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ABSTRACT. This article presents a historical overview of the late 20th-
century advent of financialization, that is, the unprecedented growth of
the financial sector. We summarize its origins and consequences, parti-
cularly greater income inequality. An econometric model quantifies the
relationship. We conclude that along with higher unemployment and
an eroding minimum wage, the growth of the U.S. financial sector has
contributed to the exacerbation of inequality in recent decades.

Introduction

The decades before the financial crisis of 2007–2009 were character-
ized by a widening income gap. The distributive share between labor
and capital moved towards property incomes, while wages stagnated.
There was also an associated hollowing out of the middle, as the
strength of such labor institutions as unions and the minimum wage
declined with higher average unemployment and a policy shift
towards neoliberalism.

An acceleration of indebtedness propelled the financialization
of economic activity, with the associated speculation, layered finan-
cial activity, and weak growth of the real sector. With millions of the
working and middle class employed in the real sectors of the
economy, and many of the wealthiest individuals employed by large
investment and banking firms in the financial sector, it is little surprise
that financialization may have contributed to an increase in income
inequality.

This article argues that U.S. income inequality has reached its
highest level in decades in part due to the sweeping changes brought
by increased debt leveraging and the associated financialization. The
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article delineates the emergence of financialization, traces its links to
greater income inequality, and develops an econometric model of the
U.S. Gini coefficient for household income, an inequality measure. We
explore empirically the extent to which financialization has contrib-
uted to the increase in income inequality over the last four decades.

Financialization: Definitions and History

At the most basic level, the term financialization refers to the increas-
ing role of financial motives, financial markets, financial actors, and
financial institutions in an economy (Epstein in Epstein 2005: 3).
Specifically, financialization entails the increased accumulation of
profits through financial means, such as interest, dividends, and capital
gains, as opposed to through trade, the production of commodities, or
nonfinancial services (Krippner 2005: 174). Financialization is often
reflected in an increased share of the financial sector in GDP, an
increased emphasis on current shareholder returns, and rising house-
hold debt (Stockhammer 2013: 513). The term also encompasses the
greater reliance of nonfinancial corporations on the financial sector,
both in terms of access to capital as well as investments made in
financial assets and subsidiaries (Orhangazi 2008: 14).

Starting in the late 1960s, a series of challenges began to undermine
the prosperity of the Golden Age of Capitalism, a period of restrained
financial growth that had followed the regulations of the 1930s and
1940s (Crotty in Epstein 2005: 77). The inflationary pressures of the
late 1960s, associated with government spending for social programs,
the Vietnam War, and union wage gains in oligopolistic industries,
brought an end to the low inflation environment on which banks had
come to depend. The decline in real interest rates hurt the profitability
of many commercial banks, and monetary policy of the late 1960s and
early 1970s remained expansionary, further compounding the inflation
problem (Bernanke 2003).

In response to these developments, banks undertook a number
of innovations to improve their profitability. The encouragement of
nontransaction Eurodollar accounts provided a vehicle for banks
to circumvent the Fed’s reserve requirements on U.S. deposits. The
growth of one-bank holding companies in the late 1960s and early
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1970s allowed commercial banks to evade the Bank Holding
Company Act of 1954 and enter nonbanking lines of business. In
addition, as branch banking became available in select states through-
out the 1970s, commercial bank branches could escape regulation by
not accepting deposits that would have otherwise subjected them
to banking laws (Markham 2002: 135). Dorene Isenberg (2003: 239)
describes the large commercial banks as “the major supporter[s] of
financial liberalization” in this period.

The 1970s witnessed not only new lines of activities for commercial
banks, but also the rise of nonbank and hybrid lenders, which led to
the growth of a financial industry increasingly beyond the scope of
regulation. Just as General Motors and Ford had established financial
subsidiaries in previous decades, many nonfinancial corporations
began doing the same during this period in response to changing
economic conditions (Orhangazi 2008: 32). General Electric was
just one of several companies whose financial unit would grow to
become extremely profitable, confirming the ever-growing importance
of a nonfinancial corporation’s establishing its own financial arm
(Markham 2002: 243). By blurring the line between banking and
finance and thus exploiting loopholes in regulations, both commercial
banks and nonfinancial firms realized greater profitability at a time of
uncertain returns, but in doing so increased the risk inherent in the
financial sector and economy at large.

