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Abstract
In this study, a Kaleckian-Post-Keynesian macroeconomic model, which is an extended version of the Bhaduri
and Marglin (1990) model, serves as the starting point. The merit of a Kaleckian model for our purposesis that
it highlights the dual function of wages as a component of aggregate demand as well as a cost item as opposed
to the mainstream economics, which perceive wages merely as a cost item. Depending on the relative
magnitude of these two effects, Kal eckian models distinguish between profit-led and wage-led regimes, where
the latter is defined as a low rate of accumulation being caused by a high profit share. Are actual economies
wage-led or profit-led? Current orthodoxy implicitly assumes that they are profit-led, and thus supports the
neoliberal policy agenda. The purpose of the paper isto carry this discussion into the empirical terrain, and to
test whether accumulation and employment are profit-led in two groups of countries. We do so by means of a
structural vector autoregression (VAR) model. The model is estimated for USA, UK and France to represent the
major developed countries, and for Turkey and Korea to represent developing countries. The latter are chosen
since they represent two different export-oriented growth experiences. The results of the adjustment experiences
of both countries are in striking contrast to orthodox theory, however they also present counter-examples to
each other in terms of their ways of integrating into the world economy.
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Do PROFITSAFFECT INVESTMENT AND EMPLOYMENT?
AN EMPRICAL TEST BASED ON THE BHADURI-MARGLIN MODEL

Ozlem Onaran and Engelbert Stockhammer

1. Introduction

This paper ams at darifying the macroeconomic effect of changes in functiona income distribution
empiricaly for a range of developed and developing countries. In doing so, our god isto discuss the
crucid policy issues related with neoliberd policies in the developing, as well as developed countries
in the post-1980 era; by focusing on the effects of distributiona policies we seek to contribute to the
explantion of the reasons for the stagnant accumulation and employment growth rates. Both the
sructurad  adjustment agenda in the developing countries, and the debate about the European
unemployment have been cases where mainstream economics has pushed for policy changes
favoring a pro-capitd redigtribution of income, and a deregulation of the labor market. For
neoclasscad economics unemployment is, in the last ingtance, a labor market phenomenon It is due
to “too high” rea wages, which in turn are aresult of so-caled labor market “distortions;” like labor
market regulations and trade unions. In contrast, Post-Keynesans argue that unemployment is the
result of demand deficiencies on the goods markets, and that the latter result particularly from adow

down in invesments.

The resolution of this controversy requires the test of the dynamic interaction between distribution,
accumulation, growth and employment. For this purpose, in this study, a Kaeckian-Post-Keynesan
macroeconomic modd, which is an extended verson of the Bhaduri and Marglin (1990) modd,

sarves as the garting point. The merit of a Kaeckian modd for our purposes is that it highlights the



dua function of wages as a component of aggregate demand as well as a cost item as opposed to
the maingream economics, which perceive wages merdly as a cogt item. Depending on the reative
magnitude of these two effects, Kdeckian modds distinguish between profit-led and wage-led
regimes, where the latter is defined as alow rate of accumulation being caused by a high profit share.
Allowing for capacity utilisation to vary in these modes gives rise to the possibility of a wage-led
regime, i.e. ahigher rate of accumulation as aresult of an increase in wage share, if the demand effect

on investment is stronger than the profit effect.

Which regime prevails in a certain economy is an empirica question. Are actual economies wage-led
or profit-led? Current orthodoxy implictly assumes that they are profit-led, and thus supports the
neoliberd policy agenda. The purpose of the paper is to carry this discussion into the empiricd
terrain, and to test whether accumulation and employment are profit-led in two groups of countries.
We do so by means of a dructurd vector autoregression (VAR) modd. The modd is estimated for
USA, UK and France to represent the mgor developed countries, and for Turkey and Korea to
represent developing countries.  The latter are chosen since they represent two different export-
oriented growth experiences. The results of the adjusment experiences of both countries are in
sriking contrast to orthodox theory, however they aso present counter-examples to each other in
terms of their ways of integrating into the world economy. Thereby they provide examples for

comparing different economic policies among the developing countries as well.

