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ABSTRACT

THREE ESSAYS ON FINANCIAL INTEGRATION AND TRADE LIBERALIZATION

This dissertation is composed of three essays which examine the impact of financial integration
and trade liberalization. Chapter I investigates the effect of financial openness on labor share of
income by using four measures of the labor share of income: one unadjusted and three adjusted
measures of income share which account for earnings from the self-employed workers. The author
also uses both measures of capital account openness: de jure and de facto indicators. The empirical
work is applied for a panel dataset of 30 countries during the period of 1970 — 2013. Despite using
different measurement methods of the labor share of income and financial openness, the results
from all specifications support the hypothesis that financial integration leads to a decline in the

labor share of income for the all countries sample.

Chapter II examines the macro-economic performance of Vietnam through the six phases of Doi
Moi reform, and analyzes the impact of external liberalization on economic growth, aggregate
demand, employment and income distribution. The decomposition of aggregate demand suggests
that private investment was the most important determinant of Vietnamese economic growth
during the period of 1994 — 2011, while government expenditure has become more significant
since 2005, and the external sector together with government expenditure are the important driving
factors of Vietnamese economic growth since 2012. The decomposition of overall labor
productivity highlighted the fact that sectoral productivity growth of the service sector plays an

important role in the improvement of overall labor productivity in Vietnam.

Chapter III aims to investigate the impacts of external liberalization on Vietnamese economic

growth and industrial performance at both regional and provincial levels. To this end, the author



reviews regional and provincial economic and industrial performance in Vietnam during the period
of vigorous reforms of the Doi Moi and external liberalization (1995-2015). The paper employs
the fixed effect regression to test the relation of economic growth, industrial performance and trade
liberalization at both regional and provincial levels. The estimation results suggest that FDI has
positive and strongly significant impact on economic growth of five economic regions: The Red
River Delta, Northern midlands and mountain areas, North Central area and Central Coastal area,
South East and Mekong River Delta. The study suggests that FDI inflows and trade openness play
very important role in accelerating economic growth and industrial performance at both the
regional and provincial levels in Vietnam. Regions and provinces with better infrastructure seem
to get more benefit from FDI and trade openness, which suggests that provincial authorities should
invest in building new and more modern infrastructure and also formulating rules and regulations

governing FDI inflows.
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CHAPTER1

THE IMPACT OF FINANCIAL INTEGRATION ON THE LABOR SHARE OF

INCOME: AN EMPIRICAL EVIDENT FROM A PANEL DATASET

1. Introduction

Financial integration, the phenomenon of rising cross-border financial flows, has been accelerating
in the past three decades (Kose et al. 2007). Historically, financial integration activities grew in
the late nineteenth century, until the outbreak of World War 1. International capital movement had
resumed after the World War II and we have seen a huge volume of capital flows between
industrial countries and between developed and developing countries since 1960s. The
international capital market has been growing rapidly since 1990s and plays a very important role

in promoting the world economy (Obstfeld, 1998).

Financial openness has been one of the most enduring concerns of international economists since
the studies of Mc Kinnon (1973) and Shaw (1973) on financial repression. Financial openness is
seen to increase investment and promote economic growth and thereby reduce poverty level. They
argued that developing country’s policies of financial repression, that restricted and controlled
their financial markets, were the main reasons of the low economic growth rates during the 1950s
and 1960s and suggested countries would benefit from adopting more open financial markets’
policies. In particular, financial integration or capital account openness and trade liberalization are
considered to improve a country’s economic situation and increase living-standards. In theory,
financial integration improves economic growth, financial development and institutional quality,
and also helps reduce income inequality, poverty and unemployment rate. In addition, opening up

to international financial markets, improves market efficiency and thereby lead to a better



allocation of investment (Fama, 1970). Financial integration is also supposed to boost the
productivity of capital stock by supporting borrowing for entrepreneurs, creating new investment
opportunities and promoting growth (Orgiazzi 2007). However, in empirical studies, there has
been a long, contentious debate among economists on the real direct and indirect benefits of
financial integration (Gourinchas & Jeanne, 2006). Since the 1970s, international economists have
been developing theories and studies to measure the degree of financial integration as well as to
elaborate the gains and costs of this phenomenon in different regions such as European countries,
the United States, Asian countries. For example, Kose et al. (2003; 2007; 2009) provided evidence
of a positive relation between financial capital openness and volatility. Recent studies have found
evidence that financial liberalization has led to financial crises in emerging countries (Diwan,

1999).

However, we have not seen much literature on financial integration, which considers its impact on
distribution, especially on the labor share of income. The conclusions about real impact of financial
integration on the share of income going to workers, especially earnings of the self-employed
workers, however, remain ambiguousl. In addition, studies on the labor share of income mostly
focus on the income share of paid employees while ignoring the earnings of the self-employed.
Therefore, the linkage of capital account openness and the labor share of income, which does

account for the earnings of self-employment is still an open question.

In this essay, I will review the literature on the impact of financial integration, while investigating
its effects on labor share of income. The purpose of this essay is, first to survey studies on the

impact of financial liberalization and compare the results in terms of variables, methodologies,

! The OECD classifies the employment into three categories: paid employment, unpaid employment and self-
employment.



data and samples while focusing on the labor share of income. Second, I construct an adjusted
labor share of income for earnings from self-employed workers, and elaborate the relationship
between the labor share of income and capital account openness by using all four measurements:
the unadjusted and three adjusted measures of labor share of income. Different measures yield
different trends and results. For completeness, I will also use both measurements of capital account
openness: de jure and de facto measures. For de jure method, I employ Kaopen index which was
constructed by Chinn and Ito (2007). For outcome-based method, I compute two indices which
were constructed by Lane and Milesi-Ferretti (2006). The empirical work is applied for a panel

dataset of 30 countries during 1970 — 201372, for which data is available.

