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Did the financial sector profit at the expense of the rest of the economy?
Evidence from the United States

Abstract

The crisis which originated in the US financial sector in 2007 and subsequently spread to the real
economy caused severe economic and social damage around the world. Governments have responded by
providing fiscal support to the economy, undertaking exceptional monetary policy measures and
introducing programmes targeted to vulnerable groups. In addition, considerable efforts have been made
to recapitalise banks. Important as they are, these measures do not tackle the deeper influence of
financial markets and institutions in the operation of the real economy. The purpose of this paper is to
highlight the need for reforms in this neglected area.

The paper confirms the finding of the World of Work Report 2009 that the financial sector has grown
beyond reasonable boundaries and its practices have spread to the nonfinancial economy. For example,
in the last 20 years, financial sector’s share of total corporate profits doubled, reaching as high as 44 per
cent in 2002.

The study also demonstrates that in the United States, the growing influence of the financial sector has
led to a reduction in the share of business investment as a percent of value added by as much as 2
percentage points in the last three decades.

More research is needed to shed further light on the causal linkages and to identify the reforms that could
help ensure that the financial sector encourages investment —-thereby growth and employment-- rather
than hurting it. However, the finding of this paper is suggestive and important for today’s debate on
sustainable crisis responses.
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Preface

The crisis which originated in the US financial teeén 2007 and subsequently spread to
the real economy caused severe economic and sdamkge around the world.
Governments have responded by providing fiscal supp the economy, undertaking
exceptional monetary policy measures and introducprogrammes targeted to
vulnerable groups. In addition, considerable efftwdve been made to recapitalise banks.

Important as they are, these measures do not taélc&leleeper influence of financial
markets and institutions in the operation of thed e=onomy. The purpose of this paper is
to highlight the need for reforms in this neglecéeeda.

The paper confirms the finding of the World of WbiReport 2009 that the financial
sector has grown beyond reasonable boundariessapdactices have spread to the non-
financial economy. For example, in the last 20 geénancial sector’'s share of total
corporate profits doubled, reaching as high aset£Lent in 2002.

The study also demonstrates that in the UnitedeStahe growing influence of the
financial sector has led to a reduction in the sltdrbusiness investment as a percent of
value added by as much as 2 percentage pointe iashthree decades.

More research is needed to shed further light encttusal linkages and to identify the
reforms that could help ensure that the finan@ak® encourages investment --thereby
growth and employment-- rather than hurting it. léeer, the finding of this paper is
suggestive and important for today’s debate orasueble crisis responses.

Raymond Torres
Director
International Institute for Labour Studies
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A. Introduction!

More than 20 million jobs were lost because of fimancial and economic crisis of 2008-09,
governments spent trillions of dollars in rescuithgir financial systems and putting in place
economic stimulus programmes, and by most recemh&es the total cost of the crisis is likely to
amount to US$ 12 trillion. However, the factorstthe to the crisis — deregulation, lack of proper
government oversight, low interest rates, globairggs imbalance, promotion of home ownership etc.
— have not been properly addressed, notably thedated to the financial sector. The financial secto
has grown considerably in the past three decadesaaloser examination of the trends reveals that
this growth had become unsustainable. It is tra timance enables the real economy to function
properly by channelling capital resources to itshpyoductive use and financial intermediaries play
the role of collecting and disbursing resourcesttieumore, cross-country evidence shows that
financial development is associated with econom@mmh and job creation. But the growth in the
financial sector cannot be for its own sake, it ldduave to be for the sake of enabling growth i th
real economy.

One of the ways of looking at the growth of theafigial sector and its increasing influence on ést r

of the economy is to examine the evolution of psofin the financial sector (Stockhammer, 2004;
Krippner, 2005; Johnson, 2009; Torres, 2010). Iri@aar, the financial sector's share of corporate
profits has doubled in a span of 20 years (Johr2@09; Freeman, 2010; Torres, 2010). While it is
true that measurement of profits over time is sutdje a high degree of uncertainty, evidence shows
that corporate profits have trended upwards sihe€l®80s in most developed economies (Ellis and
Smith, 2007). This result holds by looking at eithiee profit share (gross operating surplus as a
percentage of GDP) or the mate of return on capita{gross operating surplus less depreciation of
capital as a percentage of total net capital). Withrising corporate profits, evidence shows that
share of corporate profits going to the financedter has increased tremendously. In other wohes, t
rate of growth of financial sector profit has bewaach higher than that of the rest of the economy.
This trend holds for the U.S. and the developecdeeies of Europe.

Rising corporate profits and the financial sectakirtg an increasing share of it is not a problem in
itself. Actually, more profits should go to the sgovhose value added to the GDP is higher. That is
how a capitalist economic system is expected totfan and should function. It is true that the ealu
added of the financial sector to GDP exhibits argirupward trend, but, in the wake of the financial
and economic crisis of 2008-09, economists hawtestasking the question: did the financial sector
grow disproportionately (Adrian and Shin, 2009; #man, 2009; Stiglitz, 2009; Freeman, 2010;
Rajan, 2010; Torres, 2010). In other words, coultkitrue that the increased importance of findncia
sector has had negative consequences on the craireg?

In order to examine this question we look at thpant of increased financial sector profit on prévat
business investment in the United States. Variatiarbusiness investment expenditures have long-
term consequences for the productive capacity efébonomy, and it also leads to shifts in the
aggregate levels of employment and personal inc(@amuel, 1996). The rest of the paper is
organized as follows: section B looks at the groimtthe financial sector by looking at past tremds
profits and wages, and provides an in-depth looktare the increased profits have gone; section C
examines the impact of financial sector’s risingrehof profits on private business investment.

