Incomedistribution, growth and financialization: the Italian case.

Introduction

The recent performance of the Italian economy leehlvery weak. The main stylized facts are the
slow growth of output and investment, the fall hetexport share, and the worsening in the
distribution of income, the fall in labour prodivity. Many explanations have been proposed,
though mainly on the microeconomic level. In whaltdws | will deal the issue whether Italy’s
bad economic performance is related to financibma having the country at the same time
entered in a phase of deep structural changesvimgoboth trade and financial liberalizations. In
the first section | will give a brief review of thecent literature on financialization, from the
macroeconomic side, to see whether this approadd t@ applied to the Italian case. In the second
section | will show the main trends in macroecoimaggregates and distribution of income in
Italy and discuss the debate on these themesirthsiaction | will propose a very simple model of
financialization, which could eventually apply toet Italian case. In that model, financialization
would work through an increase in the target rateeturn. The conclusions of that model,
however, do not fit well the Italian case. In tlastl section | will examine another story, mainly
dealing with monopoly power and classical compatitamong capitals. According to the last story
financialization, interpreted as changed attitufifrms towards investment, share issue, dividends,
might be a consequence rather being the origtheproblem. Conclusions will follow.

1 Financialization in macroeconomic models.

In the macroeconomic literature on the financidiara there are two main settings. Either
financialization is defined as a growing rate efturn on financial assets relative to real assiess,

is an increase in the real long term rate of irsiece in the yield of financial activities. Another
strand of literature, fast growing in the last yebdeals with the change in the corporate governance
of enterprises, the so-called shareholder valigmttion. In particular it focuses on the increase
the dividends distributed, on the fall in the ratessue of new shares and on the repurchase iof the
own shares by enterprises. These changes are amateg in standard macroeconomic models and
their effects on the accumulation of capital arsdpitofitability are examined (see Stockhammer
2005-2006, Skott and Ryoo 2007, Hein and van Treé€k, Aglietta-Breton 2001, Boyer 2000).

In Kaleckian models the usual investment and savimgtions are re-written by taking into
account those changes and the usual comparaties sdarivatives are calculated. They show what
happens to the endogenous variables of the motlelrespect to a change in the shareholder
orientation. Since this change affects both thestwent and saving functions, the result is that a
equilibrium between saving and investment at adnddvel of output is possible provided that the
decrease in investment is compensated by an irecreaonsumption out of wealth (coming from
the increase in distributed dividends). If instélael propensity to consume out of wealth is low, a
lower accumulation rate will prevalil.

Most of the arguments used can be represented igadlghby means of a diagram in the rate of
profit is a function of rate of growth of saviagd of investment. (see Lavoie 1995). To a certain
equilibrium between saving and investment corredpan certain equilibrium rate of profit. If the
curves shift then a new equilibrium point will beached at a higher or lower rate of growth of
saving and investment and a new equilibrium raterofit will result.

By means of this graphical representation the mapposed changes related to financialization are
examined. The so-called shareholder value oriemtas simply represented as a downward shift in
the investment function. Other things being eqghel means a lower saving-investment equilibrium
and a lower rate of profit.



The other changes are an increase in the dividated This is simply accounted for by assuming
that dividends are a negative item in the savingtion of entrepreneurs, which at least in some
models are the unique figures to save. If thoseleinds however are used to demand more goods
consumption will increase as well.

As Skott and Ryoo (2007) point out, if a changéhie new issue policy and a decrease in retained
earnings are the main consequences of financi@gah this type of models the only effect on the
rate of accumulation and the rate of profit muspbsitive. In fact, all these things simply amount
to a reduction in the saving ratio. However, in medvhere capacity is underutilized and labour
supply is elastic, a reduction in the savingoraiil increase aggregate demand and output.

If all these things happen, according to the mostraon definition of the investment function, the
investment curve should shift upwards too. In thet profit share rises, the ratio of price of gisar

to reproduction cost of capital rises too, the wHtatilization rises as well. Then in such a cabte
investment should increase too. Empirically howetves does not happen and then to reach the
desired conclusions one has to assume that, thaughtment is a function of all these things, the
relative parameters are very low and that sharensidalue orientation simply means a downward
exogenous shift in the investment function.

