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There is a long established body of financial literature that recognizes a causal link 
between credit booms, banking crisis, and financial crises. This paper intends to explore 
the connection between income inequality and financial crisis, via a credit boom in the 
United States. The core arguments of this paper provide two main explanations as to why 
inequality causes a financial crash: first via political pressure for redistribution, and second 
via excessive borrowing to sustain consumption demand. The paper then sets to assess the 
merits of counterarguments to the existence of a causal link between inequality and financial 
crisis, and it comes to a close with concluding remarks and a brief policy discussion.

Introduction
Until recently, research on the recent financial crisis mostly concerned the proximate causes 
of the 2007-2008 crisis; for instance, the housing bubble, asset securitization, and financial 
deregulation were identified as having greatly contributed to the recent crash (Brunnermeier 
2009; Johnson 2009; Reinhart and Rogoff 2009). The more nuanced studies of the financial 
crisis have gone beyond the proximate causes by drawing attention to the nexus of rising 
income inequality, credit booms, and financial crises (Stiglitz 2009; Fitoussi and Saraceno 
2009). 

There is a long established body of financial literature that recognizes and acknowledges 
a causal link between credit booms, banking crisis, and hence financial crises (see for 
instance Borio and White 2003). By taking a step further in the causal chain, this paper 
intends to explore the connection between income inequality and financial crisis, via a credit 
boom. For conciseness and argument effectiveness, the focus of this paper is narrowed to 
consider the United States as a case study. A short discussion of the link between credit 
booms, banking crisis and financial crisis is provided; the paper then provides two main 
arguments for why inequality causes a financial crash. Following, some counterarguments 
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to the existence of a causal link between inequality and financial crisis are presented. The 
paper comes to a close with concluding remarks and a brief policy discussion. 

The main arguments in support of a causal link between inequality and the recent financial 
crisis in the United States are as follows. First, rising inequality in the country over the 
past three decades resulted in political pressure on the government for redistribution. 
This ‘redistribution’ took the form of extending access to mortgage finance for households 
otherwise unable to secure access. In the run-up to the banking crisis of 2008, low-income 
households were given improved access to mortgage finance that led to the formation of 
the housing bubble. Subsequently, the burst of the housing bubble caused the banking and 
ensuing economic crisis of 2008 (Rajan 2010). Second, income inequality and stagnant 
income growth for households in the lower deciles of income distribution resulted in increased 
borrowing as a way to preserve the buoyancy of consumption growth. A shift in bargaining 
powers over incomes compelled workers to borrow in order to consume; increased leverage 
acted as a shock to the economy and resulted in a crisis. A nuance of this argument locates 
the recent credit expansion at the heart of a long-run economic growth model, one that is 
propelled by a debt-ridden consumption spree, and one that breeds inequality.  Empirically, 
the period from 1983-2008 saw an increased share of total income accumulate to the rich, 
a large increase in leverage for the remainder, and consequently a financial crisis (Kumhof 
and Ranciere 2011). 

Lending booms, banking crisis and financial fragility
Credit booms are used to explain the banking crises of a series of Asian (Thailand in 1997, 
South Korea in 1997) and Latin American countries (Chile in 1982, Mexico in 1994). A 
lending boom is defined as a period when the ratio of private credit to private gross domestic 
product (GDP) deviates from its historical trend. Credit to the private sector typically increases 
rapidly during a boom (Ball 2010). For instance, during Chile’s long-lending boom the ratio 
of credit-to-GDP rose to 1,200%, and Mexico’s boom coincided with a credit-to-GDP ratio 
increase of 350% (Ball 2012). The danger is that as lending increases, the quality of loaned 
and funded projects decreases, and hence the banking sector becomes vulnerable. Credit 
expansion is deemed a financial development; financial developments often occur in stages 
with periods of intense financial deepening, increases in the size of the banking industry, 
and intensification of financial intermediation by banks and financial institutions. In some 
cases, credit booms may be associated with investment booms, where large increases in 
lending result in a permanent capital deepening and output productivity growth (Ibid.). 

