Falling labour shares
PART 11 and equitable growth

Recent trends in wages and productivity growth determine what is known as the func-
tional distribution of national income — that is, the distribution of national income
between labour and capital. When overall GDP grows faster than total labour compen-
sation, the labour income share (also called the “wage share”) fals relative to the capi-
tal income share. By contrast, when the growth in total labour compensation exceeds
the growth in total GDP, the labour income share increases and the capital income
share falls. In this part of the report we analyse trends in the labour income share and
the causes behind the trends, contributing to the recently growing literature on the
subject.®

We then ask how changes in the labour income share have affected macroeco-
nomic aggregates such as consumption, investment and net exports. In the current
global economic context, understanding the causal relationship between labour
compensation and aggregate demand is of paramount importance. The macroeconomic
effects of changes in labour shares have so far received relatively less attention in the
empirical literature, even though wages are widely perceived as having a major impact
on the economy. Our empirical analysis contributes towards the existing literature by
providing a statistical causal framework and by covering both devel oped and devel op-
ing countries.

5 The fall in the labour income share

5.1 Trends in labour shares
A myth of stability exploded

During much of the past century, a stable labour income share was accepted as a natural
corollary or “stylized fact” of economic growth. As industrial countries became more
prosperous, the total incomes both of workers and of capital owners grew at almost
exactly the same rate, and the division of national income between labour and capital
therefore remained constant over long periods of time, with only minor fluctuations.?
It seemed as if some unwritten law of economics would ensure that labour and capital
would benefit equally from material progress, and the subject of the functional distri-
bution of income almost vanished from the agenda of academic research. In recent
years, however, this long-held conventional wisdom has been challenged. An outpour-
ing of literature has provided consistent new empirical evidence indicating that recent
decades have seen a downward trend for the labour sharein amajority of countries for
which data are available.
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The OECD has observed, for example, that over the period from 1990 to 2009
the share of labour compensation in national income declined in 26 out of 30 devel-
oped economies for which data were available, and calculated that the median labour
share of national income across these countries fell considerably from 66.1 per cent
to 61.7 per cent (OECD, 2012b). These findings echo the evidence presented in the
ILO Global Wage Report 2010/11, which described declining wage shares in a large
majority of OECD countries since 1980 (ILO, 2010a; see aso ILO, 2008a). Earlier,
similar trends had been observed in other reports published by international organisa-
tions (IMF, 2007; European Commission, 2007; BIS, 2006; ILO, 2008a, 2010a; OECD,
2011, 2012a). L ooking beyond the advanced economies, the ILO World of Work Report
2011 found that the decline in the labour income share was even more pronounced
in many emerging and developing countries, with considerable declines in Asia and
North Africa and more stable but still declining wage shares in Latin America (IILS,
2011). Other studies also point to the apparently global nature of thistrend, suggesting
a decline in the proportion of worldwide income going into labour compensation (see
ILO, 2008a; Stockhammer, forthcoming; Husson, 2010; Artus, 2009).

Evidence for labour share decline

Figures 31 and 32 illustrate the trends in so-called “adjusted” |abour income shares for
the period 1970 to 2007 or 2010 for certain individual and grouped devel oped countries
and for three groups of developing and emerging economies.? In figure 31, we observe
that the ssmple average of labour shares in 16 developed countries for which data are
available for thislong period declined from about 75 per cent of national income in the
mid-1970s to about 65 per cent in the years just before the global economic and financial
crisis. Figure 32 shows how the average of labour shares also declined in agroup of 16
developing and emerging economies, from around 62 per cent of GDPinthe early 1990s
to 58 per cent just before the crisis. Even in China, a country where wages roughly
tripled over the last decade (see Part 1), GDPincreased at afaster rate than the total wage
bill — and hence the labour income share went down (figure 33). The data available for
China, Kenya, the Republic of Korea, Mexico and Turkey (figure 32) suggest that the
decline in this group of countries may already have started in the 1980s.

