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1. Introduction

It is by now widely agreed among both heterodox and some orthodox authors that the
financial and economic crises, which started in 2007, was caused by changes in income
distribution over the previous decades and the emerging current account imbalances at the
global and at regional (Euro area) levels, apart from malfunctioning derequlated financial
markets.' These developments have been determined by policies aimed at deregulation and
liberalisation of labour, goods and financial markets, both at the national and the
international level, and the reduction of government intervention into the market economy
and of government demand management. This broad policy stance may be called 'neo-
liberalism’, describing the policies implemented - to different degrees in different capitalist
economies - since the late 1970s/early 1980s or later. ‘Financialisation” or ‘finance-
dominated capitalism” - we use these terms interchangeably - is interrelated and overlaps
with neo-liberalism.2 Epstein (2005a, p. 3) has presented a vague but widely accepted
definition, arguing that [...] financialization means the increasing role of financial motives,
financial markets, financial actors and financial institutions in the operation of the domestic
and international economies’.

The features of financialisation or finance-dominated capitalism are wide ranging
and have been described and analysed extensively and in detail by many authors. Detailed
empirical case studies have been presented by, for example, the contributions in Epstein
(2005b), and by Krippner (2005), Orhangazi (2008a, 2008b), and Palley (2008, 2013, Chapter
2) for the US, by Stockhammer (2008) for Europe, by van Treeck (2009) and van

! See for example, Berg/Ostry (2011), Berg/Ostry/Zettelmeyer (2008), Fitoussi/Stiglitz (2009), Horn et al.
(2009), Kumhof et al. (2012), Kumhof/Ranciere (2010), Michell (2015), Rajan (2010), Stiglitz (2012),
Stockhammer (2010a, 2010b, 2012a, 2012b), UNCTAD (2009), van Treeck (2014), van Treeck/Sturn (2012,
2013), Wade (2009).

2 See Stockhammer (2010a, 2010b) for a similar distinction and Palma (2009) for a more extensive discussion
of the relationship between neo-liberalism and the present crisis.
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Treeck/Hein/Dinhaupt (2007) for Germany as compared to the US, and recently and more
extensively by Detzer et al. (2013) for Germany.?

From a macroeconomic perspective, Hein (2012) has claimed that finance-
dominated capitalism can be characterised more precisely by the following elements.

1. With regard to distribution, the dominance of finance has been conducive to a
rising gross profit share, including retained profits, dividends and interest payments, and
thus a falling labour income share, on the one hand, and to increasing inequality of wages
and top management salaries, on the other hand. The major reasons for this have been
falling bargaining power of trade unions, rising profit claims imposed, in particular, by
increasingly powerful rentiers, and a change in the sectoral composition of the economy in
favour of the financial corporate sector.

2. Regarding investment in the capital stock, financialisation has been characterised
by increasing shareholder power vis-a-vis management and workers, an increasing rate of
return on equity and bonds held by rentiers, and an alignment of management with
shareholder interests through short-run performance-related pay schemes such as
bonuses and stock option programmes. On the one hand, this has imposed short-termism
on management and has served to decrease managements’ animal spirits with respect to
real investment in the capital stock and the long-run growth of the firm and to increase the
preference for financial investment, which generates high profits in the short run. On the
other hand, it has drained internal means of finance for real investment purposes from
corporations, through increasing dividend payments and share buybacks, in order to boost
stock prices and thus shareholder value. These ‘preference’ and ‘internal means of finance’
channels have each had partially negative effects on firms’ real investment in the capital
stock, and hence also on the long-run growth potential of the economy to the extent that

productivity growth is capital embodied.

3 On the development of financialisation in a broader set of countries, see also the other more recent country
studies published in the FESSUD Studies in Financial Systems (www.fessud.eu).
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3. Regarding consumption, the dominance of finance has generated increasing
potential for wealth-based and debt-financed consumption expenditures, thus creating the
potential to compensate for the demand-depressing effects of financialisation, which were
imposed on the economy via redistribution and the impact on real investment. Stock
market and housing price booms have each increased notional wealth against which
households were willing to borrow. Changing financial norms (conspicuous consumption,
‘keeping up with the Joneses’), new financial instruments (credit card debt, home equity
lending), and deterioration of creditworthiness standards, triggered by debt securitisation
and ‘originate and distribute’ strategies of banks, made credit increasingly available to low
income, low wealth households, in particular. This allowed for consumption to rise faster
than the median income in several countries and thus to stabilise aggregate demand. But it
also generated increasing debt-income ratios of private households and thus increasing
financial fragility.