Most often however, increased lending is associated with a consumption boom rather than 
an investment boom and compels buoyant (reckless) consumption expenditure (Collyn 
and Sendhaji 2002). Implicit or explicit bailout guarantees for the banks and general 
expectations of a public bailout further aggravate the scenario as private borrowers and 
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lenders develop and carry over riskier projects than may be socially efficient (Gourinchas 
et al. 1999). Concurrently, there is a ‘credit channel’ or a ‘financial accelerator’ mechanism 
in effect (Bernanke and Gertler 1989). Through these mechanisms asset prices increase; 
consequently borrowers’ net worth increases, facilitating new lending, and thereby fueling 
higher asset demand and higher asset prices. All booms are eventually followed by a bust 
as a portion of the agents are not able to pay back loans, and due to loan defaults, banks 
become more vulnerable as the asset side of their balance sheet shrinks. Even a slight 
change in asset price valuations may result in a full-blown banking crisis with ripple effects 
for the real economy (Gourinchas et al. 1999). 

Generally, uncontrolled growth in credit and lending ensues from inadequately designed 
financial institutions that distort productive investment incentives towards socially risky 
projects (Ibid., 4). However, the origins of lending booms are diverse. They can arise from 
poorly regulated financial liberalizations, high surges of (hot) capital inflows, low interest 
rates, or terms of trade shocks that boost domestic investment and consumption (Collyn 
and Sendhaji 2002; Gourinchas et al. 1999). The financial crisis of 2007-2008 provides a 
ripe opportunity for scholars to re-explore the origins of lending booms. The rising income 
inequality that preceded the recent crash1 exposed the existing literature to a new terrain of 
possibilities for explaining credit booms and subsequent financial crises. 

“Let them eat credit”
A series of studies have indicated the dramatic rise of income concentration since the 1970s 
in the United States (Atkinson et al. 2011; Piketty and Saez 2007; Kentworthy 2011). These 
studies either focus attention on the quickly rising share of pre-tax income amongst the top 
1% of households since the 1980s (Atkinson et al. 2011), or confirm the stagnating wages 
and incomes for the lower household deciles and the similarly stagnating median wage 
of American male workers (Goldin and Katz 2008). The root causes of inequality in the 
Unites States can be attributed to factors such as the decline of unions, globalization and 
technological advances, changes in the top marginal tax rates, immigration, demographics, 
deregulation, and issues with the education system. Of these contributing factors, problems 
in the American education system are most consistently supported in the literature (Goldin 
and Katz 2008; Rajan 2010, Lemiux 2006). 

The education system and its role in the rising income concentration at the top are not 
entirely divorced from globalization trends and technological progress. Increases in trade 
integration and financial market developments are closely associated with technological 
advances with implications for labour demand (OECD 2011). The literature on technological 

1 Rising income inequality preceding a financial crisis is not unique to the recent financial 
crash. The period of the 1920s and the run-up to the great stock market crash of 1929 also witnessed 
rising income inequality (Block 2010; Kumhof and Ranciere 2011).
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progress and inequality posits that progress has become more demanding of high-skills, a 
term the economists call ‘skill-biased technological change.’  When combined with lagged 
educational advances, skill-biased technological change may result in increased income 
inequality. The socioeconomic adaptability to technological change is directly linked to the 
supply of a well-educated population, which has failed to keep up in a number of countries 
(OECD 2011). In the United States, the increase in education attainment was only 0.4 years 
of schooling for the period from 1980 to 2005 (Rajan 2010, 25). The rapidly increasing 
incomes of the highly educated compared to the less educated (whose income has remained 
stagnant since the 1980s) reflect this deficiency. Goldin and Katz have further depicted a 
rising college premium over secondary schools and documented declines in graduation 
rates across high school and college students in the United States. Lack of access to 
quality education by lower- to moderate-income households explains this trend (Goldin and 
Katz 2008). A lack of access to quality education puts individuals on an unequal footing 
towards future employment and income attainments; and hence runs counter to Americans’ 
perception of economic freedom as “an equal chance to become unequal” (Rajan 2010, 44).

