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Abstract

Born in 2008 in one of the most dynamic economies of the world as a massive
financial crush and spilled over developed countries threatening growth and social
stability, the global financial crisis unveiled structural problems in mitigating global
risks associated with the integration of markets.

While the financial crisis received a strong response from the governments
facing declining aggregate demand and recession, a sovereign debt crisis to follow the
banking crisis was imminent, but its likely proportion was hard to estimate.

The paper approaches in a systemic way the distribution of income in
developed economies, the issues associated to this process and the specific situation in
CEE countries.
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1. The European Union context

The ongoing third stage of the Economic and Monetary Union plan of
Jacques Delors, aimed at converging the economies forming the Eurozone, is
undergoing a massive financial tsunami with Greece, Portugal, Spain and Italy on
the front line, raising questions as to where the implementation of the Stability and
Growth Pact, proposed by German Finance Minister, Theo Waigel in 1990 and
adopted by 17 member states in 1997, went wrong. Obviously, the countries facing
prospects of defaulting today have operated for years outside the safety blanket set
out by the two fiscal stability criteria of budget deficits lower than 3% of GDP and
total national debt not higher than 60% of the GDP, without the European Central
Bank to detect the noncompliance early enough.

Coming under criticism from the outset because of its alleged rigidity, the
EU Stability and Growth Pact and its needed reform have been high on the agenda
of the European Council of Economic and Financial Affairs since March 2011 for
imposition of penalties and close oversight, but the damage is already in the
financial system and in the confidence of European citizens across member states.
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Before governments, central banks, politicians and the world at large draw
conclusions and test long-term solutions, there is some merit focusing on root
causes that have generated the crisis within the US financial market.

The debt-led consumption growth that has been extensively indulged in
and that has destabilized mortgage industries, banks and insurance companies and,
through collateralized debt obligations, banks and other businesses around the
world, must be seen in the context of a demand and supply driven market economy.
It may have had deep roots in the gradual decline of labor’s share of national
incomes that the US and the world have witnessed over the last three decades.

The capital-biased distribution of national incomes has led to a decrease of
labor’s share by 10% in the US alone during the last thirty years whereas in Greece
the percentage of GNI going to labor dropped by over 31%, by almost 19% in
Ireland and at a two digit- figure in Portugal, Austria, Finland and Japan for the
same period. In 1961, economist Nicholas Kaldor included amongst his 6 “stylized
factors”, the constancy of factor shares demonstrating with the use of analytical
tools that labor’s and capital’s shares do not change over time.

The Cobb-Douglas production function, widely used by central banks
around the world to calculate potential GDPs and inflation rates based on which
short-term interest rates are being set, considers labor being compensated at the
70% level of output whereas capital get the remaining 30% with the assumption
that the factor shares remain constant over years as Kaldor predicted. But that has
never been the case. Some constancy of the factor shares has been randomly
observed, but the reality is that structural changes in national economies that have
been transferred through globalization in the marketplace have triggered declining
labor shares.

As a result, households making less money would have consumed less if
easy access to loans had not been extensively promoted by the US Federal Reserve
and other central banks in the developed economy in years preceding the crisis.
The debt-led consumption growth of the last decades seems to have been behind
the financial crisis of 2008 and at the core of the globalization consequences that
have not been enough evaluated by the policy makers of developed countries.
Wages as a variable component of marginal costs have been affected by the global
competition, and unions — the traditional defenders — have lost strength against the
mobility of capital that has relocated in markets more conducive to higher profits.
Studies conducted by the International Monetary Fund and famous economists
including Prof. Joseph Stieglitz of Columbia University and Prof. Jean Paul
Fitoussi in the Institute of Political Studies in Paris, have concluded that
technological progress, the liberalization of trade in a very competitive global
market as well as the diminishing power of unions that economies have witnessed
over the last three decades, have contributed to the decline of labor’s shares. Real
wages have grown at a slower pace than has productivity, while capital’s shares
directed to shareholders have taken a larger portion of the income.
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2. Analyses across the countries

In OECD countries, union coverage has shrunken significantly over the
last two decades and, with it, the bargaining power over salaries and other work-
related rights and benefits.

Analyses conducted across countries have shown that the marginal
propensity of consumption is much higher amongst wage earners and their
households, whereas owners of capital tend to save more.

In Central and European Countries, labor’s shares have also declined. In Romania,
the labor’s share of income has dropped from over 79% in 1990 to an estimated
59% in 2011 [Figure 1] with a surge in value during 2000-2002.
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Figure 1. Employment compensation 1990-2011 as percentage of GDP at factor costs
Source: AMECO Database

One may wonder under such circumstances whether the Federal Reserve has set
low interest rates to stimulate borrowing as a means to offset the deficit of demand
resulting from declining labor’s shares.
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Figure 2. Employment compensation as percentage of GDP at factor costs in selected
OECD countries
Source: AMECO Database
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For the European countries affected by the US-born financial crisis of
2008, the question is what type of social policies should be adopted to prevent
deflation, considering the downward trend of labor’s shares and the high rates of
unemployment that will further impact aggregate demand.

Keynes’s advice that “in an economic crisis, print, lend, borrow and spend”
seems to be excessively exercised by all of the central banks of the countries
affected nowadays, but the velocity of money has decreased over the last year,
signaling that the perception of recession has gained ground, making uncertain the
return of economies to the upward track.

In response to the grim financial and economic reality of the Eurozone, the
Europe 2020 Strategy adopted by the European Commission in March 2010 has set
out three key priorities in an attempt to rebuild the viability of markets from within,
but large fiscal imbalances combined with declining demand may not be conducive
to notable results anytime soon. Development can be sustained through investment
and growing exports, but there is much more to be done on the reform agenda to
leverage policy and programmatic interventions in countries at the verge of
defaulting to secure positive results towards the ambitious goals of the European
strategy.

Concluding:
= Smart growth: developing an economy based on knowledge and
innovation
= Sustainable growth: promoting a more resource efficient, greener and
more competitive economy
= Inclusive growth: fostering a high-employment economy delivering
social and territorial cohesion

These may sound relevant on paper, but challenges remain big and the lack
of confidence that pervades all nations may be difficult to overcome.

European countries struggle with high youth unemployment rates for
which the very generous social model of the last decades has not provided
solutions. There might be a need for more flexible employment policies for new
comers in the labor market to maximize their success in finding jobs.
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Figure 3. Declining bargaining power in selected OECD countries
Source: AMECO Database

The major risk that labor's declining shares may pose in the long run is the
deepening inequality that may result between workers and owners of capital. Also,
lower salaries mean lower social contributions to pension schemes that may fuel
old age poverty and massive intergenerational discrepancies.
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Figure 4. Labor compensation versus Labor productivity
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To begin the process of restoring parameters of consumption and saving,
central banks may need to factor in their forecasts of growth the dynamic of labor’s
shares so as to ensure that through monetary policies investment is encouraged.
High productivity private sector jobs are needed to allow for a gradual reduction of
public deficits and for sustainable, inclusive growth.

While for the US, the change in income distribution between labor and
capital was the root cause of extensive debt-led consumption growth, for the entire
developed world, restoring income distribution might be an important step forward
towards post-crisis recovery.
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