! The author would like to thank Ekkehard Ernst Baymond Torres for valuable comments.
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B. Overview of past trends

Rising profits

Financial sector’s share of corporate profit in theted States has doubled in the span of two decad
(Figure 1). From 1960 to 1984, financial sectotwre of total corporate profit averaged 17.4 per

cent, but from 1985 to 2008, it averaged roughlyp&0cent. From 2001 to 2003, it was above 40 per
cent, reaching as high as 44 per cent in 2002.

Figure 1: The rising incidence of profits in the US financial sector (as a percent of total
corporate profits)
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Source: Author’s calculations based on US Buredtoohomic Analysis.

Given the rising incidence of corporate profitscasrall sectors, it is not surprising that the ririal
sector profits have increased as well. Howeverntitable difference is that the profit of the fiogh
sector has been increasing at a faster pace tlearesh of the economy, namely the non-financial
sector. For example, in the United States, whecomparing the financial and non-financial sector
profit as a percentage of their valued added tetomomy, we see that starting in 1985, profithén
financial sector grew much faster (Figure 2). Femtore, when corporate profits took declined
rapidly in late 1990s and early 2000s, financiat@eprofit remained remarkably stable.
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Figure 2: Financial and non-financial sector profit as a percentage of their valued added
to the US economy, 1960-2008
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Source: Author’s calculations based on US Buredticofhnomic Analysis.
Widening wage gap

As profits accruing to the financial sector grehe twage gap between financial and non-financial
firms widened. Studies have shown that, comparettig¢onon-financial sector in the United States,
wages in the financial sector increased considgritbim the 1980s to 2000s and, in the case of
executives, was not linked to firm performan@éofld of Work Repor2008). Before the 2008 crisis
and the Great Depression, “the compensation of@epk in the financial industry appeared too high
to be consistent with a sustainable labour marketlibrium” (Philippon and Reshef, 2009)or
example, controlling for education level and otldrservable characteristics, employees in the
financial sector during the 1970s earned 3 to 4cpat more than employees in the rest of the @ivat
sector (Philippon and Reshef, 2007). However, ia thost-1980s world of deregulation and
innovation, the wage premium in the financial sectse to 20 per cent. Furthermore, a more recent
study by Philippon and Reshef (2009) finds a rolamst economically positive effect of deregulation
on wages in the financial sector. It shows thadriitiers in the United States have been “overpaid by
30 to 50 percent since the late 1990s”.

The analysis reveals that the real wage gap betfeancial and non-financial firms in the United
States widened from US$ 11,000 in 1987 to US$ 40i0@007 (per annum per employee; Figure 3).
These past trends in compensation in the finaseealor have continued throughout 2008 and 2009.
For example, recipients of government bailout mottepugh the Troubled Asset Relief Program
(TARP) paid handsome bonuses to their employe2608. Citigroup, Merrill Lynch (which does not
exist anymore) and Wells Fargo paid bonuses, evdle vwenduring massive losses. In the case of

2 During the 1970s, when employees in the finarséaktor earned 3 to 4 per cent more than employeti
rest of the private sector, they also enjoyed suhistlly lower unemployment riskHowever, after 1980,
unemployment riskn the financial sector started to catch with tkst of the private sector and the wage
premium also increased to 20 per cent. Half ofiticeesase in wage premium is accounted for by theease in
unemployment riskout the other half is not explainable (Philipmord Reshef, 2007).

3
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Goldman Sachs, JP Morgan Chase and Morgan Stdmdeys payment per employee exceeded
earnings per employee.

Figure 3: Real wage gap between financial and non-financial firms in the US
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changes in the incidence of part-time employmehis Tay partly explain the changes in real wages
between 1996 and 1997 in the US non-financial seetowever it is unlikely that changes in part time
affect the relative trends of financial sector mabes versus non-financial sector real wages.

Source: Author’s calculations based on US Buredticofhomic Analysis (BEA).

Disproportionate use of resources

As the financial sector grew in size, it often atted the best and the brightest. For example, gmon
the Master of Business Administration (MBA) gradsafrom the top ten business schools in the
world (which includes universities in China, Franttee United Kingdom and the United States), 40
per cent of the graduates took jobs in the findreeator, while 60 per cent took jobs in the non-
financial sector\(Vorld of Work Report2009). For some years, for example 2002/03, thakaown
was 50:50. Even after adjusting for the self-s@adbias of students going into business schobis, i
evident that the financial sector has been recgidndisproportionate share of the best and the
brightest graduates. Longer time series data, adailfor a few business schools, show that, in the
1990s and 2000s, the share of graduates takingnadbg financial sector is significantly higheath
during the 1970s and 1980s. The general trend mirtie increasing size and influence of the
financial sector in the real economy.

Nobel laureate James Tobin warned us more thardésades ago that the financial sector was using
a disproportionate share of our resources:

| confess to an uneasy Physiocratic suspicion,gpsrtunbecoming in an academic, that we are
throwing more and more of our resources, including cream of our youth, into financial
activities remote from the production of goods amilvices, into activities that generate high
private rewards disproportionate to their socialdurctivity. | suspect that the immense power of
the computer is being harnessed to this ‘paperarogh not to do the same transactions more
economically but to balloon the quantity and variet financial exchanges - James Tobin, pp.14-
15, 1984.
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Despite his belief in the power of unfettered meskdobin understood that financial sector growth
came (or could come) at a cost to the rest of dtom@my. Indeed, when examining the real private
business investment as a percent of its value addeck has been a 2 percentage points decline in
investment in the last three decades (Figure $ckBammer (2004) shows that “financialization”,
which the author defines as “increased activitynoh-financial businesses on financial markets”,
leads to a slowdown in accumulation of physicabsghat is, lower investment activity.