Although inflation did much to undermine the basis of the
Treasury-Federal Reserve Accord1 and the Golden Age of Capitalism,
the declining profit rate of the 1960s and 1970s proved equally
disruptive. From 1965 to 1973, the profit rate in manufacturing fell by
nearly 41 percent while that of the private business sector declined by
30 percent (Brenner 2006: 57). The emergence of Germany and Japan
in global markets was one example of growing international competi-
tive pressure on prices that prevented producers from marking up
their products to protect previous rates of return (Sylos-Labini (1979:
8) similarly argued that global exposure constrains markups). The
emergence of increased competition abroad led to excess capacity for
many U.S. producers, and with it, a lower profit rate.2 Not surprisingly,
domestic firms began shifting from expanding production capacity
to investing in financial assets (Krippner 2005: 182). This increasing
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movement of capital away from the real economy into the financial
sector marked the beginning of financialization in the United States, as
lower profits were reflected in higher debt levels, financed by those
with funds.

The energy crisis in the early 1970s exacerbated the plight of many
U.S. firms by further squeezing profits and increasing uncertainty. The
profit rate for manufacturing firms, already in steep decline since the
late 1960s, fell 25 percent from its low of 1973 during the oil crisis and
recession of 1974–1975 (Brenner 2006: 168). The oil crisis produced
significant wealth for oil-producing countries at the expense of many
U.S. firms, which gave further rise to financialization; flush with funds
from the increased price of oil, producing countries began to put their
so-called petrodollars in U.S. and European banks (Orhangazi 2008:
34). Through these Eurodollar accounts, U.S. banks suddenly found
themselves with more funds to lend and invest.

The experience of the 1970s paved the way for a new series of
priorities on the part of not only U.S. firms, which increasingly
looked to financial markets for profits, but the government as well.
Some policymakers were disillusioned by the failure of Keynesian
measures to alleviate the economic crisis of the 1970s, while the
accelerating inflation of the Carter years under Federal Reserve Chair-
man George Miller appeared to abrogate the terms of the Treasury-
Federal Reserve Accord. The ensuing negative real interest rates soon
triggered accelerating capital flight and the “coup of 1979,” wherein
financial interests were reassured by appointment of Monetarist Paul
Volcker as chairman of the Federal Reserve Board (Epstein and Schor
1995: 8).

Fighting inflation became the new sole priority of monetary policy,
and as interest rates rose, financial profitability increased (Duménil
and Lévy in Epstein 2005: 25). If the inflation of the 1970s indicated
the balance of power had tipped in the borrower’s favor, then the tight
monetary policy pursued by Volcker showed that lenders had reas-
serted their influence. Volcker’s announced plans to keep interest rates
high until inflation was eliminated expedited capital inflows, and the
dollar rose dramatically through the mid-1980s. This undermined U.S.
manufacturing competitiveness abroad and against cheapened domes-
tic imports, reducing capacity utilization and profitability. As manufac-

Financialization and Income Inequality 1161



turing had above-average union density, this monetary policy was
simultaneously an anti-labor policy, as manufacturing jobs were
eliminated (Adams 1985: 27). Downsizing in manufacturing led
to offshoring and, over time, the erosion of union membership. This
decline of manufacturing itself further contributed to a higher eco-
nomic share for finance.

Financialization in the early 1980s was given an impetus by Ronald
Reagan’s efforts to remove the obstacles to economic growth posed
by labor, high taxes, and government regulations on capital in the
United States and abroad (Brenner 2006: 242). This “Washington
Consensus” (see Williamson 2004: 196) saw the social structure of
accumulation3 that had helped stabilize postwar capitalism through
institutional means as a hindrance. For proponents of the Washington
Consensus, nothing short of dismantling these institutions would
restore economic growth; little attention was given to the likely
increase in uncertainty and instability without such restraints.

Reagan’s efforts to downsize government exacerbated excess
capacity, contributing to depression-level unemployment in 1981–
1983 and a historically low capacity utilization of 71 percent (Federal
Reserve Bank of St. Louis 2012a). Brenner points out,

. . . with low returns on capital stock discouraging long-term placement of
funds in new plant and equipment, money went increasingly to finance
and speculation, as well as to luxury consumption, the way being paved
by an undisguised lurch in state policy in favour of the rich in general and
financiers in particular. (2006: 189)

Arguably, the increase in the real interest rate also raised the
reference rate of return in other financial markets, including equity,
motivating stockholder revolts in the early 1980s that reoriented
corporate boards from long-run profits to short-run payoffs and
payouts. The result was a shift in power from corporate stakeholders
to shareholders (Orhangazi 2008: 35). New strategies of corporate
governance attempted to solve the principal-agent problem by align-
ing the goals of chief executives with those of shareholders through
profit sharing and stock option pay structures, further shifting the
balance of power to holders of financial assets (Stockhammer 2013:
515). With the stock market boom beginning in the middle of the
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1980s, the profits of financial firms began to increase dramatically
compared to those of their nonfinancial counterparts. In particular, a
class of rentier interests composed of large financial institutions and
those owning financial assets captured an increasing share of national
income (Epstein in Epstein 2005: 6).

