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Abstract

Before the crisis which started in 2007, the maasketing of retail financial products in high
income countries since the early 1980s was undmdstiorough rhetorics about individual
emancipation as the ‘democratisation of financel awnership society’, where supporters
and critics debated in a shared framework. Frorast 007 perspective, it is time to revalue
these developments. This paper changes the framengrthe debate and constructs the
extension of credit and ownership as a major sani@vation led by profit seeking retail
banks. It then presents empirical evidence fromUnéed States, which suggests that the
extension of credit and asset ownership in an uasdezpciety is self defeating because it does
not abolish the tyranny of earned income and, iddéetightens the vice insofar as low
income individuals and households accumulate debibt assets. The implication is that
finance as privately led social innovation hasefiand it is time for fundamental rethinking

of much that has been taken for granted.

" A revised version of this paper will be publisiedNew Political Economjn 2010.
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Introduction

This is a paper about what has been achieved thrth@mass marketing of retail financial
products in the high income countries, especidlly WSA, since the early 1980s. Before the
crisis which started in 2007, the outcomes of grscess were understood through rhetorics
about individual emancipation as the ‘democratisatf finance’ and ‘ownership society’,
where supporters and critics debated in a shaeadefivork. From a post 2007 perspective, it
is time to revalue these developments more fundaatigand this paper does so in two ways.
First, it changes the frame around the debate amdtcts the extension of credit and
ownership as a major social innovation led by predieking retail banks. Second, it presents
empirical evidence from the United States, whichgasts that the extension of credit and
asset ownership in an unequal society is self tiafphecause it does not abolish the tyranny
of earned income and, indeed, it tightens the Ws®far as low income individuals and
households accumulate debt but not assets. Thecatiph is that finance as privately led
social innovation has failed and it is time for damental rethinking of much that has been
taken for granted.

Before 2007, the extension of credit was ratioealigrom the right in the USA as the
‘democratisation of finance’. This was presentedigmositive, enabling development which
meant that all could now enjoy what had once béenprerogative of the privileged few.
Here, for example, is Allan Greenspan, chair offlederal Reserve, accentuating the positive
in 2005:

Improved access to credit for consumershas had significant benefits.
Unquestionably, innovation and deregulation havalyaxpanded credit availability

to virtually all income classes. Access to credis tenabled families to purchase
homes, deal with emergencies, and obtain goodssendces...Credit cards and

instalment loans are also available to the vasbritgjof households

(Greenspan 2005).

The corresponding political agenda was summed updrslogan ‘ownership society’ which
was presented as more of a good thing. Here, dgain 2005, is President Bush in his
second inaugural promising to

build an ownership society (to)... widen the owngesbi homes and businesses,
retirement savings and health insurance - preparurgoeople for the challenges of
life in a free society. By making every citizen agent of his or her own destiny, we
will give our fellow Americans greater freedom fromant and fear, and make our
society more prosperous and just and equal

(Whitehouse 2005).

Right up to the point when crisis broke, mainstrgaotiticians, regulators and international,
agencies welcomed every new development. Thus AdBlandell-Wignall of the OECD
argued ‘sub prime lending is a new innovation... lilgebenefit is that people who previously
could not dream of owning a home share in the litsnafffinancial innovation’ (2007: 2).

If this kind of claim was suddenly incredible witha few months of its publication, the
democratisation of finance in the USA had, and &k, its serious academic supporters like
Robert Shiller. After the crisis, Shiller (2008)shaontinued to argue for the wider use of
derivatives as mass insurance against all thesitieges of life. Significantly, he has not
renounced his earlier view that ‘we need to demawadinance and bring the advantages



CRESC Working Papers

enjoyed by the clients of Wall Street to the custsyof Wal-Mart’ (Shiller 2003: 2). And,
equally, the democratisation of finance has alwagd its academic critics, like Manning
(2000) and Schor (1998) who, long before the curoeisis, emphasised the negatives and
presented debt as subordination not emancipati@ne ke have Manning’'s (2000) quasi
populist arguments about a ‘debt crisis’ when ded been irresponsibly oversold to the
point where it hurts households; or Schor's (198®8)e sociological analysis of the ‘new
consumerism’ where an upscaling of consumer aspist and spending leads to
‘overspending’.

If the critics of the democratisation of financevbaenerally been vindicated by events since
2007, it is also true that the debate betweencsritind supporters was a very narrow one
where both sides operated on the same intelletdtralin and selected empirics to accentuate
the positive or the negative from a process whiels wixed and ambiguous. We would not
exempt our own earlier work from this criticism.tltk et al's (2007) paper was entirely
orthodox in that it worked by first laying out th@omises of democratisation and then
shifting to observe outcomes which were disappointiThe article was therefore set on the
established terrain about individual choice andnifessage was that effective choice required
conditions and subjectivity which did not exist aoduld not exist when ‘the context is
confusing, individuals lack calculative competermed (financial) products are opaque’
(Erturk et al. 2007: 2). The financial services industry and fefgus acknowledged such
problems but were more optimistic about the scopénfiproving financial literacy which was
consecrated as a policy problem with the 2005 patitin of an OECD book ommproving
Financial Literacy.Looking back from a post 2007 perspective, wektliins now time to be
more radical and change the problem definition af as challenging the overly optimistic
answers about the benefits of democratising finafael the possibility of improving
literacy).