Figure 4 : Real private business investment as a percent of value added
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Source: Authors calculations based on US Bured&cohomic Analysis.

Financialization of non-financial firms

Not only has the financial sector absorbed a dmtmnate and growing share of valuable resources
but, in addition, its practices and values haveeprated the non-financial economy. This is because
firms have increasingly been managed accordingdadporting rules and short-term goals of capital

markets. Corporate managers have adopted the loeinadfi the financial markets and, as a result,

their interests are more closely aligned with thok&nanciers than with the real economy (Epstein,

2005; Krippner, 2005; Krugman, 2009; Palley 200@c&hammer, 2007; Stiglitz, 2009).

When looking at the influence of financial sectar the operation of nonfinancial corporations
(NFCs), three broad patterns emerge: (i) increaseedstment in financial assets (Figure 5); (i)
increasing share of income from financial soureewl, (iii) and higher amounts of payments (in the
form of dividend payments, interest payments, daadksbuybacks) to capital markets (Milberg, 2007;
Ozgur, 2007). NFCs earn better returns in capitatkets, which then crowds out real investment.
Moreover, the gap between the rate of return onufa@turing investment and the rate of return on
financial investments has widened in the last twegadles. Traditionally non-financial firms have
become more like financial companies, with a spectrof financial services and financial

investments (Milberg, 2007).
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Figure 5: Financial assets as a per cent of tangible assets for the US non-financial
corporations, 1945-2008
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Source: Author’s calculations based on Flow of Fubdta, US Bureau of Economic Analysis.

An important indicator of the capital markets’ giow influence in the real economy is the evolution
of dividend practices. In the past several decadles, distribution of profits between interest
payments, dividends and retained earnings has teestically modified. The reduction of debt by
firms during the 1980s and 1990s has led to a dsnrg share of interest payments into profits fiet o
taxes from 70 per cent in 1980 to 50 per cent @72BHowever, the decline in interest payments has
not produced an increase in retained earningsivagedds have increased. Retained earnings stayed
constant at around 18 per cent of profits afteesaxvhile the share of dividends has increased from
20 per cent in 1990 to 40 per cent in 2007. Dividens a percentage of total profits in the United
States doubled from 22.8 per cent in 1946-197%18 gder cent in 1980-2008 (Figure 6).
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Figure 6: Evolution of dividends in the US (as a percent of total profits)

100
80
Average, 1980-2008:
46.3
60
“ A /
Average,1946-1979: \/
—M\zzrﬁ\—\//\

20 1A\ s |

O T — 1 b/ 1~ T+ T T+ T r T 1T T 1T T T T T T T T 70 L I R B T
© O ONSTO©OONTOOWMONTO0WONTTIONMONSTONMONT O ®
S ITOMLULOONOOOOOKNNKNNNNGIOD®NRDRNRDDDDNDNDNNO OO0 OO
DDA NNIDNDDDDDIDNDDNDDDAAINIDNDDDADDONDNDDOHDONM”ONOO OO OO
L R B B e e e B B I B B I B I B I I B B I I B B R S VI o VI o\ I o\ I o}

Source: Author’s calculations based on Flow of Fubdta, US Bureau of Economic Analysis.

This trend cannot be explained by a changing pattefinancing investment, as new stocks represent
scarcely 3.8 per cent of new security issues. @rctmtrary, a possible explanation might be thgpdee
institutional transformations that have taken placgrm level since the 1970s. These transformatio
have led to the increasing power of shareholders. Share of profits distributed to shareholders has
therefore increased from 30 per cent of corporabéitp before tax in 1990 to 48 per cent in 2002.
The transformations in the financial sphere hateredl the bargaining power within firms. Although
shareholders support the risk ante they have been able to reduce the risk they stipggost Part

of the risk has been transferred to employees aamdagers through flexible labour contracts and
flexible wage income.

Executive pay in line with financial interests

Changes in the composition of pay, especially atgkecutive level, have further strengthened the
influence of capital markets over non-financiahf&. As discussed iWorld of Work Report 2008
although annual salaries have been increasingpihgortion of total pay that they represent has
decreased in the past 20 years, while compenséti@ugh stock options has become the most
important component, increasing from 35 per cent7foper cent (Jarque, 2008). Leverage in
compensation — where incentives pay outweighsysaldras increased tremendously over the years,
which in turn has increased risk taking. For exampt 1987, a short-term incentive award was 60
per cent of an average executive’s salary and g-temm incentive award was two times the salary
but, in 2008, short-term incentive awards compri@@® per cent of the salary and long-term
incentives accounted for eight times the salawhile it is true that tying executive pay to stock
options tends to lead to increased sensitivityayf fo performance, it also tends to encourage short
termism — that is, a singular focus on quarteriyiegs.

% G. Morgenson, “The quick buck just got quickeriThe New York Time46 Aug. 2009.
7
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Decline in wage share and collective bargaining

Rising corporate profits is associated with deciimevage share and a reduction in the bargaining
power of labour (see: Ellis and Smith, 2007; OEC&»hoOmic Outlook 82). As th@/orld of Work
Report 200%howed, for the five most financialized countridgat is, higher the share of corporate
profits going to finance, the more financializedoantry is), wage share declined by 3.6 per ceet ov
the period 1989 to 2005, while for the five ledastafcialized countries, wage share declined byr2 pe
cent. More generally, the decline in the wage sleare be partly ascribed to the growing pressures
from capital markets for quicker and better retdrianwhile, for the five least unionized advanced
economies, the percentage change in finance’s sta@porate profit was the highest, while for the
five least unionized, the percentage change iméiea share of corporate profit was the lowest. In
other words, countries with the highest union dessisaw the lowest increase in financialization
while countries with the lowest union densities shevgreatest increase in financialization.

