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Abstract. In this paper we develop a Kaleckian stock-flow-

consistent model to examine the implications of Veblen’s idea that 

businessmen engage in asset price manipulation in order to increase 

their earning capacity. In Veblen’s system, asset price manipulation 

inflates firm’s collaterals and increase businessmen’s capacity to 

access credit markets. Furthermore, the wealth of shareholders 

increases because of higher capital gains. Nevertheless, higher 

leverage that reduces the quality of businessmen creditworthiness 

renders the economy financially fragile. We argue that a higher 

value of Veblen’s Q reduces the quality of leverage that is in turn 

positively associated with higher non-performing loans and 

defaults. De-leverage negatively affects income distribution, the rate 

of accumulation and the macroeconomy.  
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1. Introduction 

Speculation is a major institution in Veblen’s Theory of Business Enterprise. It 

is associated with the creation of peculiar wealth and the profit-making in the 

financial markets that target the maximization of the conspicuous 

consumption. Kindleberger (1978) conceptualizes speculation as a factor that 

induces financial asset booms and collapses. Several episodes of financial 

collapse have been recorded in the past decades, stemming out of fraudulent 

and speculative activities (see e.g. Cornehls, 2004).  

Nevertheless, the conventional economic theory perceives manipulation as “a 

trading strategy that generates real wealth at no risk” (Jarrow (1992). It is also 

argued that manipulation is carried out by a single trader, or a group of 

traders that act in concord. The focus is upon the impact that asset price 

manipulation has on liquidity, the malfunction of asset prices as market 

signals (Kyle and Viswanathan, 2008) as well as on the need for macro-

prudential policies that would prevent a collapse of asset prices (Borgy et al., 

2009). Therefore, the conventional view is about the effects that manipulation 

may have on the role that the price mechanism in the capital and money 

markets can play in the optimal allocation of savings. There is not any concern 

about the cultural roots of manipulation in the business enterprise system. 

Veblen’s financial macroeconomics conceptualizes manipulation as the 

institution that induces endogenous non-sustainable leverage processes that 

destabilize the financial system and the macroeconomy. Veblen advances a 

cultural-financial theory of investment and brings forward the role that the 

pecuniary and emulation instincts play in institutionalizing manipulation in 

business practices. This paper develops a Stock-Flow-Consistent (sfc) post-

Kaleckian model of distribution and growth aiming to argue that 

financialization has triggered Veblen’s institutional process of asset price 

manipulation inducing financial and macroeconomic instability.  
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The rest of this paper is organized as follows. Section 2 draws attention to 

Veblen’s cultural-financial theory of investment and the central role of 

manipulation in inducing endogenous processes of fragile and unsustainable 

leverage structures. The analysis underlines how financialization and 

manipulation institutionalize low quality leverage structures and trigger debt-

deflation processes that destabilize the macroeconomy.  Section 3 develops a 

stock-flow consistent model that draws heavily on the works of Lavoie and 

Godley (2001-02) and van Treeck (2008). Section 4 discusses specific features 

of the model and presents simulation results. Section 5 concludes.3  

 

 

2. The Model 

We assume a closed economy, with no government intervention, with a single 

good either used for investment or consumption purposes. There is no high-

powered money in the economy, but only credit provided by the financial 

sector in deposit accounts. We, further, assume away capital depreciation and 

consider productivity, defined as output per worker, and technological 

change to be constant. Following a Kaleckian norm, households are divided 

between wagers and rentiers.  

In what follows, we firstly present the Balance Sheet and the Transaction Flow 

matrices and consequently the behavioral equations for each sector, followed 

by systemwide implications. 

 

 

2.1 The Accounting Framework 

Table 1 presents the Balance Sheet Matrix (BS), while Table 2 presents the 

Transaction Flow Matrix (TFM). We extend the BS and TFM of Lavoie and 
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Godley (2001-02), by incorporating non-performing loans, found in Godley 

and Lavoie (2007, p.378 et seq.). The subscripts s, d, w, r, f and b denote 

supply, demand and demand on behalf of wagers, rentiers, firms and banks 

respectively. As typical, the plus sign indicates the source of funds and the 

minus sign the use of funds. 

As is evident from the BS, wagers hold no wealth, while rentiers hold equities 

issued by the firms and money. Firms receive loans and hold deposit 

accounts, while banks distribute all of their profits to the rentiers.  

