
JKAU: Islamic Econ., Vol. 31 No. 1, pp: 129-135 (January 2018) 

DOI: 10.4197 / Islec. 31-1.8 

129 

Financialization and Inequalities in Income and Wealth 
 

Valeed Ahmad Ansari 

Aligarh Muslim University, India 
 

 
Abstract. The inequality issue has become a central concern for the majority of 
economists. Financialization is, among others, a major cause of inequalities in income 
and wealth. This paper examines opinions of some noted scholars on this issue. In 
reality, the financial sector has moved away from its basic function of allocating capital 
to productive uses, to those activities which do not create wealth rather, they transfer it 
from others to finance manipulators. Financialization leads to the development of new 
financial products that are several layers away from the real economy. The oversized 
financial sector has strayed away from its essential function. Several empirical studies 
document that “too much finance” may hamper growth, create distortions, and 
contribute to income inequality. 
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1. Introduction 

The mounting evidence of inequalities of income and 
wealth across the world has fueled a heated debate 
(Piketty, 2013; Oxfam International, 2017). In his 
remarks while releasing the OECD 2015 report, 
Angel Gurría observed that “We have reached a 
tipping point. Inequality can no longer be treated as 
an afterthought. We need to focus the debate on how 
the benefits of growth are distributed”. President 
Obama, in his departing speech delivered to the UN 
General Assembly in September 2016, stated: “A 
world in which 1% of humanity controls as much 
wealth as the other 99% will never be stable” (White 
House Archived, 2016). The World Bank’s inaugu-
ral report on poverty and shared prosperity (World 

Bank, 2016, p. 2) points out that inequality within 
countries is higher than what it was 25 years ago, and 
asserts that reductions in inequality will be key to 
eradicate poverty to attain the Sustainable Develop-
ment goal by 2030. Further, it states “[Inequality] is 
also an issue of fairness and justice that resonates 
across societies on its own merits” (p. 2). However, it 
would be of interest to note that the inequality issue 
was not favorably viewed by some economists. In 
this context, the remark of Nobel laureate Lucas is 
worth noting. Lucas (2004) opined “Of the tenden-
cies that are harmful to sound economics, the most 
seductive, and in my opinion, the most poiso-nous is 
to focus on questions of distribution” (p. 14). 
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However, this disdain against inequality is held by a 
minuscule group of economists. The inequality issue 
has become a central concern for the majority of 
economists. 

Several reasons for growing inequality have been 
pointed out such as technology and globalization. 
Among these, the growth of the financial sector and 
its dominance over the real sector, called financiali-
zation, and its power to influence values and practi-
ces of the rest of the society has contributed substan-
tially to growing inequality (Stiglitz, 2015). 

The financial sector has moved away from its 
basic function of allocating capital to productive uses 
to those activities that are not socially useful. In other 
words, it has degenerated into rent-seeking activities. 
According to Stiglitz (2012), rent-seeking is “getting 
income not as a reward to creating wealth but by 
grabbing a larger share of the wealth that would 
otherwise have been produced without their effort” 
(p. 41). It is also used to describe those activities that 
are profitable for an individual but serve no useful 
social function. Rent-seeking also arises from 
distortion of law and regulation to favor the benefit of 
special interests, and affect financial market outco-
mes in their favor. Rent-seeking should be contrasted 
with value-creating activities. The former subtracts 
value from society while the later adds value to socie-
ty (Bogle, 2012). Rent seekers do not create wealth 
rather, they transfer it from others to themselves.  

The financial sector has devised various mechan-
isms to extract rent. It involves taking advantage of 
the lack of financial knowledge of customers (asy-
mmetries of information) to design inappropriate pro-
ducts, indulging in excessive risk-taking, using too 
much leverage and derivatives, and assuming that 
government will bail them out, or garnering unwarr-
anted profit and remuneration. (Stiglitz, 2012). 

2. Lending against Existing Assets 
and Alchemy of Finance 

The function of finance is to deploy the savings of 
households into productive investment. The general 
trend across countries point out that the bulk of the 
money is deployed for lending existing assets like 
homes, stocks, and bonds to convert them into 
tradable products to be sold many times. It means 
that the money in the system is not being used to 
provide funds to new ideas and projects that create 

jobs and enhance wages, rather it simply circulates 
inside the financial system (Turner, 2017). 

