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ABSTRACT

FINANCIAL LIBERALIZATION AND ITS
DISTRIBUTIONAL CONSEQUENCES: AN
EMPIRICAL EXPLORATION

SEPTEMBER 2005

ARJUN JAYADEV
BSc., UNIVERSITY OF LONDON
Ph.D., UNIVERSITY OF MASSACHUSETTS AMHERST

Directed by: Professor J. Mohan Rao

Although there has been growing interest in the social impacts of financial
deregulation in economies across the world, a large research gap persists. Despite
voluminous literature, there has been very little empirical work addressing the
distributional consequences of a liberal financial regime.

This dissertation seeks to make such an assessment. Developing a theoretical
model and a new and improved index of deregulation, this dissertation uses panel
data analysis to test the effects of international capital mobility on the share of
labor in national income. The results suggest that capital account openness
reduces the labor share of national income, thereby providing evidence for the
thesis that capital mobility alters the bargaining power of labor and capital to

the detriment of the former.

vil



The cross country study is supplemented by two case studies of India and In-
donesia which assess the impacts of both international and domestic deregulation
on other aspects of distribution. The results suggest that despite the contrast-
ing approaches to financial liberalization, in both economies it has considerably
reduced the scope for policy makers to undertake egalitarian developmental poli-

cies and to protect vulnerable sections of society.
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CHAPTER 1
INTRODUCTION

Those who take the most from the table, teach contentment. Those
for whom the taxes are destined, demand sacrifice. Those who eat
their fill speak to the hungry of wonderful times to come. Those who
lead the country into the abyss, call ruling difficult for ordinary folk.

The defeats and victories of the fellows at the top aren’t always
defeats and victories for the fellows at the bottom.

Bertolt Brecht

1.1 Motivation

This dissertation is an empirical exploration of the distributional impacts of
external and domestic financial liberalization. Despite an abundant literature
that evaluates the various social consequences of neoliberal reforms, the effects
of financial deregulation on various elements of distribution have been seriously
understudied. There are many reasons for this neglect- researchers have been
hampered till recently by the unavailability of comparable data on inequality,
poor measures of financial liberalization, and the recency of reforms in many
parts of the world .

Real world developments and advances in research have only made this gap
more glaring and urgent to address. A series of devastating financial crises in
regions as varied as East Asia, Latin America, Russia and Turkey in the 1990s
have caused many policy makers to reconsider the dangers posed by rapid in-

tegration into the global financial system. In addition, there has been a steady



accumulation of evidence that the perceived benefits of financial market liberal-
ization in terms of growth and stability are not supported by the data, or have
not come to pass (Prasad et al, 2003, Lee and Jayadev, 2005, Gourinchas and
Jeanne, 2002). As a result, there has been a significant reversal in the commit-
ment to financial deregulation and growing concern about its effects on social
outcomes.

The following chapters attempt to make an empirical contribution to the
literature by adopting a two pronged methodology: a cross country analysis of
a particular question raised by the theoretical literature, and two case studies of
developing countries designed to make a detailed assessment of the distributional
consequences of financial reforms.

The cross country study, (chapter 2) explores the effect of capital account
liberalization on the functional distribution of income.In doing so it provides
empirical traction for the hypothesis (cf Rodrik, 1997, Crotty and Epstein, 1996
, Harrison, 2002) that capital mobility reduces the bargaining power of labor,
thereby lowering the share of national income going to the labor share of national
income. In doing so, the dissertation contributes to a large body of cross country
work which attempts to identify where openness has an econometrically relevant
effect on other macroeconomic variables of relevance.

While internal and external deregulation often involves a similar set of dereg-
ulatory measures across countries, the specific channels and intensity with which
this affects distribution in different countries varies according to a large set
of conditioning social, institutional and historical factors. Chapters 3 and 4
explores more closely the relationship between internal and external financial
deregulation and distributional outcomes in two developing countries, India and
Indonesia. As such, the case studies follow institutionally oriented research such

as (Haggard et al 1993, Keohane and Milner , 1996, Grabel, 1995, Dutt and



Rao, 2001) in identifying subtler structural or longer-term impacts of the chang-
ing political, rural-urban and state- market relationships following liberalization.