For example, in the model by Stockhammer (2005H08)assumed that shareholders prefer profits
to growth and this is embedded in the productioncfion. A growing weight of shareholders
means that a point in the preference functionrafigiwhere higher profits and lower investment is
chosen. As Skott and Ryoo (2007) write, in thisecether than explaining the stylized facts they
are simply assumed as basis for the analysis.himmodel the outcome of a lower growth of
investment and a higher rate of profit is simplposed to exist and introduced in the production
function rather than explained by the model.

In Hein and van Treeck (2007) dividends are expfientroduced in the saving function of the
entrepreneurs and an increase in them has a demresffect on output if the propensities to
consume out of wealth are low. Hein and van Tre@07) consider whether the increase in
dividends will be transferred to prices or not. &ing to different parameter values an outcome,
which is compatible with the stylized facts ofgheér profits and lower investment, can occur. This
happens when, the increase in capacity utilizatiotwithstanding, the firms decide not to invest
given the weight of the dividends distributed. Thiapacity utilization and profits are high while
investment grows at a low rate. The high capadifyzation is due to the higher demand, which
stems out of wealth effects as usual. Thus bothptioéit rate and the rate accumulation move
parallel to each other, as in all the models basedteady state growth in the Cambridge tradition.
Only investment grows less, that is the rate ofiproay be lower than the rate of change in the
capital stock.

In most models, as Skott and Ryoo (2007) point mutot clear what happens to the prices of
shares and why Tobin’s g does not work , Boyer (2®@eps it fixed and Stockhammer (2005-06)
does not consider it at all.

The problem is that, if shareholder value orieotatsimply means a shift in the investment
function, one wonders then why to have such ansitmvent function? If, as is commonly assumed,
investment is rather insensitive to increases lie ghare of profits, capacity utilization and the g
ratio, then the next question to ask is for howglam expansion fuelled only by consumption may
last. In middle-run models this question may beorgd but the same is not true in the long run.
The assumption of the shareholder value orienta@imply used as deus ex machina to make
the models match the empirical evidence. In practihis amounts to denying any validity, under
the present historical conditions, to the investinfienctions. Then why do we still use them?



Another issue is how changes in the dividend andissue policies of corporations are introduced
in the analysis. Though most of the scholars dgalth the issue of financialization refer to
Lazonick’s definition of the present era as one'‘ddwnsize and distribute” rather than “retain and
grow”, nobody asks how these increased profits @éodistributed are obtained. The underlying
assumption is that the share of retained profitls fas to allow a greater part of them to be
distributed. The question which is not on the ageischow the increase in the profit share and rate
has been obtained. The question answered insteakat happens if a greater part of profits is not
retained within the firm but distributed as dividisrto the shareholders. But a sensible assumption
would be that the target rate of return of enisgs has increased. Moreover if they downsize this
has important implication on the composition of @ggte demand. The most common
consequence is a fall in the level of wages paldisTopposite tendencies prevail at the top and at
the bottom of the production chain. At the top aamtration increases while at the bottom
increased competition depresses wages (see Mill2&@p). All these things are neglected in the
most used aggregate models, which are by defintti@sector models.

In the rest of the paper, which refers to the presguation in Italy, the issue of financializatiis
dealt in an open economy context by focusing onitlteease in the target rate of return of
enterprises, favoured by various circumstances,ngnchich the change in the financial norm at
the world level, the opening of the economy to ifgmerade, the privatization of public enterprises
the change in the regulation of labour markets.

Thus the effect of shareholder orientation on dividis , new issue etc is ignored in the first stance

2 Changesin incomedistribution and slow growth: the case of Italy.

The present state of the Italian economy is noveraging. The country is often described as being
in a state of economic decline. There is no agre¢mawvever of what is meant by this word. The
most common mentioned circumstances are the slowthrof output and capital accumulation, the
fall in the productivity of labour and the fall the share of exports. Moreover in the last decade
there has been a shift in the distribution of ineomith a rise in the share of profits and a falftha
share of wages. All this has happened just whent#ian economy has undergone a process of
financial opening, trade liberalization and intéra@onomic reforms aiming at improving efficiency
and performance. Among the latter the most imporae has been the privatization of previously
state owned enterprises. The introduction of the and its appreciation until now has contributed
to the difficulties encountered by the exportingustries.