The TFM in Table 2 provides an overall view of the flows in the economy. 

Each row and each column adds up to zero, implying that there are no “black 

holes” (Godley 1996) in this postulated economy. The value of each variable is 

implied by the rest variables in each row or column. 

 

 Table 1. Balance Sheet Matrix 

  Wagers Rentiers Firms Banks Total 

Money   +Mr 
 

-Ms 0 

Equities   +erpe -espe   0 

Loans   
 

-Lf +Ls 0 

Capital 
Stock 

    +K   +K 

Total 0 V K - espe - Lf  0 +K 

 

From TFM one could observe that aggregate demand equals aggregate 

supply, implying that firms adapt supply instantaneously to demand4, 

holding no inventories. Wagers consume all of their income, while the 

disposable income of the rentiers is equal to the distributed firm and bank 

profits and the interest on deposits. 

�� = �� + �� + �� ∗ ��(��)     (1) 

 

                                                           
4
 Such is the assumption followed by Keynes (1936) in Ch. 5 of The General Theory, regarding the 

short-run expectations of the entrepreneurs. 
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Table 2. Transaction Flow Matrix 

  Households Firms Banks Total 
  Wagers Rentiers Current Capital Current Capital   

Consumption -Cw -Cr +Cs 
  

 0 

Investment 
  

+Is -Id 
 

 0 

Wages +Wd 
 

-Ws 
  

 0 

Profitsf  
+FD -Ff +FU 

 
 0 

Profitsb 
 

+Fb +il*NPL(-1) 
 

-Fb-il*NPL(-1)  0 

Interest loans 
  

-il*Lf(-1) 
 

+il*Ls(-1)  0 

Interest depos 
 

+im*Mr(-1) 
  

-im*Ms(-1)  0 

Δloans 
   

+ΔLf 
 

-ΔLs 0 

Δmoney 
 

-ΔMr 
   

+ΔMs 0 

Δequities 
 

-Δer*pe 
 

+Δes*pe 
 

 0 

Loan Defaults 
   

+NPL 
 

-NPL 0 

Total 0 0 0 0 0 0 0 

 

By the combination of BS and TFM we retrieve the money demand for 

rentiers, which is equal to the disposable income minus consumption and the 

change in the amount of equities held, plus the capital gains, with pe 

indicating the price of equities. 

��� = �� − �� − ��� ∗ �� + ��     (2) 

Capital gains are equal to the change of the asset price, multiplied by previous 

period’s equity holdings.  

�� = ��
�
∗ ��(��)     (3) 

Firms’ undistributed profits depend on the total profits, the dividend and the 

interest payments and interest not paid due to the non-performing loans. 

�� = �� − �� − �� ∗ ���(��) − ����(��)�     (4) 

In the work of Lavoie and Godley (2001-02), as well as in the work of van 

Treeck (2008), change in firms’ loans is a residual factor that follows from the 

dividend payments, which define the level of retained earnings, and from 

issuing new equities. However, in Veblen (1904) access to credit markets is of 

major importance in the business culture, since credit serves as a mean of 

attaining higher pecuniary gains. In other words, the choice of the level of 

credit is endogenous and cannot occur residually. For this reason, we depart 
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from the standard sfc modeling feature, found in Kaldor (1966), Lavoie and 

Godley (2001-02) and Van Treeck (2008), where firms issue new equities 

according to a fixed ratio and assume that the issuing of new equities is the 

residual factor.  In particular, the amount of new equities depends on the new 

investment, the change in loans, the retained earnings and on the non-

performing loans. We further assume that the equity supply is inelastic with 

respect to the price of equities. 

��� ∗ �� = �� − ��− ��� − ���     (5) 

 

 

2.2 Behavioral Equations 

Firms 

Firms, firstly decide on the level of mark-up over costs, contained in the price 

of goods. In the present case we use a standard Kaleckian mark-up form 

(Hein 2006, 2007), where prices are set as a mark-up over unit labor costs.  