The theoretical and empirical framework draws on the study of Jayadev (2007) which supports the
hypothesis that financial liberalization reduces the labor share of income through the labor
bargaining power. However, income from self-employment accounts for a significant share of the
income of the working population, in particular for developing countries. To get a better sense of
the impact of financial liberalization on the share of income of labor (more broadly defined) would
need to include the share of self-employed labor. In this essay, the author computes an adjusted
index of the labor share of income (laborshare2), which accounts for the income going to the self-
employed workers. To test the hypothesis, that financial liberalization has a negative impact on
this adjusted labor share, I employ a fixed effect model for all four indices of the labor share of
income and both de jure and de facto indicators of capital account openness. The baseline model
also controls for other important determinants of labor share of income such as trade openness,
technological progress, unemployment rate. Despite using different measurement methods of the

labor share of income and financial openness, the results from all specifications support the

2 There are 15 developing and 15 developed countries in the sample

3



hypothesis that financial integration leads to a decline in the adjusted labor share of income for the
all countries sample. There are also robust, negative and significant correlations between the labor
share of income and capital account mobility for OLS estimations models. The positive and
strongly significant effect of opening up financial markets on income share of self-employment
and its negative effect on unemployment rate are robust to alternative specifications. Financial
liberalization has positive impact on the labor share of income going to the self-employed. Despite
this, the impact on the adjusted share of labor remains negative. Interestingly, the results still hold
in both fixed effect and OLS regressions for developed countries but do not hold for developing
countries when employing de facto measure of financial integration. The negative relation between
financial openness and labor share of income is not evident when we focus solely on developing

countries.

The rest of my essay is organized as follows. Section II focuses on comparing and contrasting
previous theoretical and empirical studies on the relation between financial integration and labor
share of income. Section III presents the hypotheses and explains the data and empirical model
while the results of the empirical framework are introduced and analyzed in section IV. Section V
is dwells on presentation and analysis of the robustness checks and Section VI brings together
some concluding remarks which contains the summary of theoretical framework and empirical

results as well as some policy recommendations.

II. Literature Review

1. The Labor Share of Income and the Self-Employed

Functional distribution of income as well as the labor share of income has been an enduring

concern for the classical economists. The wage share governed by a historically and conventionally



determined subsistence wage in both Ricardo and Marx. Marx, in his later work, suggests that
wage share is also driven by the relative bargaining power between capitalists and workers, that is
itself determined by the pace of accumulation. In contrast to this approach, technology and
preferences are the key determinants of the functional income distribution in the neoclassical
theory, with the market determined equilibrium wage rate being set at the value of the marginal
product of labor. Monopoly power and the pricing behavior of firms in monopolistic markets is
the central key driving distribution between owners of capital and workers in Kaleckian theory of
income distribution allowing from a bridge between the approach of the Classical economists and

the Keynesian focus on effective demand?.

The labor share of income is a measure of national income going to labor. “The labor share is the
nominal wage bill over nominal output or nominal GDP” (Schneider, 2011). In other words, the
labor share of income is the ratio of the total compensation paid to labor and the gross value added
(Lee & Jayadev, 2003; Jayadev, 2007; Schneider, 2011). We term this definition as the unadjusted
labor share index. However, this widely used definition is questioned by scholars since the
compensation to employees is not clearly defined without including other worker’s benefits such
as tips and commissions (Krueger, 1999). More important, the unadjusted labor share of income
does not account for the income of the self-employed either, which is prevalent in areas such as
agriculture, construction, restaurants, hotels, retail and certain business services (Freeman, 2011).
These earnings of self-employed, that constitutes a significant share of general labor’s income has

been ignored in empirical studies of the impact of liberalization on the labor share of income.

3 The author synthesized from four studies of Kaldor (1955); Stockhammer (2009); Schneider (2011); Dunhaupt
(2013).



The OECD classifies employment into three categories: paid employment, unpaid employment
and self-employment. Self-employed workers are individuals who perform some work in order to
earn family income, in cash or in kind (Le, 1999). Self-employment is defined as the employment
of employers, workers who work for themselves, members of producers' co-operatives, and unpaid
family workers measured as the percentage of employment*. Diez and Ozdagli (2011) measure
self-employment as the share of employers or own account workers in the total labor workforce.
The European System of Accounts (ESA) defines the “self-employed as persons who own sole or
joint businesses of the unincorporated enterprises in which they work, with the exception of those
unincorporated enterprises classified as quasi-corporations”. Similarly, Parker (2004) defines self-
employed as individuals who earn no wage or salary but generate their income by implementing
their profession or entrepreneurship on their own account. ILO on the International Classification
of Status in Employment ICSE-1993 classifies employment into six main types: employees;
employers; own-account workers; members of producers’ cooperatives; contributing family
workers and workers not classifiable by status. The four last types in the category are aggregated
to be self-employed workers®. Studies also link to entrepreneurship and informal sector activities
while analyzing the idea of self-emloyment. For instance, Acs et al. (2008); Glaeser & Kerr (2009);
Goetz & Shrestha (2009), Goetz & Runpasingha (2013) and OECD® considers self-employment

as a proxy for the level of entrepreneurial activities or as the simplest kind of entrepreneurship

4 Self-employment’s definition by OECD
5 Source: Table 2.D — ILO Yearbooks of Labor Statistics on Total Employment by Status in Employment. The paper
employs ILO definition to construct an indicator of the labor share of income which adjusted for earnings from self-

employed.

6 The definition is available on OECD’s website.



(Blanchflower, 2000). Heid (2015) defines informality as self-employed workers, or employees

who do not sign a written labor contract.

Self-employment can also be viewed as a way out of poverty, unemployment and disadvantageous
situations (Moore, 1983; Popli, 2016). Social economic programs do not focus on self-
employment, which is not covered by the minimum wage regulation and the social security system

such as family health care, work accidents and illnesses (Sammaniego, 1998).

The self-employed account for one-third of the labor force in developing countries such as in
Mexico (Popli, 2016), and about 10 percent in developed countries like the United Kingdom and
the United States (Blanchflower, 2000). The share of self-employed in total employment tends to
be between 10 and 14 percentage points of the total workforce in advanced countries and this
percentage might be much higher in developing countries (Hurt, Li and Pugsley, 2010). Therefore,

their earnings do really matter to the national income share of total labor force.