The rest of the paper is organized as follows. Section 11.2 introduces the theoretica Kaeckian+
Post-Keynesian modd. Section 11.3 discusses briefly the estimation method and presents the
hypotheses to be tested by the empiricad analyss. Sections 11.4 and 11.5 summarize the estimation
results for developed and developing countries respectively. Section 11.6 derives the conlusons, as
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well as open questions and challenges for future research. Finaly Section 11.7 discusses policy

implications of the results.

2 The Model

For analyzing the dynamic effects of digtribution, on growth, accumulation and employment in these
two groups of countries, we utilize a post- Keynesan open economy modd, which is an extenson to
the modd of Bhaduri and Marglin (1990). We augment the goods market block of this modd by a
demand-driven labor market, areserve army effect in the Marxian sense, and technologica change.

Table 11.1 below isasummary of thislinear open economy modd.

The mode developed by Marglin and Bhaduri (1990) is a more generd formulation of earlier neo-
Kaeckian models by Rowthorn (1981), Dutt (1984), Taylor (1985) and Blecker (1989), and alows
for profit-led as well as for wage led growth regimes . This generdlity borrows itself to the
decomposition of the profit rate (r) into the profit share (p), capacity utilization (z) and (technical)

capitdl productivity (k).
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Then, for the sake of amplicity, assuming that technica capital productivity is congant, the rate of

accumulation (gtI ), which istheratio of new investment to the stock of capita (lg), can be

formulated as afunction of the past vaues of the profit share (p), capacity utilizetion (2), which

' See Blecker (1999) for a discussion of the extention of the model to the open economy and Blecker (2002) for a
review of other possible extensions to neo-Kaleckian models.



condtitute the current expected rate of profit. Equation (2) in Table 11.1 presents an extended linear
verson of this accumulation function, where the effect of productivity growth on investment isaso

incorporated.

The goods market part consists of behaviora functions for accumulation, savings, and net exports.

This part isthen complemented by a digtribution function, alabor productivity function and an

unemployment function.

Table 1. Summary of the model

2) Accumulation ! '
@ g/ °--=a+az, +ap, +agx,

(3) Cambridge Savings equation v

g, =b,z +bp,

(4) Net exports
nXt =- rllzl + h2pt

(5) Income digtribution
p, =d,+dz +du +d,gx

(6) Employment u=n-eg,-eDz-ep +eu, +egx

(7) Productivity growth

ox, =t 6 +t g +t.,z

Notes. See Stockhammer and Onaran (2004) for a detalled discussion of the theoretical
background.

g, accumulation (growth of capita stock),
g, =" domestic savings/ capital stock,

z cagpacity utilization (capital productivity),
p profit share,

nx net exports (normaized by capital stock),
u unemployment rate,

oX productivity growth,

All coefficients are poditive numbers.

Equation (3) in Table 11.1 is a smple Cambridge savings function, where the ratio of domegtic

savings to capitd stock is a function of capacity utilization and income didtribution, i.e. the profit




share. Assuming that workers have alower margina propensty to save than capitdigts, b, is podtive

and measures the differences in savings propendty between profit incomes and wage incomes.

Equation (4) in Table 11.1 incorporates internationa trade focusing on the effect of ditribution and
growth on net exports, leaving the other crucia variable of an open economy outside the modd.
Profit shareisinversaly related to unit labor costs. Accordingly net exports (again normaized by
capitd stock) are a positive function of the profit share and a negative function of capacity utilization

(snce imports are a positive function of the domestic demand).

Thefifth equation in Table 11.1 models the ditribution of income, as a positive function of capacity
utilization via pro-cydica mark-up, a pogtive function of unemployment rate (u), reflecting labor's
bargaining pogition viathe Marxian reserve army effect, and finaly the growth of labor productivity.
The latter will postively effect the profit share, if wages are imperfectly indexed to productivity

growth.