� = �1 +��� ∗ �/�     (6) 

The left hand side term is the price which is normalized to unity, mf is the 

firms’ mark-up, which is determined by the power of capital and labour in the 

labour market, w is the wage-rate which is constant and also set equal to 

unity, μ is the unit labor cost, � = �
��
�  and wages are equal to the wage rate 

multiplied by the labour demanded. The latter is represented by Nd, which is 

always equal to the infinitely elastic supply of labor Ns, and Y is the GDP. The 

output of the economy is given by, 

� = �� + ��     (7) 

Given that prices remain constant and that supply always meets demand, the 

total profits of the firm Ff, net of interest payments, are equal to, 

�� =
��

(����)
�     (8) 
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The investment function is described by the following equation. 

� = �� + ����(��) − �����(��) + ���(��)     (9) 

The rate of capital accumulation g, depends on animal spirits a0 and the ratio 

of retained earnings to capital 

�� = ��
�� = ��(�� − �� ∗ (��� − ���))     (10) 

where � =
��

�
�  is the profit rate, ��� =

����
�
�  is the default rate and lev is 

the leverage rate ��� = 	
��(��)

�
� . The accumulation rate is also affected by the 

capacity utilization proxy � = �
����� . Potential output Ypot is assumed to be 

in a constant relation to capital ���� = �
�� , where σ is a positive constant 

parameter. The leverage rate affects negatively the accumulation rate, 

entering eq.(9) twice.  

The use of Tobin’s Q in the standard Kaleckian rate of accumulation function 

is quite often in P-K theory (see e.g. See Lavoie and Godley (2001-02), van 

Treeck (2008), Godley and Lavoie (2007, p.385), Zezza and Dos Santos (2006)) 

affecting the rate of investment positively. Nevertheless, the effectiveness of 

Tobin’s Q on new investment is not supported by empirical studies5, while in 

the case of share buybacks, the rise of the prices of stocks is not considered as 

a signal for new investments by the firms (Hein and van Treeck, 2008).  

In advance, the monopoly structure is neglected in Tobin’s Q, which 

monopoly structure is expected to distort its efficiency (Brainard and Tobin, 

1977). For these reasons we exclude Tobin’s Q from the accumulation function 

and focus on the internal and external financing as well as on the demand 

component.  

Finally, the parameter sf determines the amount of profits not distributed to 

the shareholders. Distributed profits are given by the following equation, 

�� = �1 − ��� ∗ ���(��) − ��(��) ∗ ���(��) − ����(��)�� ∗ (1 + �(��))      (11) 

                                                           
5
 See Hein (2008) for a list of empirical studies that reject the effectiveness of Tobin’s Q. 
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Contrary to Hein (2006, 2007), or Hein (2008) and van treeck (2008), where the 

mark-up is interest-elastic or dividend elastic, respectively, we assume that 

the firms’ mark-up depends on Q. Following Kalecki (1954), the mark-up 

depends among other factors on the degree of monopoly. According to 

Medlen (2003), Veblen’s Q indicates mergers and takeovers, aggravating the 

degree of monopoly in the commodities market, thus having considerable 

impact on the commodities mark-up. Given that a higher Q indicates intense 

merging, the degree of monopoly increases and so firms’ mark-up is defined 

as  

�� = �� ∗ (1 + ���)     (12) 

where b1 denotes the responsiveness of the mark-up on intensive merging 

and Veblen’s Q is defined as 

� =
����

��
     (13) 

Eq.(13) states that Veblen’s Q is a ratio of the putative to actual earnings, with 

the former defined as past year’s firms’ profits, aggravated by the price 

manipulation factor, pm. Therefore, the higher is the discrepancy between 

putative and actual profits, the larger the Q. 

���� = ��(��) ∗ (1 + ��)     (14) 

The price manipulation parameter is exogenously given and depends on the 

level of financial regulation with low prices of pm indicating strong 

regulation and vice versa.  

Firms decide on the level of new loans required for the financing of new 

investment according to  

��� = ��(1 − ���) ∗ ���(��) ∗ ��(��)� − �����(��) − ����     (15) 

Firms use lagged market capitalization as collateral, in order to gain access to 

higher credit, given the debt repayments6. In accordance with the principle of 

                                                           
6
 The non-performing loans have been added eq.(15) in order to maintain the typical ��� = ��� 

condition. 
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increasing risk of Kalecki (1937), the burden has an opposite effect and is 

defined as 

��� =
(������)∗��(��)

��
     (16) 

Finally, non-performing loans depend on the level of Q and the lagged 

cumulative debt.  

���� = �� ∗ � ∗ ��(��)     (17) 

The higher is the Q, the more exposed firms become due to the discrepancy 

between putative and actual profits, thus the more difficult debt repayments 

become and so non-performing loans increase. 

