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tions, as well as social security and welfare regimes affect the wage share.
While Austria is the focus of our analysis in this paper, we compare our re-
sults with estimations for Denmark, France, Germany, Italy, Spain, the UK,
and the US.3

We confirm previous research based on the analysis of pooled aggre-
gate county data attributing the decline in the wage share to financiali-
sation, globalisation and a decline in bargaining power of labour; however,
we find that these factors impact countries and skill groups within countries
differently. Thereby we confirm the upmost relevance of country specific
institutional setting in determining income distribution. In Austria, union
density and household debt appear to be the strongest drivers of the de-
cline in the wage share. Although we also find evidence for some negative
impact of technological change, albeit not robust, our results indicate that
the increase in income inequality is not inevitable but can be altered by po-
litical and institutional decisions.

The remainder of the paper is organised as follows. Section 2 provides a
short review of the theoretical literature the determinants of functional in-
come distribution from the perspective of different schools of thought as
well as an overview of the empirical literature. Section 3 introduces our
data and the stylised facts. Section 4 presents our estimation methodology
and expected results based on the theoretical considerations introduced in
section 2. Section 5 presents the estimation results and section 6 con-
cludes.

2. Literature review

The issue of increasing personal income inequality, in particular earn-
ings inequality, has attracted a significant amount of research. In contrast,
changes in functional income distribution, i. e. the fall in the share of wages
in GDP have only recently been the subject of research with an aim to pin
down the effects of technology, globalisation, and changes in the bargain-
ing power of labour. Different economic schools of thought developed dis-
tinct starting points for their analysis of functional income distribution.

The neoclassical approach, which also forms the basis for the New
Keynesian analysis, starts with a production function with two factors: cap-
ital and labour. The relative income shares of labour and capital are deter-
mined by technology. If a firm produces in a fully competitive market with
full-capacity utilisation and the production function is characterised by con-
stant elasticities of substitution between capital and labour the relative in-
come shares of the productive factors are determined by their marginal
productivity which is technologically given by the employment elasticity of
output. Hence, the focus on technological change which characterises
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many studies in the mainstream economic tradition derives directly from
their theoretical approach. There are two critical assumptions in this frame-
work: fully competitive markets and full-capacity utilisation. As soon as the
assumption of perfect competition is dropped, i. e. if firms and workers act
in oligopolistic markets as is mostly the case, relative bargaining power is
influenced by the price setting power (mark-up power) of firms.4 There is a
substantial literature in the New Keynesian tradition that derives from this.5
Empirically, this approach is most prominently represented by the Interna-
tional Monetary Fund (2007), the European Commission (2007), Bassa-
nini and Manfredi (2012), and Karabarbounis and Neiman (2012). Indeed
their findings indicate that technological change is the primary determinant
of falling wage shares followed by globalisation. However, Stockhammer
(2015) argues that a close examination of the reported findings reveals se-
rious robustness issues regarding the effects of technology. Indeed both
the IMF (2007) and the EC (2007) report that the technology variables are
not robust to the inclusion of time effects. However, they do not interpret
the non-robust effects of technology with caution, but rather make a strong
case that the fall in the wage share is an unavoidable outcome of techno-
logical progress.

Consistent with the nature of modern capitalist economies, the relaxation
of the assumption of full-capacity utilisation gave birth to Keynesian mac-
roeconomics which emphasise the role of effective demand in determining
output, income and employment. Consequently, functional income distri-
bution is governed by consumption of workers and capitalists and, more
importantly, by the propensity to invest which is driven by aggregate de-
mand and business expectations, i. e. the animal spirits of the private in-
vestors.® Most heterodox authors accept this analysis but augment the
emphasis on animal spirits by additional factors governing the balance of
power between employers and employees as suggested by Marxist or
Institutionalist economists. Technology might affect the contributions of
the factors of production but technological change itself is an endogenous
outcome of conflict in the labour process. Wages are negotiated between
employers and employees and are therefore subject to social norms and
relative bargaining power. Consequently scholars in this tradition have of-
fered a more thorough analysis of the determinants of bargaining power.
Marxist economists emphasise the sphere of production as the source of
surplus and the core determinant of income distribution. Economists work-
ing in a post-Keynesian or Kaleckian tradition start directly from the as-
sumption of oligopolistic markets and focus on the sphere of circulation.
They emphasise the degree of monopoly in a market, which is deter-
mined by the degree of competition between firms, union power and, in a
more recent interpretation of the literature by the strength of the financial
sector.”
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In the following, we refer to the Marxist, Institutionalist and post-Keynes-
ian/Kaleckian analysis as the Political Economy approach.