Equation (6) in Table 11.1 models the labor market. Employment is a positive function of outpuit,
thus the change of capacity utilization and the growth of capital stock. Next, if the cost of labor is
important for labor demand, as the neoclassical theory would suggest, the profit share (being
inversaly related with the real wage, after controlling for productivity) is expected to have a negative
effect on unemployment. Unemployment will also depend on past unemployment via a hysteresis
effect. Findly, if technologica changeis not accompanied by a growth in demand, the growth of
labor productivity could lead to an increase in unemployment. The congtant, e, captures labor

upply shocks.



Findly, Equation (7) in Table 11.1 models the growth of labor productivity (x) as determined by
accumulation and capacity utilization. Exogenous technica progressis captured by the congtant term,

to.

The goods market equiilibrium is determined by investment being equa to total domestic and foreign

savings, i.e

gI — gSlcnaI - gsdomestic_ nX (8)

Capacity utilization implied by the goods market equilibrium can be written as

15 — 1
Z = b + hI [gt +(h2 - bz)pt] (9)

The effect of an increase in the profit share on cagpacity utilization is indeterminate, and will depend in

the medium run on the redive responsveness of consumption and investment to profits.

Contemporaneoudy as wdll, this effect, thus the sgn of 1?—2 , Will be indeterminate. If exports react
p

srongly to the profit share, whereas domestic consumption decreases only mildly, (i.e. domestic

savings increase mildly), then % > (0. Such a growth regime is cdled exhilarationist. Wheress if
p

savings differentids are large compared to the net export effect of the profit share, then Tz <0,and

fio

the regime is cdled 'stagnationist’ (Bhaduri and Marglin, 1990). However, when the lagged effects

through investment aso kick in the longer term, the overdl effect of profit share will depend on the



relative magnitude of its pogtive direct effect on investment, the postive internationa demand effect,

and the negative effect on domestic consumption.
Findly subgtituting (7) and (9) into (2), we get accumulation as a function of distribution:

- h -b 0
+a€;t 1)g t-1 +ga2 +a1(1+a5t 2)#:p1,1 (10)

r_ a t+at,
= t L 52 .
Goaral b, +h 5

|
Again here the effect of the profit share on accumuléation, ggt , can be decomposed to the direct
Pe1

19,

t-1

positive effect of the profit share on accumulation (the partid = a,), the pogtive internationa

9, Tz, fInx., :a1(1+ at,)h

demand effect (
ﬂzt-l ﬂnxt-l ﬂpt-l bl + hl

%) and the negative domestic consumption effect

(ﬂgl' Tz, _-a(+at,)b,
Tz.. o, b, +h,

). Depending on the relative magnitudes of these effects, an increase

in the profit share leads ether to an increase in accumulation, in which the regime of accumulation is

profit-led, or to a decrease, i.e. to a wage-led regime of accumulation.

3 Empirical Methodology and Hypotheses

The main methodologica motivation behind this study is to modd the dynamic relationship between
digtribution, accumulation, capacity utilization and employment conddering both lagged and
contemporaneous interactions within a systems agpproach, that goes beyond the limited framework of

comparative datics. The exiding empiricd contributions in the literature about the effect of



digtribution on accumulation, growth, and employment do not address the issue of smultaneity (for
developed countries Bowles and Boyer, 1995; Gordon, 1995a and 1995b; Hein and Kramer,
1997; Bhaskar and Glyn, 1995; Stockhammer, 2004a and 2004b; Hein and Ochsen, 2003; for
developing countries Y entirk, 1998, Onaran and Y entlrk, 2001; Seguino, 1999; Sarkar, 1992). To
overcome this shortcoming, we employ a structura vector autoregresson (SVAR) andyss, which
incorporates the contemporaneous interaction, as well as the lagged relationship. SVAR form helps
to capture the complex smultaneous interaction between digtribution, accumulation, growth and

employment, and the system aspect that is crucid to the theoretica mode!.