The following section outlines the dissertation and methodology employed.

1.2 Methodology

Chapter 2 uses an unbalanced cross country panel data analysis to assess the
impact of capital account openness on the labor share of income. The structural
equation to estimate this effect is motivated by a two sector general equilibrium
wage bargaining model which accounts for structural differences between coun-
tries. Research on financial openness has been hampered in the past by the lack
of a meaningful index of capital mobility which is both broadly available as a time
series for a large number of countries and compelling as an indicator. Drawing
from the International Monetary Fund’s abundant data on capital restrictions,
this chapter employs an index developed by Kang-Kook Lee and myself !, which
solves some of the extant problems with the data. The United Nations national
accounts data are used to extract a common cross country measure of the labor
share of national income.

Employing a fixed effects model to control for country-specific variation, the
chapter tests the hypothesis that capital account openness reduces the labor
share of national income. Although individual country heterogeneity is supposed
to be accounted for by a fixed-effects model, the presence of such fundamental
differences as a large informal sector in developing countries may make a struc-
tural equation across both developed and developing countries inappropriate and
unsatisfactory. In addition, the effects of openness on labor outcomes are likely

to vary by the level of development. To account for this, the estimation equa-

'With assistance from Mathieu Dufour.



tions are also estimated separately for the low-income, middle income and upper
income groups of countries.

While financial liberalization presumably involves a similar if not identical
set of deregulatory measures across countries, the specific channels and inten-
sity with which this affects different countries varies according to a large set of
conditioning social, institutional and historical factors. Cross country analyses
cannot, almost by definition, take this into account, and have come into some
criticism for this?

Accordingly, chapters 3 and 4 describe the trajectory of the financial systems
of India and Indonesia in terms of their regulation and deregulation from the
1970s to date. The chapters use a ‘before-after’ framework to trace the effects of
the liberalization programs of the 1980s and 1990s on various aspects of inequal-
ity, such as access to finance, gini based inequality, urban vs. rural development
and development spending.

In doing so, these chapters situate themselves in a political economy in-
spired perception of the role of finance in economic development. Starting from
Gerschenkron (1962) onwards, this theoretical tradition has seen external and
domestic financial regulation as a central element in a successful and broad based
transition to an industrial economy. Regulation is seen as a necessary measure
to aid industrial policy (Crotty and Epstein, 1996),to reduce externally gener-

ated instability (Palma, 1998, Grabel, 1995) and to assist countries move up

2Pieper and Taylor, 1998 put it both succinctly and searingly:

Lacking rich historical description, attempts at empirical analysis
will be at best ambiguous and controversial due to weak methodolo-
gies and poor statistics, the overwhelming difficulties in correctly
identifying the ‘counter-factual’, and debates about whether neolib-
eral policies have really been adopted. (Pieper and Taylor, 1998)



the productivity chain (Chang, 2002). The importance of financial regulation in
order to maintain a reasonable income distribution in the face of transition is
very much a theme of this strand of research.

The case studies employ a Marxian lens to view the question.Each of the
case studies focuses on the effects of financial liberalization on three sites or
‘circuits’ of finance where resources are contested: the banking sector, the capital
market and the government budget (through government debt and expenditure).
That is, in an analogous manner to the analysis in Marx (Marx, 1967), the
reproduction of the three sectors is seen as involving political processes and
confrontations between individuals and groups for financial resources. Financial
liberalization changes the relative power of these groups, and consequently, their
shares in resources generated through these circuits. Such an analysis is explicitly
modeled in chapter 3 as a wage bargaining model. In the case studies, changes in
actual distributional outcomes in terms of these various groupings (urban-rural,
rich-poor, large borrower-small borrower, state-bond holders etc.) are identified
and described.