Income inequality creates socio-political forces that prompt political intervention (Bordo 
2012). Major strikes, labour movements and union unrests during the Great Depression were 
clamors for government intervention and compensation in the face of mass unemployment 
and rising inequality.2 In fact, governments have been capable of compensating (although not 
entirely) for rising inequality through regulations, institutions, and benefit and redistribution 
systems (Pontusson and Kenworthy 2005). Political intervention in the United States, given 
the past thirty year trend of rising in income inequality, has ostensibly aimed at maintaining 
consumption growth. Instead of progressive tax reforms or an overhaul of the education 
system, the United States government opted for cheap housing credit as the panacea for 
rising income inequality (Rajan 2010). This process relied on government intervention in 
housing markets as well as financial innovation and deregulation (Bordo 2012). 

An assessment of the methods of housing finance helps to draw a connection between 
financial and social policy, and also attests to a ‘welfare trade-off’ (Seabrooke 2008). The 
‘welfare trade off’ holds that in some societies citizens opt for high taxes and high welfare 
provisions that include social housing, while in other societies where the sentiment towards 
high taxes and high welfare is weak, the public mostly depends on financial innovation and 
credit for access to housing. Scholars have argued that access to credit was, and remains, 
a political good in the United States (Rajan 2010; Seabrooke 2008). Up until the civil rights 
movement of the 1960s, access to housing credit was discriminatorily based on income 
and race, and has continued to be constrained by income thereafter. Given a weak welfare 
state and a sustained social demand for housing, the United States government has had 

2  Coxey’s army of unemployed, for instance, is a prominent historical movement that de-
mands relief for the unemployed, lasting from the late 19th to the early 20th century (Hamilton 2005). 
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an incentive to provide housing finance to the public. Easy housing credit is said to have 
large, immediate, positive, and widely distributive benefits, while the costs are postponed to 
the future. This payoff structure compliments government myopia, as politicians’ interests 
mostly lie in securing votes via policies that have short-term, quick and positive impacts 
(Rajan 2010, 31). In extending housing credit, government action was mediated via the 
private sector and institutions that facilitated the development of a mortgage market. 

The American government’s involvement in the housing markets occurs largely through 
the Federal Housing Administrations (FHA) or through Fannie Mae and Freddie Mac – 
institutions that have their historical roots either in the unrests of the 1930s or the civil rights 
movements of the 1960s (Bordo 2010; Seabrooke 2008). These institutions were created 
to encourage the development of the mortgage market and to provide housing finance 
for much of the population. Rajan argues that as rising inequality and stagnant incomes 
became apparent in the 1990s, Fannie Mae and Freddie Mac were chosen as instruments 
of redistribution by successive United States administrations and Congress (2010). In the 
early years of the 1990s, these government-sponsored private entities increased their 
capital requirements and took on more risk. Lending in the housing market was particularly 
targeted at low-income households, and the private sector was encouraged to “find creative 
ways to get low income people into houses” (Ibid., 36). These events were associated with 
a 75% increase in housing prices from 1999 to 2007 (Bordo 2010, 5). 

Under a lax regulatory environment, and relaxed lending practices, the private sector joined 
forces with FHA, Freddie and Fannie to backstop mortgage lending. With few households 
qualifying for ‘prime’ mortgages, subprime mortgages were created and loaned; the infamous 
NINA (No Income No Asset) and NINJA (No Income No Job or Asset) loans were also 
condoned. Subprime mortgages were further securitized, ‘diced and sliced’ into bundles and 
passed on to different mortgage holders. Mortgage backed securities were then repacked 
into collateralized debt obligations (CDOs), and insurance was sold on many of these 
new products. Financial firms and banks increased leverage by deeply engaging in the 
synthetized mortgage market, while avoiding regulatory oversight and capital requirements 
(Brunnermeier 2009; Bordo 2012). Once the housing bubble burst in 2007 and mortgage 
borrowers defaulted en masse on their subprime mortgages, the trend reversed and the 
crisis unfolded. In this view, the financial crisis is directly linked to a burst in the credit bubble 
and the inequality that drove it. 