The VAR modd dlows past vaues of dl variables to influence present vaues of any varigble. Thus,
results that are not in accordance with the structura model outlined above are possible due to lagged
effects. The structura model provides the motivation and shapes the interaction of the
contemporaneous effects only. Thus it will be useful to summarize the hypotheses to be explored
empiricaly. The fird five hypotheses summarized in Table 11.2 follow directly from the mode
presented above. Hypotheses six and seven are standard theses of the neoclassical theory about the
labor market. Hypotheses eight-ten are related to the typica policy recommendations of the

neoliberd structurd adjustment programs particularly in developing countries.

All the effects discussed above (except H2) are partid effects. The VAR framework used does not
distinguish between partid and tota effects, but gives the effects a different pointsin time. Only the
estimated contemporaneous effects are clearly partid effects. We will interpret the effectsin the first
two or three periods as partid effects in the short run, but aso discuss the longer term effects,

wherever sgnificant.
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Table 2: Hypotheses

H1 demand-led labor market fu <0- Tu <0 Goods market determines labor market.
To 1z
H2 the effect of digributionon dg 5 Is accumulaion wage-led or profit-led?
growth dp
H3 reserve army effect ek >0 Unemployment lowers wages
fu
H4 imperfect wage indexation T >0 Productivity increases do not lead to
flox equivaent wage increases.
H5 technological RIS Productivity increases cause
unemployment flox unemployment.
H6 neoclassical labor market Slu <0 Wage decrease increases employment.
fip
H7 subgtitution Tigx <0 Increase in wages leads to substitution of
T labor with capital, which in turn
Increases productivity.
H8 export-led accmulation T .0 Anincrease in net exportsleadsto an
nx increase in accumulaion
H9 profit-led exports finx >0 Lower unit |abor codts, i.e. ahigher
o profit share, increase international
competitiveness
H10 Export-led employment Siu <0 Exports increase the labor demand.
Tinx
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4. Summary of the Resultsfor Developed Countries

The advantages of VAR modds, unfortunately come with a disadvantage: Given the lagged structure
that incorporates the dynamic effects to the estimation, it requires long enough time series. For a
given length of time series data, the implication is alimit on number the varigbles that can be included
into the sysem. This limit leads to differences in the specifications for developing and developed

countries.

In the case of the developed countries, the focus is on the interaction between the labor market and
the goods market. However, in return, the foreign trade is not modded explicitly. Nevertheless, the
estimated coefficients and impulse responses of the profit share on cgpacity utilization (and of course
other variables) will include indirect effects via export demand. Moreover, shocks to capacity
utilization do include shocks coming from fiscal policy, monetary policy and the forelgn sector; in fact

they include dl shocksto effective demand other than investment.

The SVAR sysem estimated conssts of accumulation (of the business sector), cgpacity utilization
(output gap), the profit share (of the busness sector), growth rate of labor productivity and
unemployment rate’. The model is estimated for the periods 1970:1-1997:2, 1966:1-1997:2, and
1972:1-1997:1 for UK, USA and France respectively, based on semi-annua data. The different

periods are due to data availability. The VAR is estimated with four lags.

? A series of tests were performed to ensure the robustness of the results. First, it was checked whether the
results were sensitive to variabl e specification. The profit share of the total economy was used instead of the
profit share of the business sector. The employment share (employment divided by working age population) was
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The results of the response by various variables as aresult to shocks to the relevant variable in the

hypothesis to be tested (impulse response analysis) are summarized in Table 11.3. A more detailed

technical discussion can be found in Stockhammer and Onaran (2004).