Institutional financial investors were the beneficiaries of the deregu-
lation of securities markets, and not only gained from new innovations
such as clearing and settlement systems that drove down the costs of
investing, but became increasingly effective in pressuring firms to
consider their interests above those of other stakeholders (Zalewski
and Whalen 2010: 766–767). At the same time, large financial institu-
tions acted as another source of pressure on nonfinancial firms
to report ever-increasing earnings, offer larger payouts to financial
agents, and make larger payments as a percentage of their cash
flow to financiers. For most of the 1980s and for parts of the 1990s,
these payments accounted for over 50 percent of the cash flow of
nonfinancial corporations, with financial agents receiving payments
peaking at 76 percent of cash flow in 1989 (Crotty in Epstein 2005: 99).

The process of reducing the U.S. exchange rate from its historic
highs in the middle of the 1980s was managed by an ad hoc multi-
national process spearheaded by Secretary of State James Baker. The
coordination among finance ministers and central bankers avoided a
repeat of the capital flight of 1979, since those representing financial
interests, by laying out a schedule for regular exchange rate adjust-
ments, permitted financiers to plan accordingly. The ensuing decline
in the exchange rate promoted net capital outflow and arguably
contributed to the stock market crash of 1987. Financial duress
ensued, which included the failure of Drexel, Burnham, Lambert and
the collapse of the junk bond market, accelerating failures of savings
and loans, the failure of 10 percent of all commercial banks between
1989–1991, and the need for a federal cash infusion into the FDIC. To
repair FDIC vulnerability, FIRREA (the Financial Institutions Reform,
Recovery and Enforcement Act) mandated a 33 percent increase in
net worth ratios by 1992 for commercial banks, from 6 percent to
8 percent, with the associated contractionary impact on lending.4

This financial reckoning further promoted flight from regula-
tions perceived as costly. The deregulatory initiatives of the 1990s
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included removing restrictions on interstate banking, which ex-
panded into every state by the end of the decade (Markham 2002: 241).
Underwriting and securities activities by nonbank subsidiaries were
promoted by the lifting of revenue caps (Markham 2002: 299). The
decade’s efforts in deregulation culminated in the repeal of the
Glass-Steagall Act in 1999, which facilitated mergers and acquisitions
and enabled financial firms to realize ever-greater immediate profits
with little prospect of regulatory intervention. Even the suggestion of
greater oversight, as evidenced by the 1998 call by the head of the
Commodity Futures Trading Commission, Brooksley Born, to regulate
burgeoning derivatives met with strong criticism and derision. Growing
financial sophistication and reduced capital controls accelerated inter-
national competition and capital mobility, aggravating the already
serious problem of downsizing and offshoring by U.S. firms. Regional
free-trade agreements (NAFTA, CAFTA) placed further pressure on the
wages of many workers, who now competed with labor abroad.

These changing rules promoted further bank consolidation. The
number of commercial banks, which had already shrunk 19 percent
from 1986–1992, in part due to failures, fell a further 27 percent by
2000 (Federal Reserve Bank of St. Louis 2012b). At the same time, the
process of disintermediation, which had begun several decades earlier
but accelerated in the 1980s and 1990s, induced banks to explore new
financial products, encouraging the dismantling of regulations (Davis
2009: 115). The loosening of Federal Reserve rules and the ensuing
variety of commercial bank financial activities led to disperse regula-
tory supervision across “. . . state insurance commissions, bank and
securities regulators, the SEC, the CFTC, the stock and commodity
exchanges, the NASD, the NFA, the Comptroller of the Currency, the
FDIC, the Fed, the Justice Department, and even the Federal Trade
Commission. (Markham, 2002: 364)”

The unprecedented economic expansion of the 1990s led the U.S.
stock market to enjoy one of its best decades. Despite the increas-
ingly wide ownership of equities, stock market gains in fact drove
income inequality, since the wealthiest 10 percent owned most
stocks and were therefore the primary beneficiaries (Markham 2002:
312). Renewed profitability, as compared with the 1980s, did lead to
an immediate investment boom, but many companies continued
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investing in financial products such as mortgage-backed securities
and other increasingly complex instruments. Employment experi-
enced relatively slow growth until 1997, when the East Asian Crisis
eliminated the outlet for short-term capital expenditure. Capital
inflows to the United States in search of better returns fueled the
market in collateralized debt obligations and derivatives. This pro-
moted placement of mortgages, making borrowing easier, and
contributed to the housing bubble. By the mid 2000s, financial
profits accounted for a little over 40 percent of total U.S. business
profits, nearly twice the post-World War II average (Johnson 2009).
The subsequent financial crisis of 2008, which owed itself partly to
the excess borrowing induced by greater income inequality, is well
known (Reich 2010: 23); the consequence of financialization for
income inequality has drawn less attention.