In our view, the problem definition can be intenegly shifted if we construct the extension
of credit and asset ownership as a social innowatimt individual emancipation). This

proposal for reconceptualising retail finance asiaoinnovation must seem immediately
paradoxical if we look at the standard definitiarissocial innovation. Authors like Mulgan

(2006) classically defined social innovation as tiwprattempts by non profit organisations to
meet ‘social needs’. His examples include Wikipedee Open University, hospices, micro
credit, the fair trade movement and self help hegibups (Mulgan 2006: 146). ‘Business
innovation’ by profit seeking firms was here exjtlic excluded from the sphere of ‘social

innovation’:

Social innovation refers to innovative activitigglaservices that are motivated by the
goal of meeting a social need and that are predamtin diffused through
organisations whose primary purposes are sociasinBgs innovation is generally
motivated by profit maximization and diffused thgbu organizations that are
primarily motivated by profit maximization

(Mulgan 2006: 146)

This strict demarcation is questioned in journéte the Stanford Social Innovation Review
whose slogan is ‘strategies, tools and ideas fonprafits, foundations and socially
responsible business’. But this explicitly assuntiegt only a minority of socially and
environmentally aware businesses can undertakalsiociovation or more precisely, that
social innovation is a kind of optional extra (aamagement’s discretion) for private sector
business models. Murrast al. (2009: 5-6) add this qualification in their latesbrk where
they give corporate social responsibility and thie trade movement as examples of how ‘the
private economy engages in the social economy’.
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If we were to take these definitions seriouslyaitefinance by mainstream banks would not
be social innovation. But the standard definitiook social innovation mix dubious
assumptions about the nature of social innovatiod highly contestable assertions and
prescriptions about the sphere in which social wation operates. We doubt whether there is
a distinct sphere of ‘social needs’ and social pobidn distinct from economic needs (and
resources). Of course, the standard emphasis avation as the prerogative of non profit
organisations reflects the neo liberal assumptiohsthe past twenty years. Mulgan’s
definition would confine social innovation to thoseeas (beyond the economy) where viable
private sector business models do not exist; oisages social innovation as an option
exercised by some, socially responsible, busine3ges underlying political principle is one
about the primacy of the market as the sphereafitgeeking and decision making by firms
without any interference from social competition.

If we remove these political limits on the defiaiti of social innovation, we can not only
broaden the idea of social innovation but also lenge some preconceptions about
innovation arising from the standard definitionseobnomic and financial innovation. All the
way back to Schumpeter (1934), economists tenctfio@ innovation positively as a broadly
beneficial, welfare increasing process which mayehaarrow sectional costs for those who
lose through ‘creative destruction’. A broad idef social innovation helps to detach
innovation from these orthodox economic mooringd e identification of innovation with
productivity increasing new ways of organising geqguaoduction or service delivery. From
the 1980s financial economists like Miller (1986)daMerton (1986) borrowed this set of
associations and defined financial innovation a thhich made markets more efficient or
extended the sphere of the market. The gains prbaedi to measure empirically while the
definition encouraged a preoccupation with Blackhdes algebra and ‘financial engineering’
in wholesale markets. Mundane retail innovationsaweeglected, except for those like ATMs
or smart cards which measurably reduced transactists (Tufano 2002).

The supply side background to wholesale and retaibvations from the 1980s onwards is
analytically described in a prescient article byuBe and Solari (2007) on ‘the reinvention of
banking’. This article uses the concept of busimasslel to analyse the interrelated changes
in wholesale and retail. Investment banks shiftexinf merger and acquisition business to
proprietary trading, while the retail banks shiffedm intermediation to mass marketing of
retail products and services so that loans fromilreecame the feedstock of the wholesale
markets. A more recent submission to the Treaseatgct Committee (Erturlet al. 2009)
argues that the retail changes were driven by miagli margins on intermediation as
competition increased and nominal interest ratedirdml. But the demand side of these
innovations and their broad social repercussion® hmeever been described in this analytic
and structured way. Our argument is that a broattey of social innovation can be the
cornerstone for such an analysis of retail findriciaovation led by the profit seeking banks
and which did not generally have major productivitgreasing effects.

From this point of view, privately led social inragion in retail finance can be seen as the
banks’ offer of, first, income supplementation thgb credit and, second, security through
property. These were then both rationalised as Gaeatisation of finance’ and ‘ownership
society’ in the accompanying social and politicatmatives of purpose and achievement. This
was a major innovation because in all earlier edipttsocieties, the masses had been subject
to the tyranny of earned income as unpropertiedestdy living off weekly or monthly
earnings. In the twentieth century their wages weeeeasingly subject to state deductions
and additions with (as the life cycle hypothesisognised) some uncertain scope for saving
for retirement. But after 1980, the banks deliveaeldrge expansion of privately led income
supplementation and property acquisition. This atggl in parallel with, and in competition
to, the earlier state led innovation of income rtexiance through social security.
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Income supplementation through credit and savingsthe needs of those with not enough
earned income. Credit cards for everybody workedalbiywing individuals to draw down
credit at their discretion, and to charge now aag later, subject to a maximum limit on
spending. Instant personal loans were subject straati rules of credit scoring but before
2007 sub prime lenders also offered loans so thote adverse predictors or bad records
could get credit by paying a bit more. All this wseparate form the funded savings system
whereby pensions and insurance provided incometirement.

At the same time, asset acquisition was offereduidfin home ownership and funded savings
plans. The banks offered mortgages which allowedolaers to move in right away without
conditions about prior savings or the provisionsobstantial deposits. Uncertain income or
bad credit records were not an obstacle for borreweepared to pay higher rates. Variant
products were designed to make payments easieitlaBvitish interest only mortgages or
East European mortgages denominated in anothesnayrrwhile buy to let mortgages made
it easier to become a landlord. Private pensiomkiasurance promised citizens comfort in
their final 20 years or so through funded savind acquisition of interest bearing coupons.