Adjustments for self-employed income are important for the analysis of the national income share
of labor. Based on sector, sex, age and education, Young (1995) imputed wages to the self-
employed in Singapore, South Korea and Hong Kong and the corresponding results are 0.404,
0.680 and 0.628 respectively. Krueger (1999) estimates the raw labor share of national income
using Current Population Surveys (CPS) data to construct an adjusted labor share of income and
shows that the ratio of incorporated to unincorporated self-employed workers and business owners
increased from 28 percent in 1979 to 41 percent in 1997. After imputing the labor income of the
self-employed in the United States, Freeman (2011) observed a 2.5 percentage point rise in labor
share of income at the total economy level. The labor share’s adjustments of Gollin (2002) hover

between 60 percent and 85 percent of GDP, leading him to suggest that estimates of factor share



that do not account for self-employed income will be seriously flawed, especially in developing

countries.

In view of these trends and developments of the labor share of income and the self-employed, it is
clear that the income of self-employed plays a crucial role in the share of total national income
going to labor. Hence it is very important for scholars to construct an index of the labor share
which is adjusted for the income from self-employed labor, especially for the sectors with a higher
rate of self-employment such as agriculture in developing countries. This index then becomes the

basis of the investigation of the impact of financial integration on labor share of income.

This paper contributes to the literature on the impact of financial liberalization by including the
earnings of self-employed while investigating the core determinants and mechanisms driving the
income share going to labor during financial integration. The question of the precise impact of

liberalization on the share of the self-employed has received less attention in the literature.

2. The Declining Trend of Labor Share of Income

The different approaches to the labor share of income have been reviewed in the previous section.
There have been empirical studies of both neoclassical and heterodox economists to analyze the
correlation between the income going to labor in the economy and other macro and micro
economics factors such as growth or inequality (Krueger, 1999). Empirical studies show that the
shares of labor and capital in national income vary both over time and across countries. Kaldor’s

stylized fact about constant labor share over time seems to have less validity in the recent decades.

There has been a declining trend of the labor share of income in the past three decades. Blanchard
(1998), Krueger (1999), Diwan (1999), Lee &Jayadev (2004), Guscina (2006), Jaumotte & Tytell
(2007), Jayadev (2007), Rodriguez & Jayadev (2010), Guerriero & Sen (2012), Maarek (2012),
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Dunhaupt (2013), and ILO, IMF, OECD & WB (2015) show a reduction on the national income
share of labor. Krueger (1999) found an increasing trend of the labor share from the end of World
War II until the early 1970s, but after reaching a highest level in the mid-1970s, the labor share
declined by almost 3 percent. Diwan (1999) found that the labor share of income in the research
dropped from an average of 54.5 percent of GDP in 1975 to 49.3 percent in 1995. Using two
different databases, the UN National Account Data and the United Nations Industrial Development
Organization (UNIDO) of industrial survey in the manufacturing sector, Rodriguez & Jayadev
(2010) also show a decline of the national income share going to labor starting from 1980. In
addition, Guscina (2006) examined the labor share in national income in 18 OECD countries
during the period 1960-2000 and concluded that before mid-1980s technological progress was
labor-augmenting, and therefore productivity growth increased labor share. However, after 1985
productivity gains have boosted profits because technological progress is capital-augmenting. The
declining trend of the labor share of income also happens in most advanced countries (Jaumotte &
Tytell, 2007). Thus Hung & Hammette (2014) found a decline in the labor share of US national
income as well. What lies behind the declining trend of the labor share of income all over the
world? Does the rising trend of self-employment matter? Globalization which includes both trade
liberalization, financial integration and technological progress have been ascribed important role

in the decline.

2.1.Trade Openness

Heckscher-Ohlin’s general equilibrium model of trade between two countries with two factors of
production and two goods suggests that countries should focus on area of comparative advantage.
In particular, countries will export goods whose production is intensive in the factor they are

abundantly endowed. The model indicates that an increase in the exports will lead to an upward
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trend in the real returns to the factor used in the production of the exported goods and a decline in
the returns to the other factor. Hence, factor-abundant countries would gain from international
trade, while factor-scarce countries would lose (Stolper and Samuelson, 1941). The Northern
developed countries concentrate on capital intensive production and developing countries in the
south focus on labor intensive production. Consequently, it is agreed that trade openness should
benefit labor income, increasing employment and the labor share going to workers in developing
countries, while the wage share of countries in the north decrease (Guerriero & Sen, 2012,
Dunhaupt, 2012). Nevertheless, the Heckscher-Ohlin’ prediction only holds with assumptions
such as full employment of resources; no barriers to trade; similar elastic demand as well as relative
price; homogeneous trading goods and perfect substitutibility with identical technologies of

production and constant return to scale (Bhagwati, 1994).

Recent studies show results that diverge from the Heckscher-Ohlin model. For example, Ortega
and Rodriguez (1999), Harrison (2002), and Guscina (2006), Reddy and Dube (2016) suggest a
negative correlation between trade integration and the labor share of income for all countries
sample in both developing and developed countries. Similarly, Stockhammer (2103) found that
globalization had the same effect on the wage share in developing and developed economies.
Ghose (2003) also shows that the growth of international trade has a small benefit for workers.
Both IMF (2007) and the European Commission (2007) confirm the similar results but they argued
that the impact is negative for medium skilled workers and it had no significant effect for low and
high-skilled workers’ incomes. Rodrik (1997) and Slaughter (1999) provided an explanation for
the decline in the labor share of income, in term of declining bargaining power since trade
liberalization makes the demand for workers more elastic and labor becomes easier to substitute.

Moreover, it is easier for capital to travel across economies to place with the cheapest labor.
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Workers are forced to accept lower wages in the face of the threat of capital and their declining
bargaining power. In particular, trade liberalization enlarges the “reserve army of unemployed”
low paid workers in developing countries which leads to a lower bargaining power of unskilled
labors as well. As argued by Pollin (2000), at any time, employers can threaten workers by moving

to low-wage countries. Consequently, there will be a decline in the labor share of income.