4. The deregulation and liberalisation of international capital markets and capital
accounts has created the potential to run and finance persistent current account deficits.
Some countries could therefore rely on debt-led soaring private consumption demand as
the main driver of aggregate demand and GDP growth, generating and accepting
concomitant rising deficits in their trade and current account balances. Other countries
focussed on mercantilist export-led strategies as an alternative to generating demand, in
the face of redistribution at the expense of (low) labour incomes, stagnating consumption
demand and weak real investment, and have hence accumulated increasing surpluses in
their trade and current account balances. However, this constellation generated the
problems of increasing foreign indebtedness and international financial fragility.

In this paper we will focus on the first and most basic element of financialisation
viewed from a macroeconomic perspective: We will provide a deeper investigation of the
long-run effects of financialisation on income distribution in one of the major mercantilist
export-led countries, namely Germany, before the crisis. The focus will be on the period of
finance-dominated capitalism, which is supposed to have started in the early 1980s in the

US and other countries, but considerably later in Germany. As analysed in more detail in
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Detzer et al. (2013) and Detzer (2014), the most important changes in the German financial
sector which contributed to an increasing dominance of finance took place in the course of
the 1990s: in 1991 the abolition of the stock exchange tax, in 1998 the legalisation of share
buybacks, in 2002 the abolition of capital gains taxes for corporations, and in 2004 the
legalisation of hedge funds, among others. At the same time, many of the big banks shifted
their activities from traditional commercial banking towards investment banking and the
German company network was increasingly dissolved. With those changes, a much more
active market for corporate control emerged, along with the establishment of new financial
actors, such as hedge funds and private equity funds. We would thus expect to see some
effects of financialisation on income distribution starting in the early/mid 1990s.

The paper builds on the more general examination of the effects of financialisation
on income distribution in Hein (2014a) who provides a Kaleckian theoretical framework and
a literature review on the general empirical and econometric evidence related to the
channels through which financialisation should have affected functional income
distribution, in particular, according to this theoretical approach. In Section 2 we will start
with an empirical overview of different dimensions of (re-]distribution in Germany:
functional distribution, personal/household distribution and finally the share and
composition of top incomes. Having reviewed the empirical developments of several
indicators of income distribution, we will then focus on functional distribution, because,
according to Atkinson (2009), the development of functional income distribution is
important for the other dimensions of distribution, as well as for the macroeconomic
effects of distributional changes. In Section 3 we will briefly reiterate the Kaleckian analysis
of the main channels of influence of neo-liberalism and finance-dominated capitalism on
the tendency of the labour income share to fall, as suggested by Hein (2014a). And in
Section 4 we will then review the empirical evidence for these channels for the case of
Germany, in particular. Section 5 will summarise and conclude. The scope of this paper is
thus limited to providing a Kaleckian view on the long-run effects of financialisation on
income distribution in Germany before the crisis. It will neither deal with any further effects

of financialisation and re-distribution on consumption, investment and the German
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macroeconomy as a whole, nor will the financial and economic crisis and the recovery in
Germany be discussed. For these issues, the interested reader is referred to Detzer et al.

(2013) and Detzer/Hein (2014), for example.

2. Trends of re-distribution in Germany

The period of finance-dominated capitalism has been associated with a massive
redistribution of income. First, functional income distribution has changed at the expense
of labour and in favour of broad capital income in several countries (Table 1). The labour
income share, as a measure taken from the national accounts and corrected for the
changes in the composition of employment regarding employees and self-employed, shows
a falling trend in the developed capitalist economies considered here, from the early 1980s
until the Great Recession, if we look at cyclical averages in order to eliminate cyclical
fluctuations due to the well-known counter-cyclical properties of the labour income share.
As can be seen, the fall in Germany was considerable, in particular from the cycle of the
1990s to the cycle of the early 2000s. However, redistribution was even more pronounced in
several other countries, as for example Austria, France, Greece, Ireland, Italy, Spain and