These changes played differently in various higltoine capitalist countries. The
development of private pensions was inhibited imogaan countries with effective earnings
related pubic systems; while Australia convertec tsystem of compulsory funded saving.
Home ownership boomed everywhere except in GermHnthe list of peculiarities and
exceptions could be multiplied, the scale and safpbe changes is generally breathtaking as
we can see if we briefly consider some factoidgumt one aspect of the massification of
retail finance in the USA in the 25 years before ¢hisis which began in 2007. The value of
outstanding unsecured loans (credit cards pluopatdoans) increased from $351 billion to
$2.2 trillion between 1980 and 2005 (Federal Res&19). The value of credit outstanding
on credit cards increased from $56 million to $&ilion over the same years (ibid), and the
average household balance outstanding on creddscatone was $2,018 (Survey of
Consumer Finances).

But our aim is not to write a comparative natiohatory of retail finance or indeed a
comprehensive national history for the US casdeblts we focus on the question of what the
privately led social innovations of income supplatagion through credit and of security
through property had achieved. Put simply, to whaént has this social innovation of credit
and ownership released wage and salary earnerstfretyranny of earned income? In the
sections below we review some empirics on the USA make a series of points which
provide an answer to that question. The US casectvasen for two reasons. First, the USA
represents a kind of pure experiment in privatelg social innovation whose sphere of
operation was not limited by a large public welfapparatus state as was the case in many
mainland, north European countries. Second, the W&A& the country where the most
extravagant claims were made for what democradisatif finance and ownership could
achieve. And, in our view, the US empirics are d¢ating because they show how, against a
background of increasing inequality, credit and emghip intensify, not ease, the tyranny of
earned income.

(1) Thetyranny of earned income has not been abolished and hasincreased for many
households if we consider claims aswell as sour ces.

The simplest way of conceptualising and measutiegtyranny of earned income is in terms
of sources and claims on income. For an individarah household, the tyranny of earned
income means limited sources of income other tl@niregs and many peremptory claims on
this limited (earned) income arising from the costssocial participation. Tyranny in this

sense is a condition of middling and low incomeugi® not the ‘working rich’. As Dumenil

and Levy (2004) and other authors have pointed augdistribution upwards in the United
States after 1980 benefited high earning investnimmkers and corporate executives.



Escaping the tyranny of earned income?

Significantly, this new stratum of ‘working richélies more on earnings and less on rentier
income than its precursors. In our view, the wagkiich are not subject to the tyranny of
earned income whatever their self pity about thet obthe right address, heli-skiing and elite
private education. It is the interaction of limitéshrned) income and hard to reduce costs of
living which establishes tyranny of income in théddle and especially the lower income
groups.

To begin with, what are the sources of income othan wages and salaries for the middle
income groups in the USA? The answer can quickbobe hugely complicated. The actual
sources of income include government transfer paysngnd many kinds of profit or rent on
capital assets of one sort or another. There aceaalvhole series of accounting complications
about such matters as imputed income on the bsréfawner occupancy where the occupier
pays a mortgage but saves rent and acquires arcigimg asset. Practically, if we are
interested in earned income, the largest single ptioation is retirement because the
twentieth century created a stage of life, or mexactly a stage in most lives, where
individuals withdraw from the workforce to live asntiers on private pension funds or as
welfare clients on state transfers. According ® 8 census, just under 12.5 per cent of the
US population is over 65 in the early 2000s. Arid ttan be taken as a proxy for the cadre of
those who have withdrawn from earning, even thosgime will actually retire earlier and
others will never do so.

Table 1 shows how we can cut through these contjgitato tell a strong, simple story about
the overwhelming dependence of middle income graupsarned income. It reworks Internal
Revenue Service (IRS) income tax data to show dameome as a percentage of gross
income for different income quintiles. We can belgyndiscarding the two outlying quintiles.
In quintile 1 (Q1), the lowest income group, averagages and salaries are actually higher
than earnings because Q1 is dominated by low inceetiare recipients so that those earning
wages are a kind of aristocracy of the poor in otom quintile. Those in Q5, the high
income quintile, have substantial sources of ureghrincome from assets which typically
account for one third or more of gross income. e inset table in the lower half of table 1
shows, there is a neat linear relation betweengigross income and decreasing dependence
on earned income as we move through the averag@sinwhich is currently just below
$200,000. In 2006, for example, wages and saladesunted for 61 per cent of gross income
for those with between $200,000 and $500,000 armgnaals income. But for those with gross
income over $10 million, wages and salaries corepoisly 16 per cent. The USA may not
have a rentieclass but its high income elite are distinctive becatlssy have more assets.