In contrast, Rana (2001), Guerriero & Sen (2012) and Dunhaupt (2013) support a positive
correlation of trade liberalization and the national income share of labors. Rana (2001) claimed
that trade liberalization has a weak impact on employment and wage in her study of 48 developing
countries and the effect is greater in countries with relatively flexible labor markets. Dunhaupt
(2013) explained that due to trade liberalization, price competition increase and it can have a
negative impact on the mark-up and he predicts a positive correlation between trade openness and
the labor share of income. He also suggests that prices of raw materials and semi-finished goods
can affect the labor share of income. If the prices of semi-finished products are cheaper, the labor
share of income increases. Similarly, there is a positive and significant correlation of trade

liberalization and the labor share of income in the study of Guerriero and Sen (2012).

Almost all studies support a positive relationship between trade openness and self-employment as
well as their income share’. Trade liberalization generates a higher level of competition for
domestic firms and leads to an increase in the informal sector since workers in the formal sector
are laid off to lower the labor costs and improve efficiency. Moreover, self-employed workers do
not benefit from trade liberalization while the formal sector’s workers may gain (Carr & Chen,

2004). Particularly, Samaniego (1998) suggests that trade openness generated more than two thirds

" They are the studies of Samaniego, 1998; Goldberg & Pavcnik, 2003; Carr & Chen, 2004; Marjit & Maiti, 2005;
Bosch et al., 2012; Arias et al., 2013; Popli, 2016; Liang & Goetz, 2016.
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of the urban self-employed workers in Mexico. Bosh et al. (2010) find that one percentage point
increase in trade liberalization results in roughly one percentage point of the increase in informality
in Brazilian metropolitan labor markets in the period 1982-2002. Goldberg and Pavcnik (2003)
find that reducing tariff leads to an increase in informal employment in the industries with the
largest tariff cuts before the labor market reforms, yet they find no relationship between trade
openness and informality for Brazil. Liang and Goetz (2016) study the moderating effects of
entrepreneurship, measured using self-employment rates, on the impact of trade penetration for
Chinese economy. Their empirical results indicate that opening up to trade internationally, leads
to an increase in the self-employment rate and the marginal impacts of Chinese import penetration
on unemployment are weakened in areas with higher self-employment rates. Popli (2016) show
that trade liberalization process resulted in an increase in inequality and poverty among self-
employed workers in Mexico over the last two decades, since trade openness raised relative
demand for and returns to skilled labor who are mostly working in the formal sector and led to an
increased gap between the rates and the income of self-employment and formal workers. In sum,
scholars who suggest the positive correlation between trade liberalization, and self-employment,
document that trade openness generates a higher level of competition in domestic markets. Formal
workers are laid off to reduce costs will choose to be self-employed workers to remain their
household incomes. In addition, to compete with foreign producers, domestic producers will seek
to utilize informal labor inputs, which are much cheaper. Consequently, the higher demand for
informal inputs and the reduction of formal workers lead to an increase in self-employment and in

the income share of the self-employed.
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There is also evidence that trade liberalization is negatively correlated to self-employment®. Diez
and Ozadagli (2011) employ the dataset of self-employment in the manufacturing sector and tariff
levels for 32 countries and the European Union for 2016 and find that trade liberalization is
associated with a decrease in self-employment rate; the more openness to international trade leads
to the lower rates of self-employment; higher trade costs in both home and foreign countries leads
to a decline in self-employment rate. They further suggest that the increased rate of exporting firms
will result in a lower self-employment rate. Arguing that trade openness is associated with an
increase in the productivity of the tradable sector, Fugazza and Fiess (2010) concluded that
informal employment would decrease with deeper trade liberalization while informal output
increase with trade liberalization. Interestingly, Aleman-Castilla (2006) links trade liberalization
to lower trade costs and argues that the formal sector will gain more benefits than the informal
sector and suggests that with trade liberalization, there is a reallocation from informal to formal
sectors to take advantage of lower trade costs. Heid (2015)’s study of the relationship of regional
trade agreement and informal self-employment indicates that these regional trade agreements
result in 20.3 percentage points decrease in informal employment and decreased unemployment
rate by 1.2 percentage points. Overall, trade liberalization seems to drive self-employment

negatively as well.

Hence, trade liberalization has a significant impact on the labor income share as well as on the
self-employed and their earnings. However, the results of empirical studies indicate ambiguous
effects. In this paper, we include trade openness as one of the control variables. The variable is

measured normally by the ratio between the sum of import and export values and GDP.

8 The negative effect of trade liberalization on self-employment can be found from studies of Aleman-Castilla, 2006;
Fugazza & Fiess, 2011; Diez & Ozdagli, 2011; Heid, 2015.
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2.2.Technological Progress

Theoretically, international trade and capital flows combined with technological change generate
more opportunities for multinational companies to invest in foreign locations with lower cost of
production. Therefore, domestic workers are easily substituted by foreign workers with a negative

effect on domestic labor.

Extensive studies have been trying to investigate the roles of technological change and trade on
the overall labor share of income. Among them, Harrigan (1998) finds that skilled-biased
technological change plays a more important role in wage inequality than trade while the labor
share of income has been equally driven by technological change and trade liberalization in the
studies of Feenstra (2004, 2007) and Guscina (2006). Similar to the results of Harrigan (1998),
Jaumotte and Tytell (2007) show that technological change in the information and communication
sectors has had a bigger impact on the labor share in unskilled sectors compared to globalization
because of the fact that computers and other information communication technologies are a
substitute for unskilled labor and supplement skilled labor and therefore lead to a decrease in the
labor share of unskilled workers. Technological progress also leads to the increasing use of
technology favoring skilled workers. Consequently, the share of low-skilled workers decreases,
while the share of high-skilled workers increases (Arpaia et al., 2009). Lawless and Whelan (2011)
suggest the same correlation between technological change and the recent decline of the labor
share of income because of the substitution between new technologies and unskilled workers.
Changes in employment levels are necessary to adapt to the new technology. Moreover,
technological progress leads to a displacement of workers so that capitalists are in a much stronger

bargaining position relative to labor leading to a decline in their income share.
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The recent capital-augmenting trend is regarded as the main reason for the decline in the labor
share of income. Danhaupt (2013) shows that the labor share of income increased during the 1960s
and 1970s since technological change in these times was labor-augmenting and boosted the
effectiveness of labor inputs and the share of labor. Guerriero and Sen (2012) believe that since
the mid-1980s, technological progress has become capital-augmenting. This type of technological
progress lead to an increase in the stock of computing capital and leading to the decline in the labor
share of income (Bentolila & Saint-Paul, 2003; Gucina, 2006; Ellis & Smith, 2007; Jayadev, 2007;

Lawless & Whelan, 2011; Guerriero and Sen, 2012).