Table 3. Summary of impulseresponses for UK, USA and France

UK USA France
Tu yes yes yes
H1 demand-led market .”_a<o gand z bothsigor |gandz gand z
closeto 99
and Tu_ 0
9z
H2 distribution-led regimes no effect indg indg
ingg (g profit-led) (g profit-led)
(z exhilarationist) (z stagnationist)
)|[o) yes no no
H3 reserve army effect ‘ﬂ_u >0 indg no effect no effect
H4 imperfect wage indexation no yes yes
| sig for three periods
P o 0
‘Hg_x contemporary effect | contemporary effect
STel 99
H5 technologica unemployment yes yes yes
u long dgto6lags sgto4lags
'ﬂg_x >0 contemporary effect | contemporary effect
S0. S0.
H6 neoclassical labor market no yes no
fu no effect but sg only after 7 | indg
" prads
H7 subdtitution no no no
E<O insig / no effect indg indg
p

Note 5g = datidicdly sgnificant

Source: Stockhammer and Onaran (2004)

The Keynesian-Kaeckian moded performed fairly good, and in line with the theoretica modd.

Strong support is found for the demand-led labor market hypothesis. The goods market variables

play astrong role in determining unemployment. Shocks to accumulation as well as capacity

utilizaetion have statigticaly significant negative effects on the rate of unemployment. How long these

effects last differs across countries.

used instead of the unemployment rate. Instead of the output gap, detrended capital productivity and GDP
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Digtribution seemsto play little role in determining goods market outcomes. None of the effectsin the
impulse responses were datigicdly significant. The result may be due to offsetting effects of
profitability and demand, which would be consistent with the theoretica framework. However, this
aso might be suggesting atheoretica challenge about the role of profit share in investment models.

We will discuss more on thisissue in the next section.

We found no evidence for the reserve army effect. A shock to unemployment has little or no effect
on the profit share. Only in the UK was there a positive effect, but not satisticaly significant. This
finding is not conggtent with the literature, and may be due to the generous lags of the dependent

variable.

A shock to productivity growth has a gatigticaly significant postive effect on the profit sharein the
USA and France. So wages are not perfectly indexed. An innovation to labor productivity growth
aso has asgnificant and upward impact on unemployment in al countries, and, in fact, rather
persstently so. Thus technologica development is not automaticaly generate demand, and can lead

to technologica unemployment.

Wesk or no evidence was found for both of the neoclassicd labor market hypotheses. In France and
UK, ashock to the profit share had basicaly no significant effect on unemployment. Only in the
USA, and only after seven periods a shock to the profit share led to decline in the unemployment
rate. Again, the profit share had no significant negative effect on productivity. Thus the subgtitution

hypothesis was also rejected.

growth were used. In neither case were there major changes in the results.
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5 Summary of the Resultsfor Developing Countries

In the case of the developing countries, i.e. Korea and Turkey, the effect of internationd trade on
growth and employment on the one hand, and the source of internationa competitiveness on the
other hand are important points of focus for policy anayss. Therefore, we not only explicitly mode
international demand, but dso decompose the effect of exports and imports, in order to be able to
test widdly accepted mainstream policy assumptions regarding export orientation. It is particularly
important to highlight the oppodte effects of different export-oriented growth srategies on
digribution and employment: decreasing wage share, low growth, low investment, low employment

in Turkey and increasing wage share, high growth, high investment, high employment in South Korea.

The indusion of the internationd trade block came a the cost of excluding the explicit modeing of
the productivity change. The effects of changes in productivity can only be interpreted as exogenous

shocks.

Moreover, due to data limitations, several proxies had to be used ingtead of the variables in the
theoretic modd. Second, since the agricultural sector follows a completdly different pattern,
particularly in terms of labor demand, where unpaid family work and sdf-employment is important,
and can lead to significant rates of disguised unemployment, we estimate the mode as a whole for
the non-agriculturd economy. However, then it is very hard to measure the non-agriculturd
unemployment or employment rate due to problems in anticipating the sector specific labor supply.
As a result we smply use the employment leve in logarithms to modd the labor market block.
Accordingly, the SVAR system estimated conssts d invesment/GDP  ingtead of accumulation,
growth ingtead of the cgpacity utilization, the profit share, and the logarithm of employment (dl
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variables for the non-agriculturd sector). The modd is estimated for the periods 1972-2000 for

Korea, and 1965-97 for Turkey, based on avalable annud data. The VAR is estimated with two

lags.