Complex phenomena such as inequality and poverty have multiple causes.
Given this, it is very difficult to obtain proper identification mechanisms through
which to make causal statements linking financial deregulation (or any other
policy) to such outcomes. As a result, the case studies utilize a framework in
which plausible linkages are elaborated upon by a combination of descriptive
statistics and short time series econometrics. Chapter 3 deals with India from
the nationalization of banks through the period of (as of yet incomplete) financial
liberalization. Chapter 4 deals with Indonesia from the establishment of the New
Order government in 1967 through the financial liberalization and crisis of the

1990s to date.



The concluding chapter (chapter 5) summarizes the findings of the disserta-
tion. It discusses the policy implications of the analysis undertaken and considers

further avenues for research.



CHAPTER 2

CAPITAL ACCOUNT OPENNESS AND THE LABOR
SHARE OF INCOME

2.1 Introduction

The world has changed. More intense competition, both within
and between countries has decreased rents. Financial capital moves
around, physical capital relocates. The old view just no longer ap-
plies, and the limits of redistribution through the market are much
tighter. Trying to appropriate the rents may lead firms to move to
emerging markets, or else just go bankrupt

Olivier Blanchard, Libération, December 2002

A significant issue within the political economy of globalization concerns the
distributional consequences of the increased mobility of capital vis a vis labor.
In the last few years, a common story has developed about this process. A
brief précis of this narrative, found both in the popular press(as in Blanchard,
above) and in academic accounts (Rodrik 1997; Crotty and Epstein, 1996) runs
somewhat as follows. In an environment of increased global competition and
capital mobility, rents and quasi rents in production are significantly squeezed.
However, in such a world, capital’s share of these reduced rents is decisively
increased, since capital now can seek higher returns from abroad more easily
than before, thus enhancing its position in a strategic bargain with labor.

Despite the seeming ubiquity of this narrative, there have been few attempts

to test the effects of openness to capital flows on the share of income going to



labor at the economy-wide level'. Much attention has been focused on the effects
of trade integration on wage outcomes, but by contrast, relatively little attention
has been paid to assessing capital market integration. Some theoretical stud-
ies have operationalized the idea of the strategic bargain in a Nash bargaining
framework (Rodrik, 1997; Zhao, 1998; Bughin and Vannini, 1995; Choi, 2002,
Mezetti and Dinopoulos, 1991), and there have been some empirically oriented
microeconomic studies focused on the issue in the context of U.S unions (Gaston
and Trefler, 1995; Slaughter, 2000 ; Choi, 2002) The implications for macro level
outcomes, however, remain unstudied. Yet, at the same time, macroeconomists
have documented large reductions? in the labor share of national income in a
few countries over the last two decades (Poterba, 1999, Blanchard 2000) the
era— perhaps not coincidentally,—of major increases in capital mobility. This is
an important connection since many of the accounts of globalization (for exam-
ple, Blanchard’s statement above) appear to center on the impacts of capital
mobility on the bargaining power of labor as a whole, and hence on macroeco-
nomic outcomes. An obvious question suggests itself. Does the hypothesis that
capital account openness reduces the share of income going to labor have any
empirical traction at the macroeconomic level?

A related question regards how generalizable such a claim is.The bargain-
ing argument makes no evident distinction per se between high and low income
economies. There are, however, numerous obvious differences between countries
in this context. Richer countries possess a constellation of social structures,
regulations and institutional frameworks which make a bargaining theoretical

argument seem plausible. Even in the absence of a large proportion of formal

'Harrison,2002 remains the sole exception.

2In some cases as much as 10 percent of gross domestic income.



unions, the organized sector is large, and tacit agreements and political accords
between capital and labor as a whole often prevail. By contrast, middle and
low income countries possess significantly different labor market conditions. In
countries with per capita income even as high as 2,000 dollars to 5,000 dollars,
social security and unemployment benefits are insignificant. Employment in
the unorganized sector is large: current estimates suggest that informal employ-
ment comprises about one-half to three-quarters of non-agricultural employment
in developing countries (ILO 2002a, ILO 2002b)). Employment in this sector,
characterized by lower wages and uncertain legal protections and mandated ben-
efits, is the typical domestic fall back position of the majority of employees in the
organized sector. Nevertheless, it is a priori possible that the bargaining effect of
openness may still hold some relevance for organized labor even in lower income
economies, especially if labor in this sector is somehow differentiated from other
labor.