The global economic crisis seems to have reversed the decreasing trend only
briefly. In developed economies, the wage share bounced back initially after the begin-
ning of the crisis but began to decline again from 2009. This reflects the typical “coun-
tercyclical” nature of the wage share, which arises because wages tend to be less vola-
tile than profits during economic downturns. The OECD, for example, observed: “In
times of economic recession, this decline [in the wage share] has typically paused, but
then subsequently resumed with a recovery. The recent economic and financial crisis
and subsequent sluggish recovery have not deviated from this general pattern” (OECD,
2012b, p. 112).

Different skill levels, different impacts

Thesetrends have not been uniform acrossworkerswith different level sof education and
skills. Studies on devel oped economies that have disaggregated total |abour compensa-
tion by categories of workers have invariably found that recent trends were driven by
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Figure 31 Adjusted labour income shares in developed economies, Germany,
the USA and Japan, 1970-2010
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Note: ADV = unweighted average of 16 high-income OECD countries (Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, ltaly,
Japan, the Netherlands, Spain, Sweden, the United Kingdom, and the United States. The Republic of Korea is excluded.)
Source: Stockhammer, forthcoming, from AMECO database.

thefalling wage shares of low- and medium-skilled workers. The International Institute
for Labour Studies (11LS, 2011) calculated, for example, that in the ten devel oped econ-
omies for which data were available the wage share fell by 12 percentage points for
low-skilled workers between the early 1980s and 2005, whileit increased by 7 percent-
age points for highly skilled workers. Similarly, the IMF found that between 1980 and
2005 the labour share of unskilled workersfell in the United States, Japan and Europe
(by 15 per cent, 15 per cent and 10 per cent respectively), but increased for skilled
workers educated to tertiary level and above (by 7 per cent, 2 per cent and 8 per cent
respectively) (IMF, 2007). More recently, the OECD found that in the 13 countries for
which data are available, the average wage share of those with low educational levels
fell (OECD 2012b). This occurred in the context of the observed polarization of jobs,
with increasing numbers of low- and high-skilled jobs and fewer medium-skilled jobs.
Although one could expect that an expansion of low-skilled jobs would in principle
raise the wages of low-skilled workers, it appears that such workers have increasingly
been displaced by overqualified workers with intermediate levels of education.

Taking out the top earners

Labour shares, as measured in the UN System of National Accounts, therefore under-
estimate the fall in the proportion of labour compensation going to workers paid below
the median wage. If the labour compensation of the top 1 per cent of income earners
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Figure 32 Adjusted labour income shares in developing and emerging economies, 1970-2007
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Sources: ILO Global Wage Database; Stockhammer, forthcoming.

was excluded from the computation, the drop of the labour share would appear even
greater (see, for example, IILS, 2011; OECD, 2012b). This reflects the sharp increase,
especidly in English-speaking countries, of the wage and salaries (including bonuses
and exercised stock options) of top executives, who now cohabit with capital owners at
the top of theincome hierarchy (see Atkinson, Piketty and Saez, 2011; Piketty and Saez,
2003; OECD, 2008; Wolff and Zacharias, 2009).% The proportion of wage earningsin
the top segments of household income also increased, to various degrees, in other coun-
tries including Japan, the Netherlands, Canada, Italy, Spain and the United Kingdom —
though not in Sweden, Finland or Australia (Atkinson, Piketty and Saez, 2011).

The other side of the coin: The increasing capital share

The mirror image of the fall in the labour share is the increase in the capital share of
income (often called the profit share), which is measured most frequently as the share
of gross operating surplus of corporations as a percentage of GDP. The ILO/IILS found
that when total capital shareisdisaggregated by type of corporations, the growth of the
capital share has been faster in the financial sector than for non-financial corporations.
Also, in advanced economies, profits of non-financial corporations have increasingly
been allocated to pay dividends, which accounted for 35 per cent of profits in 2007
(LS, 2011) and increased pressure on companies to reduce the share of value added
going to labour compensation.
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Figure 33 Unadjusted labour income share in China, 1992-2008
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Note: The unadjusted wage share is calculated as total labour compensation of employees divided by value added. The sudden change between 2003 and 2004
likely reflects an adjustment to the data; nonetheless, it does not change the direction of the trend.
Source: ILO calculations based on data from the China Statistical Yearbooks, http://www.stats.gov.cn/english/statisticaldata/yearlydata/ [accessed 17 Sep.

20121.