The results of the response by various variables as aresult to shocks to the relevant variable in the

hypothesis to be tested (impulse response andysis) are summarized in Table 11.4. A more detailed

technica discussion can be found in Onaran and Stockhammer (2005).

Table 4. Summary of impulseresponses for South Korea and Turkey

South Korea Turkey
u es es
H1 demend-led market %“’ éandzbothsig )g;andzbothsig
and Tu <0
91z
H2 distribution-led regimes g wage-led insg
z Sgnificantly stagnationist (g dightly wage-led in the
second period)
(z in the first two periods
sgnificantly stagnationi<t)
es €s
H3 reserve army effect T‘IIT_‘:J>O ég eveninlong run )s/igfor SX periods
H6 neoclassica |abor market no no
Tu contrarily positive effect contrarily positive effect for 4
[ <0 periods
H8 export-led accumulation yes no
Sig, srong persstent Slightly significant only after 6
periods
H9 profit-led exports no Yes
positive but ingg Sig., Persstent and strong
pogtive effect
H10 Export-led employment Yes No
99., persstent and strong Sg., persstent and strong
positive effect negative effect

Note 9g = datidicdly sgnificant

The results dso show that demand is the main driving force behind employment, and accumulétion is

an important component to enhance the job creation capacity of the economy.
16



Moreover, employment regime is not profit-led, and quite on the contrary to the arguments of
neoclassica economics, it decreases with a decrease in the wage share. In South Korea the wage-
led employment pattern is more evident, whereas in Turkey the cumulative negative effect dies avay

five periods later.

This can be explained by the effect of profit share on demand. In Turkey an innovation to the profit
share creates a negative response of investment rate in the next period, and the shock continues for
another period, and then dies without leading to any sgnificant improvement in investment. In South
Korea an increase in the profit share crestes a strong and persstent negative effect on accumulation.
Regarding the effects on capacity utilization, an increase in the profit share isimmediately transformed
into a decline in growth, indicating a stagnationist regime in both countries in the short-run. The
recovery of the growth rate is due to the improvements in exports. However, in Turkey it takes
rather long —three periods- for the positive effect of increased exports to lead to a recovery, and in

South Korea the recovery does not take place at all.

Reflecting the crucid differences in the design of export-oriented growth gsrategy in the two
countries, in South Korea the response of investment rate to internationa competition is very strong
and persgtent, whereas in Turkey the response hardly shows up with a lag of three years and is
never too strong. Also in Turkey exports increase when unit labor costs decline (i.e. a podtive
response of exports to profit share), and thus when domestic demand contracts. However in South
Korea, a shock to profit share has no significant effect on exports. Turkey’s export growth based on
low wages and increased use of existing capacity rather than new investments proves to be unable to
dimulate investments, whereas in South Korea export competitiveness is the primary stimulus behind
investment decisions of firms. In Turkey, investments are simulated by domestic demand, whereasin

17



South Korea exports are even more important than domestic demand. In South Korea, exports are
a sydematic target of indudtrid policy, and competitiveness is based on improvements in
productivity. The consequence of this griking difference in the export-oriented growth strategies
shows up dso in the labor demand. The response of employment to an increase in exports is
persgtently negetive in Turkey, whereas it is strongly and persistently podtive in South Korea. This
result points a a very important policy implication indicating that the increase in competitiveness,
which is maintained by low wages, does not transform into higher employment.  Another important
implication of the results for Turkey is that they provide counter-evidence to the expectations about

an increase in labor intengity of production following an increase in export orientation.

Findly, athough digtribution does not immediately adjust to changesin labor market conditionsin the
model, the lagged effects are sgnificant and in the expected direction according to the theory of

reserve army.