Japan.
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Table 1: Labour income share as percentage of GDP at current factor costs,
average values over the trade cycle, early 1980s - 2008
1. Early 1980s - | 2. Early 1990s - | 3. Early 2000s - | Change (3. - 1.,
early 1990s early 2000s 2008 percentage points
Austria 75.66 70.74 65.20 -10.46
Belgium 70.63 70.74 69.16 -1.47
France 71.44 66.88 65.91 -5.53
Germany? 67.11 66.04 63.34 -3.77
Greece? 67.26 62.00 60.60 -6.66
Ireland 70.34 60.90 55.72 -14.61
ltaly 68.31 63.25 62.37 -5.95
Netherlands 68.74 67.21 65.57 -3.17
Portugal 65.73 70.60 71.10 5.37
Spain 68.32 66.13 62.41 -5.91
Sweden 71.65 67.04 69.16 -2.48
UK 72.79 71.99 70.67 -2.12
us 68.20 67.12 65.79 -2.41
Japan® 72.38 70.47 65.75 -6.64
Notes: The labour income share is given by the compensation per employee divided by GDP at factor costs
per person employed. The beginning of a trade cycle is given by a local minimum of annual real GDP
growth in the respective country.
3l West Germany until 1990
bl adjusted to fit in 3 cycle pattern
Data: European Commission (2010)
Source: Hein (2012, p. 13)

Second, personal income distribution has become more unequal in most of the
countries from the mid-1980s until the mid-2000s. Taking the Gini coefficient as an
indicator, this is true for the distribution of market income, with the Netherlands being the
only exception in the data set (Table 2). Germany is amongst those countries showing a
considerable increase in inequality, which was only exceeded in Finland, Italy, Portugal the
UK and Japan. If re-distribution via taxes and social policies by the state is included and the
distribution of disposable income is considered, Belgium, France, Greece, Ireland, and
Spain have not seen an increase in their Gini coefficients. In Germany, redistribution via
taxes and social transfers has been considerable and not been decreasing over time.

However, this did not prevent the Gini coefficient for disposable income from increasing. On
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the contrary, together with Finland, Italy, Portugal, Sweden and the US the increase in
Germany was most pronounced. In fact, according to the OECD (2008) applying further
indicators for inequality, Germany is one of the countries where the dispersion of
disposable income increased the most in the early 2000s before the Great Recession. And
as can be seen in Table 3, this redistribution was mainly at the expense of those with very
low incomes. While the P90/P10 ratio for disposable income increased significantly, the
P90/P50 ratio hardly increased. The P50/P10 ratio also slightly increased.

Third, as data based on tax reports provided by Alvaredo et al. (2014) have shown,
there has been an explosion of the shares of the very top incomes since the early 1980s in
the US and the UK, which, prior to the financial crisis and the Great Recession, have again
reached levels of the mid-1920s in the US and the mid-1930s in the UK. Although Germany
has not yet seen such an increase for the top 1 per cent, top 0.1 per cent or top 0.01 per
cent income shares (Figure 1), it should be noted that the share of the top 0.1 per cent, for
example, has been substantially higher in this country than in the US or the UK for longer
periods of time and that it was only surpassed by the US and the UK in the mid-1980s and
the mid-1990s, respectively (Hein 2014a). Furthermore, if we take a look at the top 10 per
cent income share, including capital gains, a rising trend from the early 1980s until 2007
can be observed. It reaches the level of the early 1930’s, excluding capital gains for the

earlier time period.

4 See Anselmann/Kramer (2012), Bach/Corneo/Steiner. (2009), Grabka/Goebel (2014) and SVR (2011, pp. 334-
348) for more detailed studies on personal or household distribution of income in Germany.
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Table 2: Gini coefficients for market income and disposable income,
mid-1980s - mid-2000s

Gini coefficient for households’ market income

Change from mid-

mid- around mid- around mid- .
Country 19805 1990 19905 2000 2000s 1980s/around 1990/mid-
1990s until mid-2000s
Austria . . . 0.433 .
Belgium 0.449 0.472 0.464 0.494 0.045
Finland 0.387 0.479 0.478 0.483 0.096
France . . 0.473 0.490 0.485 0.012
Germany 0.439 0.429 0.459 0.471 0.499 0.06
Greece 0.426 0.446 0.466 0.454 0.028
Ireland . . . . . .
Italy 0.420 0.437 0.508 0.516 0.557 0.137
Netherlands 0.473 0.474 0.484 0.424 0.426 -0.047
Portugal 0.436 0.490 0.479 0.542 0.106
Spain . . . . . .
Sweden 0.404 0.408 0.438 0.446 0.432 0.028
UK 0.419 0.439 0.453 0.512 0.500 0.081
us 0.436 0.450 0.477 0.476 0.486 0.05
Japan 0.345 . 0.403 0.432 0.443 0.098
Gini coefficient for households’ disposable income
Country mid- around mid- around mid- Change mid-1980s/around
1980s 1990 1990s 2000 2000s 1990 until mid-2000s
Austria 0.236 0.238 0.252 0.265 0.029
Belgium 0.274 0.287 0.289 0.271 -0.003
Finland 0.209 . 0.218 0.247 0.254 0.045
France 0.300 0.290 0.277 0.287 0.288 -0.012
Germany 0.251 0.256 0.266 0.264 0.285 0.034
Greece 0.336 0.336 0.345 0.321 -0.015
Ireland 0.331 . 0.324 0.304 0.314 -0.017
ltaly 0.309 0.297 0.348 0.343 0.352 0.043
Netherlands 0.272 0.292 0.297 0.292 0.284 0.012
Portugal . 0.329 0.359 0.356 0.385 0.056
Spain 0.371 0.337 0.343 0.342 0.319 -0.052
Sweden 0.198 0.209 0.211 0.243 0.234 0.036
UK 0.309 0.354 0.336 0.352 0.331 0.022
us 0.337 0.348 0.361 0.357 0.38 0.043
Japan 0.304 0.323 0.337 0.321 0.017