At the same time the economy has experienced agsoaf de-industrialization and tertiarization
common to many other European countries but withespeculiar characteristics. The weight of
the industrial sector calculated as percentagésofalue added to the gross national product had
decreased while that of various types of servictose has increased. In the last years this process
has accelerated and now the industry account tayhly 30% of GdP.

Insert table 1

At the same time a change in the distribution @ome has happened. The share of wages has
fallen while that of profits has increased. Thetfdas been empirically ascertained by a number
of recent studies ( Levrero and Stirati 2005, Pz 2005, Torrini 2005, Daveri and Lasinio
2005).

The methodology employed in these studies is diffebut this notwithstanding the results are the
same. In what they differ is the interpretationtteé results. Torrini and Daveri-Lasinio estimate a
neoclassical production function, which could allfaw changing factor shares. Prezioso calculates



that the wage share has fallen five percentagéstspin the last twenty years. The fact is
remarkable because during the same period totalogmpnt has been rising by 21.1%. Levrero
and Stirati (2005) calculate also the wage share¢hi® same period and find a fall in it and also
they calculate the rate of profit by dividing theofits by the value of capital and find a riseitin
which is particularly remarkable for the servisestors.

Prezioso (2005) calculates the mark-ups for twaeseof prices, consumption good prices and
industrial products. In the industrial sectors thark-up over variable costs has decreased. This
fall however has not benefited workers becausedfigests have increased, namely the costs of
scrapping old machinery and replacing it with nave.oThe average time use of plants has greatly
decreased. The mark-up so has not increased, thiibaghte of increase of prices has been higher
that of labour costs. Notably the price of expartsitaly has been higher than that of foreign
competitors, even European ones. The rate of growtimdustrial prices has been higher than that
of the same goods in France, Germany and Spdie. cdnclusion that Prezioso draws is that the
rise in the mark-up has contributed to the sloamgh of output since the average propensity to
save out of profits is usually lower that that otitwages. In Kaleckian types of models the value o
the multiplier falls as the mark-up rises ( forestatement of this proposition see Vera 2006
Cambridge Journal of Economics). To this it musabtded that the main sources of output growth
in the same period have fallen, namely state expaedand exports. State expenditure has been cut
to reduce the debt and meet European targets, texfell because of the decline in the industrial
sector. Thus aggregate expenditure has beeneéduntl the multiplier though the rise in mark-up
too. The lower expenditure has had a smallercetfe@n in the past on output.

Levrero and Stirati (2005) offer the same typeeaipirical evidence as to the changes in
distributives shares. They offer a slightly difat explanation of the fall in the profit sharetioé
industrial sector with respect to that of the smy sector. They argue that to the different keiar
structures in the two sectors, the industrial @eoperating in condition of full competition the
other sector under monopolistic conditions. Theyuarthat, if the mark-up and then the profit rate
increases in one sector, whose products are usegws by the other sector, the profit rate ia th
latter must necessarily decline independently ftbm differences in the market structure. This
would happen just because of input-output linkadé@any scholars also claim that the loss of
competitiveness of the ltalian exporting industriesdue to the higher prices of the services
employed in the production of industrial goods dhds to the inefficiency of the non traded
sectors, which are not exposed to internationalpsdition. However, a closer examination of the
weight of intermediate inputs from these sectorsrdgtal costs of the industrial sector cast some
doubts on this explanation (see Schiattarella 200¢ same result has been reached by using a
different method by Daveri and Lasinio (2005).

Another open issue is the source of higher markaujhe services industries. Services is a wide
sector where there are both traditional low proditg sectors and modern industries. The
productivity of labour in those sectors has beevagé lower than in traded good sector and in the
last years has declined further. However the maskare also high in industries which have been
privatized and have a high productivity of labsuch as telecommunications, banking and finance
and new services to enterprises. For the branalesse productivity has fallen, the higher mark-up
comes out from recharging on prices the increasests; for the other more efficient ones, the high
mark-up comes out from the choice of not grantiogldbour its share of productivity
improvements. This could fit well the motivatiorvgn in the financialization literature. The owners
and controllers of those big firms aim at a hgghck market valuation and to get it they have to
show high net profit figures in their balance sbe@hey need also to have high margins to be able



to distribute dividends. High profit margins anghh dividends are also necessary to be able to
resell the firm with a capital gain after somedi(see Telecom).