CRESC Working Papers

Table 1: Analysis of gross and earned income in teited States (nominal data)
(Quintiles based on ranking individual's gross inow)

Average gross income ($ Wages and salaries|Wages and salaries share
(average) ($) gross income (%)
2001 2006 2001 2006 2001 2006
Quintile1 2,030 1,434 4,236 4,621 208.6 322.2
Quintile2 15,502 17,131 11,643 13,106 75.1 76.5
Quintile3 33,508 31,533 27,480 26,047 82.0 82.6
Quintile4 61,190 56,182 47,544 44,874 77.7 79.9
Quintile5 140,152 183,861 95,584 108,953 68.2 59.3
Average (all
taxable 47,373 58,029 35,048 39,520 74.0 68.1
income tax
returns)
Sub-category

$200,000
under 286,663 286,771 182,548 174,478 63.7 60.8
$500,000
$500,000
under 677,313 678,101 354,999 320,40( 52.4 47.2
$1,000,000
$1,000,000
under 1,207,226 1,210,147 538,788 466,585 44.6 38.6
$1,500,000
$1,500,000
under 1,716,426 1,721,871 706,830 587,590 41.2 34.1
$2,000,000
$2,000,000
under 2,971,181 2,989,440 1,176,03p 907,108 39.6 30.3
$5,000,000
$5,000,000
under 6,809,025 6,863,171 2,447,405 1,763,225 35.9 25.7
$10,000,000
i}lgr,goo,ooo Ol 25508155 | 28,357,677 6,459,571 4,505,854 25.2 15.9
SourcelRS

However, the real interest is in the middle thramtijes (Q2, Q3 and Q4). In these quintiles,
the position varies by quintile and by year butaageneral rule, between 75 and 80 per cent
of income comes from wages. This is a remarkabgh rshare if we recall some of the
complications. A disproportionate number of US mampers are low income welfare
recipients in Q1, but we guesstimate that on awejagt under 10 per cent of the total number
in the middle income quintiles are retirees with e@rned income. If we consider gross
income in 2001 and 2006, the mean for all individus just over $40,000 and the Q4 income
average is substantially higher at more than $%5,80 the story is straight forward, all those
low and middle income individuals with earnings @p and beyond the mean are
overwhelmingly dependent on earned income as awggmerating and distributing welfare.
For the majority, this is an economy where welfdepends on a short list of employment
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related considerations such as wage differentialsnds in real wages, continuity in
employment and the number of wage earners in thesdimld. Despite the invention of
retirement, the rise of government transfers andyniifferences in standard of living, these
employment-related considerations are as releatitg middle classes in US cities in the
early twenty first century as they were in workiclgss York, England when BS Rowntree
(1901) pioneered income and expenditure analydiseopoor.

The task of analysis remains to explain how thes&bles fit together to make the difference
between comfort and pressure in the individual bbokl, Thus, one of Rowntree’s key
findings about the life cycle poverty focused oa ttumber of wage earners in the household
where the male bread winner struggled to providaifavaged housewife and children before
the children became adolescent wage earners aridrtiily became temporarily comfortable.
This issue of the number of wage earners in thedimald is relevant in a different way in the
USA now because of the distinctive trajectory af thS economy over the past thirty years.
Private sector jobs have been created but maryeaf tare low skill and/or low wages jobs in
service and personal care. They drag down averagengs towards wage stagnation even
though the educated middle classes may be doindy ieiter. Hence any kind of average of
real earnings since 1970 tends to show stagnatidedine of real earnings. We constructed
an indicator by calculating average private se¢tpposs) earnings for the one month of
January every year since 1970. When nominal easnerg deflated, the real trend is
downwards from $315-335 per month in the early E0$275-280. If president Hoover
promised affluence with ‘a chicken in every pot @ad in every back yard’, President Reagan
should have added ‘only with two wage earners énhthusehold’.

Elizabeth Warren’s (2007) analysis of income anpeexliture differences between one and
two wage earner US households has much the sarganek and force as Rowntree’s
analysis of the difference between one and manyeveagner households nearly one hundred
years earlier. In the USA now, the addition of aosel wage earner dramatically boosts
household income because the median income of anwee households is $76,250, against
$42,310 for single households. The single incomesabold, classically the lone parent, has
‘slipped down the ladder’; but the two earner hdwod@ has not climbed the ladder because
the fixed costs of workforce and social participatare higher for two income families. For
example, a two wage earner household with two yathilglren needs pre school child care
and schooling, which Warren calculates will cosf088 per month. The decisive comparison
is then made between a median single income holdssetfiche 1970s and a median two
income household of the 2000s, which has a highmme but also much higher fixed costs
(mortgage, child care, health insurance, car, Jaxd®e median single income household of
the 1970s spends half its income on these fixets agBereas the two income household of
the 2000s spends three quarters of its much lamggme on such fixed costs. The
discretionary spend after fixed costs has actuddlglined from $19,000 to $18,000 dollars;
or, in sources and claims terms, the tyranny dfiedhincome has increased.

(2) Easy availability of revolving credit produces mass credit reliance without
guaranteed availability, plus credit dependence which tightensthe constraints on earned
income when debt congeals

In the democratisation rhetoric of the mid 2000s, éxtension of credit was represented as a
benefit; as in Greenspan’s speech where, thanksetdit, families would be able to afford
homes and manage emergencies. Against the backbrolumonstraint described in the
previous section, the extension of credit was arbignous development. As credit is
extended downwards, it is most immediately attvacto those who are income poor and
aspire to participation and to those who have eimep calls on income arising from
medical bills, life transitions and income chan@e®st notably the downwardly mobile, the
unemployed and sick, students and young consurakls; persons and those retiring). On
the one hand credit enables some of these houselwldelf manage within a limited or
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interrupted income. On the other hand, the resalts be credit reliance without guaranteed
availability and credit dependence as revolvingtdelbgeals into an outstanding principal.