There are several other factors like decline inpomate investment, increased corporate savings,
lower interest charges etc. that have led to the in corporate profits, but most of these factwes
likely to subside over time and follow businesslegc However, the structural factors like wage
moderation and labour’s decline in bargaining fdarger share of income are likely to persist. The
next section examines whether the financial setking an increasing share of corporate profits
contributed to a downward trend in real investmerthe United States.

C. Emprical framework, data, and results

The literature on determinants of investment ig,vaisd the goal of the paperristto contribute to
the debate on investment theory. Instead, it plasel in the literature that tries to better ursland
financial sector’s increased dominance in the eeahomy and its likely consequences on economic
output and employment (Stockhammer, 2004; Epsg005; Krippner, 2005; Stockhammer, 2007;
Palley, 2009; Stiglitz, 2009; Freeman, 2010).

First, it is important to draw out some of the paimyn determinants of private business investment,
both at the firm level and at the aggregate leVbe most commonly used model is the Q theory of
investment (Tobin, 1969; Wildasin, 1984; Galeottdeé5chiantarelli, 1991; Schaller, 1990). It states
that a firm should invest if the discounted valdi¢ubure profits from an extra unit of capital excs

the costs of acquiring it (Mac Gorain and Thomps#(2). Meanwhile, several authors have shown
that the rate of investment of a share-value magtimgi firm is a function ofg ratio (Yoshikawa,
1980; Summers, 1981; Hayashi, 1982). But sinceetbasly papers, several caveats have been added,
like allowing for heterogeneity in capital goodsdarefining the definition ofg (like average vs.
marginal g). However, Tobin’s Q fares poorly in empirical ditts for its predictive power for
aggregate investment (Mac Gorain and Thompson, )2@#, without delving too much into the
debate regarding the predictability of Tobimjgn explaining investment, it is safe to assumd tha
future profitability of a firm has an impact on &stment, keeping in mind that there are severaroth
considerations like cash flows and sales.

Besides the Q theory of investment, there are akwifferent theories of investment (accelerator,
cash flow, neoclassical etc.) at the firm leveleTeo-classical model — Jorgenson’s approach — is
based on an explicit model of optimisation behaviahich relates the desired capital stock to
interest rates, output, capital prices, and taicigs (Jorgenson, 1963; du Toit and Moolman, 2004).
But from the myriad of different models availabtethe literature, some of the primary determinants
of investment are output, cash flows (retained iagmand depreciation), cost of capital, prices,
technology shocks etc. (Samuel, 1996). The liteegbuoving or disproving the relative merits of leac

* See Chapter 1 af/orld of Work 2008or a more detailed discussion of this wage sHate.
8
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determinant is extensiveBut, the overall conclusion from this literature that the empirical
evidence lends support to an eclectic approachetatiudy of investment expenditure decisions at the
firm level (Samuel, 1996).

On the other hand, the literature on the deternténanh investment at the macro level is sparse.
However, it is safe to assume that some of the sdeterminants of investment at the firm level
translate into investment decisions at the aggeelgatel, namely cost of finance, output, corporate
profits, stock market etc. Bondt and Diron (20@8)e of the few recent papers in this literaturemsh
that costs of external finance (borrowing costisg availability of internal sources of finance, and
profit expectations matter greatly for aggregategtment. This result holds for different investinen
types — total investment and non construction itmest — and regions — the United States and the
Euro Area.

Diron, Manzano, and Westermann (2005) look at tile of financial conditions in determining
aggregate investment in the Euro Area. They asgumime with the modern theory of finance) that
there is a wedge between internal (cheaper) arerettfinance (more expensive), and this implies
that future investment projects that have positiet¢ present values might not be carried out or
delayed because external funds being expensivettaré is a lack of adequate internal funds.
Meanwhile, Heim (2008) uses government deficitpreeation, GDP growth, interest rate, a proxy
for Tobin’s q, capacity utilization, exchange rated corporate profitability as determinants of
demand for investment goods.

Following from the above discussion of the invesitrigerature, and loosely based on the variables
used in Stockhammer (2004), the model used heatesebnnual private business investment as a
percent of its valued added to the economy taaijgéd value, growth rate of GDP, lagged long-term
real interest rates (cost of finance), debt lexelghe country, capacity utilization, and financial
sector's profit as a percent of its value addethto economy (Stockhammer, 2004). Variables are
lagged to avoid simultaneity problem.

® See Samuel (1996) for an extensive discussioh@merits and demerits of different models of itvest.
The five models discussed in the paper are: i)lac®r theory; ii) cash flow theory; iii) neoclésa theory;
iv) modified neoclassical theory; and v) Q theory.

9
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The basic model looks like:
(IVA) =a + By (IIVA) 11 + B2log Yo + Barea+ Palog Dy + Bs CU; + B I + P7I1ig (Eq. 1)

I/VA = real private business investment as a shars ghltie added;
Y = GDP in constant prices;

r=real interest rate;

D = debt as a proxy for “crowding out” effect on @ig investment;
CU = capacity utilization rate;

IT= financial sector’s share of corporate profit

The expected signs on the estimators [awed, 3,>0, f3<0, B4<0, Bs>0, fs<0 andp,<0

There is no consensus in the literature regardiegtime it takes for determinants of investment to
actually impact invesmtent. In other words, deteing the number of lags for the variables on the
right hand side is not straightforward. In ordefigure out the appropriate number of lags, weetist
our model for different lags (-1 to -4) and chdse éne that most explained variance in the model.