The job of finance has been reduced to alchemy 
and funneling money into different parts of the finan-
cial system. The alchemy leads to the development of 
new financial products that are several layers away 
from the real economy. Further, they are so complex 
that obfuscate and exploit customers to generate rents 
for financial intermediaries. According to John Kay 
(2015) “expertise is devoted not to the creation of 
new assets but to the rearrangement of those that 
already exist” (p. 178). Hart (1975) demonstrates that 
there is no solid theoretical justification that financial 
innovation through expansion of financial opportu-
nities enhances welfare. 

3. The Unbridled Growth of Debt 

Reinhart and Rogoff (2009) consider the inflexibility 
of debt contracts as the main culprit for financial 
crises. They note: “if there is one common theme to 
the vast range of crises . . . , it is that excessive debt 
accumulation, whether it be by the government, 
banks, corporations, or consumers…..” (p. xxv). 

However, the financial system incentivizes the 
use of debt as interest payments are tax deductible. 
This nudges the financial system towards debt finan-
cing, despite its harmful and disastrous consequences 
for the economy. The use of debt may be cheaper for 
individual parties, however, it can have negative ex-
ternalities which can lead the economy to recession. 
Admati and Hellwig (2014) state that it is paradoxical 
as “the tax codes subsidize borrowing, but then 
capital regulation tries to reduce it. It is as if we pro-
vided tax incentives that encouraged reckless driving 
or pollution while at the same time enacting laws 
forbidding these behaviors” (p. 226). Mian and Sufi 
(2015) write that a financial system that relies too 
much on debt accentuates wealth inequality on 
account of the uneven distribution of losses in the 
economy. 

The removal of interest tax deduction for debt or 
limiting it will provide a level playing field for debt 
and equity and this will decrease the power of the 
financial sector over the rest of the economy. Pozen 
(2013) suggests that this can be implemented while 
lowering the corporate tax rate. This would enable 
companies to make financing decisions based on 
economic reasons rather than driven by tax reasons, 
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leading to more efficient allocation of resources. 
However, eliminating tax advantage of debt is sty-
mied by political considerations (Zingales, 2015) 

4. The Bloated Size of the Financial Sector 

The financial sector has become outsized in the USA. 
Philippon and Reshef (2012) report that much of the 
increase in financial activity has occurred in specula-
tive fields away from traditional finance. Bolton, 
Santos, and Scheinkman (2016) argue that a signifi-
cant portion of these activities are pure rent-seeking 
and dissipative that entail costs on the rest of the 
economy.  

The advancement of technology should have 
reduced the intermediation cost. However, according 
to Philippon (2012), cost of the financial intermedia-
tion of the U.S. financial sector was now 2.4 cents on 
the dollar in 2011 as compared to 1.6 cents at the end 
of World War II. Phillipon (2012) writes: 

Technological improvements in finance have most-
ly been used to increase secondary market activit-
ies, i.e., trading. Trading activities are many times 
larger than at any time in the previous history. 
Trading costs have decreased, but I find no evide-
nce that increased liquidity has led to better (i.e., 
more informative) prices or to more insurance. (p. 
236) 

Bogle in an interview to Money Magazine (2015) 
stated that “99 percent of what we do in this industry 
is people trading with one another, with a gain only 
to the middleman. It’s a waste of resources”. Or 
simply rent-seeking. 

High-frequency trading is advocated to boost 
liquidity in the market. It uses computer algorithms to 
exploit arbitrage opportunities at breakneck speed. 
Budish, Cramton, and Shim (2015) report that the 
duration of arbitrage opportunities in the Chicago 
Mercantile Exchange and the New York Stock Exch-
ange diminished from a median of 97 milliseconds in 
2005 to seven milliseconds in 2011. Mullainathan 
(2015) writes:  

No doubt that’s an achievement, but correcting 
mispricing at this speed is unlikely to have any real 
social benefit: What serious investment is being 
guided by prices at the millisecond level? Short-
term arbitrage, while lucrative, seems to be mainly 
rent-seeking.  