Investors in pursuit of the capitalist spirit; workers on a consumption spree: 
Inequality, leverage and financial fragility
The link between income inequality, lending booms, and crisis is formally modeled by 
Kumhof and Ranciere (2011). The authors consider the correlation between rising inequality 
and credit growth as stylized facts: the financial crisis of 2007-2008 was preceded by an 
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increase in income and wealth inequality, and a rise in debt-to-income ratios among lower- 
and middle-income households. When the debt-to-income ratios became unsustainable, 
they triggered the crisis (Ibid., 3). Kumhof and Ranciere have developed a dynamic stochastic 
general equilibrium model in order to show that a crisis driven by income inequality can 
arise endogenously. 

The crisis is taken to be a final result of a shock to the relative bargaining powers over 
income of two groups of households: investors or capital owners (5% of the population) 
who save, invest and consume, and wage earners or workers (95% of the population) 
who consume their wages together with the proceeds from any borrowing and whose 
bargaining power decreases relative to the investors. Kumhof and Rancier assume that 
agents have a minimum level of consumption they need to reach, and that the workers 
and investors bargain over surplus production. Consumption for the former group depends 
on this bargaining process (2011). When a bargaining shock strikes, real wage growth 
declines, real wages fall below their steady state level, and workers borrow to maintain their 
consumption. Investors in turn use their increased income to buy additional financial assets 
backed by loans to workers; this allows for workers’ buoyant consumption expenditure3, but 
also results in a persistent rise in their debt-to-income ratio. Savings at the top and borrowing 
at the bottom increases the demand for financial services and financial intermediation, and 
consequently causes financial sector growth (measured by the ratio of banks’ liabilities to 
GDP). Unsustainably high debt-to-GDP ratios and a reckless leveraged financial sector 
pose risks to financial stability.

The empirical documentation of patterns of income distributions, wealth and consumption; 
the evolution of household debt-to-income ratios; the growth of the financial sector; and 
changes in households’ default risk leading up to and during the financial crisis of 2007, 
help to support the above scenario and the triggering of the crisis. From 1983 to 2007, the 
share of total income accruing to the top 5% of the income distribution increased from 22 
to 34%. The widening in earnings inequality is reflected by a cumulative 70% increase in 
the hourly wages of the top 10 percentile, compared to a 5% decline in median real hourly 
wages and a 25% decline in the wages of the bottom 10% (Kumhof and Ranciere 2011, 
6). The marked rise in inequality during this period is associated with only a modest rise in 
consumption inequality (Kumof and Rancier 2011; Kruger and Peri 2006). An explanation 
for a much less pronounced rise in consumption inequality contends that if rising income 
inequality is supplemented by an increase in income mobility, as individuals move up and

3  Leading up to the recent crisis, as the top 5 percent’s share of income grew, their consump-
tion increased by 20%, capital investment increased by 15%, and loans increased by over 100%. 
Simultaneously, about 71% of the United States’ demand relied on workers’ consumption; given work-
ers’ low bargaining power, the demand for final output was sustained through recycling of investors’ 
additional income by way of loans (Kumhof and Rancier 2011, 16).
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down the income ladder the differences in life-time earnings might be small compared to 
differences in annual earnings (Kumhof and Rancier 2011, 7). However, studies using social 
security data in the United States show that both short-term and long-term income mobility 
have been stagnant or slightly worsening since the 1950s. There is no trend over time for 
the probability of staying among the top 1% of earners (Kumhof and Rancier 2011, 7). Low 
income-mobility lends credence to the assumption that the top income groups (investors) 
and the remainder (workers) have distinct and fixed memberships. 