The first differenced form looks like,
A(IIVA) ¢ = B1A(I/VA) 1.1 + BoAlOGY + BaA res + BsAlogDy + BsACU, + AT + B7AIL (EQ. 2)

where,AY:= Yi— Y1

First differencing increases stability (robustness) our estimates because it reduces the
intercorrelation between the determinants of invesit.

Meanwhile, it is important to understand corpossetor accounts before we start analyzing thetprofi
data. Gross operating surplus is the commonly useasure of operating profit, which is the gross
value added by the corporate sector minus comgensat employees and minus tax less subsidies
on production. Profit before tax is another measmetit is operating profits (GOS) minus net insére
paid, plus net property income received, and plhgrocurrent transfers received. Profits after tax
takes into account the direct taxes paid by th@aate sector. Then the gross corporate saving is
profits after tax minus dividends paid. Gross sgsiis basically equal to undistributed profits and
fixed capital consumption

But absolute measures of profits are not as udefubconomic analysis, so the commonly used
measure for economic analysis is profit share —die of gross operating surplus to GDP. This is
relevant for macroeconomic analysis because movemeiprofit share are primarily determined by
the relative dynamics of GOS and labour c8dtsour paper we use financial sector's share fl to
corporate profits as a share of profit. The peagdmined in this paper is from 1960 to 2008, arwd th
data is from the Economic Report of the U.S. Pesdidwhich is an annual report that collects all
statistics relevant to the U.S. economy.

First, we use generalized least-squares (GLS) rddathestimate the parameters to equation 1. Since
we are working with time series data, we believat tbrrors in our linear regression are serially
correlated. Specifically, the errors are assumefdltow a first-order autoregressive process, AR(1)
Hence, we correct for this to get our estimates $tatistic that indicates the likelihood that erro
values for the regression have a AR(1) componeDuibin-Watson, also known as “Durbin Watson
test for autocorrelation”. When we estimate equmafipthe regression model assumes that the error
deviations are uncorrelated, hence it is importargorrect for serial correlation before we come up
with estimates. DW statistic of less than 0.80 lUguadicates autocorrelation, and a value of 2

® See ECB monthly bulletin Jan. 2004 for an extemsigcussion of different measures of profits.
10
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indicates no autocorrelation.

Table 1: Generalized least squares (GLS), assuming errors are serially correlated, AR (1)

Private business investment as a percent of its total value added

(1) (2) 3) (4) ()
Investment as a -0.012 -0.012
percent of its VA (0.093) (0.097)
(-1)
log GDP 15.36" 14.58" 14.76" 14.70” 14.57"
(2.42) (2.14) (2.54) (2.71) (2.19)
real interest -0.39" -0.22" -0.22" -0.22" -0.22"
rate (-1) (0.07) (0.06) (0.073) (0.075) (0.060)
log debt -13.85" -11.767 -11.787 -11.787 -11.697
(1.85) (1.49) (1.58) (1.58) (1.52)
Capacity 0.187 0.18" 0.18"7 0.18"
utilization (0.04) (0.044) (0.044) (0.041)
Finance share of -0.096 -0.06° -0.056 -0.055 -0.056
total corporate (0.034) (0.027) (0.027) (0.031) (0.031)
profits
Finance share of -0.00 0.00
total corporate (0.029) (0.028)
profits (-1)
Constant -6.44 -33.1 -34.1 -34.1
(13.39) (13.44) (15.72) (17.01)
Durbin Watson  0.84 0.81 0.96 0.96 0.87
(original)
Durbin Watson  1.66 1.59 1.57 1.57 1.59
(transformed)
R? 0.73 0.80 0.80 0.80 0.80
Number of years 42 41 41 41 41
included

Notes: * Significant at 0.10 level, ** significaat 0.05 level, *** significant at 0.01 level
Standard errors are in parenthesis.
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Table 2: First-differenced form

Private business investment as a percent of its total value added

1)

)

®3)

(4)

®)

A Investment as a -0.05 -0.05
percent of its VA (0.091) (0.099)
(-1)
A log GDP 40.917 31.87" 32.49 31.757 32.49”
(7.31) (9.24) (9.39) (9.39) (9.60)
A real interest -0.22" -0.16° -0.14 -0.15 -0.13
rate (-1) (0.066) (0.07) (0.08) (0.076) (0.09)
A log debt 9.16” -8.49” -8.53" -8.44" -8.53"
(2.75) (2.71) (2.73) (2.76) (2.8)
A Capacity 0.11 0.13 0.12 0.13
utilization (0.065) (0.07) (0.067) (0.071)
A Finance share -0.087" -0.065 -0.061" -0.067 -0.06
of total corporate (0.028) (0.030) (0.030) (0.031) (0.03)
profits
A Finance share 0.006 -0.000
of total corporate (0.029) (0.032)
profits (-1)
Constant -0.95 -0.65 -0.67 -0.66 -0.67
(0.27) (0.321) (0.32) (0.33) (0.33)
R? 0.80 0.82 0.82 0.82 0.82
F statistic 37.93 31.82 26.05 25.79 21.68
Number of years 42 41 41 41 41
included

Notes: * Significant at 0.10 level, ** significaat 0.05 level, *** significant at 0.01 level
Standard errors are in parenthesis.