These trading activities serve no useful purpose. 
Rather, they are designed to outwit the competitor on 
speed. According to Kay (2015, p. 178), “some of the 
finest mathematical and scientific minds on the planet 
are employed to devise algorithms for computerized 
trading in securities which exploit the weaknesses of 
other algorithms for computerized trading in secu-
rities”. 

In order to explain the outsized growth of the 
financial sector, it is pointed out that financial servi-
ces are similar to health services (Gennaioli, Shleifer, 
& Vishny, 2015). As the patients need the advice of 
doctors for treatment, similarly investors need the 
services of money doctors: bankers, brokers, wealth 
planners, or money managers for investment deci-
sions as many investors have a very limited idea of 
how to invest. However, the analogy of the health 
sector to account for the outsized growth of the 
financial sector is not tenable. Zingales (2015) points 
out that there are many countries that have lower 
finance GDP ratio yet provide much better health care. 

5. The Shareholders’ Revolution 

Jensen and Meckling (1976) in their seminal paper 
described the agency problem i.e. the potential con-
flict of interest between shareholders and managers. 
In order to align interests, it was mooted to link the 
compensation of managers to firm performance as 
measured by financial yardsticks such as earnings per 
share, share prices etc. This has shifted focus to ‘sha-
reholder value maximization’. However, the financia-
lized incentives may not be effective as it may lead to 
a slanted presentation of data through “creative acco-
unting” and even may resort in accounting fraud 
(Admati, 2017).  

Shareholder value maximization tied together two 
markets: the real market and the expectations market 
(Martin, 2011). In the real markets, factories are built, 
products are designed, manufactured, and bought and 
sold. In the expectation market (stock market), shares 
of the companies are traded between investors. In the 
past, professional managers focused on the real 
market and were compensated for performance in it. 
Shareholder value maximization has changed this 
orientation and now they pander more to the expec-
tations market that is subject to the whims of stock 
markets. This leads to a short-term focus, mismana-
gement of risk, and harms the long-term viability of 
companies and does not serve society’s broader 
interest. 
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6. Rising CEO Pay 

The shareholders’ revolution has led to the rise of 
CEO pay. Executive compensation has reached a 
level that is hard to justify by a rise in productivity or 
difference in CEO skill sets. The gap between CEO 
pay and the typical worker has widened from 30:1 to 
300:1. These increases have come through squeezing 
of the workers and investment and have contributed 
to growing inequality.  

Stock options are a significant component of the 
executive pay that tries to link compensation to the 
stock value of the company. However, it is an ineffi-
cient tool for compensation, as stock prices fluctuate 
for a variety of reasons not connected with the perfor-
mance of executives. Further, the value of options 
can be easily manipulated. 

The influence of the CEO on company’s perfor-
mance is also a matter of debate. Fitza (2014) in a 
comprehensive study of thousands of companies over 
1993-2012 estimates that the CEO effect is between 
3.9% and 5%, and a large component of it is attribu-
table to chance. The findings of Fitza have been con-
tested by Quigley and Graffin (2017) on methodolo-
gical grounds and they estimate the CEO effect to be 
much larger, which is 21.8%. Fitza (2017) revisits the 
issue and reaffirms his findings. These findings leave 
the unanswered question whether CEOs are worth 
their salary. 

The extreme inequality prevalent today in CEO 
pay and average worker pay is likely to have adverse 
effects on job satisfaction, employee engagement, 
team performance, productivity, and trust. According 
to Payne (2017) “It may inspire workers to slack off, 
steal, and sabotage” (p. 158). In fact, the deadweight 
loss of the high salary of the financial sector can be 
substantial (Philippon & Reshef, 2012). 