Looking at aset of four devel oped economies (France, Germany, the United King-
dom and the United States), Husson found that over the period 1987-2008 alarge part
of the increased surplus of corporations went into boosting the dividends paid to share-
holders (Husson, 2010). He calculated that in France total dividends increased from
4 per cent of the total wage bill in the early 1980sto 13 per cent in 2008. Interestingly,
in the United Kingdom the shares of dividend payments and labour compensation both
increased, so that the higher dividends came at the expense of reduced retained earn-
ings.? In the United States, three-quarters of the increase in gross operating surplus
went into the payment of dividends. Given the greater concentration of income with
capital rather than labour, booming dividends have often contributed to higher overall
household income inequality (OECD, 2011; see also Roine and Waldenstrém, 2012).

5.2 The gap hetween wages and productivity
The effect on the labour share

A shrinking labour share is amost always tied to another empirical regularity, namely
the growing discrepancy between the respective growth rates of average wages and
labour productivity (for a detailed exposition of the relationship between wages,
productivity, unit labour costs and labour shares, see Appendix I1). A publication by the
US Bureau of Labour Statistics, for example, shows that the gap between hourly labour
productivity and hourly compensation growth contributed to a decline in the labour
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Figure 34 Hourly productivity and compensation in the United States, Q1 1947-Q1 2012
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sharein the United States (Fleck, Glaser and Sprague, 2011). Since 1980 hourly labour
productivity in the non-farm business sector increased by around 85 per cent, whilereal
hourly compensation increased by about 35 per cent (figure 34).

Another example is Germany, where labour productivity (defined as value added
per person employed) has surged by almost a quarter (22.6 per cent) over the past two
decades, while real monthly wages have remained flat over the same period — indeed,
between 2003 and 2011 they actually fell below the level seen in the mid-1990s (see
figure 35(a)). The decline in monthly wages is attributable in part to a sharp reduction in
monthly working time, from 122.7 hoursin 1991 to 110.7 hoursin 2011,%* asthe number
of workers in part-time and atypical forms of employment such as the so-caled ‘mini-
jobs’ rose substantially (see Federal Statistical Office, 2009). Even so, a discrepancy is
also apparent between hourly labour productivity and hourly wages (see figure 35 (b)).
In 2011, hourly wages were only marginally (0.4 per cent) above their 2000 level, while
hourly labour productivity had grown by 12.8 per cent over the same period.

Productivity outpaces pay in developed economies

Because some of the larger economies, including the United States, Germany and
Japan, have seen wage growth lagging behind productivity growth, our report estimates
that in devel oped economies as a whole average labour productivity has outpaced real
average wage growth. Based on the wage data for 36 countries, we estimate that since
1999 average labour productivity has increased more than twice as much as average
wages in developed economies (figure 36).
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Figure 35 Trends in labour productivity and wages in Germany, 1991-2011:
(a) per month; (b) per hour
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(b) Trends in labour productivity in Germany (per hour)
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Figure 36 Trends in growth in average wages and labour productivity in developed economies
(index: 1999 = 100)
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lar impact on this outcome. Labour productivity is measured as output per worker (see note 9).
Sources: ILO Global Wage Database; ILO Trends Econometric Model, March 2012.

5.3 The role of financial markets and other factors
The search for explanations

Most studies that have documented the fall in the labour income share since the
1980s have also tried to understand its causes (see, for example, IMF, 2007; European
Commission, 2007; OECD, 2012a; ILO, 2008ga; ILO 2010g; IILS, 2012).

Theanalysisundertaken in the previous Global Wage Report explored the possibil -
ity that trends in the labour share were determined by a compositional shift in employ-
ment from |abour-intensive to more capital-intensive sectors, where labour shares are
lower. The analysis showed that the shift in sectoral composition was indeed a contrib-
utory factor, but that most of the fall in the labour share was the result of falling shares
within industries (ILO, 2010a). A recent OECD study confirmed this finding, pointing
out that “within-industry fallsin the labour share explain an overwhelming proportion
of its aggregate decrease between 1990 and 2007” (OECD, 2012b, p. 119). Largefalls
were observed in financial intermediation, and also in high- and medium-technology
manufacturing, while the decline was less steep in other service sectors, construction
and low-tech manufacturing.
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New evidence: Revisiting the “usual suspects”