The downsides of easy credit were performed byegregious practices of selling sub- prime
mortgages on teaser rates to low income househasldsh in due course produced worthless
paper in the wholesale markets, defaults and regesms of homes and the subsequent
withdrawal of mortgage credit. All this has beesa@ed elsewhere by Montgomerie (2008)
and others like Langley (2008). Therefore, we prate describe two different and less
familiar cases of revolving credit extension frome imid 2000s. Credit reliance is examined
by considering the on/off switching of credit awdility in the US car market; and credit
dependence illustrated by analysing the vintageredit card debt in the US. The cases are
instructive in two ways. First, both cases show hmwolving credit by the 2000s was
operating outside the responsibility frame of baiirg to repay within three years. This had
been standard in the personal loans or hire puechgieements on cars and white goods in an
earlier period of democratisation in the 1960s 48@0s. Second, the cases together show
that, if we leave sub prime and housing out ofgin¢ure, the extension of credit was creating
accumulating social problems about credit relisantg dependence in many other areas.

The US car market is an interesting case for séveasons. The car is a necessity for
workforce and social participation in urban comntigsi predicated on automobility.
Households are credit reliant for car purchasecasé because a new car or a middle aged
second hand is a big ticket item: the average wama new US car in the mid 2000s is for
around $25,000 (Federal Reserve Bank, G19 StalidRelease). In mature car markets like
the USA, most demand is replacement demand, whigblatile because replacement can be
postponed by holding and fixing an existing camcli¢al market fluctuations are inherent in
any mature car market but they are accentuatedrhing the credit tap on and off. In the mid
2000s, some 16 million new cars and light trucksen#eing sold each year in the USA; but
by early 2009 the car makers were adjusting tossaldéch were running at an annualised rate
of no more than 10 million units. This current dawmn is sharper and will last longer than
previous cyclical downturns in the 1970s and 1988sause of the way in which the market
was first forced by credit after 2000 and thenv&drof credit after 2007. The extension of
credit turns out to be not secular and benefitial,cyclical and double edged for households
and other actors.

The story of car credit up to 2007 is about howydasms were used to bring forward sales
for car makers with excess capacity, without regardthe problems being stored up for
households or the industry. The story begins inl®®@0s with the development of leasing as a
way of lowering monthly repayments. By 2007 somep20@ cent of new cars were leased
(Wall Street Journal30 July 2008) and credit reliance had ratchetedecause the lease
customer does not own the vehicle at the end oa¢ineement and immediately needs another
contract. After 9/11 the car market was kept ga@nd cyclical downturn was postponed by a
combination of price rebates and cheap credithénfive years from 2003-7, the average rate
of interest on new car loans by auto finance congsawas 4.9 per cent on deals where the
average loan to value ratio was 92 per cent andwkeage term was 61.4 months (Federal
Reserve Bank, G19 Statistical Release). This wasredlit but not as an earlier generation
had known it with a more prudent 20 per cent dowth iepayment over three years. Many of
the risks then fell on households who were ‘upsiden’ on new style auto loans because
they owed more than the car was worth. According tcade source, Kelley Blue Book, 29
per cent of consumers were upside down on theiickeloans in the fist quarter of 2007
before the financial crisis started. This problenaswbeing managed by rolling over
outstanding balances into new loans because, aags/epeople traded in cars on which they
still owed loans of $3,600.

Like much else this was unsustainable and creliintehouseholds then paid the price when
the car credit tap was turned off in 2008 and mamyseholds found that a replacement lease

10
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or loan was not available so that they would havenanage as best they could from earned
income. In July 2008 Chrysler withdrew from caadig Wall Street Journal30 July 2008)
while GM, Ford and other manufacturers had regtliciccess to car loans by raising the
FICO credit score requirement where the medianitcesbre for all US consumers is 723.
Before 2007, (sub prime) borrowers with scores 20 @vere eligible for loans; by autumn
2008 minimum scores of 700 out of 850 were typycetiquired Financial Times11 October
2008). These higher score requirements excludedtat® per cent of US consumers who
have FICO scores of 700 or les&/qll Street Journal 160ctober 2008) and materially
restricted access because the domestic makersd @tidow score purchasers. Thus, GM
calculated that it was ‘cutting off two thirds torée quarters of all potential GM customers’
(Wall Street Journal Europe3l December 2008). The auto makers then lobbad f
government support of finance subsidiaries so ¢thaap loans could be resumed and, after
retreating from leasing, they tried to refresh ltlag of low monthly repayments by extending
the term of loans so that, for example, Chryslerooiuced a 72 month loaWall Street
Journal 30 July 2008). While the industry worked on hgbpiroducts which would be less
polluting, Chrysler was perfecting the submarirenlevhich transferred risk to households.

If we turn now to consider credit card debt, weWrthat the majority of card holders do not
use their card as a charge card, which is paidnoffill monthly or at regular intervals, but
instead accumulate outstanding balances. Buttfiteis generally difficult to know more about
the pattern of repayments and the vintage of crealiti debt outstanding. In the UK, for
example, no such information is publicly availalBeit the widespread use of securitisation
by credit card lenders in the USA has incidentadligased information about debt vintage.
Securitization entails bundling together milliorfoatstanding loans into a master trust which
has to disclose its asset profile in an SEC 424H(i)y before issuing special purchase
vehicle bonds as claims on the outstanding reckgallable 2 presents the master trust asset
profile in 2007 for the three largest issuers afdir card asset-backed securitizations in the
US: MBNA (purchased by Bank of America), CitibankdaCapital One. Between 33 and 70
per cent of credit card receivables by the indigldesuers are from accounts over 60 months
(five years) old. There are significant firm lewariations in vintage of debt, depending on
the customer base. But, if we aggregate and aveatagage of receivables, we find that 58
per cent of all credit card receivables in thregomigsuers are more than 5 years old.
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Table 2: United States: Three Largest Issuers okAsBacked Securities in 2007