Many of the trends cited have coincided chronologically, and exac-
erbated one another, as shown in Figure 1. The correlation among
these mutually reinforcing trends presents a challenge for modeling
the determinants of increasing income inequality.

Growing Income Inequality: The Financialization Component

Gerald Epstein and James Crotty (both in Epstein 2005) were the
first to link financialization and rising income inequality explicitly.
Epstein suggested that financialization and neoliberalism squeezed
the profits of nonfinancial firms in which many find employ-
ment. The result of such pressures on profits was that wages have
increased more slowly for workers in these firms. Crotty (in Epstein
2005: 78) agreed, concluding that the pressure on nonfinancial
corporations (NFCs) to pay an increasing share of their cash flow to
financial agents “forced NFC top management to switch from the
long-term goals and ‘high-road’ labor relations of the Golden Age to
short-term ‘survivalist’ strategies that involved attacks on white- and
blue-collar labor and key firm suppliers.” International competitive
pressures curtailed price increases, intensifying the drive to cut labor
costs (Milberg 2010: 122). Epstein and Jayadev (in Epstein 2005: 58)
linked the inflation-adjusted rentier share of gross national income
to financialization, which rose from an average of about 7 percent
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before 1975 to well over 20 percent during the 1980s and 1990s (see
also Duenhaupt 2010).

Thomas Palley (2007) noted the disconnect between significant
increases in productivity of nonsupervisory workers during the last

Figure 1

Causal Chart Linking Financialization and Income Inequality
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20 years and stagnant compensation. He cited multiple reasons for the
slow wage growth, including the erosion of unions, the decline in the
real purchasing power of the minimum wage, the changes brought
about by globalization, the growing demand for skilled as opposed to
unskilled workers, and rising CEO pay. Palley observed that only a
few who have written about financialization have treated these many
factors as being linked and part of the increasingly powerful agenda
put forth by the financial sector. Not only have private-sector workers
seen the erosion of their wages due to downsizing and outsourcing
while public-sector workers have been the victims of a small govern-
ment agenda, but the shift away from full employment as the main
priority of macroeconomic policy has increased income inequality in
recent decades.

Ken-Hou Lin and Donald Tomaskovic-Devey (2013) relied on panel
data for 35 (40) nonfinancial industries from 1970–1997 (1998–2008)
to calculate the decline in labor’s share of income induced by
financialization. Other significant regressors included union density
and college attainment. The two found that during the same period in
which labor’s share of income fell from more than .7 to about .65,
compensation for top executives rose dramatically, owing to processes
related to financialization, such as substituting financial investment for
production and sales investment (Lin and Tomaskovic-Devey 2013:
1299, 1306).

There have also been a number of panel studies of inequality in
high-income countries that addressed global aspects of financialization.
Because inequality varies far more across countries than within a country
over time, these results may be dominated by cross-section effects.

Engelbert Stockhammer (2009) was perhaps the first to explore the
contribution of global financialization to the declining wage share of
income for 22 high-income countries from 1979–2007. He found in
several different specifications of a nonoverlapping five-year average
estimation that the global financialization variable (defined as foreign
assets and liabilities as a share of GDP) was statistically significant and
negatively correlated with the wage share (Stockhammer 2009: 45–46).
In his preferred model, the nonoverlapping five-year average model, this
global financial exposure variable was the single most significant, ex-
plaining a 4.2 percent decline in the wage share (Stockhammer 2009: 50).
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David Zalewski and Charles Whalen (2010) also argued that
financialization has contributed to increasing income inequality in
15 European countries, Canada, Japan, and the United States since
the 1990s. They used the IMF index of the prominence of arm’s-
length vs. relational finance (intermediation) in a country. That
measure and the Gini coefficient had simple cross-section correla-
tions of 0.184 for 1995 and 0.254 in 2004 (Zalewski and Whalen
2010: 765).