In a different direction, Guerriero and Sen (2012) argued that innovation as another form of
technological progress improves productivity and boosts competition in the product markets. Thus,
innovation might lead to positive effects on employment and the labor market and an increase in
the overall economy’s income and in the income share going to labor. In sum, their study suggests
that technological innovation is a positive and significant driver of the labor share of income.
Similarly, Stockhammer (2013) provides evidence that the effect of technological progress is
asymmetric with positive effects on the labor share in developing countries but negative impacts

in advanced countries.

In the context of self-employment, technological change is formal-sector-augmenting since
investment and skilled labor are more available in the formal sector than the informal sector.
Technological change increases the demand for workers in the formal sector and therefore leads
to a wider wage gap between formal and informal workers (Munro, 2011). This rising demand for
formal sector skilled labor could result in a decline in income share and employment level in the

informal and self-employed sectors.
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All in all, we have seen both positive and negative effects of technological change on the labor

share of income as well as self-employment and their earnings.

2.3.The Impacts of Capital Account Openness on the Labor Share of Income

Recently, the role of financial markets has been highlighted as a potential cause of rising inequality
and declining labor share (ILO, IMF, OECD & WB, 2015). While numerous studies have analyzed
the determinants of the share of labor in relation to the share of capitalists as well as the recent
declining trend of the labor share of income, only few have linked it to financial liberalization
which is arguably one of the most significant changes in the international economy over the last
three decades (Jayadev, 2007). In addition, the analysis has mainly concentrated on personal
income distribution and wage inequality while very limited numbers of studies have explored the
effect of capital account openness on the labor share of income. Moreover, these studies on the
correlation between capital account liberalization and the labor share of income, point to
ambiguous findings with some yielding a positive impact and others a negative impact. One issue
that needs to be clarified is what drives these different results? Do the use of different databases
matter? To what extent, and how is the long-term decline in the labor shares of income related to
capital account openness?

Mezetti & Dinopolous (1991), Bughin & Vannini (1995), Crotty & Epstein (1996), Zhao (1998),
Choi (2001), Harison (2002), Lee & Jayadev (2003), Jayadev (2007), Orgiazzi (2007), Dunhaupt
(2013) have investigated the impacts of capital account openness on the labor share of income.
Few studies suggest that in the period of higher capital mobility and relative immobile labor, the
employees’ power on the bargaining game of income distribution is loosened by the development
of capital. For example, Mezetti & Dinopoulos (1991) and Jayadev (2007) seek to explain a

negative correlation between financial account mobility and the national income share going to
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labor by exploring a model in which, due to capital mobility, a decrease in bargaining powers of
labor leads to a decline in the income share going to worker. Similarly, Rodrik (1997) argued that
globalization has had two effects on labor markets: the demand for low-skilled labor in advanced
industrial countries declines and employers will look for cheaper labor abroad by relocating their
production abroad. He argued that the strategic bargaining game between capital and labor
ameliorates the fallback option of capital. Specifically, the relocation of capital production abroad
leads to a reduction of labor bargaining power and a decline in their share of income. Harrison
(2002) utilized a model of a bargaining game, between labor and capital over excess rents in
production, to show that in the context of imperfect competition, the share of excess rents going
to labor falls along with the fixed costs of reallocation abroad for firms. The change in factor shares
are related to changes in capital/labor ratios. She further found that exchange rate crises lead to a
decline in the wage share. Additionally, Lee & Jayadev (2003) predicted that financial
liberalization might worsen the income distribution and the income share of workers. Examining
an unbalanced panel dataset regression across countries, they show negative effects of financial
liberalization on the labor share of income in both developed and developing countries, in the
period 1973-1995. However, this effect is independent from the negative impact of financial crises.
Developing this idea, Jayadev (2007), by using panel regression model to estimate the correlation
of an unadjusted labor share of income and the level of financial openness, finds a robust negative
impact for the group of developed and middle-income countries, however this negative effect does
not hold for the poorest countries. Jayadev argues that financial openness has increased the
bargaining power of capital, and therefore increased capital flows, and rents accruing to capital.
Hence, financial integration may reduce the income share of labor at the firm and consequently at

macroeconomic level. Most recently, Dunhaupt (2013) using a time series cross-section database
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of 13 countries over the period from 1986 until 2007 estimated the correlation of the adjusted labor
share of income and increasing dividend and interest payment of non-financial corporations, which
suggests that the decline of the labor income share is driven by increasing dividend and interest

payments of non-financial corporations.

In contrast, Orgiazzi (2007) investigates cyclical instability in a small open economy and find that
financial liberalization increases the capital stock and the labor share of income and therefore
reduces profits. More critically, capital account mobility leads to an appreciation of the real
exchange rate and an increase in the income share going to workers, which reduces profitability
and triggers the financial crisis. In aftermath of the financial crisis a reduction in the labor share of
income is seen. This argument is quite consistent with the evidence provided by Diwan (1999)
who believed that a country’ financial structure and the openness of its trade and capital account
are driving the declining labor share of income during the crisis. Using data for the last decade of
the 20" century, the study found that the labor share increased before a financial crisis and declined
sharply by an average of 6.13 percentage points during the crisis, but only recovers partially in the
following years in most countries of the sample. Interestingly, in his study on the medium-term
behavior of the labor share, Diwan (2000) argued that labor in poorer countries get more benefits
with a higher degree of international trade and a more open capital account while the reverse holds

for richer countries.