According to Table 1, a one percentage point irsda financial sector’'s share of corporate profit
increased is associated with a decline of investrrege (private business investment over its value
added) by 0.06 to 0.09 percentage points, and shimates are statistically significant at 1 or 5
percent level. When we use first differencing, ve¢ gimilar results (Table 2). This means that, had
the financial profit rate remained constant for thest 20 years, the investment rate in the real
economy would have increased by about 2 percemtaiggs instead of following a mild downward
trend. Higher real investment, in turn, would hdna®sted output and incomes. As we can see from
Table 1 and Table 2, the signs of coefficient estean for GDP, real interest rates, debt, and chpaci
utilization are as expected, and they are allsttadilly significant. Meanwhile, lagged investmand
financial sector’s share of profit have no impattmvestment.

Conclusion

In the United States financial sector’s share apomte profits have doubled in a span of 20 years.
Given the rising incidence of corporate profitscasrall sectors, it is not surprising that the ririal
sector profits have increased as well. Howeverntitable difference is that the profit of the fiogh
sector has been increasing at a faster rate themet of the economy, namely the non-financial
sector.

As profits accruing to the financial sector grete twage gap between financial and non-financial
firms widened. Furthermore, in the last two decaflaancial sector has often attracted the best and
the brightest. And not only has the financial seeatssorbed a disproportionate and growing share of

12
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valuable resources, but its practices and values panetrated the non-financial economy. It seems
that firms have increasingly been managed accorttirtpe reporting rules and short-term goals of
capital markets. All this has had a negative inpacthe real economy, namely business investment:
real private business investment as a percentsofalue added declined by roughly 2 percentage
points in the last 30 years. Did finance play @ fiol this downward trend? Our results show that it
did. This means that, had the financial profit re¢éenained constant for the past 20 years, the
investment rate in the real economy would haveem®ed instead of following a mild downward
trend, and higher real investment in turn wouldehbwosted output and incomes.

13



Did the financial sector profit at the expensehef test of the economy? DP 206

References

Adrian, T.; Shin, H.S. 2009.he shadow banking system: implications for finahagulation Staff
Report No. 382, July (New York, NY: Federal ReséBamk of New York), pp. 1-16.

André, C.; Guichard, S.; Kennedy, M.; Turner, DO2Qorporate net lending: a review of recent
trends Economics Department Working Papers, No. 583gP@ECD Publishing), pp. 1-44.

Blanchard, O.; Rhee, C.; Summers, L. 1993. “Thekstoarket, profit and investment”, rhe
Quaterly Journal of Economic&eb., Vol. 108, No. 1, pp. 115- 136.

de Serres, A.; Scarpetta, S.; de la MaisonneuveQ@2.Sectoral shifts in Europe and the United
States: how they affect aggregate labour sharekthe properties of wage equations
Economics Department Working Papers No. 326, AParis: OECD Publishing), pp. 1-49.

de Bondt, G.; Diron, M. 2008. “Investment, finangiconstraints and profit expectations: new macro
evidence” inApplied Economics Letterdune, Vol. 15, No. 3, pp. 577- 581.

Diron, M.; Manzano M.C.; Westermann, T. 208%recasting aggregate investment in the euro area:
do indicators of financial conditions helBlS Papers, No. 22, Apr., (Frankfurt: European
Central Bank ), pp. 206-227.

du Toit, C.; Moolman, E. 2004. “A neoclassical intraent function of the South African economy”,
in Economic ModellingVol. 21, pp. 647-660.

Ellis, L.; Smith, K. 2007The global upward trend in the profit sha&S Working Paper No. 231.
(Basel: Bank for International Settlements, Mongtard Economic Department) pp. 1-23.

Epstein, G.A. (ed.). 200%inancialization and the world econor(@heltenham: Edward Elgar), pp.
3-16.

Freeman, R. B. 2010. “It's financialization!”, international Labour Review/ol. 149, No. 2, pp.
163-183.

Galeotti, M.; Schiantarelli, F. 1991. “Generalizgdhodels for investment” ilthe Review of
Economics and Statistic8ug., Vol. 73, No. 3, pp. 383-392.

Hacker, J.S.; Pierson, P. 20Minner-take-all politics: how Washington made tlod richer—and
turned its back on the middle clag&ep. (New York, NY: Simon & Schuster).

Heim, J.J. 2008The investment function: determinants of demanihfe@stment good§Vorking
Papers in Economics No. 0806, July, (Troy, NY: Reterer Polytechnic Institute), pp. 1-15.

Himmelberg, C.P.; Mahoney, J.M.; Bang, A.; ChernBff2004. “Recent revisions to corporate
profits: what we know and when we knew it"federal Reserve Bank of New Y,dvar.,
Vol. 10, No. 3, pp. 1-7.

Hubbard, R.G. 1998. “Capital-market Imperfectiond énvestment” inJournal of Economic
Literature, Mar., Vol. 36, pp. 193-225.

14



Did the financial sector profit at the expensehef test of the economy? DP 206

International Labour Organization (ILO). et al. 30@/orld of Work Report 2008: Income
inequalities in the age of financial globalizatidGeneva: International Institute for
Labour Studies).

—. et al. 2009World of Work Report 2009: The global job crisisidreyond(Geneva: International
Institute for Labour Studies).

Johnson, S. 2009. “The Quiet Coup” in thitantic MagazineMay. Available at:
http://www.theatlantic.com/magazine/archive/200&t&-quiet-coup/736480 Nov. 2010].

Kirova, M.S.; Lipsey, R.E. 1998/easuring real investment: Trends in the United&tand
international comparison®NBER Working Paper, No. 6404, Feb. (Cambridge: dveti
Bureau of Economic Research), Availablerdtp://www.nber.org/papers/w6404 [Bv.
2010].

