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Foreword

The events that have transpired since the initial publication of this
book in January 2008-specifically, the global financial crisis and the
Great Recession of 2007 — 2009 seem to have provided empirical
confirmation for some of the key arguments contained within it. Per-
haps most significantly, the claim is made that the historically unprec-
edented buildup of household debt in the United States during the
1995 —-2007 period could not be sustained, and that a painful phase
of de-leveraging or “household debt deflation” was imminent. The
reader is warned that such an episode of de-leveraging would have
devastating macroeconomic consequences. The record shows a de-
cline in the value of consumer credit outstanding beginning in August
2008, as households sharply curtailed new borrowing and allocated an
increased share of current income to the servicing of revolving
debt. Consumption expenditure ( measured in chained 2009 dollars)
fell by $275 billion dollars at an annual rate (or nearly 3 percent)
between December 2007 and March 2009. Given the decisive im-
portance of consumer spending to the health of the U. S. economy,
such a decline was, by itself, sufficient to trigger a major recession. If
the arguments set forth in the following pages are correct, the severe
and protracted decline of output and employment after 2007 should

be seen, in part, as the cumulative consequence of a rising depend-
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ence for growth on credit-financed consumption.

Much of this book is devoted to identifying and analyzing the eco-
nomic and social forces that gave rise to a regime wherein roughly
one- third of consumption expenditure in the U.S. is financed
through the issue of household IOUs. It attributes considerable im-

portance to income inequality in explaining this phenomenon. David

Hamilton (1991, pp. 944 —945) writes;

One of the difficulties in the industrial economy is the failure
of its ceremonial system of distribution, based on imputed pro-
ductivities, to redistribute sufficiently to keep the reciprocal flow
of goods and money at a constant or increasing rate. It was pre-
cisely this aspect of the industrial system to which J. M. Keynes
addressed himself.

This monograph invites the reader to consider the deleterious mac-
roeconomic effects of widening disparities in the distribution of in-
come. In modern monetary economies, incomes are received in
money, not goods. The problem with money is that it can be with-
held from the purchase of tangible goods and services-that is, things
which require the employment of real resources for their production.
The propensity to withhold income receipts from circulation in ex-
change for tangible goods-or the propensity to save-as general rule,
an increasing function of income. The effect or rising income ine-
quality as measured by, say, the Gini coeflicient, is to reallocate in-
come receipts in favor of households with comparatively higher saving

to income ratios.
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Foreword

The fact that, between 1987 and 2007, the U.S. personal saving
rate declined alongside a sharp increase in income inequality would ap-
pear, at first blush, to invalidate the claim that income inequality ex-
erts a depressing effect on aggregate demand. The key to reconciling
this apparent contraaiction lies in the recognition that, with the prolif-
eration of modern financial practices such as liability management and
the securitization of consumer debt, current income flows no longer
place a hard constraint on consumer expenditure-whether at the indi-
vidual or aggregate level. The data reveal, in fact, that the U. S.
household sector was able to assume the function of global engine of
effective demand, to the benefit of export-led regimes such as China,
because a vast number of consumers, including those of modest
means, were both willing and able to supplement their purchasing
power through borrowing. Thus, the macroeconomic consequences
of rising inequality were hidden-or more accurately, delayed-by an
explosion of debt-financed consumption expenditure. Chapter 6 doc-
uments a very serious deterioration in the quality of household balance
sheets after 1995, particularly for households in middle and lower income
brackets. The debt-financed consumption boom of 1995 ~2007 created
the conditions for the major retrenchment of the consumer during the
Great Recession.

With the progress of human learning, the main obstacles to a
widely shared material prosperity are no longer rooted in the scarcity
of resources. Rather, they are institutional in nature. This applies
importantly to the (inherited) institutions that regulate the division of
liquid claims to goods among household units. The immense produc-

tive capacity of modern economic systems remains substantially unde-
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rutilized, even at cyclical peaks, because so many households are un-
able to convert their notional demand for goods and services into an
effective demand due to a lack of spending power. It is important to
note that the Golden Age of American capitalism (1950 ~ 1971) oc-
curred in an environment of falling income inequality. This is no mere
coincidence. Golden Age growth was facilitated by important political
and legislative achievements that legitimized unionism and collective bar-
gaining. De-industrialization, globalization, and offshoring have di-
minished the scope and influence of unionism, a trend that is regis-
tered in the income distribution statistics after 1971. Waith rising ine-
quality, the U. S. economy evolved to greater dependence on con-
sumer credit expansion for growth. While the costs of this develop-
ment at the household level are quite unfortunate, this book is mainly
concerned with the potential macroeconomic repercussions. When
viewed in the analytical framework developed in the pages that fol-
low, the Great Recession is interpreted as a predictable, inevitable
outcome given the massive buildup of household debt that preceded
it.

Commentaries on income inequality are often framed in terms of
the supposed tradeoff between equity and economic efficiency. Mar-
ket income distribution is presumed to be instrumental to the goal of
economic efficiency. As such, public policies that seek to correct for
the socially undesirable effects of pure market income distribution are
thought to involve negative tradeoffs with economic efficiency. The
message conveyed here is much different. A given distributive regime
should be evaluated on the criterion of macroeconomic efficiency-

that is, on the basis of its efficacy in maintaining robust spending
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Foreword

without excessive reliance on credit. In other words, the case for a
more equitable distribution of income should be based on economics
as well as ethics.

The U. S. economic experience holds some important lessons for
China as it strives to achieve a more broad-based material flourishing.
The first lesson is that the development of domestic market for con-
sumer goods, and especially for big-ticket items such as cars and re-
frigerators, will almost certainly necessitate the parallel expansion of
consumer lending institutions. The growth of consumer lending will,
in turn, require the compilation of data on consumers payment histo-
ries for purposes of credit scoring. Consumer lending is not a viable
business unless lenders have some security of expectations with respect to
the legal enforceability of debt contracts they have issued. It is an enter-
prise that depends vitally on strong and reliable legal institutions.
Though China has made impressive progress in guaranteeing the en-
forceability of business-to-business contracts in recent years, there is
considerable work to be done in the consumer lending area. For ex-
ample, China may have to rethink its prohibition on debt collection
agencies (they are permitted in Hong Kong) , as they are a standard,
perhaps unavoidable, fixture in all countries with large consumer
lending industries. I should also note that the record reveals that the
consumer lending business requires extensive and close supervision by
state authorities, as it is subject to usurious practices, asymmetric and
incomplete information, and the intentional deception of borrowers
as to contract terms.

The most important lesson for China is that its future growth pros-

pects will (partly) hinge on how successfully it addresses its distribu-
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tion problem. China must build institutions that assure that its citizens
have the capacity to purchase, or at least have disposal over, the co-
lossal flow of goods and services its economic machinery is capable of
producing. China’s status as a cheap labor country has conferred un-
doubted advantages in export markets. China cannot, however, reach its
immense economic potential and remain a country of cheap labor. Sub-
stituting domestic for foreign demand will require rising wages. China
should expand its non-market provisioning of Rawlsian “ primary”
goods-that is, goods such as education, healthcare, transportation,
recreation, or other goods without which a truly human flourishing is
not possible. The experience of the industrialized countries is that
market provisioning of primary goods leaves an unacceptably large
segment of the populace without them. Moreover, China should
embrace the wisdom of Keynes. A large public sector is vital to the

maintenance of effective demand and, thus, to economic growth.

CULLE

Christopher Brown
June 12, 2015
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