Similar to other measurements of capital account openness, Foreign Direct Investment (FDI) has
a possibly contradictory effect on the labor share of income. It has a positive impact due to spillover
effects and a negative impact due to the weakening bargaining power of labor and depreciating
exchange rates (Giovannoni, 2014). Since the bargaining power of workers can also be affected

by FD], it might influence income share going to labor. Using a Nash bargaining model of labor-
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management negotiations at the industry level, Zhao (1998) shows that FDI reduces employment
in the organized sector and the competitive wage in the unorganised sector if there is more concern
about employment than wages or even equal concern about both in the union. Kristal (2010) and
Harrison (2002) showed a statistically negative correlation between FDI inflows and the labor
share of income. Alderson and Nielsen (2002) argue that multinational companies in developed
countries move their production to low-cost countries leading to a job reduction in those developed
countries and an increase in capital’s bargaining power. Therefore, the compensation to workers
declines for all country samples. Guerriero and Sen (2012) also stated that FDI inflows seem to be

a negative driver of the labor share of output.

In sum, the relationship between international capital flows and the national income share of labor
has been largely inconclusive (see Table I.1). Scholars who support a positive correlation between
capital openness and labor share of income argue that capital account liberalization leads to a rise
in the capital-labor ratio, resulting in an increase in labor share if there is imperfect substitutability
or complementarity between capital and labor. However, the employees’ bargaining power is
reduced by labor substituting technology and leads to a decline in the labor share of income. There
are also studies that find an ambiguous relation between financial openness and labor share of
income but argue that capital account openness may lead to instability and crisis. However, the
effect of these downturns on labor share of income depends on the bargaining power of labor in
this period. In the context of crisis, the labor share increased before a financial crisis and decline
sharply during the crisis, but it only recovers partially in the following period. Thus, the effects of

capital account openness on labor share of income might be ambiguous.

So what factors lie behind the different conclusions about the correlation between the share of

labor income and financial openness in recent studies? The most plausible answer is the different
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measures of capital account openness as well as the country samples and databases (Lee &
Jayadev, 2003). In this paper, I use both de-jure and de-facto measures of KA openness to assess

how the measure capital account openness affects the results.

Financial openness would also tend to drive self-employment positively. Capital account openness
leads to an inflow of foreign capital and a weakening of labor regulations to attract foreign capital.
Migration from rural areas, and the expansion of the informal labor force further weakens the
bargaining power of workers. The consequent rise in unemployment as formal employment
opportunities are squeezed, results in an increase in self-employment as a survival strategy in the
absence of employment. Thus, financial liberalization could lead to rise in self-employment. But
this increase in self-employment is a direct response to the squeeze of formal employment

opportunities.

In this paper, I construct an adjusted labor share of income which accounts for the income going
to self-employed workers. I also utilize two other adjusted indices of the labor share of income
that were constructed in previous studies. Along with three indicators of adjusted labor share of
income, the widely used unadjusted labor share of income is also considered to test for the linkage
between the labor share of income and financial openness. The measurement of financial openness
does matter for the different results in the literature. Hence, I also employ two different

measurements of capital account openness, both de jure and de facto indicators.
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Table 1. 1. The Correlation between Financial Openness and the Labor Share of Income: Empirical Frameworks

Signs Explanations Authors Variables Data and Samples Conclusions
Financial liberalization leads to an increase in
Capital account liberalization the capital stock and the labor share of income
lead to a rise in the capital- . and therefore reduce profits
. . .. | Capital . b .
. labor ratio then results in an Orgiazzi . o Capital account mobility leads to appreciation
Positive . . . accumulation and A calibration model . .
increase in labor share if (2007) of the real exchange rate and an increase in
) the labor share . . .
complemetnarity between the income share going to workers, which
capital and labor is assumed reduces profitability and triggers the financial
crisis
Pool OLS regression on un
Compensation of balanced panel of countries
Lee & Employees/GDP The measure of the labor Liberalization is associated with a decreased
. Jayadev and Lee-Jayadev share is derived from the share of income going to labor, even when
The la}bprs power 1n a (2003) capital account United Nations’ system of controlling for its effects on factor shares
bargaining game of income openness index national accounts, Table
Negative distribution is weakened by 103
& the development of capital
reducing the labor share of .
income Compensation of A panel data from the
Employees/GDP United Nations National A robust negative correlation between capitl
Jayadev . .
(2007) and Lee-Jayadev Accounts Statistics account openness and the labor share, this

capital account
openness index

Database for 80 countries
during 1970-2001

effect is not present for low income countries




Ajusted wage share
and Net dividend
payments, Net

A time series cross-section
database of 13 countries
over the period from 1986

The decline of the labor income share is
driven by increasing dividend and interest
payments of non-financial corporation

Rising import prices had a negative impact on

Dunhaupt | . labor share
(2013) Interest payments until 2007 An increase in overhead obligations in the
and Net dividend + | Data source: AMECO and L .=
. form of rising interest and dividend payments
Net Interest OECD Main Aggregates .. .
. was passed on to wages, resulting in a rising
Payments and Detailed Tables. .
mark-up and causing the share of labor
income to decline
Capital account liberalization Compensations of
may lead to instability and employees/GDP and
crisis. However, the a dummy for the
downturns’ effects on labor financial crises; a
share of income depend on dummy for the
the defensive power of labor downward sloping
in this period. For example, interval of the labor . . The labor share increased before a financial
. . An international panel-data .. .
the labor share increased . share during the crisis and decline sharply by an average of
Ambiguous | before a financial crisis and Diwan distributional crisis; for labor share of 135 6.13 percent during the crisis, but it only
(1999) > | countries between 1975 and ’ ’

decline sharply during the
crisis, but it only recovers
partially in the following
period. Then the effects of
capital account openness on
labor share of income might
be ambiguous switching
between positive or negative

a dummy for the
upward sloping
interval of the labor
share during the
distributional crisis
and the GDP per
capita

1995

recovers partially in most countries of the
sample

Source: Author’s compilation
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III. Hypotheses, Data and Empirical Model

1. The Measurements of Financial Openness

Capital account mobility or financial openness has been increasing across countries since 1970.
The direct and indirect costs and benefits of this phenomenon have been subject to debate. The
most important reason for these problems is the measurement method of financial account
mobility. There are a few different measures of financial openness. They are de facto, de jure or
hybrid methods (Quinn et al., 2011). Other scholars term them as rule based and outcome based
methods. Most of recognized methods are based on the IMF’s Annual Report on Exchange
Arrangements and Exchange Restriction (AREAER). I synthesize some available measurements

of financial openness that have been constructed by economists as follows:

1.1.Rule Based Indexes

The most popular de jure or rule based index - KAOPEN - was constructed by Chinn and Ito (2002,
2007, 2008). They created an index to measure the extent and intensity of capital controls based
on the binary dummy variables that codify the tabulations of restrictions on cross-border financial
transaction reported in AREAER (Chinn and Ito, 2007). The index is available for 181 countries
over the period of 1970-2013. The advantages of KAOPEN index are that it is constructed in a
relatively transparent way and is updated annually. It is also available for a wide range of countries,
which is not common for other capital account openness indices. However, as being a rule-based
index, Kaopen does not reflect the real capital account openness situation for each country as well

as a de facto measurement.