As a matter of fact, the return on capital has bemher in the newly privatized industries,
irrespective of their belonging to the manufactgror service sectors. In the following table the
return on capital is calculated as the profits aktdepreciation divided by capital value at
replacement costs.

Insert table 2

In this case, though the ratio of price of shameshe cost of reproduction of capital (Tobin's q)
rises, no increase in investment occurs becawsestjuired high rate of return is possible only in
high oligopolistic sectors where entry is legaligulated and requires enormous financial means.
The option of setting up a new firm rather thanuiitqg an existing one is not available in these
cases.

This means that investment is replaced by mergedsaaquisitions which in turn require high
borrowing. Further those mergers and acquisitionssbthe price of shares of the firms to be
acquired. In the traded goods sector the labouingaechnical progress may displace workers
while in the non traded sectors the expansion efleead labour may increase employment, though
only for low skilled workers. The combination of #hese changes may cause a shrinking of the
labour share and a rise in the average rate oftpmthout an increase in the rate of growth of
output.

The increase in the target rate of return in aeetos according to Lavoie and Ramirez (1997)
should decrease the rates of accumulation andathe of growth in all sectors both in the shont ru
and in the long run.

The model however is a model where capital accutionlalepends on the utilization of capacity
and in which nominal wages are fixed. The marksufixed and the paradox of costs holds. In the
present environment maintaining a certain profirgmain adverse circumstances is possible if an
adequate restructuring of the production is unétertaf.e. through foreign outsourcing to low
wages countries. This implies to assume that bothimal wages and mark-ups are flexible.

In this way a low accumulation of capital and a Igmewth rates may be compatible with a higher
target rate of return and also a higher ex posizezhrate of return at least in some sectors where
the new investment is concentrated.

3 Financialization and the ltalian case: the effectsof an increasein thetarget rateof return.

As we have seen in the preceding section, the @apstudies on the Italian economy we have
cited all agree that the mark-up has increasedjcpkarly from 1992 onwards, though with

different trends in different productive sectorsThus the main issues discussed in the
macroeconomic literature on financialization, namtile consequences of different attitudes of
managers towards retaining profits and new issaeshe wealth effects on consumption are not
relevant in the Italian case. The reason may bentwst Italian firms are small, thus they are not
concerned with the problems of middle and big coapons. Moreover the wealth effects on
consumption have virtually vanished after the langrof the interest rate on debt and its sale
abroad while they were important in the seventied the eighties. This notwithstanding, | am
arguing that financialization may still be importam the Italian case if attention is devotedhe t



issue of the increase in the target rate of retwhch may the consequence of the financial opening
and of a different sensitivity to this issue.

In order to explain the macroeconomic consequeatas increase in the financial norm on output
growth and the rate of profit | will use an old nebdeveloped by Lavoie (1995). In particular | will
draw on the so-called neo-Ricardian variation aa thodel. The object of Lavoie’ work was the
increase in the real rate of interest on the raferafit and the growth rate of output. He uses the
sme model with a few variations to show the difféerpositions on the subject of Cambridge
theorists, Kalecki, neo-Ricardians and at the enddvelops a variant that is called Minsky-Steindl.
In the tradition stemming from Cambridge and Kalexkise in the rate of interest should simply
lead to a fall in the rate of growth and the rat@mfit. Some neo-Ricardians following Sraffa’s
idea that the increase in the long run rate of@seshould lead to an increase in the desiredafat
profit or normal rate of profit argue like thisstihguishing however between the ex ante and the ex
post rate of profit. At the end he develops a ebitlinsky- Steindl model where wealth effect are
considered and entrepreneurs are allowed to sawdich it is shown that an increase in the real
rate of interest may have effects of different tgpethe rate of accumulation and the rate of profit
according to the values assigned to the parametd¢in® model.