This chapter explores these questions using panel data from the United Na-
tions National Accounts Statistics Database for over a hundred countries for the
period 1972-1995. A significant advance in this chapter is the use of a new and
more nuanced index of capital account mobility developed by Lee and Jayadev ,
2003. This index follows Quinn , 1997 in developing an original measure of open-
ness which codes for the intensity of capital controls. Details on its construction
are given in the section on data and in the appendix.

The analysis presents a central result: controlling for various contemporane-
ous factors,capital mobility has a direct negative impact on the labor share of
income in all samples and sub-samples, except for the low-income country sam-

ple?. This finding provides support for the argument that openness reduces the

3See appendix 2 for a list of countries by income level.



bargaining position of labor and the share of income going to labor, but suggests
that this effect is concentrated in more developed economies.

The remainder of this chapter is structured as follows. In the first section,
I present a simple two sector model of an economy which is opening up its
capital account. The model formalizes the effects of capital mobility on intra
firm bargaining over rents in an oligopolistic setting, and on the labor share of
income within the representative firm and the organized sector as a whole.I then
discuss the potential effect on the economy wide labor share. The next section
concerns the data used in this chapter.l briefly consider the literature on these
effects before turning to the analysis of the data.The final section provides a

summary of the results as well as an evaluation of the findings.

2.2 A Wage Bargaining Model

Consider an economy in which production takes place in an organized sector
and an unorganized sector. In the former sector, labor market outcomes are the
result of a bargaining game between capital and labor represented by a monopoly
union. Output is produced according to a Leontief production function with
fixed coefficients technology*. In the unorganized sector, there is little or no
capital and/or individuals are self employed. This can be operationalized as
a competitive sector in which the entire return in production is wage income.
Both sectors produce using a variable amount of labor. As such, firms produce

according to a following simple production functions:

Qu =Ly (2.1)

4The qualitative conclusions of the model will not change even with a variable
coefficients technology, as long as the elasticity of factor substitution is less than
one.

10



for the unorganized sector, and

Qi = min[yL;, 0 K;] (2.2)

for any firm in the organized sector
Beginning with the unorganized sector consisting of identical firms, it is as-
sumed that the productivity of labor is given and fixed at w,. The competitive

sector can be assumed to display the following form in equilibrium:

Wy = Pu (2.3)
And thus, labor share in the sector is % = 1.

The organized sector consists of n identical firms in a Cournot game which
are all producing a homogenous good. The output of the firms are given by

(Li, Lo, Ls...Ly,). The output of the sector is given by

n n

Qo= Qi=> 7L (2.4)

=1 =1
with

where i is the " firm

In order to close the model, a full employment condition is assumed.

N =L,+ L, (2.6)

Consider now the problem of bargaining over wage and employment between
the labor union and the representative firm. The union cares about wages, and

thus the objective function of the union is of the form:

11



u = u(wo; wy) (2.7)

where wy is the negotiated wage and w,, is the fallback wage with w, > w,(in
this case the competitive wage available in the other sector).

From the production function, the profit of the i** firm is given by:

T = 9 Qo) Qi — woLi — 1o K; = g7 Qo] Li — woLi — 1o K; (2.8)
where ¢g71Q,] is the inverse market demand function.

In the event of a breakdown in negotiations, the firm is assumed to be able
to obtain a return from abroad on capital equal to p, and that the perceived
return from abroad is at least equal to the return in the home economy.