Alesina et al (1994), Rodrik (1998), Kelin and Olivei (1999), Edwards (2001), O’ Donnell (2001),
Chanda (2001) also construct their financial openness indices based on a dummy variable from the
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annual report of IMF (AREAER). However, the drawbacks of their indices are that they are too

general and cannot capture the intensity and changes of controls well (Lee, 2004).

Also based on the IMF’ annual report (AREARE), Quinn (1992, 1997) and Quinn and Toyoda
(2007, 2008) created two indicators, which called “capital” (measures capital account openness)
and “fin_current” (measures financial current account). The index is a composite measure of
financial regulation that ranges from O to 14, with the number 14 representing for the least
regulated and most open system. The data covers for 122 countries for the period of 1949 to 2007
in 6 categories: Payment for imports, receipts from imports, payment for invisibles, receipts from
invisibles, capital flows by residents and capital flows by nonresidents. Quinn’ index has been

used and redeveloped by numerous scholars such as Jayadev (2007).

Bekaert et al (2005) created a binary index for 95 countries from 1980 to 2006 based on Bekaert
and Harvey’s paper in 2005 named “A Chronology of Important Financial Economic and Political
Events in Emerging Markets”. They set the index a value of “1” for the year after financial
liberalization and “0” for those before liberalization. However, as argued by Quinn et al. (2011),
this measure cannot express fully for the level of capital account openness and it considers every

country in the same two levels.

1.2.0utcome Based Indexes’

The most common quantity-based or outcome-based indices are two indicators that were
constructed by Lane and Milesi-Ferretti (2006, 2007). By investigating trends in net and gross

external positions, and the composition of international portfolio, they constructed two indices

% Other de facto (or outcome based) measures: the uncovered or real interest rate parity by Cheung, et al (2003);
international arbitrage pricing model or capital asset pricing model by De Gregorio (1998); the size of gross capital
flows as the degree of capital account openness by IMF (2001).
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which express the level of capital account openness. FO1 (financial openness) index is a result of
the sum of country’s aggregate stocks of external assets and liabilities which divided by gross
domestic product. The second index is based on equity instruments. FO2 index is a result of the
sum of foreign portfolio equity assets, foreign portfolio equity liabilities, FDI assets and FDI
liabilities. Their method is simply using the real flows as a percentage of GDP as a proxy for

financial account openness.

Total assets + Total liabilities
GDP (US$)

FOl=

Portfolio equity assets (stock) +Portfolio equity liabilities (stock) + FDI assets (stock)+ FDI liabilities (stock)
GDP (US$)

FO2=

The data for portfolio equity assets and liabilities, FDI assets and liabilities, total assets and total
liabilities are collected from the External Wealth of Nations Mark II database by Lane and Milesi-
Ferretti (2007). The study covers data for the period 1970-2011 and for 188 countries and the
European countries. It also reports the split between "portfolio investment: debt securities" and
"other investment" for both the category "external debt assets" and the category "external debt
liabilities". The measures are based on the volumes of capital flows and regarded as a “volume-

based measure of international financial integration”.
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Table 1. 2. Summary Statistics of Capital Account Openness

Variables Obs Mean Std. Dev. Min Max
Kaopen_index 1300 1213327 1.585167 -1.888895 2.389668
FO1 1239 2.147645 3.675047 0974888 33.06178
FO2 1223 7095132 1.461576 .0048034 15.51488

Source: Author’s calculations

In this paper, to test for the hypotheses that the higher level of financial openness would be
associated with a lower labor share of income. I use both de jure and de facto measurements of
capital account openness. For the rule based index, I compute Kaopen index which was constructed
by Chin and Ito and wupdated to 2013. The data is

available on their page at

http://web.pdx.edu/~ito/Chinn-Ito_website.htm. For the de facto index, I employ both indicators

(FO1 and FO2) which were constructed by Lane and Milesi-Ferretti (2006, 2007) updated until
2013. FO1 and FO2 dataset is also available on their page at http://www.philiplane.org/EWN.html.
Table 1.2 is the summary statistics of the three measurements of capital account openness. The
trend of capital account openness since 1970 to 2013 is depicted in Figure I.1. It seems that capital
account openness degrees have been increasing in the past three decades and decreasing

temporarily after the 2008 crisis, but resuming the upward trend from 2009.
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Figure 1. 1. The Trend of Capital Account Openness over Time
Source: Author’s calculations

2. The Measurements of The Labor Share of Income

Studies on the effects of financial account mobility on labor share of income suggest different
results. The most important reasons for those mixed results are the different methods of measuring
the labor share of income. The labor share of income is traditionally computed by dividing total
compensation of employees by national income. Compensation of employees is also commonly
used as a measure of labor income. One enduring concern among economists is that compensation
of employees omits the earnings of people who are self-employed workers. Thus, a more careful
measure of the labor share of income is a very important task. In this section, I introduce four

measurements of labor share of income, one unadjusted and three adjusted indicators.
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2.1.Laborharel

We have seen a declining trend of the labor share of income since 1970 in Figure 1.2 in which the
labor share of income is the ratio of compensation paid to employees and national gross value
added or GDP. This method has been used by numerous economists on the studies of labor share
of income (Jayadev, 2004, 2007). Since this measure does not account for the income of the self-

employed, scholars termed this method as “the unadjusted labor share of income”.