The present report goes further and provides anew set of empirical evidence. Figure 37
provides an illustration of the “usual suspects’: technological change, globalization,
financial markets, labour market institutions, and the decline in the bargaining power
of labour. In our illustration, the circles for technological change, globalization and
financial markets overlap, reflecting the difficulties in distinguishing between these
phenomena at both conceptual and empirical levels. The structure of the diagram also
indicates that the bargaining power of labour derives directly from labour market insti-
tutions (particularly the existence and strength of trade unions) but is also influenced
by globalization and financial markets, which give firms more options for investing
in financial assets as well as in real assets, both at home and abroad (Rodrik, 1997;
Onaran, 2011). In fact, while much evidence has focused on the role of globalization
and especially technology, many studies have overlooked the potential effects of finan-
cial markets and of the downsizing of labour and socia institutions.

Figure 37 Factors influencing the labour income share
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Technological changes are often presented as the main cul prit, with the suggestion
that they have been “capital augmenting” rather than “labour augmenting”, increas-
ing the demand for capital and complementary high-skilled labour and reducing the
demand for low-skilled workers (see IMF, 2007; European Commission, 2007; OECD,
2012b; 11LS, 2012).% The standard hypothesis is that the diffusion of information and
communication technologies (ICT) has allowed for automation of production, boost-
ing productivity and displacing low-skilled workers. The latest OECD study estimated
that technical change and capital accumulation accounted, on average, for 80 per cent
of intra-industry change of the labour share in advanced economies over the period
1990-2007 (OECD, 2012b).

Studies typically also find negative but smaller effects of globalization on the
labour share. One possible explanation for this is that the intensification of competition
and the entry of labour-abundant countries into the global economy may have worked
as a wage-moderating factor (ILO, 2008a). More recent firm-level evidence produced
in ajoint ILO-WTO publication (Bacchetta and Jansen, 2011) shows that increased
competition from trade liberalization has often induced firms in both developed and
developing countries to become more productive through a process of “industry ratio-
nalization”, involving the elimination of the least productive firms and the dismissal
of workers in the remaining firms. It is also possible that redistribution from labour to
capital has occurred through offshoring or the so-called “threat effects’ that can occur
even without actual changesin production locations (Epstein and Burke, 2001; see also
Messenger and Ghosheh, 2010, on service sector offshoring and outsourcing).

A new focus on financialization

The globalization of financial markets and “financialization” — defined as the increas-
ing role of financial motives, financial actors and financial institutions in the operation
of domestic and international economies (Epstein, 2005) — have been brought into the
picture only more recently. A report by the I1LS found that the international integration
of financial markets has been a major driver of falling wage shares, at least in advanced
economies(I1LS, 2011). The switch in the 1980sto corporate governance systems based
on maximizing sharehol der value and the rise of aggressive returns-oriented institutions,
including private equity funds, hedge funds and institutional investors, put pressure on
firms to increase profits , especially in the short term (Rossmann, 2009; Lazonick and
O’ Sullivan, 2000; Stockhammer, 2004; see also IILS, 2008; Hein and Schoder, 2011,
Argitis and Pitelis, 2001). In addition, as pointed out above, financial globalization has
probably weakened workers' bargaining position (Rodrik, 1997; Onaran, 2011). Some
groups of workers, particularly top executives, may have benefited from this process of
“financialization” through deferred salaries in the form of pension funds and other types
of capital gains. For the average worker, though, the evidence indicates that the extent
and size of such gains are much more limited.

Labour market institutions: Declining collective power?

Labour market ingtitutions and the size of the welfare state are also among the variables
that have been debated in the existing literature. These ingtitutional indicators include
factors such as union density, minimum wage legislation, unemployment benefits and
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coverage, severance pay, or government consumption. The declinein union density —the
number of trade union members as a percentage of total employees or as a percentage of
total employment —in many devel oped economies has often been linked to the weaken-
ing of workers' bargaining power, negatively affecting their ability to negotiate a larger
share of the pie for labour compensation. The level of the minimum wage and other
“intermediary” institutions, including employment protection legislation, the generosity
of unemployment benefit and other benefits and contributions (the ‘tax wedge’), are
among the institutional variables that have been included in empirical studies (IMF,
2007; European Commission, 2007; OECD, 2012b). The level of unemployment benefit
can have an impact on the labour share by affecting workers' “reservation wages’, that
is, the level of pay workers would accept as a minimum.