Matthieu Charpe (with Steven Tobin 2011: 60) also studied the
impact of this global financialization measure on labor’s share in 16
high-income countries from 1981–2005. Regression analysis con-
firmed that the wage share is negatively impacted by financial
globalization when controlling for such factors as union density and
trade openness.

These literatures motivate the inclusion of financialization in our
time-series analysis of income inequality. They also provide several
other potential controls that we explore next.

Econometric Model

To measure income inequality, this article uses annual data for the
Gini coefficient for household pretax, pretransfer income as the
dependent variable. Since we argue that financialization’s negative
impact on wages came in large part from its pressure on companies
to distribute high current profits, the pretax income measure, reflect-
ing wages paid, is best for our purposes. This Gini ratio, available
since 1967, ranges from 0 to 1, with higher values representing
greater levels of income inequality. In 1993, a series of data collec-
tion changes in the Current Population Survey contributed to a 5.3
percent one-year jump in the Gini ratio; estimates suggest that from
one-third to over one-half of the one-year increase reflected purely
procedural changes (Ryscavage 1995, 1999; Weinberg 1996). We will
explore results for the corrected Gini ratio adjusted for measurement
changes.5

Since the Gini is a truncated variable, the econometric analy-
sis focuses on its natural logarithm (LnGinic) to mitigate distortion
problems at high and low values. Figure 2 is a graph depicting the
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change in the natural logarithm of the Gini coefficient from 1967 to
2010, before and after correcting for the 1993 discontinuity. As shown,
income inequality in the United States has risen steadily since 1967,
accelerating in the early 1980s.

Among the explanatory variables for the model is a measure rep-
resenting the growth of financialization in recent decades. This proxy
is the percentage of value added to GDP by the FIRE sector, which
includes the finance, insurance, and real estate industries as listed in
the Bureau of Economic Analysis NAICS tables (see Figure 3).6 FIRE
captures the increased prominence of the U.S. financial sector, whose
growth has arguably come at the expense of the real economy and
wages for many ordinary workers.7

The remaining explanatory variables quantify other historical devel-
opments in the United States that have led to greater income inequal-
ity. Several analysts point to higher unemployment and more severe
recessions as contributing to inequality, both because of the direct
effect of lost income for those laid off and because of the indirect

Figure 2
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effect of depressed wages for those still employed. However, eco-
nomic downturns affect capital income as well as labor income, since
lower capital utilization drains revenue and profits decline into the
downturn. Therefore, income inequality might not perceptibly change
as total income declines. It is rather in the early expansion of the
subsequent cyclical upturn that incomes diverge and inequality
increases, since profits recover quickly while wages stagnate (Naples
2009: 159). Since most years of a business cycle are expansion years
(expansions are typically three times as long as recessions), this
cyclical pattern will dominate the data. We include the inverse of the
unemployment rate (U) to measure this cyclical effect; experiments
found that lagging 1/U two years (1/Ut-2) to capture the divergent
behavior of profit and wage incomes after a recession was most
successful.

The erosion of union strength since the late 1960s has arguably
put downward pressure on wages, especially in industries dominated
by collective bargaining; see Fichtenbaum’s (2011) evidence for
labor’s share in manufacturing. We would expect that lower rates of

Figure 3
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unionization have contributed to an increase in income inequality.
To measure the decline in union representation since the late 1960s,
the econometric model calculates union density as the percentage of
nonagricultural wage and salary workers who are union members
(Union).

The decline in the real value of the minimum wage over time would
directly affect income inequality. The decline in that wage relative to
the economy’s ability to pay (that is to say, relative to productivity)
is a more complete measure of its contribution to inequality. For this
reason, this model uses the nominal value of the minimum wage in a
given year divided by the average nominal private GDP per produc-
tion and nonsupervisory worker-hours that year (MinW/Prod). The
minimum wage arguably puts a floor under other low-income wages,
and its stagnation permits relative declines in wages for lower-income
workers, even those earning above the minimum wage.

In light of the rising college “premium,” the increasing level
of college attainment (College) is expected to contribute to growing
income inequality. The majority of U.S. adults with no college degree
(about 70 percent of those 25 or older in 2010) have witnessed
declining real wages when compared to their college-educated
counterparts.

The entry of women into the workforce was most pronounced
during the 1960s and 1970s, before income inequality rose signifi-
cantly in the 1980s. Its effects on income inequality depend on
whether upper-income or working-class women had higher increases
in labor force participation. Ryscavage (1999: 114–115) suggested that
it was higher-income households that experienced an increase in dual
earners since poorer married women were already working, so that
women’s higher labor force participation (FemaleLF) exacerbated
income inequality.