 

Households 

The consumption of households is consisted of the consumption of wagers, 

which is equal to the wage received and the consumption of rentiers which 

depends on the expected disposable income and the lagged capital gains, with 

c1 > c2. 

� = �� + �� = 	�� + ����
���

+ ����(��)     (18) 

Expectations in our model are adaptive, implying that the expected 

disposable income is equal to the previous year’s disposable income, 

engrossed by the lagged growth rate of the disposable income. 

��
���

= �1 + ���(��)� ∗ ��(��)     (19) 

The portfolio choice is consisted of two options. Rentiers hold savings either 

in the form of equities or in deposit accounts. The latter has already been 

presented in eq.(2), in a residual form. The expected market capitalization 

depends positively on the desired level of equity holdings by the rentiers, on 

the rate of return on equities and negatively on the interest rate on deposits 

and the expected disposable income as a fraction of wealth, representing the 

transactions motive.  
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(�� ∗ ��)
��� = �� ∗ � ∗ ���� + �� ∗ � ∗ ����     (20) 

where, 

� = �� + ���� − ���� − �� �
��

�
�
���

     (21) 

and  

�� = 1	���	
��

��
� < 1.33     (22.A)  

�� = 0.025	���	
��

��
� > 1.33     (22.B)  

Eq.(20)-(22.B) state that the expected market capitalization depends on the 

market valuation of the price of equities. Specifically, whenever the price of 

equities is considered to be one third higher than the long-run price of 

equities, the latter being exogenously given, then equities are considered 

overvalued and the demand for equities collapses nearly down to zero. In the 

opposite case, the demand for equities is similar to those of Lavoie and 

Godley (2001-02) and van Treeck (2008). 

The rate of return depends on the distributed profits and on capital gains over 

the lagged capitalized value of the firm. 

�� =
(�����)

��(��)��(��)
     (23) 

Expected wealth depends on past period’s wealth, aggravated by the 

expected disposable income, already given in eq.(19), the expected capital 

gains, minus consumption. 

���� = �(��) + ��
���

+ ����� − ��     (24) 

The determination of wealth follows straightforwardly from the BS. Expected 

capital gains equal lagged capital gains increased by the lagged rate of 

accumulation. 

����� = ��(��) ∗ (1 + �(��))     (25) 
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Banks 

Banks gain profits from the difference between interest paid on loans and 

interest paid on deposits and they suffer losses from non-performing loans. 

The interest on loans contains a mark-up on interest on deposits, while the 

banking sector as a whole supplies loans on demand, implying that they fail 

to evaluate properly the credibility of the firms in which loans are granted, 

due to the business manipulation strategy. Money supply is equal to the 

supply of loans. The related equations are, 

�� = �� ∗ ���(��) − ���(��)� − �� ∗ ��(��)    (26) 

�� = (1 + ��) ∗ ��     (27) 

�� = ��     (28) 

�� = ��     (29) 

 

Income distribution 

We follow Van Treeck (2008) in the definition of share of profits, thus the 

following three equations represent profits as a share in national income, 

income share of rentiers over household income and share of banking sector’s 

profits respectively. 

ℎ = �� (1 +��)⁄ = �� �⁄      (30) 

ℎ� =
��

�����
     (31) 

ℎ� =
��

��
     (32) 

 

 

 

 

 



 

Systemwide Implications 

In the work of Lavoie and Godley (2001

van Treeck (2008), expected market capitalization equals actual market 

capitalization. In other words, the price

of supply and demand, thus the stock market equilibrates and the demand for 

equities adjusts to the supply of equities. 

However, such a specification comes in full contrast with the Veblenian 

concept of asset price 

contains a mark-up.  

�� ∗

In that sense, the price of assets is inflated given the artificially boosted 

demand. Figure 1 demonstrates the impact of price manipulation on asset 

prices. In particular, price manipulation expa

curve outwards, from point A, where stock market would equilibrate if no 

manipulation had occurred, to point B. 

 

 

 

 

 

 

 

 

 

 

 

 

�� 

Q 
Figure 1. Asset Price Movements
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In the work of Lavoie and Godley (2001-02), Zezza and Dos Santos

van Treeck (2008), expected market capitalization equals actual market 

capitalization. In other words, the price of equities is determined by the forces 

of supply and demand, thus the stock market equilibrates and the demand for 

equities adjusts to the supply of equities.  