The claim that an increase in the financial rateetdirn should increase the normal rate of prafit i
Sraffa is not based on macroeconomic consideratibhss it is not necessary to develop a
complicated macroeconomic model to see what happeife accumulation of capital. An increase
in the financial norm could have macroeconomic @ffeeven if all the other ingredients used by
Lavoie (1995), such as the propensities to savefoprtofits , out of wealth and so on, were omitted
from the model. The inclusion of all these ingredseobviously change the equilibrium point
between saving and investment and may give rigifferent results. The tendency of the normal
rate to equate the changed rate of return on finhassets does not necessarily depend on the
saving and investment propensities of capitalstareholders and bondholders. It could exist even
in an economy, which is not so sophisticated frbm viewpoint. Italy is a case in point. Thus in
order to see the macroeconomic effects of a chamndke perceived rate of return on financial
assets it is not necessary to have a model in wdlicthese different propensities to save and to
invest are specified. A change in the perceivedurneton financial assets might have
macroeconomic effects even in an economy with @hmgimpler financial structure. For this
reason | will use the most simple model developgd_&voie (1995) with reference to the neo-
Ricardian position.

In Lavoie (1995), the Kaleckian model consistsaof investment equation depending on the
differential between the expected rate of profd #me interest rate and of a saving equation derive
from the Cambridge equation.

The demand for investment depends on the expeatedf profit and on the interest rate.

o g=y+g(r-i)

e _ 1. . . .
Where I' ~ — | is the difference between expected rate of prafitl the real interest rate.

The saving equation will be equal to the Cambrielgeation :

@ 9  =S,I



The combination of the equation 1 and 2 allowsabamn equation for the rate of profit as a function
of exogenous variables and parameters.
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Lavoie (1995) adds another equation, which defite profit rate from the standpoint of costs.
Thus the rate of profit defined as profit overitags defined as follows:

=2l e )i

Profits over capital are equal to the ratio offpsato output multiplied by the ratio of outpud t
capacity output and to the ratio of capacity otitputhe stock of capital. M is the share of pmofit
the rate of capacity utilization and v the capttatput ratio, assumed as given.

Equation 4 can be rewritten in the following way:
© u=(v/mr

Lavoie then recalls that for a rate of profit giviey the effective demand constraint of equation 3
the rate of capacity utilization u depends onrttaegin of profit m that is on the mark-up over sost
set by the firms. The price is determined by thk¥ang equation:

© p=([1+8)w'y

Where p is the price leveb, the mark-up w the nominal wage rate and y theaaaee labour
productivity. The mark-up and the rate of profié aelated to each other in the following way:



@m=6/1+6

According to Kalecki’s original thought, the mark-ghould be fixed.

Lavoie (1995) reformulates this model in orderdket into account the neo-Ricardian critique and
the reformulation is the following.

The main objection of neo-ricardian is that investindoes not depend on the actual rate of profit
and does not depend on the interest rate but rathestors when making their decisions look at the
natural rate of profit or normal rate of profihetnormal rate of profit should be equal at leashé
opportunity cost of alternative investments sushhe real interest rate and to the normal prdfit o
enterprise.

Thus the equation for the normal rate of profihis following:

® " =1+npe

This equation may be linked to the cost-plus pgcmodel. In fact in target return pricing the
margin of profit is set to a level that provides\@mal rate of profit when firms produce at the
normal standard degree of capacity utilizatiortelms of the previous model this implies that :

@ r'"=mu_/v

By combining the last two equations we see that :

(10 M=m, + mi

We can see that the profit margin becomes a pedtiinction of the real interest rate.

We then define:



ay m, = (npe)v/u,

And

am = V/ u.
The real wage would be defined by the following aeun:
a2 W/ p = y(1-m)

Lavoie also considers the neo-Ricardian claim thatinvestment function does not depend on the
current rate of profit but on the normal one anplaees the investment function of the previous
model with the following:

@ g, =y+9.(r,—i)=y+9,(npe)

In this case the;gurvebecomes a straight line. Lavoie shows that in tage an increase in the
normal rate of profit will cause a rotation dowmds in the profit cost curve since the mark-up
increases and even if the investment line doesmose at all a fall in the utilization of capacity.
The realized ex post rate of profit would not cheafer the revision in the normal rate of profit.

If applied to the Italian case, this means thatitfeeease in the financial norm has increased the
mark-up on costs, thus causing a fall in the redlimtilization rate. The equilibrium between
saving and investment has not changed. This méah#e change in the financial norm has had no
effect at all on the rate of growth of output ahd tate of profit. Of course this happens only unde
the assumption that the investment equation isaggbt line. If investment had been lower, then a
fall in the rate of growth of output and in thelreed rate of profit would have occurred.
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A different picture arises if we expand the samaleh@o an open economy. An extension of this
simple model to an open economy requires thahénsaving equation we take into account of
foreign savings.