Year of account Receivables Percentage of tota
origination outstanding number of
accounts
$mill. %
MBNA (Bank of
America) 2006 5,278 3.8
2005 7,607 7.8
2004 8,832 10.4
2003 8,510 11.2
2002 6,594 8.8
2001 and before 48,063 57.0
Total 84,884 100.0
Citibank 2006 1,934 2.6
2005 4,378 8.0
2004 4,929 6.5
2003 3,563 4.8
2002 5,528 8.2
2001 and before 55,255 70.0
Total 75,587 100.0
Capital One 2006 5,118 8.9
2005 6,195 14.4
2004 5,491 12.7
2003 6,186 14.4
2002 5,890 13.7
2001 and before 14,214 33.0
Total 43,095 100.0

Source Securities and Exchange Commission, 424B(5) filfogsredit card master trust for Bank of
America, Citibank and Capital One.

This is an expensive form of borrowing because I(ghng promotional rates on switched

balances) the average rate of interest on creditaebt was nearly 20 per cent in the first half
of the 2000s. On the supply side, congealed delst fmei highly profitable for bank lenders

who can cover higher rates of default by maxedcoasumers through charging higher rates
of interest. On the demand side, congealed deli¢tates a big discrepancy between how
credit cards should be used (as a way of managashh dlow) and are being used by

households. Logically, household borrowers showde expensive credit card debt for short
term cover of income fluctuations or financing obig consumer purchase (if they cannot
obtain a cheaper unsecured personal bank loan)sdhold borrowers (or at least a

substantial group of those borrowers) are usingitards to draw down balances which
may never be paid off while the credit card compahgrges 20 per cent APR rates of
interest. When revolving debt becomes congealkdretis once and for all income

supplementation in one initial period of time whée balance is drawn down, but this then
becomes a stream of deductions from income in sulese periods to cover interest charges
on the outstanding balance. Here again, in the teng credit can tighten the constraints on
income.
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(3) Thearithmetic of funded savingsfor security in old ageis discouraging for those
earning low and middleincomes, whose effortsto build a large fund from small savings
are subject to asset price hazard

The adverts for pension and insurance productssfoououtcomes through images of retired
individuals and couples from different demograptattisenjoying active, healthy, financially
secure lives thanks to funded saving. By impliaatigender, race, sexual orientation and
income are no obstacle provided the individual bthes right product. In this section we
deconstruct this promise by focusing on the procédsinded saving which is, in principle,
very simple. The process is that a fund of assemilt up by regular saving over thirty or
forty years of a working life; during this period louild up, income from assets is reinvested
and the saver hopes for a boost via rising asseegrClassically, the assets would be
coupons, mostly ordinary shares since the 197Gsthiey could also be property or a mixed
portfolio. After retirement, probably at age 65eith is a phase of draw down where an
unwaged individual lives by spending capital andli@wing income from an individual fund.
Classically, individuals would on retirement purséan annuity which converts the capital in
an individual fund into an insurance promise to pasome until death. This simple model
provides an excellent basis for demonstrating hbe arithmetic of funded savings is
discouraging for those earning low and middlingoimes. who must hope that small, regular
savings out of limited income will eventually buddarge fund.

To begin with, in the build up phase, the low inesaver is unusually dependent on rising
asset prices which lever small savings into a lafged. The problem is that, as they admit in
the small print at the bottom of the adverts, thkie of assets can go down as well as up. We
would also add that different asset classes, likges or property, can behave differently, so
there is an allocation problem which is difficult $olve because nobody knows whether the
future will be like the past. Consider the recofdhe past thirty years. As figure 1 shows, in
retrospect, funds could have done very well if they invested in house property, which
shows continuous increases in nominal asset polees35 years. These gains accelerate from
the early 1990s, so that the price of the avera§ehbluse had doubled to $180,000 in 2005,
since when house prices have of course fallen shang nobody knows where they will go
after the present ‘correction’ is over. Most saginfynds did worse because they were
invested long in the stock market, where shareepajgpreciation was much more ragged as
bull market alternated with bear market. As fig@reshows, the 35 year pattern is one of
recovery from a low point in share prices in th&d€@ However, after this there is no pattern
of continuous acceleration in equity values. Sipaiees did rise by 10-15 per cent per annum
in the 1990s bull market, but the tech stock cr@sB000 inaugurated a bear market and the
partial recovery was extinguished after 2007 withrp, sustained falls in market prices.
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Figure 1. US: Home ownership rate and nominal houpeice
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Source:Housing Vacancies and Homeownership (CPS/HVS),Cé8sus Bureau
http://www.census.gov/hhes/www/housing/hvs/higfdes/histtab7.xlsand
http://www.census.gov/hhes/www/housing/hvs/hisfdes/histtab14.xls
(accessed 27-2-2009).