However, such a specification comes in full contrast with the Veblenian 

 manipulation, since expected market capitalization

∗ �� = (�� ∗ ��)
��� ∗ (1 + ��)     (33) 

In that sense, the price of assets is inflated given the artificially boosted 

demand. Figure 1 demonstrates the impact of price manipulation on asset 

prices. In particular, price manipulation expands the down-sloping demand 

curve outwards, from point A, where stock market would equilibrate if no 

ation had occurred, to point B.  

��
���

 ��  

A 

B 

C 

. Asset Price Movements due to Market Manipulation

Zezza and Dos Santos (2006) and 

van Treeck (2008), expected market capitalization equals actual market 

of equities is determined by the forces 

of supply and demand, thus the stock market equilibrates and the demand for 

However, such a specification comes in full contrast with the Veblenian 

expected market capitalization 

In that sense, the price of assets is inflated given the artificially boosted 

demand. Figure 1 demonstrates the impact of price manipulation on asset 

sloping demand 

curve outwards, from point A, where stock market would equilibrate if no 

��
���

 

�� 

� 

due to Market Manipulation 
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This implies that through this strategy, market is convinced that the equities 

are undervalued and thus is willing to hold the same amount of equities 

supplied at a higher price. Given that the supply of equities is inelastic with 

respect to the price, excess demand pushes the price even further upwards 

and the stock market equilibrates at point C. This process is repeated in each 

period and so asset price booms are created.  

In overall, equities demanded equal equities supplied, as proposed by the 

aforementioned authors, yet in this occasion the price that clears the market is 

artificially inflated by the price manipulation strategies of the firms. Finally, 

good accounting implies that the redundant equation of money supply being 

equal to money demand, holds at all times. 

�� = ��     (35) 

 

 

3. Further Considerations 

In our model there are certain specifications that need to be discussed further. 

The first one is related to the lack of any banking strategy. In particular, non-

performing loans constitute a factor not controlled by banks which reduces 

profits. Furthermore, the function of banks is lacking in any buffering tool7 

that would absorb imbalances. A rather more realistic approach would 

require banking strategies that take into account financial fragility or at least 

impose barriers on credit expansion, subject to the growth of non-performing 

loans. However, such a specification would add in complex without assisting 

in the highlighting of our main objective. Besides, the introduction of burden 

in the loan demand equation counterpoises the aforementioned drawback.  

In addition to the above, there are two opposing movements that are likely to 

create inconsistency regarding the redundant equation, where money supply 

                                                           
7
 In example in Chapter 11 Godley and Lavoie (2007) use government bonds as a buffering 

instrument. 
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equals money demand. The increased demand for loans is expected to give 

rise to the money supply, while the inflated asset prices are expected to 

promote demand for equities and reduce the demand for money, thus 

creating an imbalance in the deposit accounts, provided that the rate of 

accumulation is sufficiently high, to allow issuing of new equities and that the 

institutional structure of the economy promotes equity holding.  

A more feasible and presumably sufficient approach would render the 

deposit rate, which serves as a base rate, endogenous, depending on the 

growth of the demand for money, moving at the opposite direction. 

Regarding Veblen’s Q, it is essentially depended on the price manipulation 

parameter, which is constant and exogenously given. Nevertheless, a more 

consistent representation of the Veblenian framework would require an 

endogenously determined Q that would affect the leverage structure and 

create credit cycles, depending on a degree-of-regulation proxy and on an 

amount of loans used for manipulative purposes. 

However, it should be kept in mind that such a specification is expected to 

have a severe impact on distribution through the Q-elastic mark-up. 

Specifications similar to those found in Argitis and Dafermos (2011), where 

the manner according to which finance influences the distribution effect of 

inflation, is fully explored, would constitute significant improvements.  

In the forthcoming simulations we are expecting to find two distinct regimes 

of accumulation. The normal case, where excessive manipulation harms 

growth, distributes income on the expense of wagers and boosts the financial 

fragility of the economy, by giving rise to the default ratio, expressed as the 

non-performing loans over the capital stock. The second regime is the 

puzzling case, where the increased capital gains due to the manipulating 

activities, in combination with a high propensity to consume for the rentiers is 

expected to lead to finance-led growth. 
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