The equation for savings thus become:

s g°=s;r+ fd(h)

Where h is the real exchange rate:

m
_eP
= P
Where h is the real exchange rate, e is the nomeixalange rate defines as the number of units of

domestic currency required to buy one unit of theifyn currency , P is the price of imports, P
is the price of domestic products.

(15) h

We assume as in the preceding model that mark-diged and not flexible and is exogenously
determined by the conditions on financial markdisus we do not assume that domestic firms
profitability depends positively on the exchangter If the exchange rate appreciates domestic
firms do not reduce their mark-up in order to maimtcompetitiveness. This contrasts with other
views on the issue of mark-up and competitiveness Blecker 1989) but it reflects more closely
the behaviour of Italian exporting firms (see Bogglli, Tedeschi 2007).

Now we see graphically the consequences of a hitgrget rate of return and of a nominal
appreciation. We observe that the saving curves g thus decreasing the rate of profit ex post,
while the rise in the mark-up makes the price cmstgin curve PC rotate downwards.

Graph 3
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If the exchange rate had not appreciated, the gasurve would have shifted upwards because of
the higher price of the domestic product (see egudi4 above). In the case , in which, the target
rate of return is raised and a nominal appreciabiccur, the saving curve should shift on the left
because of the higher value of both e, the nongrahange rate, and P, the price of exports.

In a closed economy, instead, under these condijt@m increase in the target mark-up would have
only led to a decrease in capacity utilization whihe rate of profit ex post would have stayed
constant. In fact, if we assume that the investrliratdoes not move the higher desired target rate
of return will only affect utilization of capacityut it will not lower the realized profit rate.

The effect of an appreciation would be a fall ie tlate of profit (see Graph 3). However, this is
accompanied by a rise in the mark-up, which ghaalpart or totally make the rate of profit
recover, depending on the values assigned tpdtemeters and to the size of the initial shocks
to the exchange rate and the target rate of refure final result of a constant rate of growth and
an unchanged rate of profit , though with lowerizdtion rate, does not fit well the current
situation of the Italian economy as we have seethénlast section. In fact the rate of profit has
increased while the rate of growth has decreased.

The reason why this model does not fit the ItaB#nation may be linked to some weakness in its
main assumptions. In particular the model assutihasan increase in the target rate of return
causes a rise in the rate of profit on all inresnt, including that made in the past, rather than
new investment only. Lavoie (1995) asserts thattbrmal rate has nothing to do with the realized
ex post rate of profit and therefore it is usedasibstitute for the mark-up that firms impose on
variable costs. Once the normal rate of profit esn revised, the mark-up in the whole economy
must increase and thus the real wage and theatitiz rate must fall.

A radical objection to this interpretation is ththe normal rate of profit is the return that new
investment should carry in order to be made.rihé would decide to invest more, according to
their expectations of future sales or whatever, etbey would require in normal conditions under
normal capacity utilization a rate of return atskeequal to the revised normal rate.

It is different however to argue that firms will pose a higher mark-up on costs, other things being
equal, only because they have revised their noratal upwards. A more sensible interpretation
would be that firms would plan their future invesint in such a way as to reach that higher rate of
profit. Besides this, it is unlikely that firms sa their mark-up without experiencing losses in
realized sales and then in ex post profits. Moregowee idea of the mark-up does not mean that
they may only increase prices to get a higher proéirgin, they may decrease costs as well or plan
to organize the production in a different way to e same result (see Sawyer and Shapiro 2003).
Prices neither are determined by costs nor deterthiem.

“The prices of the firm are not given with the @osf its products, nor are they determined by theahd for them.
Prices do not necessarily change with the demangrémucts just as they do not necessarily charntietiie costs, and
they do not do so for the same reason: the prieagds may not be in the interests of the firm."Wiga and Shapiro
2003 p.358.)
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While it is likely that the revision in the norm@te of profit may affect future investment deansio
it is, however, not warranted that the increasthénmark-up may be applied to current production.