As the United States moved from being a net exporter to a net
importer beginning in the early 1970s, it witnessed the decline of
export industries, which were heavily manufacturing based and
paid higher wages. Moreover, the increased reliance of U.S. firms on
low-cost imports from abroad has arguably enabled cheap foreign
labor to compete with domestic labor, putting downward pressure
on wages for U.S. workers in lower-wage industries. We include U.S.
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imported goods and services as a percent of gross private domestic
product (ImportShare).

Since the 1930s, the expansion of government expenditures at the
federal, state, and local levels has helped provide a stabilizing force
for GDP, and thereby helped reduce cyclical fluctuations in inequality.
Arguably, this effect would be picked up by the intervening variable,
our unemployment measure. However, to the extent the government
acts as model employer, its wages and salaries for its low-income
workers are relatively high, and those for its high-income employees
are below competitive private wages. Moreover, employment patterns
for public-sector workers are far less cyclical than those faced by
private-sector workers. For both these reasons, a high government
share would tend to promote lower inequality. Following Muinelo-
Gallo and Roca-Sagalés (2011), we hypothesize a negative impact of
fiscal policy on income inequality, and focus on a trend measure of
GDP (G/GDPtrend) as they did.8

With these eight explanatory variables, the multiple regression
model to be tested can be written as follows:

LnGini FIRE U Union MinW Prod College

Fema
c t= + + + +

+
−β β β β β

β
1 2 2 3 4 5

6

1

lleLF ImportShare G GDPtrend+ + +β β ε7 8

The expected signs of β1, β5, β6, and β7 are positive, and those of β2,
β3, β4, and β8 are negative.

Econometric Results

Initial regression runs exhibited serial correlation, so results for
the Prais-Winston technique for corrected estimates are reported in
Table 1. The financialization measure is the only statistically significant
regressor at conventional levels. Multicollinearity is confirmed by the
simple correlations in Table 2a. Except for lagged unemployment and
the fiscal-policy measure, every simple correlation exceeds .9, with
associated high VIF scores. The Durbin-Watson statistic indicates no
autocorrelation at the 1 percent level. The very high R-squared and the
fact that several of these variables are dominated by a time trend suggest
the possibility of nonstationarity. Dickey-Fuller tests confirmed that
every variable except FemaleLF participation was nonstationary.
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Collinearity and stationarity issues were ameliorated by trans-
forming the variables to discrete changes. The simple correlations
among regressors were then much lower (see Table 2b), and Dickey-
Fuller tests indicated that nonstationarity was no longer a problem.
The regression was run again using discrete-change variables (see
Table 3); VIF scores were no longer a cause for concern, and the
Durbin-Watson statistic again showed that autocorrelation was not an
issue at the 1 percent level. However, heteroskedasticity was indi-
cated, so robust estimates are provided in Table 4.

In these estimations, changes in the MinW/Prod and 1/Ut-2 emerge
as the strongest explanatory variables for the change in LnGinic, with
evidence that changes in FIRE and College contributed to inequality as
well (significant at the 7 percent and 11 percent levels, respectively).
Experiments showed that the inverse of the unemployment rate
lagged two years was the best version of that measure, judging from
both t-statistics and AIC-BIC tests. In this specification, the statistically
salient contributors to income inequality are those that indicate a
lower labor share and reduced wages at the bottom tier of the income

Table 1

Regression Results for LnGinic

Explanatory
Variables Coefficients t-Statistics Regression Statistics

FIRE 1.4294 2.59+ R-Squared 0.9868
1/Ut-2 −0.0913 −1.47 Adjusted R-Squared 0.9837
Union −0.3152 −0.93 F-Statistic 325.88
MinW/Prod −0.2631 −1.13 n 44
College 0.1646 0.59 DW^ 2.0134
FemaleLF −0.1725 −0.91
ImportShare −0.0088 −0.06
G/GDPtrend −0.2927 −1.26
Intercept −0.8842 −4.49*
^Estimation by Prais-Winston method; DW statistic after correction.
*Significant at 1% level.
+Significant at 5% level.
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distribution. Arguably, these impaired middle-income wages as well
by lowering the floor beneath them.

Regressing changes in FIRE on the other regressors confirmed some
joint collinearity, in particular with changes in ImportShare and 1/Ut-2.9

In light of that, we also reran the discrete-change regression first
without ImportShare, then without FIRE, not because either should be
omitted, but simply to illustrate the collinearity issue. In this alternative
estimate, FIRE is significant at the 2 percent level, and changes in
College become significant at the 10 percent level. In the third equa-
tion, with FIRE suppressed, ImportShare is significant at the 13 percent
level, College at the 8 percent level, and both the unemployment
variable and the equation’s F-statistic are then only significant at the
6 percent level. These equations confirm the importance of including
FIRE in the inequality equation.