Note: Data excludes vacant houses.
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Figure 2: US: Indexes of S&P 500, average housegariand pay
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SourceHousing Vacancies and Homeownership (CPS/HVS),@é&sus Bureau, Industry Economic
Accounts, Bureau of Economic Analysis and Shiller, R.
http://www.econ.yale.edu/~shiller/data/ie_data(scessed on 26-2-2009)

It is difficult to find assets whose price will dimuously rise. The fundamental cause is that
most large scale asset classes connect with mursteesems of income that do not grow
rapidly for long periods of time As we demonstrat€&inancialization and StrategfFroudet

al. 2006), the shares of the giant firms in the Stesh@ad Poor’'s (S&P) index are effectively
a lien on national income in the USA and other lilgtome countries, so that giant firm sales
(and profits in the long run) grow no faster thaDRs Within this limit, share prices arc up
and down when the economy moves between decadpsosperity and crisis and when
animal spirits on the market bid the price/earnirag® up or down. So the two considerations
are, collectively, whether a specific generatios hagood or bad thirty years on the stock
market and, individually, whether the individuaidily sells the fund when prices are high or
low. The depression generation who joined the wadd in the late 1920s got very little out
of the stock market because the S&P index did roeed 1929 levels until 1952. The baby
boomer generation who joined the workforce in tAdyel1970s did much better if they began
contributing to equity invested funds around th&d9trough and benefited from the 1990s
bull market. In hindsight they should have sold iout999 but of course hindsight is no basis
for decisions about the timing of entry and extbifunded savings. Typically, funded savers
have no choice about the point at which they set] as in most pension schemes this is
determined by retirement age.

Thus funded saving is subject to asset price hamhidh makes it very difficult to calculate
how much to save when generations and individuatsot predict asset prices or even avoid
selling out the fund when prices are low. Interagi, in the very long run of 80 to 100 years,
the stock market works much like a savings banlabse the most important driver of real
returns is compound interest, if all dividends eemvested. Figure 3 presents the very long
run real returns from investing $100 in shares9@QLand it also breaks down this return into
different elements .After more than 80 years, thigimal $100 worth of shares have
appreciated to $1,000 and some $1,000 of dividdmdse been received. However, if
dividends are reinvested, but cumulative valuehef fund is more than $4,000. This is the
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magic of compound interest at work for the regwdaver in the very long run. And, as a
society, the USA could obtain this benefit at lesst in terms of asset price hazard by
creating new classes of social investment coupdmsravthere was transparent connection
between a modest, secure return of 5 per centrenthtome flow from worthwhile projects
like infrastructure and social housing. But, if etsprice hazard were taken out of the
equation, small savers would even more clearly fheedilemma that they could not build a
large enough fund for retirement over a forty ywearking life.

Figure 3: The value of $100 invested in the S&P lexlin 1920 (Real values)
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Source: Adapted from Shiller, R. http://www.ecoreyadu/~shiller/data/ie_data.xls (Accessed on 26-2-
2009)

The size of fund required to produce security thage is a technical matter which practically
depends on the kind of annuity product purchaseetmément, on rates of interest and on life
expectancy. Annuities can now offer a retirementome which is fixed or variable
according, for example, to stock market performagegeris paribus, a fall in interest rates or
an increase in life expectancy will reduce the gadfi any annuity. We can remove many of
the complexities and focus on the basic issue kiyng®ne simple question: what size of fund
would be required to produce an individual inconggiad to half the US median wage of
$40,000, if the assets were invested in some kirsdings account which offered security of
principal and a rate of return equal to the préngilFederal Reserve overnight rate. The
results of this simulation are presented in Figlifeelow; and, to assist with interpretation,
this graph also shows the (nominal) Federal Resereenight rate.
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Figure 4: Size of pension fund required to generé23,379 annual retirement income
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Source:Federal Reservéittp://www.federalreserve.gov/releases/h15/data/alkil5 FF O.txt
(Accessed 28-2-2009)

The first most important point is that the sizdwid required on this simulation is unfeasibly
large for any individual on or around median incofaed would become surreally large for
any two income household trying to build a fundtteuld replace a much larger joint
income). In every year of the 2000s, the valuenefrequired ‘half of median’ fund was near
or above $500,000 and, at the peak in 2003, tharegtjfund was more than $2 million. The
variation in size of fund required shown in thigginentirely reflects changes in the rate of
interest, because that is the only variable whichnges from year to year. The simulation
therefore demonstrates how the decline in nomiagdsr of interest after 1980 (and in real
rates from the early 1990s) was a great misforfonenodest income earners trying to save
for retirement. The post 2000 Greenspan and po8%7 Zernanke monetary policies of
stabilising and stimulating the US economy by realgiinterest rates towards zero were then
a catastrophe for low and middle income savershSaticies completely undermine the
rationale for long term saving through pensionuiasce or deposit account because no
feasible level of saving from limited income wikigerate a large enough fund.

Under these circumstances, the question of whethérhow low and middle income groups
should be encouraged or compelled to save momadigally irrelevant because (unless there
is some miraculous sustained increase in asse&tspoieer a working life) they can never save
enough. In an intuitive way, household savers (WIS A recognised that was the logic of the
conjuncture because (discretionary) household gaviteclined towards zero after 2000 as
debt ballooned. American households voted withrth&stic cards about what to do in a
period of easy credit, asset appreciation, lowr@serates and full(ish) employment. After the
change of conjuncture in 2007, we would expect ashecovery in savings rates because
precaution dictates higher saving in uncertain sime

From a tyranny of income point of view, we wouldkaane important supplementary point.
Savings rates will vary cyclically, but high incomeuseholds in the USA consistently save a
larger proportion of their income and, unsurpgdm acquire a disproportionate share of
funded saving assets These points emerge fromst&uhnd 4 below. First, table 3 shows that
households with higher incomes save a larger ptagenof that income: in 1996-7, Q5
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households saved 36 per cent of income when QsllLshved less than 10 pre cent. Here
again the tyranny of earned income operates bedauséncome groups have many fixed
claims against limited income, while Q5 househdidsge discretion to save as well as spend.
Second, table 4 shows the outcome corollary wheckhat the top two quintiles have the
lion’s share of savings assets acquired for exobhaatue. The distribution of equity in usable
assets like home and motor car is more equal,heutdp 40 per cent in Qs 4 and 5 own 75-
85 per cent of the stocks and shares and 401k.plaestyranny of earned income ensures the
USA will continue to live in this kind of 40/60 sety and so ownership and funded saving
does not so much abolish the tyranny of earnedecas simply reproduce it in retirement.