Krippner, G.R. 2005. “The financialization of then&rican economy”, isocio-Economic Review
Vol. 3, Issue 2, pp. 173-208.

Krugman, P. 2009. “How did economists get it song®’, inThe New York TimeSept. Available
at: http://www.nytimes.com/2009/09/06/magazine/06Ecoitenntml [30Nov. 2010].

Krugman, P. 2009The return of depression economics and the cris2008 (New York, NY: W.W.
Norton).

Mac Gorain, S.; Thompson, J.N.R. 2002. “Profit etpons and investment” Bank of England
Quaterly Bulletin Winter, pp. 404 -409.

Milberg, W. 2007 Shifting sources and uses of profits: sustaining.financialization with global
value chainsDec.,SCEPA Working PaperfNo. 2007-9 (New York, NY: Schwartz Center
for Economic Policy Analysis), pp. 1-40.

Minsky, H.P. 1986 [2008]stabilizing an unstable econonfilew York, NY: McGraw Hill
Professional).

Ogawa, K.; Kitasaka, S. 1999. “Market valuation #melq theory of investment” ifihe Japanese
Economic Reviewlune, Vol. 50, No. 2, pp. 191-211.

Palley, T.I. 2007Financialization: What it is and why it matted# K Working Paper. No. 04/2008,
(Dusseldorf: Institut fir Makroékonomie und KonjunKorschung), pp. 1-28. Available at:
http://www.boeckler.de/pdf/p_imk wp_04 2008.pdf [86v. 2010].

Philippon, T.2007[revised 2008]Why has the U.S. financial sector grown so mudi&rdle of
corporate financeNBER Working Paper No. 13405, Sept. (Cambridga; Mational
Bureau of Economic Research), pp. 1-37.

—; Reshef, A. 20075kill biased financial development: education, veaged occupations in the
U.S. financial secto™NBER Working Paper No. 13437, Sept. (Cambridgé, Mational
Bureau of Economic Research), pp. 1-46.

—; Reshef, A. 2009Vages and human capital in the U.S. financial itigqud909—-2006 NBER

Working Paper No. 14644, Jan., (Cambridge, MA, dfal Bureau of Economic Research),
pp. 1-60.

15



Did the financial sector profit at the expensehef test of the economy? DP 206

Rajan, R.G. 2010rault lines: How hidden fractures still threaterettvorld economydune,
(Princeton, N.J: Princeton University Press).

Rudebusch, G.D. 1989. “An empirical disequilibrinmdel of labor, consumption, and investment”
in International Economic Reviewug., Vol. 30, No. 3, pp. 633- 654.

Samuel, C. 1996T'he investment decision: a re-examination of coinge¢heories using panel data
Policy Research Working Paper 1656, Sep., (Washindd.C.: The World Bank, Operations
Policy Department, Operations Policy Group), pp61-

Schaller, H. 1990. “A re-examination of the g theof investment using U.S. firm data”, dJournal
of Applied Econometri¢d/ol. 5, No. 4, Oct.-Dec., pp. 309- 325.

Stiglitz, J. 2009. “The global crisis, social prtien and jobs”, innternational Labour Review/ol.
148, No. 1-2, pp. 1-13.

Stockhammer, E. 2004. "Financialisation and thevdtawn of accumulation,” i€ambridge
Journal of Economics, VA8, No. 5, Sep., (Cambridge: Oxford University Bjepp. 719-
741.

—. 2007.Some stylized facts on the finance-dominated adetiom regime PERI Working Paper,
No. 142, July, pp. 1-26.

Tobin, J., 1984, “On the Efficiency of the Finan&gstem” inLloyd’s Bank Reviewol. 153,
(London: The Bank), pp. 1-15.

Torres, R. 2010. “Incomplete crisis responses:oseconomic costs and policy implications”, in
International Labour Review/ol. 149, No. 2, pp. 227-237.

Wildasin, D.E. 1984. “The q theory of Investmentiwiany capital goods” ifihe American
Economic Review/ol. 74, No. 1, Mar., pp. 203- 210.

16



Did the financial sector profit at the expensehef test of the economy? DP 206

Recent Discussion Paper Series
Titres récents dans la série Documents de travalil
Titulos recientes en la serie Documentos de trabajo

Using the social capital of nationals abroad asteategy for development in the IT secgtby
Eric A. Charest. No. 172. 2007. ISBN 978-92-9014-32

Los derechos sociales en el marco de las reforrabseréles en América Latinady Adrian
Goldin. No. 173. 2007. ISBN 978-92-9014-822-7.

The Southern European social model: Changes andintoties in recent decadeby Maria
Karamessini. No. 174. 2007. ISBN 978-92-9014-832-6.

The quest for a fair globalization three years éssessing the impact of the World Commission
on the Social Dimension of Globalizationy Hamish Jenkins, Eddy Lee, and Gerry
Rodgers. No. 175. 2007. ISBN 978-92-9014-828-9.

Labour laws in South Asia: The need for an inclegpproach by Kamala Sankaran. No. 176.
2007. ISBN 978-92-9014-830-2.

L’effectivité du droit du travail et I'aspirationwatravail décent dans les pays en dévelop-
pement: une grille d’analysdy Rachid Filali Meknassi. No. 177. 2007. ISBN3%2-9014-
838-8.

Globalization, the impact of trade liberalizatioand labour law: The case of South Afritsy,
Jan Theron, Shane Godfrey and Margareet Visser.1K®. 2007. ISBN 978-92-9014-
834-0.