The period between 1983 and 2007 is also telling of debt-to-income ratios of the households. 
During these years the debt-to-income ratio of the bottom of the wealth distribution doubled 
to 140%, compared to around 70% for the top of the distribution. Kumhof and Rancier argue 
that at an aggregate level, almost all of the increase in debt-to-income ratios came from the 
bottom of the wealth distribution (2011, 8). With increased savings at the top and borrowing 
at the bottom, the demand for financial intermediation increased; between 1981 and 2007, 
the size of the financial sector (balance sheet growth of financial intermediaries) doubled, 
accounting for almost 8% of the United States’ GDP (Ibid., 8). For the same period, more 
than half of the increase in debt-to-income ratios consisted of mortgage debt, of which the 
share of subprime mortgages grew exponentially after the early 2000s (Ibid., 30). 

Finally, beyond recapitulating these stylized facts in a statistical model that captures 
the causal mechanism between inequality and financial crisis, Kumhof and Rancier’s 
contextualization in growth patterns provides a complementary explanation with emphasis 
on the importance of institutional change (2011). The literature on regimes of accumulation 
argues that growth patterns associated with high levels of economic expansion are sustained 
by supportive structures and institutions that underlie high levels of productive investment 
(Kotz et al. 1994; McDonough et al. 2010; Block 2010). For instance, the Golden Era of 
Capitalism in the United States started with ‘Fordism’ in the early years of the twentieth 
century, marked by an economy organized around mass production and consumption. 
Appropriate institutions were put in place to support mass consumption, and allowed the 
government to play a central role in both stabilizing the economy during periods of economic 
volatility, and ensuring a pattern of income distribution that supported mass consumption. 
The Fordist regime of accumulation is characterized by mass production of automobiles 
and other consumer durables by unionized, semi-skilled workers whose wage growth kept 
up with productivity growth. The income of workers helped sustain a pattern of demand 
based on suburban growth, automobiles, and single-family housing. Likewise a system of 
consumer-oriented finance, focused on home mortgages, supported the mass consumption 
economy.4 As argued by Saez and Piketty (2007), this era witnessed the institutionalization 

4  It is argued that in Europe, there was a lot more emphasis on state-financed housing rather 
than consumer finance (Block 2010); this compliments the argument for a ‘welfare trade-off’ previously 
made in the paper.
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of rules and structures that helped redistribute income downwards: the growth of organized 
labour, the New Deal tax reforms, and the creation of programs such as Social Security and 
Unemployment Insurance all contributed to redistribution of income. Other key institutions, 
such as the mortgage finance system, effectively translated the more equal distribution of 
income into sustained economic demand. Moreover, regulatory obstacles were put into 
place to prevent the speculative use of capital; for instance, the Glass Steagall Act of 1944, 
which separated commercial from investment banking, was an effective step against high-
risk and high-leverage financial activity (Taylor 2011). Lastly, the government itself grew 
rapidly and engaged in progressive taxation, which prevented against a disproportionally 
large share of total income accruing to the high-income households (Block 2010, 6-7). 
Meanwhile, a substantial share of government spending was channeled into the education 
system to improve the skills and the capacity of the labour force. Data suggests that towards 
the end of the Golden Era of Capitalism in the early 1970s, Americans had 4.7 years more 
schooling on average than Americans in the 1930s (Rajan 2010, 25).