6 Conclusionsand Challengesfor Future Research

The results indicate that the Kaeckian model overd| performs well; estimations are mostly according
to the predictions of the modd, athough within large confidence intervas. The Keynesian and
Kaleckian hypothesis about the labor market are confirmed: Accumulation and capacity
utilization/growth have a strong impact on employment. Goods market variables have a strong impact
on unemployment and the economy is driven by investment expenditures, accumulation aso impacts
strongly upon capacity utilization. The neoclassica hypotheses of the labor market are not vaidated.
Thereislittle evidence of employment reacting to wages (profit share), and no evidence for
subgtitution.  The ineffectiveness of labor costs on employment does not differ much between
developed vs devel oping countries; the only difference isthat in the latter there is even a negative

18



response of employment to a decline in the wage share. The findings dso suggest that productivity

growth does play an important role. It is not digtributionally neutral and causes unemployment.

However, the results aso points at some challenges for the modd. No gatisticaly significant effect of
the ‘profit share was found on investment and growth in developed countries, as well as in one of
the developing country cases, Turkey (gpart from the dightly significant but very smal effect in the
second period). There is basicdly no result in terms of the Kaeckian ddtinction of wage-led vs.
profit-led regimes for a wide range of different countries, and it aso is not easy to generdize that
developing countries tend to be more wage-led just based on the Korean case. Are the internationd
demand, and profitability efects on the one hand, and the domestic demand effect on the other hand
exactly offsetting each other in dl the other countries that we studied? Although thet is theoreticaly
possihle, it is not likdy in the VAR sdting, particularly because there would be some inter-period
differences in the way the lagged effects operate through different channds, and it is unlikely that
there is no period where there is a significant effect. It is dso interesting thet this is the case for many

different countries.

The next question is whether the “profit share’ is an gppropriate measure for income digtribution. At
the conceptud leve it is useful, because it serves the dud task in the modd as a proxy for wagesin
the digribution and savings functiorns, and a proxy for profits in the investment function However,
there may be measurement problems. Firg there is the issue of taxes. The savings differentia through
which profit share is expected to effect consumption, works from net income, i.e. post-tax income,
whereas profit share measures pre-tax income digtribution. The same is true for the profit share in
labor demand. If there are sgnificant changes in the tax wedge between post-tax wages and gross
compensation, the profit share may be a bad proxy. However, sSince tax structures change dowly, it
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would be surprising, if this problem dominated the VAR estimations. Second, the profit share is vaue
added minus labor compensation. Thus it includes the income of sdlf-employed as profits, whereas
wage payments to management are counted as wages. Although these are important concerns,
clearly the profit share is Satisticaly negatively (and significantly) correated with real wage. Thus the

profit share variable is certainly not dominated by noise due to measuremernt errors.

Findly, the results bring up the question whether the modd is looking at theright variables. Are other
factors effecting investment, such as expectations, financid dructure, Sate policies, and ingtitutions
more important? Although the wage-led accumulation regime scenario and the effect of demand on
accumulation explain part of this gory, there certainly are more to that in explaining the griking
difference in investment rates between these countries. Within the ingtitutiona and class structures of
these economies, there are many factors that determine accumulation other than demand and

digtribution.

The limits of the VAR framework is that with a generous lag structures the number of variables that
can be incorporated is restricted due to a lack of degrees of freedom. However, the limits are dso
rlated to the difficulties in quantifying inditutional sructures. For example within a business
environment creeted by active state policies, there was a virtuous cycle of increasing wage share,
high investment, high productivity, high growth in South Korea, as opposed to the Turkish case with
the vicious circle of decreasing wage share, low growth, low investment, low productivity.
Unfortunately, it is difficult to modd and test the complicated role of state’'s economic and
specificaly industria policy by adding smple and measurable variables. State expenditures would be
too coarse a measure, because the policy aspect lies in the details of these budgetary expenditures
that even go beyond the composition between current vs. investment expenditures, such as subsidy
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and incentive gructures. Similarly the multi-foreign exchange system for different industries and even
firms in Korea cannot smply be captured by the rate of depreciation of the officid exchange rate.
Such complexities make it hard to carry the inditutiona information into the framework of time

saries.

