance” circuit, where money is ultimately destroyed without passing through firms' final finance,
leaving behind assets and liabilities that still exist in the system. This dynamic contributes to
heightened systemic financial instability, particularly as it steepens the pyramid of the money
hierarchy. In times of financial turbulence, actors seek to move up the monetary hierarchy to settle
claims with higher-level (more liquid) instruments, but this process is fraught with risk if such
instruments are no longer available, amplifying financial crises. This paper shows how the
application of Graziani’s methodology, alongside his Monetary Circuit Theory (MCT), offers powerful
tools to trace how financialization reshapes the process of surplus value monetization and affects
the stability of the system. This approach enables a nuanced analysis of the sequential steps of
money flows within the financialized monetary economy of production, revealing both its functional
role and the vulnerabilities it creates. Ultimately, while financialization is a crucial driver of capitalist
dynamics, its systemic risks demand a deeper understanding of how it influences both profit
generation and financial stability.
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