Deepening the analysis

The estimates in the present report provide new evidence to complement and update
existing studies. Our analysis covers awider range of countries and alonger period of
time, drawing on the recently updated ILO Global Wage Database and other comple-
mentary datasources.? It includes annual datafrom 71 countries (31 high-income econ-
omies and 40 developing economies, including emerging economies) for the period
1970-2007. Although data were available for the years 2007-09, the crisis period was
excluded to avoid the effect of structural breaks on the underlying historical trend and
because our main interest lies in the long-term trends in the run up to the crisis. The
estimates are based on a model that captures the factors in figure 37. Appendix III
provides a step-by-step account of the methodology used for estimation and summa-
rizes the main results for the regression outcomes. The countries included are also
described in the appendix.

Figure 38 shows the results we obtained by decomposing the effects of the differ-
ent factors that enter the model to explain changes in labour income shares over time.
This decomposition was calculated by weighting the measurable changes between two
selected periods (1990/04 and 2000/04) for each of the factors where the weights are
the estimated coefficients in the selected model (shown in table A4 of Appendix III).
The decompositions are estimated separately for devel oped and devel oping economies.
Figure 38(a) shows that in the case of developed economies al factors contributed to
the fall in the labour income share over time, with global financialization playing the
largest role. The estimates mean that, in terms of relative contribution, global finan-
cialization contributes 46 per cent of the fall in labour income shares, compared to
contributions of 19 per cent by globalization, 10 per cent by technology and 25 per cent
by changes in two broad institutional variables. government consumption and union
density. These results open up the possibility that the impact of finance may have been
underestimated in many of the previous studies and suggest that overlooking the role
of financial markets may have serious implications for our understanding of the causes
of labour share trends.

The negative contribution of the institutional factors to the labour income share
can be explained with referenceto the diminution, on average, of government consump-
tion asashare of GDP and union density in advanced economies. In other words, while
the positive and significant coefficients of these variables (see table A4) imply that
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Figure 38 Decomposing changes in the average adjusted labour income share
between 1990/94 and 2000/04
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increases in government consumption and union density have a positive impact on
labour income shares, the actual drop in both government consumption and unioniza-
tion has contributed to a decline in the labour share. On the other hand, financialization,
globalization and technological progress have all grown in magnitude over time, thus
contributing negatively to changes in labour income shares between the two periods.

In the case of developing economies, figure 38(b) illustrates our finding of a posi-
tive impact of technology on the labour share, which might possibly be explained by
some*“ catching up” effect of economic growth, with atightening of labour markets and
the draining of excess labour supply. This technology effect partly offsets the adverse
effects of financialization, globalization and the shrinkage in the welfare state. Never-
theless, as was the case with the decomposition for developed economies, financial-
ization stands as the single most adverse factor in terms of explaining the decline of
labour income shares among the economies in the developing world that are included
in our sample.

In addition to these variables, increases in unemployment also have strong nega-
tive impacts on the labour share, which should not come as a surprise given the down-
ward pressure on wages and the weakening of workers' bargaining position in the
presence of higher rates of unemployment (see Appendix I11).

6 The effects of labour income shares on economic growth

6.1 Falling labour shares and aggregate demand: Ambiguous effects

Equity and economics: What happens when the labour share falls?

Because factor shares (capital share and labour share) link income to productive activ-
ity, they are often seen asan indicator of the fairness of the distribution of income. Also,
as pointed out by Atkinson, factor shares are a crucial issue in collective bargaining,
where afair division of income may be regarded as one where increased labour produc-
tivity is reflected in increased labour compensation (Atkinson, 2009). Some commen-
tators also consider that decreasing labour shares may have political consequences.?’