Although the New Keynesian and the Political Economy approach to in-
come distribution start from different assumptions, both arrive at a bargain-
ing framework to analyse distribution of income, at least in the more recent
studies in the New Keynesian tradition. The difference is that the New
Keynesian approach discusses the effects in a rather technical manner
driven by a production function approach, while studies following the bar-
gaining approach would always relate the developments to changes in
bargaining power. For example, New Keynesian scholars discuss how
globalisation changed the factor supplies or costs of intermediate prod-
ucts, and how this technically affects parameters in the equation for the
wage share. In contrast, political economists rather look at how globali-
sation and financialisation increase the fall-back options of capital while
decreasing the fall-back options of labour and thereby change the relative
bargaining power between the two factors.

Both the mainstream studies and the research in the tradition of political
economy find substantial negative effects of globalisation on the wage
share. IMF (2007) and EC (2007) employ import and export prices, immi-
gration, offshoring, and trade openness (measured as export plus imports
as a ratio to value added) as measures of globalisation and find all of them
to have the expected negative effect on the wage share. However, there is
a difference in the interpretation of the results depending on the country
group used.

Publications focusing on within sector wage shares find mixed results.
Sector-level data allows to differentiate between the decline in the within-
sector wage share and a change in the sectoral composition of the econ-
omy which is an advantage over country-level data.® Bassanini and
Manfredi (2012) fail to find a robust effect of sector specific import prices
on the wage in all but one specification and do not obtain a significant coef-
ficient for import penetration at all. They argue that the negative effect con-
firmed by country level studies result from a process of reallocation of pro-
duction towards sectors with lower wage share brought about by increas-
ing competition from abroad and confirm their hypothesis by additional es-
timations on the sectoral composition in their sample. Thereby they refer to
the “between component” of the aggregate wage share. They do find, how-
ever, a negative impact of offshoring, especially in high wage share coun-
tries, while FDI appears to be insignificant in their analysis. The negative
effect of offshoring is furthermore confirmed by Lin and Tomaskovic-
Devey (2013) for the US.

Research in the tradition of political economy confirm these results, espe-
cially with respect to trade openness variables,® as well as intermediate im-
port penetration and outward FDI for within sector wage shares in Austria.!°
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Regarding the effects of the changes in the bargaining power of labour,
the IMF (2007) and the EC (2007) both use standard indices for labour
market institutions such as union density, employment protection legisla-
tion, unemployment benefit generosity and the tax wedge designed to
measure labour market rigidities rather than to measure the bargaining
power of labour.'" EC (2007) finds that while minimum wages have a posi-
tive effect, higher employment protection legislation has negative effects
on the wage share; their interpretation of the results is that tighter employ-
ment protection legislation leads to higher bargaining power of workers
and an increase in wages, but it does not increase the wage share, since
the labour demand is very elastic. IMF (2007) finds negative effects of un-
employment benefits and the tax wedge. Numerous studies also include
direct bargaining variables such as union density, strike activity and collec-
tive bargaining regimes into their empirical analysis. Strike activity has
been found to have a positive impact on the wage share,'2 while ILO
(2011) argues that collective bargaining arrangements and minimum
wages could have positive effects on the wage share. Union density is the
most commonly used variable with the best data availability and the most
robust effect. It has been found to increase the real wage'3 — especially in
countries with a low level of bargaining coordination,’# reduce wage dis-
persion, and limit the size of top income shares. Additionally, stronger la-
bour unions are likely to exercise political pressure in favour of redistribu-
tion policies, thereby decreasing net income inequality (after taxes and
transfers).'®> Nevertheless, it has been argued that the actual effect of un-
ions may be underestimated in empirical studies since collective bargain-
ing coverage greatly exceeds union membership in some countries. How-
ever, poor data availability limits the employability of this variable,’® at
least for the sectoral level. Stockhammer (2015) fails to find any statisti-
cally significant effect of the labour market institution variables such as em-
ployment protection legislation, minimum wages, unemployment benefit
replacement ratio, unemployment benefit duration, and the tax wedge.

The mainstream literature does not control for the effects of welfare state
retrenchment or financialisation. In the political economy literature, welfare
state retrenchment is found to be an important determinant of the fall in the
wage share;'” however the measure used is often only aggregate govern-
ment spending as a ratio to GDP, and is too broad to reflect the details of
the welfare reforms essential to the bargaining power of labour. Kristal
(2012) uses government civilian spending, which nevertheless does not
capture the details of spending that is particularly important for the social
wage and bargaining power of labour such as public spending on social
protection or health and education.