The Italian case shows a marked increase in thghiveif the services sector in the value added.
This tendency however is common to all industredizountries and thus may not be connected to
the financialization. The peculiarity of the laii case however is the increasing weight, over the
value added of the private services, of some imghsst These industries, telecommunications
finance transport, have been privatized andr #itg , both their profits and the valuation dieit
shares have increased. New investment in thosestinesi could be undertaken only because they
were privatized. In order to purchase them it hadnbnecessary to buy their shares on the market.
Once acquired, the investment strategy pricing ahdhe other organization issues could have
been decided ex novo by the new owners. Often mnared managers were the same persons. The
price elasticity of demand for utilities is alsotnvery high. Moreover the strategy of the new
owners may not have been focussed on long termtgrowt rather on profitable re-selling after a
short period (see the Telecom case). In this dasedpital gain on future sales would have been
higher, the higher the increase in the valuatioshaires.

4 An alternative story: monopoly power, classical competition and financialization.

An alternative explanation of the changes in trstrhiution of income in Italy and of the evolution

of the macroeconomic aggregates could be basedmadel, in which mark-up pricing co-exists

with classical competition (see Dutt 1995, Dutt 799

In this model, the rate of growth of output woulgpdnd on the rate of capital utilization (average)
and on the rate of profit. Thus the accumulatiorcapital would depend on the utilization and
profit. The allocation of a given capital amongtees would depend instead upon the profit rate
differentials among sectors. The last feature woeidtroduce some form of classical competition
in the model. There is a mechanism, however, whitdures in the long run equalization of profit
rates and convergence to the steady state ratewtly

The rate of growth is defined as follows:

ae) 9 =(g,K, +9,K,) (K, +K,) =71, + Bu+ B,r

Where

an u=(R/R,) uk, +uk,
And

(18) r =rk, +rk,
Where

) U =X /K, k =K/K, +K,
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0
And (Pl/ PZ) is the initial price ratio.

If the allocation of investment between sectorgagerned by the profit rate differential:

(19 9,~0, = :u(rl - rz)

In the short run, given the stocks of capital, tharket for each good clear through output
adjustments. In the long run the stocks of capitéihe two sectors change.

Of course if there is no possibility of free enimythe second sector the profit rates in the lang r
would not be equalized.

The implications of the model are the followingcaling Dutt (1995). The relative price both in
the short run and in the long run is determinedh®y each sector’'s degree of monopoly and by
technical parameters. This would be in contrastthe classical approach where prices are
determined assuming equalized rates of profit, rgiugout-output relations and distributional
parameters.

In this type of model the allocation of capital argosectors would depend on the relative
profitability of the sectors and the movement opita would produce in the long run the
equalization of profit rates. In this case no cleamgthe target rate of return would be necessary t
explain the trends in the accumulation of captatput growth and the distribution of income. The
profit rate differential would be sufficient to csithe higher rate of growth in newly privatized
sectors with respect to old industrial sectorsthis case however no equalization of profit rates
would be attainable even if free capital mobilisy assumed. The reason is that the sector with
higher returns are monopolistic ones, this meaastttere are barriers to entry. The only thing that
can be done is to purchase a stake in it in omeontrol them. The attempt to purchase them
would only cause a rise in the prices of their eeand thus in the value of the value of theirtehpi
in the stock exchange.

The rate of profit in some sectors could be persibt higher than in other sectors and higher than
the average rate of growth.

Conclusions

| have recalled some stylized facts regarding takah economy. In particular, in the last twenty
years, the rate of profit and the share of ptodite gone up, output growth and investment have
slowed down and the export share has fallen. We kizscussed whether the decline of the Italian
economy could be linked to the financializationqass. Usually the literature on financialization
focuses on changes in the investment attitude gbocations like the increase in distributed
dividends and the fall in the new issue of shaleve argued that, even in a country where alkthes
things have happened partially and later than enrést of the world, financialization may have
deep effects by changing the perceived financiahmndf this financial norm affects the target
return on capital, macroeconomic effects may bg wraportant even without explicitly taking into
account all the other things.

By drawing on a model by Lavoie (1995), | have shdthat an increase in the target rate of return
would leave unchanged the rate of accumulationydkes of growth and the realized rate of profit
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while decreasing the capacity utilization. If weend the same model to an open economy and
assume that an appreciation of the currency ocau| in the rate of growth, accumulation and in
the realized rate of profit would follow. Thiscpire, however, does not fit in well with the stgd
facts mentioned above. In Italy, the rate of groaial the capital accumulation have slowed down
while the rate of profit and the profit share hastearly increased. The increase concerns the
average profit share and the average profit ratéevildeed that the profit rate is declining ireth
manufacturing sectors and is rising in the sesvisector. The profit rate is declining in the
manufacturing sector, due to the increase in fizests for a more rapid replacement of the old
capital stock. This decline would not depend oa uhlization rate.