Analysing the effects on aggregate demand

While these are important considerations, this section of the present report focuses on
the economicimplicationsof declining labour shares. In particular, we underlinethefact
that changesin labour share have different effects on the various key components of the
aggregate demand for goods and services produced in an economy. Aggregate demand
Is the sum of consumption by households, private sector investment, net exports and
government consumption. The economic mechanism illustrated in figure 39 indicates
that a shift between the two components of the functional income distribution (labour
and capital shares) affects the main elements of aggregate demand and ultimately these
changes affect national income growth in adynamic process.

But how exactly does a decline in the labour share affect aggregate demand?
This question has so far received relatively less attention, and does not have asimple
answer. We have set out to explore empirically the link between the observed changes
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Figure 39 The macroeconomic effects of functional income shares
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in labour income sharesin the past four decades (1960s to 2000s) and each of the main
components of aggregate demand, namely consumption, investment and net exports.?
We have restricted our analysis to 15 countries that are members of the G20 and for
which sufficient data are available, and also look at the 12 eurozone member countries
as a group. The methodology in estimating the effect of wage shares on aggregate
demand and detailed results are provided in Appendix 1V, and the main direction of
resultsis shown in table 2.2

Table 2 Direction of effects of a 1% decrease in labour income share on private consumption
of domestic goods and services, investment and net exports in 16 economies

Private consumption Investment Net exports
Eurozone N 2 Vd
Argentina N — 2
Australia N 2 2
Canada N 2 2
China N — 77
France N 7 7
Germany N 2 2
India N — 2
Italy N 2 2
Japan N 2 2
Mexico N V4 2
Republic of Korea N — 2
South Africa \ 2 7
Turkey N — 2
United Kingdom N 2 d
United States N - 2

Source: Onaran and Galanis, forthcoming.
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Consumption down, exports up, investment uncertain

The table illustrates the finding that a 1 per cent decline in the labour share has been
consistently associated with a lower share of private consumption relative to GDP in
all 15 countries, as well as in the eurozone as a whole. Conversely, a 1 per cent lower
labour share was associated with a higher share of net exportsin al countries, partic-
ularly in China (as highlighted by the two upward arrows) which has pursued a highly
explicit export-led growth strategy. The link between labour shares and investment
is less clear-cut. A 1 per cent lower labour share was associated with higher rates of
investment in GDP in nine countries as well as in the eurozone group, but had no
perceptible effect on investment in five emergent economies and the United States.
The positive effect of lower labour share on exports is perhaps not surprising,
given the close rel ationship between the concept of the labour share and the concept of
unit labour costs (labour costs per unit of output; for more detail on this relationship,
see Appendix I). A declinein unit labour costsis often seen as an improvement in exter-
nal cost competitiveness, particularly in the eurozone, where individual Member States
cannot devalue their currency or adjust interest rates, and where lower unit labour
costs are therefore frequently advocated as a means of restoring economic growth and
promoting employment. This was, for example, the rationale behind the decision in
Greece to reduce the minimum wage by 22 per cent, with a further 10 per cent cut for
young workers, together with a reduction in non-wage costs (socia security contribu-
tions) by 5 percentage points (see Part | of this report). Similar, though less radical,
measures were also part of IMF programmes in Portugal, Serbia and Latvia.*

Private consumption and the labour/capital share

However, a single-minded focus on lowering unit labour costs would fail to take into
consideration the generally negative impact of lower wages on private household
consumption, and hence the uncertain effect on overall aggregate demand. The posi-
tive effect on consumption of redistribution from the capital to the labour share most
likely arises because the propensity to consume out of labour compensation is higher
than the propensity to consume out of capital income, as the latter is mainly redistrib-
uted through dividends to wealthier people who save a higher proportion of their total
incomes. It is important to realize, though, that a substantial part of profit accrues to
companies, who pass on only a part of it in dividends, and whose retained earnings
contribute to generating future labour incomes. Also, a sizeable fraction of the divi-
dends accrues to pension funds, which may pay out pensions at alater date that will be
spent on consumption. Furthermore, the State levies taxes on capital income and pays
transfers that may be an important determinant of consumption. Nevertheless, in spite
of these complexities, we find that labour compensation and household consumption
remain positively correlated.

Investment: Resources for the “real economy”

The relationship between the labour share and investment isless clear. In principle one
could expect that higher capital incomes might lead to more productive investment,
and this indeed seems to have been the case in a mgjority of countries. But there are