Table 3: Distribution of income and savings in thénited States, 1996-97

Quintile group Q4 and Q5
as a % of
Q1 Q2 Q3 Q4 Q5 total
Grossincome $16,331 $24,169 $33,625 $48,47]7 $98,396 66.2
Disposableincome $16,252 $23,811 $32,542 $44,510 $86,613 64.4
Savingsand
investment $371 $1,122 $2,604 $6,552 $30,917 90.1
Savingsand
investment asa % of 2.3% 4.7% 8.0% 14.7% 35.7%
disposable income

Source:Consumer Expenditure Survey, table 45, Bureau obiLab

Note: Gross income is income income before taxiadddes wages, salaries, self employment
income, private and government retirement incomeyeést, dividends, and other income. Disposable
income is income after tax and benefits. Savingsiavestments include life and other personal
insurance plus pension contributions and otheingay
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Table 4: Distribution of assets by type for US hetwlds, 2000

% of total household assets by income quintile
uintile grou
Q group Quintiles
Equity in own home 115 14.9 17.0 21.3 35.3 56.6
Equity in motor 9.4 14.7 18.7 23.9 333 57.2
vehicle
Eq‘!"y In own 3.9 7.2 12.3 17.4 59.2 76.6
usiness
Interest earning
< 7.1 14.7 16.4 19.9 41.9 61.8
Other interest
carming asces 1.6 5.7 10.9 16.2 65.6 81.8
Stocks and mutual 3.2 9.6 121 20.3 54.8 75.1
fund shares
IRA and Keogh 59 13.9 14.9 21.1 44.2 65.3
accounts
401K and thrift 22 4.2 10.3 225 60.8 83.3
saving plans

Source:Adapted from Household Economic Studies, May 2B0fau of the Census.

Notes:
Households are divided into quintiles by incomeerehQ1 are the poorest 20% and Q5 the richest.

Defined benefit schemes guarantee retirement indgpieally with the pension set as a % of the final
three years salary. In defined contribution schemagement income depends on the contributions
made and the growth of the investments. In botlemses the employer matches the employee
contribution up to a predefined cap. The latter astudes 401K plans and 403B plans for nonprofit
organisations with a significant portion of the éistment that is self-directed. Keogh plans aregdesi
for the self-employed and employees of small bussies. Individual retirement accounts (IRA) are
funded with post-tax income.

Conclusion

The rhetorics of ‘democratisation of finance’ amavhership society’ are no longer credible
because they make promises which will not be dedive Since 2007, many have registered
their disappointment with the effects of the exienof credit and in the UK this has led to a
public debate where prominent churchmen have gt an indebted society, just as
politicians struggle to restart the economy byiggtthe banks to lend again. Analysis of the
tyranny of earned income takes the debate a Hitdurand has implications for policy and
political agendas because it clearly identifies teatral fallacy in the old rhetorics about
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democratisation and ownership. These rhetorics igdpthat the extension of credit and
ownership would ensure that many could now enjoptwiad been benefits reserved for the
few. Against this, our tyranny analysis shows ihaan unequal society, where the poor can
get loans and all are encouraged to buy assetg,isvkeart for some may be dumb for all.
This echoes the phrase that Robert Frank (200@) wken discussing ‘luxury fever’. But, in
the case of funded saving and security through gtgp the circuits of individual and
collective frustration are considerably more compiigan Frank supposed when discussing
conspicuous consumption.

The empirics on the sources of income and claimsnoome show that the prospect of a
rentier society (as distinct from rentier indivitiand classes) remains impossibly remote
and utopian. The political implication is that axtemsion of cheap credit in rising asset
markets is no substitute for growth in earned inesnand adequate social protection. If
property does not bring security for low and middieome groups who cannot acquire a
large enough stock of assets, the political impilicais that state sponsored protection cannot
be displaced by funded saving without leaving mdoyw and middle income earners
disadvantaged in retirement by a combination of $awings and asset price hazard. All long
term savings plans involve some kind of tempordisteibution which is hazardous. If we
consider the long term under pay as you go soelrgy, the outcome depends on political
hazard and what children as tax payers decidev®e gbu back in return for a lifetime of
contributions; or from the children’s point of viewhether all their taxes should go for the
undeserving parents. This is at least a mattexplfict public, political debate an decision
rather than private misfortune as in the case sdtgwrice hazard and under saving.

Social protection should include constraints omffice as social innovation. This kind of re-
regulation is necessary because our analysis sti@atshe easy availability of many kinds of
credit increases credit reliance and credit depscelén ways that tighten the constraints on
earned income. It also increases unpredictabifity scrambles decision-outcome connections
in ways that undermine the visions of mainstreamnemics or liberal governmentality,
which put the calculating consumer or the selfracsubject at the centre of their world$ie
question of how retail finance can be constrainegds further analysis and debate. If
effective regulation of profit seeking banks is possible, then a change of business model
could be encouraged or enforced by remutualisatiwh an expansion of non profit savings
and loan organisations.
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