At this point a different interpretation is presashtwhich is no more based on the financialization
hypothesis but rather on the increase in the degfraaonopoly in the Italian industrial sectors,
given the increase in the mark-up. This processldvbave been favoured by the privatization
process of previously public enterprises. We shdwtwnight have happened by using a model by
Dutt (1995) with two sectors. The stock of capisafixed in the short run while the rate of growth
depends on the total utilization of capacity anel @alerage rate of profit. In the long run, however,
while the accumulation of capital is still governbg aggregate utilization and profitability, the
allocation of capital among sectors and their ghodépends on the profit rate differential. In the
steady state, this differential would tend to zéroreality, if there are barriers to entry or lied
possibilities of expansion in the higher profit ®es, this does not need to happen. The only thing
that has happened is the attempt to purchase stakiesse industries, which in turn has increased
the value of their shares, so satisfying the ohjestof their managers. In this case, financialorat
would be a side effect of the increase in monspolcompetition.
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Table 1: The composition of value added byamda Italy 2000-2005 (chained values at factor
cost)

anno

settore 2000 2001 2002 2003 2004 2005

agricoltura| 31198 30420 29484 28040 31846 31124

industria | 241.052 |239.196 |237.179 |231.665 |234.711 |229.205

costruzioni| 51.736 55.741 57.074 58.676 60.338 60.736

commercio| 246.388 | 253.225 |251.542 |248.340 |251.033 |255.729

intermmon| 252,979 | 258.931 |265.173 |269.392 |268.782 |269.142

Altri 205941 |209.886 |211.990 |212.782 |216.357 |217.360
servizi

Toltale 1.029.294 | 1.047.400 | 1.052.426 | 1.048.995 | 1.063.132 | 1.063.574
valore

aggiunto

Table 2: the Return on capital by sectors.

RENDIMENTO DEL CAPITALE
(numero indice:1989=1)

manifattura  Altri estrattive  costruzioni | commercio alberghi = Attivita’ energia | trasporti finanza

settori imprenditoriali

privati
1989 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
1990 0.82 1.01 1.05 112 0.97 0.96 0.98 1.10 0.74 1.15
1991 0.66 0.95 0.91 112 0.97 0.91 0.82 112 0.72 1.06
1992 0.63 0.91 0.82 1.10 1.00 0.77 0.77 0.99 0.69 0.95
1993 0.53 0.87 0.86 0.85 0.88 0.70 0.64 0.89 1.31 1.02
1994 0.65 0.91 0.85 0.84 1.05 0.89 0.56 1.22 1.56 0.89
1995 0.80 0.96 0.88 0.80 112 0.67 0.65 1.28 1.56 1.00
1996 0.71 1.02 0.86 0.97 1.08 0.89 0.78 1.35 151 1.03
1997 0.64 0.99 0.90 0.79 1.06 0.80 0.86 1.36 1.34 0.95
1998 0.63 1.00 0.64 0.73 1.01 0.78 0.77 1.59 1.71 1.07
1999 0.58 0.96 0.73 0.68 0.91 0.61 0.82 1.72 1.57 1.02
2000 0.56 1.00 1.09 0.65 0.87 0.59 0.82 1.72 1.61 131
2001 0.52 1.00 0.81 0.62 0.83 0.58 0.80 2.21 1.85 1.30




Costruzioni

Commercio, riparazioni, alberghi e ristoranti,
trasporti e comunicazioni

Intermediazione monetaria e finanziaria; attivita
immobiliari ed imprenditoriali

Altre attivita di servizi

Agricoltura, silvicoltura e pesca

Industria in senso stretto

51.736 55.741 57.074 58.676 60.338 60.736
246.388 253.225 251.542 248.340 251.033 255.729

252.979 258.931 265.173 269.392 268.782 269.142

205.941 209.886 211.990 212.782 216.357 217.360
31.198 30.420 29.484 28.040 31.846 31.124

241.052 239.196 237.179 231.665 234.711 229.205
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