These results are a reminder that the contributions of orthogonal
regressors are most readily perceptible by linear regressions. Both
the minimum wage and the unemployment variables have unique
determinants, as the former is set by legislation and the latter by the

Table 3

OLS Regression for Change in LnGinic,
Discrete Changes in Variables

Explanatory
Variables Coefficients t-Statistics Regression Statistics

chFIRE 0.9445 1.88& R-Squared 0.4071
ch1/Ut-2 −0.1287 −2.28+ Adjusted R-Squared 0.2675
chUnion 0.2090 0.63 F-Statistic 2.92+

chMinW/Prod −0.4866 −2.23+ n 43
chCollege −0.6929 −1.37
chFemaleLF 0.2772 0.93
chImportShare −0.0093 −0.07
chG/GDPtrend 0.0195 0.07
Intercept 0.0036 1.13

Significant at: *1% level, +5% level, &7% level.
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business cycle. The remaining regressors share some strong trends,
which makes it difficult to disentangle their independent effects
econometrically.

These results do not confirm the role of several variables widely
understood to have contributed to increased inequality, including
declining union density and increasing labor force participation by
women, and provide only weak confirmation for a direct impact from

Table 4

OLS Regression for Discrete Changes, Robust Estimation

Explanatory Variables

Coefficients
(t-Statistics)

1 2 3

chFIRE 0.9445 0.9606
(1.89)∧ (2.54)+

ch1/Ut-2 −0.1287 −0.1289 −0.0896
(−2.35)+ (−2.42)+ (−1.94)∧

chUnion 0.2090 0.2105 0.2313
(0.68) (0.70) (0.77)

chMinW/Prod −0.4866 −0.4874 −0.5699
(−2.28)+ (−2.29)+ (−2.57)+

chCollege −0.6929 −0.6977 −0.7140
(−1.68) (−1.73)∧ (−1.81)∧

chFemaleLF 0.2772 0.2769 0.3203
(1.18) (1.20) (1.39)

chImportShare −0.0093 −0.1286
(−0.08) (−1.59)

chG/GDPtrend 0.0195 0.0222 0.1069
(0.07) (0.08) (0.36)

Intercept 0.0036 0.0036 0.0051
(1.43) (1.49) (2.16)+

R-Squared 0.4071 0.4070 0.3457
F-Statistic 2.58+ 2.87+ 2.23∧

n 43 43 43

Significant at: *1% level,
+
5% level, ∧10% level.
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import penetration controlling for other variables, particularly unem-
ployment and college attainment. The insignificance of FemaleLF may
reflect the fact that its most rapid increases were from the 1960s
through the mid 1980s, with relative stagnation thereafter as inequa-
lity continued to increase. There may also be contradictory lines of
causation, since higher female labor force participation can signal a
less gender-stratified workforce and greater gender wage equality.
Simultaneously, higher labor force participation by wives in high-
income marriages can exacerbate household inequality.

The effects of import penetration may already be picked up
by the unemployment measure, but the standard view is that dis-
placed workers ultimately have to take lower-paying jobs. Perhaps
the impact of changes in union density and import share are felt
over a longer time horizon than one year, which may well be the
case for several of the regressors, including the financialization
measure.

Conclusion

The picture that emerges from this study is that increases in income
inequality over the last several decades derive most clearly from
worsening economic conditions and a reduction in the minimum
wage relative to the economy’s ability to pay (productivity). The
results of the econometric model also suggest that financialization
should be included in any econometric study of income inequality.
That is, rather than following from such demographic changes as
college attendance and women’s labor force participation, income
inequality has resulted primarily from a shift in the balance of
power toward rentiers and away from workers. Declining profits
and increased financialization led to cost pressures, including down-
ward pressures on wages, decertification of unions, and rising
recourse to imports.

The policy implications of this study are twofold. First, reducing
inequality requires not just improving the leverage of labor interests,
but addressing the growth of the financial sector. Successful regulation
of financial activity will reduce the scope and effectiveness of any
financial speculation, limiting the profitability and magnitude of such
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activities. The results presented here suggest that doing so may
have the hitherto unexpected consequence of improving U.S. income
equality.