Note: Gini coefficient is based on equivalised household income
Source: OECD (2012a), our calculations
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Table 3: Percentile-ratios for disposable income in Germany, 1985 - 2008

1985 1990 1995 2000 2004 2008

P90/P10 3 3 3.3 3.2 3.4 3.5

P90/P50 1.7 1.8 1.8 1.8 1.8 1.8

P50/P10 1.7 1.7 1.8 1.8 1.9 1.9
Notes:

The P90/P10 ratio is the ratio of the upper bound value of the ninth decile (i.e. the 10% of people with
highest income] to that of the upper bound value of the first decile.

The P90/P50 ratio is the ratio of the upper bound value of the ninth decile to the median income.

The P50/P10 ratio is the ratio of median income to the upper bound value of the first decile.

Source: OECD (2014)

Figure 1: Top income shares in Germany, 1891 - 2007 (in per cent of national income])
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Source: Alvaredo et al. (2014), our presentation

Taking a look at the composition of top incomes, the increase in the income share of
the top 0.1 per cent in the US has mainly been driven by an increase in top salaries (wages
and salaries, bonuses, exercised stock-options and pensions) since the 1970s, and, since
the mid 1980s, also in entrepreneurial income (Alvaredo et al. 2014, Hein 2014a).
Remuneration of top management (‘working rich’) has therefore contributed significantly,

but not exclusively, to rising inequality in the US in the period of finance-dominated
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capitalism. Whereas top management salaries have contributed up to more than 50 per
cent to the income of the top 0.1 per cent income share in the US, in Germany top
management salaries have so far played a minor role. However, their share increased from
15 per cent in 1992 to 224 per cent in 2003 (Bach/Corneo/Steiner 2009).
Anselmann/Kramer (2012) also point out that in Germany the rise in top income shares was
driven largely by an increase in salaries, rather than capital income. This development can
be explained by the increasing compensation for top managers and financial professionals,

which resulted in the phenomenon of the ‘working rich’.

Figure 2: Top 1 per cent income share in gross market income and its composition,
Germany, 1992, 1998 & 2003 (in per cent of national income)
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Notes: Business income refers to the taxable income from agriculture, forestry, unincorporated business
enterprise, and self-employed activities, including professional services. Capital income includes all capital
income from private investments, except income from business activity.

Source: Diinhaupt (2011, p. 27)

Similar results were also found by Dinhaupt (2011) when decomposing the gross
market income of the top 1 per cent of the income share for Germany (Figure 2). Although
the data provided does not extend beyond 2003, one can see the increase in the relative
importance of top management salaries compared with capital income and business

income. However, the trend towards higher top management salaries is confirmed by
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Detzer (2014), considering payments of management boards in the 30 top-listed Germany
companies (DAX30). While those salaries increased only moderately from 1987 until 1995,
with an average of 5 per cent per year. From then until 2007, however, they increased

strongly, averaging 15 per cent per year.

3. The effect of financialisation on income distribution - a Kaleckian approach

To what extent can these tendencies towards redistribution in Germany be related to the
increasing dominance of finance? Hein (2014a) has reviewed the recent general empirical
literature on the determinants of income shares against the background of the Kaleckian
theory of distribution, in order to identify the channels through which financialisation and
neo-liberalism have affected functional income distribution (Table 4). According to the
Kaleckian approach (Kalecki 1954, Part |, Hein 2014b, Chapter 5), the gross profit share in
national income, which includes retained earnings, dividend, interest and rent payments, as
well as overhead costs (thus also top management salaries) has three major determinants.

