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Abstract

The main goal of this paper is to describe an endogenous feedback mech-
anism through which imperfection in the credit market may amplify income
inequality. When entrepreneurs are subject to a minimum investment re-
quirement and entrepreneurs’ future revenue is not fully pledgeable for debt
repayment, then the highest interest rate entrepreneurs can credibly offer to
depositors depends not only on the marginal product of capital but also on en-
trepreneurs’ net wealth. This dependence creates an entrepreneurial rent which
has both direct and indirect impacts on income inequality. On the one hand,
entrepreneurial rent magnifies income inequality because it changes the bal-
ance between marginal product on capital (collected by entrepreneurs) and the
interest rate (collected by depositors) and alters young agents saving decision.
Entrepreneurial rent indirectly affects the labor income inequality because it
distorts young agents’ labor supply decision and thus indirectly affects labor
income earned by borrowers and lenders. Under some configuration of parame-
ter values, the model predicts a Kuznets curve, i.e., an inverted-U relationship
between per capita income and income inequality.
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