The Fordist growth template stands in sharp contrast to the growth regime of the early 
1980s in the United States. With the election of Ronald Reagan and a surge in ‘neoliberal’ 
and ‘market fundamentalist’ ideologies, a turn in policy marked a new era of growth that 
saw massive tax cuts, the weakening of labour unions, reductions in the public provision for 
the poor, and lax financial regulation (Hacker and Pierson 2010). The new growth regime, 
however, was not an absolute watershed in the history of United States’ economic growth: 
the economy continued to mostly rely on the same sources of demand under Fordism, such 
as single-family housing, automobiles, and to some extent defense production. Against 
weakened institutions of income distribution, the rapid growth of consumer borrowing 
helped to sustain demand. With the formation of the housing bubble and an upward trend 
in housing prices, consumers were able to borrow further against their increasing equity in 
housing, which was greatly facilitated by the creation and extension of home equity lines 
of credit. The burst of the housing bubble came at a huge cost to vulnerable and highly 
exposed consumers and halted the economic expansion by initiating the crisis (Block 
2010). Although a simplified assessment of regimes of accumulation do not gauge the 
causal connection between inequality and crisis, they assist in anchoring the structural root 
causes of credit expansion, debt and leverage, risk and default in long-run economic growth 
patterns. 

Other determinants of credit growth
Several studies (Mendoza and Terrones 2008; Borio and White 2003; and Bordo 2012) 
have argued that credit growth is explained by economic boom-bust cycles and traditional 
macroeconomic aggregates (i.e., short-term nominal interest rates, investments, size of 
real money supply). These studies suggest that top income concentration and income 
inequality are byproducts of economic cycles. Time series plots of the growth in credit and 
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concentration of income at the top coincide with periods of full economic expansion, and so 
general economic expansions are said to generate these co-movements. Michael Bordo’s 
recent statistical modeling of credit growth discounts the role of income concentration in 
propelling credit growth and financial crisis (2012); alternatively the negative relationship 
between interest rates and credit, together with strong economic growth are offered as 
‘robust’ determinants of credit growth. The relationship between interest rates and credit 
is consistent with other studies (Borio and White 2003) proposing that low interest rates, 
reflecting benign inflationary expectations5, can provide an environment favourable to credit 
booms. Other research by Taylor (2009) and Meltzer (2011) provide a simple monetary 
policy story, and explain the United States housing boom through an expansionary policy by 
the Federal Reserve in the early 2000s as a way to prevent perceived deflation.

The competing explanations for the recent credit boom and the subsequent financial crisis 
in the Untied States are more generally representative of the existing contentions between 
varying accounts of the 2007-2008 crisis. The varying explanations, however, need not 
be contradictory; the low interest rates and loose monetary policy supported household 
consumption and borrowing, and so facilitated the channeling of asset price movements and 
institutional changes (of government, of finance and of redistribution) to the real economy 
(Taylor 2011).6 Moreover, even if periods of economic expansion are to account for cycles 
of boom and bust, attention to structures and institutions that undergird periods of growth 
show that co-movement of inequality and credit booms are more than just a coincidence. 

When seen through a political economy lens, the nexus between rising income inequality, 
credit growth and financial crisis becomes prominent in the United States. The change 
in bargaining power of workers and investors (capitalists) over income, and the political 
pressure on the United States government for redistribution, mediated through private 
channels, mainly help to explain the prominence of this connection. In this context, the 
financial sector bailouts introduced in the aftermath of the crisis become questionable policy 
solutions. Arguably, a bailout that mainly compensates the creditors of financial institutions 
for their loan losses comes from higher future general tax revenues to compensate higher 
government debt, and therefore will fall on workers to a great extent (Kumhof and Rancier 
2011). Although policies aimed at reducing income inequality and strengthening the 
bargaining power of workers are subject to many difficulties (i.e., international forces putting 
downward pressure on wages, and footloose capital), it is worth weighing the difficulties of 
these policies against the destructive consequences of future financial and real crises. 

5  See the ‘Great Moderation’ of the past three decades by Borio and White (2003).
6  “…the major channel by which asset price movements and institutional changes in the fi-
nancial sector affected the real side of the economy, ran through shifts in household consumption and 
borrowing (Taylor 2011, 344).”
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