First, the profit share is affected by firms’ pricing in incompletely competitive goods
markets, i.e. by the mark-up on unit variable costs. The mark-up itself is determined by: a)
the degree of industrial concentration and by the relevance of price competition relative to
other instruments of competition (marketing, product differentiation) in the respective
industries or sectors, i.e. by the degree of price competition in the goods market; b) the
bargaining power of trade unions, because in a heterogeneous environment with
differences in unit wage cost growth between firms, industries or sectors, the firm’s or the
industry’s ability to shift changes in nominal unit wage costs to prices is constrained by
competition of other firms or industries which do not have to face the same increase in unit
wage costs; and c) overhead costs and gross profit targets, because the mark-up has to
cover overhead costs and distributed profits.

Second, with mark-up pricing on unit variable costs, i.e. material plus wage costs,

the profit share in national income is affected by unit (imported) material costs relative to
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unit wage costs. With a constant mark-up, an increase in unit material costs will thus
increase the profit share in national income.

And third, the aggregate profit share of the economy as a whole is a weighted
average of the industry or sector profit shares. Since profit shares differ among industries
and sectors, the aggregate profit share is therefore affected by the industry or sector
composition of the economy.

Integrating some stylized facts of financialisation and neo-liberalism into this
approach and reviewing the respective international empirical and econometric literature,
Hein (2014a) has argued that there is some convincing empirical evidence that
financialisation and neo-liberalism have contributed to the rising gross profit share, and
hence to the falling labour income share since the early 1980s, through three main
channels.’

First, the shift in the sector composition of the economy, from the public sector and
the non-financial business sector with higher labour income shares towards the financial
business sector with a lower labour income share, has contributed to the fall in the labour

income share for the economy as a whole in some countries.

% See in particular the recent panel econometric studies on the determinants of functional income distribution
including data for large sets of countries or industries by Diinhaupt (2013), Kristal (2010), Stockhammer (2009,
2013a, 2013b) and Tomaskovic-Devey/Lin (2013).
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Table 4: Financialisation and the gross profit share - a Kaleckian perspective

Determinants of the gross profit share (including (top) management

salaries)

1) Mark-up

Stylized facts of
financialisation
(1.-7.) and neo-
liberalism (8.-9.)

1.a)
Degree of
price
competition
in the goods
market

1.b)
Bargaining
power and
activity of
trade union

1.c)
Overhead
costs and

gross profit
targets

2) Price of
imported raw
materials and
semi-finished

products

3) Sector
composition
of the
domestic
economy

1. Increasing
shareholder value
orientation and
short-termism of
management

2. Rising dividend
payments

3. Increasing
interest rates or
interest payments

4. Increasing top
management
salaries

5. Increasing
relevance of
financial to non-
financial sector
(investment)

6. Mergers and
acquisitions

7. Liberalisation
and globalisation
of international
finance and trade

8. Deregulation of
the labour market

=+

9. Downsizing of
government

=+

+

Notes: + positive effect on the gross profit share, - negative effect on the gross profit share, ... no direct
effect on the gross profit share
Source: Hein (2014a, p. 15)

Second, the increase in management salaries as a part of overhead costs, together

with rising profit claims of the rentiers, i.e. rising interest and dividend payments of the
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corporate sector, have in sum been associated with a falling labour income share. Since
management salaries are part of compensation of employees in the national accounts and
thus of the labour income share, the wage share excluding (top) management salaries has
fallen even more pronounced than the wage share taken from the national accounts.

Third, financialisation and neo-liberalism have weakened trade union bargaining
power through several channels: increasing shareholder value and short-term profitability
orientation of management, sectoral shifts away from the public sector and the non-
financial business sector with stronger trade unions in many countries to the financial
sector with weaker unions, abandonment of government demand management and full
employment policies, deregulation of the labour market, and liberalisation and
globalisation of international trade and finance.

These channels should not only have triggered falling labour income shares, but
should also have been conducive to the observed increases in inequality of
personal/household incomes. The major reason for this is the (even more] unequal
distribution of wealth, generating capital income, which then feeds back on the household
distribution of income when it comes to re-distribution between labour and capital

incomes.