The incorporation of financid sector to the model would aso improve the model. Unfortunately not
only the limitations of SVAR, but aso limitations regarding the data to measure these effects related
with financid variables and expectations, leave these crucid aspects unexplored. Red interest rates
were completely inggnificant in the etimations, obvioudy they were unable to capture the full

complexity of the sructura change in the financia system and the role of the inditutions for the cases

we studied.

We ds0 experimented with the pecifications including inflation and the change in inflation to reflect
the macroeconomic environment. Again, no mgor changes in the impul se responses occurred,

though, unsurprisingly, confidence intervals increased.

The complicated link between the wage share and investments could to some extent be uncovered

with a modd that decomposes the wage share into real wages and productivity. Such an andyss

could provide an insgght on how wage bargaining, investments and technologica change interfere.
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7 Policy Implications

Important policy implications follow from the results If we turn around the result about the
ineffectiveness of digribution on accumulation and employment, we can conclude that actua
economies are ,not profit-led”. Thus, a pro-capitd incomes policy is neither a necessary nor a
aufficient condition to achieve higher accumulaion and growth. On the contrary, the decline in

domestic demand can have detrimenta effects on long term growth potentid of the economy.

Secondly, demand is the driving force behind employment. The increase in competitiveness, which is
mantained via wage supression, does not necessarily transform into higher employment. Thelimitsin
cregting employment via low wages and a growth regime based on the use of existing capacity,
rather than new investments point out the sgnificance of active policies to simulate accumulation.
This dterndive line of economic policy necesstates a different perspective of internationa
competitiveness, which is based on enhancing productivity. Moreover, if digtribution is neutrd with
respect to investment, then there is room for egditerean redistribution policies, without harming the

growth potentia of the economy.

In terms of the development agenda, the responses of accumulation, growth and employment to
digtribution are suggestive in explaining some crucid aspects of the mechanism behind the ingbility of
ortohodox, market-based, export-oriented growth strategy relying on decreasing wage shares to
simulate accumulation and employment. The centrdity of demand, and the inability of low wages as
apolicy toal to imulate investment point a important policy lessons for the design of an dternative
export oriented growth gtrategies. Clearly, indtitutiond settings and State policies matter more than

digtribution in achieving a high, investment and productivity led export performance. Obvioudy, the
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neo-libera reader could think that Sate policies were at the heart of the structura problems of the
Korean economy, that resulted in over-investment in sectors with falling profit rates. However, the
counterfactud of this argument would gill lie in the design of State policiesthat led to unforeseen
growth rates, and the need of the Asian moded wasto revise its state industria policies, and not to
abolish it. Speculating more on the design of the relevant industrid policy toolsis beyond the scope

of this paper, however there one more policy issues that should be addressed.

Are such policies available smultaneoudy to al developing countries trying to compete for alimited
globa market? Obvioudy that brings in the questions about the design of anew internationd system
targeting coordinated and expansionary macroeconomic policy, which would benefit not only the
developing but also developed countries. Although the existing balance of power relations between
the multi- nationals dominating the world markets and the working masses of the world, an dternative
internationa macroeconomic policy seems quite unachievable even in the context of EU, which is
claming to be not only an economic but aso a politica union. The nedliberd policies representing the
interests of the firms, preventing any coordinated policy, which could target demand management is
hiding behind the discourse of market efficiency and anti-inflation targets. Although the globa chorus
of neoliberdism ranging from academics to Centra Bank expertsis repeeting the need for tight fisca
and monetary policy, we till conclude by repesating the need for a coordinated internationa

expangonary macroeconomic policy.
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