Compen _employees

Laborsharel =
Gross _value _added

The “unadjusted index” underestimates the labor share of income, since the earning of the self-
employed workers is not included and are often treated incorrectly as capital incomes. However,
the self-employed workers account for huge portion of the workforce in some countries, especially
in developing countries where self-employment and the people working in family enterprises are
predominant in rural areas. Gollin (2002) argued that agriculture is dominated by the self-
employed and small family business, thus it has very low-income share of labor!®. Some of their
incomes are reported, other private farmers’ incomes are not. In some cases, owners of private
companies are also employees. Self-employed are not only agricultural workers and small
entrepreneurs, but also marginal employment and disguised unemployment (Gollin, 2002 and
Guerriero, 2012). Hence, the categorization of the income going to capital and the one really going

to labor is a very crucial issue.

10 For example, in Vietnam, labors in agriculture account for almost 44 percent of total workforces as reported by
Vietnamese Labor Ministry Report in 2015.
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Figure I. 2. The Labor Share of Income over Time: Unadjusted Laborsharel
Source: Author’s calculations

2.2.Laborshare2

In this paper, I construct an adjusted labor share of income (laborshare2. This index is based on
the previous adjusted index which was constructed by the OECD (Freeman, 2011, page 10) as

follows:

Compen _ employees(z Employees + Z Self _employed)

z Employees
Gross _value _ added

Laborshare =

The equation is mostly used for imputing the labor share of the self-employed by assuming that
the self-employed workers earn the same average income as employees, either at the total economy
or industry level. Hence, we can adjust for the self-employed by multiplying compensation of
employees by the ratio of total employment to total employees. The adjustment can be applied if
we have information of total employment as well as total self-employed. Let’s expand the above

adjustment equation as follows:
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Compen _ employees * z Employees + Compen _ employees * Z Self _employed

Z Employees
Gross _value _ added

Laborshare =

Compen _ employees * Z Employees N Compen _ employees * Z Self _employed

Z Employees Z Employees
Gross _value _added

= Laborshare =

Compen _ employees * z Self _employed

Z Employees
Gross _value _ added

Compen _employees +

= Laborshare =

We can get the labor share of income if we have the data of compensation to employees, the
number of the self-employed and gross value added. However, information on self-employed
workers is not always available. Moreover, the preferred quantitative measure for total
employment and total employees is hours worked. However, hours worked data are also not always

available. We therefore use the headcount measure instead.

As the classification of ILO on the International Classification of Status in Employment ICSE-
1993 (Table 2.D — ILO Yearbooks of Labor Statistics on Total Employment by Status in
Employment), there are six main types of employment, which included employees, employers and
four other types of self-employed which are own-account workers, members of producers’
cooperatives, contributing family workers and workers not classifiable by status. Hence, to get the
information of the self-employed, I collected the data for total workforce, number of employees
and number of employers for 30 countries of my sample from 1970-2013. The number of the self-
employed workers is obtained by subtracting the number of total workforces by the number of

employees and employers as follows:
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Z Self _employed = Z Total _workforces — Z Employees — Z Employers

Once we get the number of the self-employed, my adjusted index of labor share of income is the

following:

Compen _employees*( ) Total _workforces— ) Employees— ) Employers)
p

Z Employees
Gross _value _added

Compen _employees +

Laborshare2 =

This measure considers the compensation to employees is an average income that the self-
employed workers earn. The adjustment is also convenient because it relies upon readily available
information on the composition of the labor force from ILO website and the compensation of
employees (Freeman, 2011). Moreover, it takes into account the composition of the workforce in
the different countries and in the different period of time. However, the assumption that the self-
employed earn the same average compensation as employees ignores differences between the
pattern of employment across sector especially characteristics of self-employment and employees

(Bagnoli, 2009).
2.3.Laborshare3

Another method is used by Gollins (2002) and Dunhupt (2013). They measure labor share of

income as follows:

Compen _employees
Z Employees
Gross _value _added

* Z Total _workforces

Laborshare3 =
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Compen _employees

z Employees
Gross _value _ added
z Total _ workforces

Laborshare3 =

The total labor income is constructed by dividing the total compensation of employees by the
number of employees, and then scaling this up for the total workforce by multiplying compensation
of employees by the number of people in the workforce. Therefore, all types of workers who are
not employees are assumed to receive the same average wages as the employees themselves

(Gollins, 2002).

The labor share of income (laborshare3) is compensation per employee as a share of GDP at factor
costs per person employed. This indicator includes both the incomes going to employees and
dependents or the self-employed workers. The advantage of this method is that it takes into account
the composition of the workforce in the different countries and in the different time- periods.
However, the drawback of this adjustment is that it requires detailed data on labor workforce.
Further, this adjustment will create a bias if there are systematic differences between the earnings

of employees and self-employed workers.

2.4.Laborshare4

The System of National Accounts, (SNA) has conventionally been a key source of data on the self-
employed worker’ earning. In every SNA (1993, 2010), compensation of employees has two
components: wages and salaries payable in cash or in kind and the contribution of employers to
social security programs. Mixed income or operating surplus of private unincorporated enterprise
(OSPUE) contains the overall earnings by self-employed workers (Freeman, 2011). Some studies

consider the income going to the self-employed workers from mixed income or reported operating
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surplus of UN dataset. The most popular approach, which was first applied by Johnson (1954) then
Krueger (1999) Guscina (2006) and Guerriero (2012), has been to impute two-thirds of the mixed
income (the income of proprietors of unincorporated household enterprises) to labor and the
residual to capital income.

Compen _employees + 2 Mixed _income
Laborshared = 3

Gross _value _added

This measure seems to be a straightforward adjustment. The measurement is quite simple and
transparent. It also makes sense that the operating surplus of private unincorporated enterprise
(OSPUE) or mixed incomes include some labor income (2/3) as well as some capital income (1/3).
However, this measure might overstate labor share of income. It may not be reasonable to apply

this measure to countries with different economic level, size and structure.

Table I. 3. Summary Statistics of the Labor Share of Income: All Countries

Variables Obs Mean Std. Dev. Min Max
laborsharel 1043 4663996 0981549 0965667 6676182
laborshare2 371 5690633 1036594 3635663 .8882398
laborshare3 450 6114677 0977591 3844442 9285442
laborshare4 483 5616569 0752906 3462425 .8654006
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Table 1. 4. Summary Statistics of the L