There have been only few studies investigating the impact of financiali-
sation on functional income distribution. The term is not unambiguously
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defined, but encompasses the “increased role of financial activity and ris-
ing prominence of financial institutions”.'8 Financialisation gained momen-
tum since the 1980s. Similar to globalisation, it has increased the “exit op-
tions” for capital which can now be invested in real as well as financial
assets.’® Furthermore, it has been argued that financialisation changed in-
dustrial relations and led to a “shareholder value orientation” as a conse-
quence of hostile takeovers of listed companies.?0 Financialised firms
adopt a “downsize and distribute” strategy, which reduces prospects for la-
bour to agree on a beneficial compromise. Similarly, the self-perception of
workers changed due to financialisation, resulting in an emergence of “in-
vestor identities”.2' The main indicators of financialisation applied are fi-
nancial globalisation calculated as foreign assets plus liabilities,?2 current
account openness,?3 and dividend and interest payments and income.2*
Interestingly, all studies obtain a significant negative effect of at least one
of those variables. Kohler, Guschanski and Stockhammer (2016) offer a
systematic analysis of different channels through which financialisation af-
fects the wage share including all of these measure and augmenting them
by variables measuring the competition on capital markets (stock market
turnover ratio) and household debt. They find the latter variable to be most
significant for the determination of the wage share among all financiali-
sation variables as well as control variables. The only study on within sec-
tor wage shares including a measure of financialisation is Lin and Tomas-
kovic-Devey (2013) who account for the ratio of financial receipts of non-
financial corporations (including interest, dividend and capital gains) to
business receipts for the case of the US. The only paper, to the best of our
knowledge, investigating the effect of financialisation on the wage share
using firm level data is Alvarez (2015) who includes net financial income
and interest payments as explanatory variables in his analysis of France.

Summing up, the research based on a political economy approach uses
aggregate country level panel data, which does not differentiate the results
across skill groups and industries. Within the mainstream literature, which
argues the primacy of technological change, Bassanini and Manfredi
(2012) and Karabarbounis and Neiman (2012) use sectoral as well as
country panel data; however they do not explicitly control for variables
which would reflect the bargaining power of labour and labour market insti-
tutions, welfare state retrenchment or financialisation. IMF (2007) at-
tempts to distinguish the effects on the wage share of the workers in the
skilled and unskilled industries; however the study claims that the income
share of skilled workers rose by focusing on the share of wage bill in the in-
dustries using predominantly skilled labour as a ratio to the economy wide
value added, rather than the share of wages in the skilled sectors as aratio
to the value added in those sectors, which is also mentioned in a figure in
the paper. According to the latter indicator, which is reported but not dis-
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cussed in the IMF study, the labour share of skilled workers is also falling in
some major economies. Lin and Tomaskovic-Devey (2013) and Onaran
(2011, 2012) are closest to our analysis, but while these studies focus on a
single country, the US and Austria respectively, we perform our analysis
for selected OECD countries and are therefore able to account for country
specific differences in industrial relations. Furthermore, we incorporate a
broader range of explanatory variables.

3. Data and stylised facts
3.1 Data

We have compiled a comprehensive database for nine OECD econo-
mies drawing on six publicly available international databases for sectoral
data which we augmented by country level data.25

We measure the wage share as labour compensation as a ratio to value
added with data obtained from the EU KLEMS database. Labour compen-
sation includes the wage of self-employed workers, imputed based on the
assumption that their wage is equal to the average hourly wage of the sec-
tor.26 Since data from EU KLEMS is only available until 2009 we extrapo-
late through splicing. More specifically, we link the wage share from
KLEMS with the growth rate of the wage share obtained from the OECD
Structural Analysis database (OECD STAN).2” Both series have a correla-
tion of 0.91. We control for violent swings in the wage share by excluding
years where the percentage change in the wage share exceeds 30% in ab-
solute values, which mostly appear in Denmark, the UK and Sweden, but
our results are robust to all these cleaning procedures.

In order to see how our results differ if we use the after-tax wage share as
the dependent variable in our estimations we had to obtain measures for
implicit tax rates on labour income, indicating the share of taxes paid out of
wage income. The series are not readily available for many countries and
for long periods; therefore we reconstructed the series using the technique
proposed by Carey and Tchilinguirian (2000) with data from several
sources of the OECD database.

We obtain measures of capital stock from the EU KLEMS database. Un-
fortunately only aggregated capital stock data is available at the 2-digit
level.28 We extrapolate capital stock from KLEMS using the growth rate of
the same measure from STAN. At the 1-digit level we are able to dis-
aggregate ICT and non-ICT capital. ICT and non-ICT capital is reported as
services (measured as an index) rather than stock in the newer versions of
KLEMS.

Our globalisation variables are obtained from the OECD. Import data
disaggregated for intermediate import and other imports is from OECD
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