4. The effect of financialisation on functional income distribution - evidence for
Germany

Checking the relevance of these channels for the German case, with respect to the first
channel we find that neither the profit share of the financial corporate sector was higher
than the profit share in the non-financial corporate sector in the period of the increasing
dominance of finance starting in the early/mid 1990s (Figure 3], nor was there a shift of the
sectoral shares in gross value added towards the financial sector (Figure 4). However, the
share of the government sector in value added has seen a tendency to decline, from 12 per
cent in the mid-1990s to below 10 per cent in 2007. Ceteris paribus, this means a fall in the
aggregate wage share and a rise in the aggregate profit share, because the government

sector is a non-profit sector in the national accounts.
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Figure 3: Sector gross operating surplus, Germany, 1991-2011 (per cent of sector
gross value added)
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Source: Statistisches Bundesamt (2012), our calculations and presentation

Figure 4: Sector shares in nominal gross value added, Germany, 1991-2011 (per cent
of total)
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Figure 5: Wage share adjusted for the labour income of top 1 per cent, Germany, 1992
- 2003 (per cent of net national income)
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Regarding the second channel, the increase in top management salaries and higher
profit claims of financial wealth holders, we have several indicators supporting the validity
of this channel for Germany. Dinhaupt (2011) has corrected the wage share from the
national accounts for the labour income of the top 1 per cent by assuming that the latter
represent top management salaries, following the examples by Buchele/Christiansen
(2007) and Glyn (2009) for the US and Atkinson (2009) for the UK.¢ The resulting wage share
for direct labour shows an even steeper downward trend than the wage share from the
national accounts: the difference between the two wage shares increased from 4
percentage points in 1992 to 5 percentage points in 2003 (Figure 5). An increase in the
share of top management salaries is thus associated with a decline of the share of wages

for direct labour in national income.

¢ Recently, also the OECD (2012b, Chapter 3) has presented such corrected wage shares for Canada, France,
Italy, Japan, the Netherlands and the US.
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Figure 6: Income shares in national income, Germany, 1980 - 2013 (per cent)

20 70
18 68
16 —= POTL ALLLYY SPPE ST - b6
T4 > R = VL, 64
12 «® — '.. o e o e MEE] .......'... 62
10 = 60
8 pi ’\‘ 58
6 - 'a = —ﬁ/—\—' 56
”~ -
4 ~, 7 o === / v =l
N r-” S S e =
2 v 52
0 T T T T T T T T T T T T T T T T 50
S & o d @ N A e P D e DO

N S LN S N I S R G I M M

seeese net property income/net national income

= == retained earnings/net national income

compensation of employees/net national income (right scale)

Note: West Germany until 1990
Source: Statistisches Bundesamt (2014), our presentation based on data provided by Petra Diinhaupt.

Figure 7: Components of rentiers’ income as a share in net national income, Germany,
1980 - 2013 (per cent)
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Extending another analysis provided by Dinhaupt (2012), we also find that, in the

long-run perspective, there is substantial evidence that the increase in the profit claims of
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rentiers came at the expense of the workers’ share in national income (Figure é). In the
1980s, the fall in the wage share (compensation of employees as a share of national
income, as retrieved from the national accounts) was accompanied by an increase of both
the share of rentiers income (net property income consisting of interest, dividends and
rents) and the share of retained earnings of corporations. However, from the 1990s, after
German re-unification, until the Great Recession, the fall in the wage share benefitted
mainly the rentiers’ income share. Only during the short upswing before the Great
Recession did the share of retained earnings also increase at the expense of the wage
share. Decomposing the rentiers’ income share (Figure 7), it becomes clear that the
increase was almost exclusively driven by a rise in the share of dividends, starting in the
mid-1990s, when we observe an increasing dominance of finance and shareholders in the
German economy.

In an econometric study for Germany (1960-2007), Hein/Schoder (2011) find a highly
significant and strong effect of the net interest payments-capital stock ratio of the non-
financial business sector on the profit share, thus confirming the notion of an interest
payments-elastic mark-up affecting the distribution between capital and labour. This
means that rising interest rates and costs in the 1980s contributed to the observed fall in
the wage share. In the 1990s, however, the decrease in the share of net interest income in
net national income would have allowed for a rise in the wage share, which, however, was
prevented by the even more pronounced rise in the share of dividends in net national
income, suggesting a dividend-elastic mark-up in firms’ pricing, too.

Regarding the third channel, the weakening of trade union bargaining power, we find
that several indicators apply to the development in Germany from the mid-1990s until the
Great Recession. First, starting in the early/mid 1990s, downsizing the government sector,
as shown above, and the switch towards restrictive macroeconomic policies focussing
exclusively on achieving low inflation and (close to) balanced public budgets meant low
growth and rising unemployment, in particular in the stagnation period of the early 2000s,
as analysed extensively by Bibow (2003, 2005), Herr/Kazandziska (2011) and Hein/Truger