Trade liberalization, labour law, and developmeftcontextualizationby Adelle Blackett. No.
179. 2007. ISBN 978-92-9014-846-3.

Labour law:A Southern African perspectiiey Colin Fenwick, Evance Kalula and Ingrid
Landau. No. 180. 2007. ISBN 978-92-9014-842-5.

La efectividad de la legislacion laboral en Américatina, by Graciela Bensusan. No. 181.
2007. ISBN 978-92-9014-840-1.

Gouvernance, droit international et responsabilééciétale des entreprises Governance,
International Law and Corporate Societal Resporigihi edited by Jean-Claude
Javillier. No. 182. 2007. ISBN 978-92-9014-836-4.

Issues in the analysis of global value chains arartimpact on employment and incomes in
India, by Dev Nathan and V. Kalpana. No. 183. 2007. ISB&-92-9014-844-9.

17



Did the financial sector profit at the expensehef test of the economy? DP 206

Explaining non-compliance with labour legislatiam liatin America: A cross-country analysis,
by Adriana Marshall. No. 184. 2007. ISBN 978-92-9@®uU8-7.

Corporate social responsibility in multinational ropanies: Management initiatives or
negotiated agreementd®y Tony Edwards, Paul Marginson, Paul Edwards, amyh
Ferner, and Olga Tregaskis. No. 185. 2007. ISBR-92-9014-856-2.

The influence of the EU on the evolution of natioemployment modeldy Jill Rubery,
Gerhard Bosch, and Steffen Lehndorff. No. 186. 208BN 978-92-9014-864-7.

Harnessing globalization for development: Opportiesi and obstacledy Eddy Lee. No. 187.
2008. ISBN 978-92-9014-866-1.

Deepening the Social Dimensions of Regional Intiigma An Overview of Recent Trends and
Future Challenges in Light of the Recommendatiohsthe Report of the World
Commission on the Social Dimension of Globalisatiom UNU-CRIS. No. 188. 2008.
ISBN 978-92-9014-870-8.

The Swedish model: Revival after the turbulent 990y Dominique Anxo, Harald Niklasson.
No. 189. 2008. ISBN 978-92-9014-872-2.

Executive compensation: Trends and policy issums Franz Ebert, Raymond Torres and
Konstantinos Papadakis. No. 190. 2008. ISBN 973@P4-888-3.

The effects of financial globalization on globalbmances, employment and inequaliby
Ekkehard Ernst and Verdnica Escudero. No. 191. 2&HN 978-92-9014-890-6.

Labour, Globalization and Inequality: Are Trade WOns Still Redistributive? by Lucio
Baccaro. No. 192. 2008. ISBN 978-92-9014-885-2.

Impact of changing work patterns on income inedquably Uma Rani. No. 193. 2008. ISBN
978-92-9014-886-9.

Policies for redistribution: The use of taxes aratial transfers by Naren Prasad. No. 194.
2008. ISBN 978-92-9014-887-6.

Dynamics of labour-intensive clusters in China: y®®&§ on low labour costs or cultivating
innovation? Jici Wang and Lixia Mei. No. 195. 2009. 978-9219026-2.

Stimulus Packages to Counter Global Economic Cri&iseview by Sameer Khatiwada. No.
196. 2009. ISBN 978-92-9014-911-8.

Effects of the crisis on the financial sector: Taerand policy issuedy Verdnica Escudero. No.
197. 2009. ISBN 978-92-9014-912-5.

Global economic linkages. A model of employmentiacoime dynamics in open economisg
Ekkehard Ernst and Matthieu Charpe. No. 198. 2(®RBN 978-92-9014-914-9.

Non-Standard Employment in Japan: Gender DimensibpsShiho Futagami. No. 200. 2010.
ISBN ISBN Print: 978-92-9014-950-7.

18



Did the financial sector profit at the expensehef test of the economy? DP 206

Youth Employment in Crisiby Byung-jin, Ha Caroline Mcinerney, Steven Tohimd Raymond
Torres. No. 201. 2010. ISBN 978-92-9014-942-2.

L’emploi des jeunes en période de cribg Byung-jin, Ha Caroline Mclnerney, Steven Tobin
and Raymond Torres. No. 201. 2010. ISBN 978-92-9844+6.

El empleo de los jovenes ante la crifig,Byung-jin, Ha Caroline Mclnerney, Steven Tobida
Raymond Torres. No. 201. 2010. ISBN 978-92-9014-Q46

The Impact of the Crisis on Employment and the Bbleabour Market Institutiondyy Werner
Eichhorst, Verdnica Escudero, Paul Marx, Stevenirf.ddo. 202. 2010. ISBN 978-92-
9014-956-9.

Employment prospects: A global model of recoveny mbalancing,by Rudiger von Arnim.
No. 203. 2010. ISBN 978-92-9014-954-5.

Did the financial sector profit at the expense loé rest of the economy? Evidence from the
United Stateshy Sameer Khatiwada. No. 206. 2010. ISBN 978-9249940-6.

A complete list of IILS publications can be obtairfeom
http://www.ilo.org/public/english/bureau/inst/pap&ndex.htm

Une liste compléete de nos publications peut étterale sur
http://www.ilo.org/public/french/bureau/inst/papémsglex.htm

Se puede obtener una lista completa de las puldimes en
http://www.ilo.org/public/spanish/bureau/inst/pagérdex.htm

19



	Did the financial sector profit at the expense of the rest of the economy? Evidence from the United States
	Did the financial sector profit at the expense of the rest of the economy? Evidence from the United States
	Abstract
	Keywords

	dp206x