However, the interrelationship between financialization and other
income variables raises the question as to whether a shift in the
balance of power, not just between finance and industry, but between
finance and labor interests, may not be a necessary prerequisite to any
success in containing the excesses of the financial sector. Hyman
Minsky (1975) suggested that short of a catastrophic reckoning that
puts an end to financial speculation, financiers’ willingness to bear
risk simply grows. The question is whether a coalition of business/
managerial and labor interests united to clip rentiers’ wings could be
successful without facing that kind of cataclysm. If not, legislation
such as the Dodd-Frank Act may be ineffective in preventing moral
hazard. Its unspecified regulatory provisions may permit financial
consolidation and risk taking and thereby cause financialization to
expand once more, further exacerbating income inequality.

Notes

1. This 1951 accord assured the Treasury that the Federal Reserve would
accommodate its expenditures as long as financial sector inflationary concerns
were taken seriously (see Epstein and Schor 1995; Hetzel and Leach 2001).

2. Capacity utilization trended downward from the late 1960s through the
1980s, stagnated, then continued its downward trend 2000s-present (Federal
Reserve Bank of St. Louis 2012a).

3. The social structure of accumulation refers to the set of institutions
comprising the postwar paradigm for managing conflicts between classes of
economic actors: finance and industry, nationally-oriented businesses and
transnationals, and organized labor and business. That social structure con-
stitutes such class relations by shaping and constraining the acceptable foci
and expressions of conflict; see Kotz, McDonough, and Reich (2010: 97) for
an expanded discussion of the theory.

4. A bank’s net worth or capital ratio is the ratio of its net worth to its
assets. It is difficult to raise the numerator of this ratio 33 percent in a
recession with low bank profits, or to attract additional investors into existing
bank assets, but banks could achieve the same increased ratio by cutting
risk-weighted assets by 25 percent. Since loans to nonbank borrowers are
weighted most heavily, such lending contracted. The credit crunch of the early
1990s was caused by Congress rather than the Federal Reserve.
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5. The econometric results focus on a Gini adjusted downward by one-half
of its 5.3 percent increase in 1993. The results were substantially the same
without the correction, but the corrected series is theoretically appropriate.

6. Starting in 1998, the Bureau of Economic Analysis switched from its
previous SIC system to its current NAICS. The pre-1998 data used for the FIRE
variable were corrected by the BEA for comparability to later data. Another
potential measure of financialization, financial profits relative to total domestic
profits, proved very cyclical and was not significant.

7. Stockhammer (2009) and Charpe (2011) focus on global financialization,
specifically a country’s exposure to external debt or foreign-owned assets.
This specification may be appropriate for small economies, but our argument
is different: it is the expansion of the size and influence of the financial sector,
whether assets are domestically or foreign owned, that puts downward
pressure on labor income in the United States.

8. Muinelo-Gallo and Roca-Sagalés (2011) explored the contribution of
public-sector spending on the Gini ratio in 33–35 high- and middle-income
countries from 1972–2006. They discovered that higher public expenditures
contributed to lower inequality, controlling for other public-sector variables
and the growth of GDP. They observed that their study was most suited to
explaining cross-country variation since their Gini ratios varied far more
between than within countries (Muinelo-Gallo and Roca-Sagalés 2011: 81).

9. FIRE∧ = 0.001635 + 0.023593chUnion + 0.045586chFemaleLF − 0.088207
chMinW/Prod − 0.022258chCollege − 0.126294chImportShare* + 0.041406ch1/
Ut-2

# + 0.092508chG/GDPtrend, R2 = 0.4137, adjusted R2 = 0.2965, F(7, 35) =
3.53*, where ∧ indicates estimate, * significance at 1 percent level, # at 2 percent
level.
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Appendix

Data Definitions and Sources

Variable Definition Source

College Percentage of those 25
and older with at least
a college degree

Census Bureau, Current
Population Survey

FemaleLF Percentage of women in
the labor force

Bureau of Labor Statistics

FIRE Share of value added to
GDP by finance,
insurance, and real
estate industries

Bureau of Economic
Analysis, NAICS data

LnGinic Pretax, pretransfer Gini
coefficient

Census Bureau, Current
Population Survey

G/GDPtrend Government spending as
share of potential GDP

Department of Commerce,
Bureau of Economic
Analysis; U.S. Congress,
Congressional Budget
Office

ImportShare Imports as percentage
of private GDP

Bureau of Economic
Analysis

MinW/Prod Minimum wage divided
by private GDP per
production and
nonsupervisory
worker-hours

Department of Labor,
Bureau of Labor
Statistics

1/Ut-2 Inverse of unemployment
rate, lagged two years

Bureau of Labor Statistics

Union Union density of
nonagricultural wage
and salary employees

Unionstats; Hirsch et al.
(2001)
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