(2005, 2007, 2009), for example.
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Second, policies of deregulation and liberalization of the labour market (Hartz-laws,
Agenda 2010) explicitly and successfully aimed at weakening trade union bargaining power
through lowering unemployment benefits (replacement ratio and duration), establishing a
large low-paid sector, as well as reducing trade union membership, collective wage
bargaining coverage and coordination of wage bargaining across sectors and regions
(Hein/Truger 2005, 2007). Table 5 summarises some supportive data on these
developments. As can be seen, as a result of the reforms, unemployment benefits were
drastically reduced, so that net- as well as gross- replacement rates declined considerably
in the 2000s, even when other transfers like social assistance and housing benefits are
included. While indicators for employment protection show a slight increase in employment
protection for regular contracts since 2000, temporary contracts have been heavily
deregulated, contributing to the emergence of a dual labour market in Germany. The
weakening of trade unions in the 2000s can be seen by the decline in membership, but
particular by the decline in bargaining coverage, which went from 74 per cent in the late
1990s to only 61 per cent in 2011. While the indicators still show high degrees of
coordination of wage bargaining, a trend towards decentralisation of collective bargaining
can be observed. Kramer (2008) notes that bargaining coverage of branch level agreements
have declined. At the same time so called opening clauses were used more extensively,
which allow firms to diverge from collectively agreed standards under certain

circumstances.
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Table 5: Labour market regulation, trade unions, unemployment benefits and taxes,
1990 - 2013, Germany
1990 | 1995 | 2000 | 2005 | 2010

1994 | 1999 | 2004 | 2009 | 2013

Trade Unions
Union density rate 32.7 | 27.0 | 23.4 | 20.1 18.3

Union coverage of workplaces or establishments 57.4 | 49.0 43.0

Bargaining (or union) coverage, adjusted for 850 | 722 | 479 | 639 611

occupations and sectors without right for bargaining

Employment protection

Strict f L t protection - individual
rictness of employment protection - individua 24 27 27 29 29

dismissals (regular contracts)

Strictness of employment protection - collective 14 14 16 16

dismissals (additional restrictions)

Strictness of employment protection - temporary 13 24 17 10 10

contracts

Unemployment benefits

. .
Gross replacement rate (% of average production 283 | 262 | 292 | 24.2

worker wage')

Gross replacement rate (% of average wage?) 32.3 | 22.6 20.8

Net replacement rate summary measure of benefit
entitlements (excl. social assistance and housing 60.1 45.3 42.2
benefits)

Net replacement rate summary measure of benefit
entitlements (incl. social assistance and housing 63.1 57.6 53.7

benefits)
Notes: Averages were calculated for the 5 year periods indicated. Sometimes data was not available for all

years in the 5 year periods, ! refers to the average wage in sector D (Manufacturing) of the International
Standard Industrial Classification of All Economic Activities (ISIC), Rev.3; 2 refers to the average wage in
sectors B to N of the ISIC, Rev.4.

Source: OECD (2014), Visser (2013), our calculations

Third, trade and financial openness of the German economy increased significantly
and put pressure on trade unions through international competition in the goods and
services markets and through the threat effect of delocalisation. The foreign trade ratio
(exports plus imports as a share of GDP) an indicator for trade openness, increased from

39.1 per cent in the mid-1990s to 71.4 per cent in 2007, just before the Great Recession
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(Statistisches Bundesamt 2011). The foreign assets/liabilities-GDP ratios, as indicators for
financial openness, increased from 56 per cent/40 per cent in 1991 to 200 per cent/174 per
cent in 2007 (Deutsche Bundesbank 2014).

Fourth, shareholder value orientation and short-termism of management increased
significantly, thus increasing the pressure on workers and trade unions. According to the
empirical analysis by Detzer (2014), two institutional changes were important in this
respect. First, ownership of non-financial corporations changed. The share of stock directly
held by private investors has halved between 1991 and 2007, while the share held by
institutional investors increased significantly. Similarly, strategic investors reduced their
ownership share and investors who are more likely to have purely financial interests
increased it. Also fewer strategic block holders, which can shield managers from market
pressure, are present in firms. Additionally, activist hedge funds and private equity firms,
which directly pressure management to favour shareholder value, have become more
active in Germany.

