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Rising Inequality the Credit Boom and Financial Crisis:

Deliberation on the Subprime Crisis
YIN Jianfeng" and WANG Zengwu”

(a: University of International Business and Economics; b: Chinese Academy of Social Sciences)
Summary: The relationship between rising inequality rising household indebtedness and the subprime crisis of 2007 has
not yet been adequately analyzed. Most literature emphasizes the causality of the credit boom and crisis while ignoring the
impact of inequality on financial stability. Without rising inequality however we cannot explain why households default on
their mortgages and why households need to be indebted as the household sector as a whole is a net savings sector.

For example in 2006 the household sector in the United States had total assets of nearly MYM70 trillion which
obviously exceeded its MYM13 trillion liabilities including less than MYM2 trillion in subprime mortgages. For household
total assets MYMS6. 7 trillion were deposits and more than MYM13 trillion were financial assets with high liquidity such as
mutual fund shares bonds and stocks.

Another body of literature however uses the DSGE model to analyze the relationships between inequality credit booms and
crisis  but the housing market is not included in this model. Most importantly other stylized facts existed in the subprime crisis
that need to be explained in one theoretical frame such as decreasing interest rates in the financial market the decreasing
savings rate of the household sector the increasing financial assets to savings ratio and financial liabilities to investment ratio
wealth inequality that is higher than income inequality and a debt concentration among families with lower income.

This paper analyzes the mechanism by which exogenous rising inequality and endogenous credit booms threaten financial
stability and even cause financial crisis while also explains the stylized facts of the subprime crisis in one theoretical frame. We
then build an overlapping-generations model in which income-heterogeneous individuals belong to either a young or an old
generation. There are three markets in this model: (1) a goods market in which goods are produced by individuals of the young
generation who acquire wages determined by different exogenous endowment factors and are consumed by individuals of both the
young and old generations; (2) a housing market that spans generations in which the old generation sell houses to the young
generation and then uses the proceeds to consume goods or pay back liabilities incurred in the young period; and (3) a credit
market within the same generation in which individuals with net savings supply credit to those with net investments.

Based on this overlapping—generations model we then consider two economic growth patterns: the equal growth
pattern in which income inequality does not change as the economy grows and the unequal growth pattern in which
income inequality rises during growth. We find the same stylized facts as those found in subprime crisisz (1) in the
unequal growth pattern the Gini coefficient of financial assets is higher than the Gini coefficient of income while financial
liability is concentrated among the lower-income population; (2) although housing prices rise in both growth patterns only
in the unequal growth pattern do both the interest rate and the savings rate decrease during growth; (3) in the unequal
growth pattern rising inequality results in an endogenous credit boom in which both the financial liabilities to investments
ratio and financial assets to savings ratio increase; and (4) when we introduce a stochastic aggregate shock in the goods
market the distribution of the default rate among individuals who are indebted in the young period exhibits a tail risk: the
default rate of the lowest-income population is significantly higher than that of the other groups.

Our analysis provides two policy suggestions for maintaining financial stabilityz (1) as housing prices and the
indebtedness of the household sector rise we should monitor risk indicators for families with different incomes rather than
the average risk level of the household sector; and (2) preventing rising inequality is not only meaningful for social
stability but also a long-term effective way to maintain financial stability. The subprime crisis serves as a grave warning
for China because the Chinese household sector has been undergoing a similarly rising indebtedness path since 2015 and as
some researchers point out inequality in China is on the rise.

Keywords: Inequality; Credit Boom; Financial Crisis
JEL Classification: D13 D31 ES51
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