7. Dominance of the Wall Street Culture 

Wall Street culture has come to dominate society and 
the economy. Volatility and job insecurity character-
izes Wall Street. It also intends to make everything 
liquid or tradeable including jobs and people. It 
implies that employees are treated as a liability rather 
than a long-term asset. Wall Street work culture 
shapes not just the stock market but the rest of the 
economy. It has penetrated into the workings of non-

financial corporations as they have become orientated 
towards financial thinking. For instance, share buy-
backs are frequently employed as a corporate strategy 
to drive stock prices higher. As Foroohar (2016) 
writes “wealth represented by buybacks stays within 
a closed loop of the financial markets and the asset 
portfolios of the richest Americans’’ (p. 95). This 
money could have been used to build factories, new 
ideas, or providing pay hikes to employees. Business 
schools also contribute to the Wall Street culture as 
students are taught “how to maximize the tax advan-
tage of debt and how to exploit arbitrage opportu-
nities” (Zingales, 2015, p. 1345). 

8. Regulatory and Cognitive Capture 

Finance holds a disproportionate amount of power in 
sheer economic terms. This power shapes the mind-
set of government officials, regulators, CEOs, and 
even many consumers. This is a sort of “cognitive 
capture” that influences outcomes, leading to rent 
extraction. The finance-centric view of the world has 
become the norm and is rarely questioned in a deep 
way. The efficient market theory is presented as a 
gospel of truth to keep the regulation off. This is 
despite the fact that its empirical evidence is elusive. 

9. Conclusions  

The oversized financial sector has strayed away from 
its essential function. Several empirical studies docu-
ment that “too much finance” may hamper growth, 
create distortions, and contribute to income inequality 
(Cecchetti & Kharroubi, 2015; Denk & Cournède, 
2015). Cecchetti and Kharroubi (2015) remark that 
“the level of financial development is good only up to 
a point, after which it becomes a drag on growth, and 
that a fast-growing financial sector is detrimental to 
aggregate productivity growth” (p. 2). 

The financial services industry is mostly 
performing distributive activity moving wealth from 
one hand to another. The time, energy, and efforts of 
the financers are devoted to enriching themselves. 
DeLong and Cohen (2016) ask “Aside from this 
finance-led massive redistribution of income to the 
very top, have the rest of us gotten anything out of 
this hypertrophy of finance?” (p. 162). 

Louis Zingales (2015) in his presidential address 
remarked  
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First of all, [we should] acknowledge that our view 
of the benefits of finance is inflated. . . . In fact, we 
have both theoretical reasons and empirical 
evidence to claim that a component has been pure 
rent-seeking. By defending all forms of finance, by 
being unwilling to separate the wheat from the 
chaff, we have lost credibility in defending the real 
contribution of finance. (p. 1330) 

Thus, we have to separate the wheat from the chaff. 
This requires rewriting the rules of the financial 
sector that has played a major role in exacerbating 
inequalities in income and wealth. 
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 وعدم المساواة ࡩي الدخل وال؆روةطغيان النشاط الماڲي 

  
 وليد أحمد أنصاري 

  ، الهنده الإسلاميةر يججامعة عل
 

  
طغيان النشاط حت قضية عدم المساواة شاغلا رئيسيا لأغلب الاقتصادي؈ن. يعت؄ر ضأ المستخلص.

ا لعدم المساواة ࢭي الدخل وال؆روة. تبحث هذه ا رئيسيً ، من ب؈ن أمور أخرى، سببً الماڲي أو "الأمولة"
الورقة آراء بعض العلماء المتخصص؈ن حول هذه المسألة. والواقع أن القطاع الماڲي قد ابتعد عن 

للاستخدامات الإنتاجية، إڲى توجٕڈه للأنشطة الۘܣ لا  ماليةرأسالموارد التوجيه  ࢭييفته الأساسية وظ
يؤدي  إن طغيان النشاط الماڲي. المجازف؈ن أو المقامرينول؈ن متولد ال؆روة بل تنقلها من الآخرين إڲى الم

ب؈را وتخلق عدة حواجز إڲى تطوير منتجات مالية جديدة تكون بعيدا عن الاقتصاد الحقيقي بعدا ك
قد ابتعد عن  المتضخم بشكل كب؈ر ب؈ن التمويل والاقتصاد الحقيقي. وبالتاڲي فإن القطاع الماڲي 

وظيفته الأساسية. توضح العديد من الدراسات التجريبية أن "التمويل الزائد" قد يعوق النمو 
 ويخلق التشوهات ويساهم ࢭي عدم المساواة ࢭي الدخل.

  
  
  
  

 
 