Secondly, the development of a market for corporate control put pressure on
managers to pursue shareholder value friendly strategies in order to protect themselves
against hostile takeovers. For Germany, data on mergers and acquisitions and hostile
takeover attempts show that the activity in this market increased considerably in the 1990s
and early 2000s. Important factors facilitating this were legal changes in the 1990s and
early 2000 which gradually removed obstacles to takeovers and the gradual dissolution of
the German company network. In particular the big banks actively reduced their central
role in the network since the 1990s due to their increased preference for investment

banking activities.
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Figure 8: Sources of operating surplus of non-financial corporations, Germany, 1991-
2011 (per cent of sector gross operating surplus)

30
25 At
15 - s LTH ... .oo'l-n.'..... .o-
LY ., . s - -~ -~ - ™ -
10 LR e r s b G R T S— z =
5 b > e
. Ity S~ N7
-10
N v > \x N \o} A D N Q \ V O M H \{ \ D> Q Q N
A A Q A Q A N A N N O Q Q N QO N N Q QS N N
S R R S R R S I
«+++++ Property income, total Interest
== == Distributed income of corporations —=== = Reinvested earnings on FDI

Note: Total property income includes additionally property income attributed to insurance policy and rents
Source: Statistisches Bundesamt (2012), our calculations

Figure 9: Uses of operating surplus of non-financial corporations, Germany, 1991-
2011 (per cent of sector gross operating surplus)
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Empirical analyses of the effects of financialisation on investment in capital stock of
non-financial corporations have taken the financial profits of non-financial corporations as
an indicator for the ‘preference channel’ of financialisation and increasing shareholder

value orientation of managements. Rising financial profits indicate an increased preference
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of management of non-financial business for short-term profits obtained from financial
investment, as compared to profits from real investment, which might only be obtained in
the medium to long run. As Figure 8 shows, this is exactly what can be found for German
non-financial corporations starting in the late 1990s/early 2000s. Property income,
consisting of interest, distributed income of corporations [i.e. dividends, property income
attributed to insurance policy holder and rents) and reinvested profits from FDI, increased
significantly as a share of gross operating surplus. This increase was driven considerably
by an increase in interest payments received in a period of low interest rates and by an
increase In dividend payments obtained. The increase in the relevance of both types of
financial profits indicates an increasing relevance of financial investment, as compared to
investment in real capital stock of non-financial business. Another indicator for the effects
of an increasing shareholder value orientation of management on investment in capital
stock is the share of profits distributed to shareholders. Figure 9 shows that such a
phenomenon can be observed for German non-financial corporations, too. The share of
distributed property income in the gross operating surplus tended to rise starting in the
mid-1990s. This increase was driven almost exclusively by an increase in the share of
distributed income of corporations, i.e. dividends, whereas the share of interest payments

in the gross operating surplus stagnated or even declined.

5. Conclusions

In this paper we have provided a deeper investigation of the long-run effects of
financialisation on income distribution before the financial and economic crises for
Germany, one of the major mercantilist export-led countries. The analysis built on a
Kaleckian approach towards the examination of the effects of financialisation on income
shares, as suggested by Hein (2014a). First, we have shown that Germany has seen
considerable re-distribution of income since the early 1980s, which accelerated in the early
2000s, in particular: a tendency of the labour income share to decline; rising inequality in

the personal and household distribution of market and disposable income (although
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government redistribution has not been weakened), in particular at the expense of very low
incomes; and a rise in top income shares, considering the top-10 per cent income share.
Examining the three main channels through which financialisation (and neo-liberalism) are
supposed to have affected the wage or the labour income share, according to the Kaleckian
approach, we have provided evidence for the existence of each of these channels in
Germany since the mid 1990s, when several institutional changes provided the conditions
for an increasing dominance of finance. First, the shift in the sectoral composition of the
economy away from the public sector and towards the corporate sector, without favouring
the financial corporate sector, however, contributed to the fall in the wage and the labour
income share for the economy as a whole. Second, the increase in management salaries as
a part of overhead costs together with rising profit claims of the rentiers, in particular
rising dividend payments of the non-financial corporate sector, have in sum been
associated with a falling wage and labour income share, although management salaries
are a part of employee compensation, and thus also form part of the wage share, in the
national accounts. The latter implies that the share of direct labour, excluding top
management salaries, has fallen even more drastically. Third, financialisation and neo-
liberalism have weakened bargaining power of German trade unions through several
channels: downsizing the role of the public sector and of government demand
management, active policies of deregulation and liberalization of the labour market
explicitly and successfully aimed at weakening workers and trade unions, increasing trade
and financial openness of the German economy and, finally and in particular, rising
shareholder value and short-term profitability orientation of management. Any policies
aiming at raising the labour income share and improving income distribution in Germany,
as part of a wage- or mass income-led growth strategy, avoiding the problems of the
unsustainable export-led mercantilist and debt-led consumption boom regimes before the

crisis, would have to tackle these three channels.”

7 See Hein (2011) and Hein/Mundt (2012, 2013) for further elaborations on the implications of such an analysis
for a long-run wage- or mass income-led growth strategy.
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