The return from abroad, however, is reduced by the presence of capital con-
trols in the home country. Capital mobility (or equivalently, freedom to move
production to another location abroad) can be parameterized simply by ¢ where
¢€[0, 1] and thus the fall back position of the firm is ¢p . Thus the threat point,

or return on capital abroad of the firm, is given as

T=¢p (2.9)

I assume that workers do not see themselves as capable of attracting a new
firm to the economy. As such, there is an asymmetry in fall back positions.
Assuming that the exogenously given bargaining power of the union is a (and
thus the corresponding power of the firm is (1 — «)), « €[0,1], the generalized

Nash bargain is as follows:

Mazx A= [m; — 7] [u(w,; wy,)]” (2.10)

with respect to w,
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Taking logs this can be rewritten as:

Maz log(A) = (1 — a)log(mi(w,) — 7] + log(a) [u(w,; w,,)] (2.11)

with respect to w,

Maximizing this function with respect to the wage:

o N (1 —a)(m)

() —— =0 (2.12)
This can be written in implicit terms as
Z(w,, ) =0 (2.13)
Totally differentiating the function yields:
Zdt + Zy, dw, =0 (2.14)
and
d;f - _Zf (2.15)

From the total differentiation of (14) and the first and second order condi-

tions, it can be shown that:

dw,
7. >0, Zy, < 0,22
dr

<0 (2.16)
In other words, with a rise in the fallback option of capital in this sector, the

bargaining power of labor is reduced, leading to a decrease in the wage rate in

the sector.
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2.2.1 Labor Share Under Increasing Openness
The wage share in each firm is given by
(woLi> (woLi> Wy

T 0 QQ: g QJ(VL) g Qo (2.17)

since w, falls with increasing 7 from (16) above and ¢g~'[Q,]y remains un-

g

changed, the wage share in each firm and thus in the sector as a whole falls as
a result of increased openness.

The labor share in the entire economy by definition is:

Q =m(LS,) + (1 —m)(LS,) (2.18)

where LS, is the labor share in the organized sector and LS, is the labor
share in the unorganized sector and m refers to the weight of production of the
organized sector in the economy.

This can be rewritten as

Q =m(B) + (1 —m)(1) (2.19)

since LS,= 3, LS, = 1. From this, it is easy to see that

AQ = m(AB) + (8 — 1)(Am) < 0 (2.20)

The first term above refers to the partial effect of the threat of relocation
abroad which reduces the labor share in the formal sector (a threat effect).
The latter term refers to an inter-sectoral effect, in which labor moves from
the sector with higher labor share to lower labor share (a composition effect)
as Am rises. In developed countries -where m is close to 1- the negative effect
from increased capital mobility on labor share is restricted primarily to the rent

squeeze effect imposed on labor in the organized sector. In developing countries -
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where m is significantly lower than 1- any substantial decrease in the labor share
in the overall economy is more likely to arise from a composition effect, whereby
an increase in capital formation in the organized sector expands production in
that sector and draws labor in from the unorganized sector. This, in turn, will
occur only if there is an increase in the capital stock following capital account
openness). If, by contrast, there is a capital outflow out of the organized sector to
the outside world(a possibility that cannot be discounted)®, Am will be negative
and the effect on the labor share will be ambiguous. As such, the model predicts
direct negative effects of openness on the labor share in developed countries and
indeterminate effects in poorer countries.

The purpose of the model was to isolate and assess the effects of openness
on the bargaining process between firms and workers and the resultant effects
on the labor share of income. As such it does not consider other important (and
correlated) real life events such as trade liberalization, labor market reform, the
drawing back of the state and deregulation, all of which will may have strong

effects on the bargaining process. I consider these in the empirical section.

2.3 Data and Trends

2.3.1 Measuring Financial Openness

Most efforts to identify the presence of capital account restrictions have relied
primarily on the annual publication of the IMF “Exchange Arrangements and
Exchange Restrictions” which provides details on various regulations on capital
account transactions across countries. It has represented the central source for
various constructions of financial openness (Quinn, 1997, Kraay 1998, Klein and

Olivei, 1999, Edwards, 2001,Chinn and Ito , 2003). Studies have constantly faced

5See Morissey and Baker, 2003. for evidence of this.
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the problem of assessing the degree and intensity of restrictions to the mobility of
capital. This is an important problem, since many countries, even those that are
relatively developed, have maintained a variety of capital controls with varying
intensities, which presumably have different impacts on the variables of interest.
Researchers have come up with various responses, ranging from an outright
ignoring of the problem (i.e. treating it as a binary indicator) to providing
various remedial measures®. Quinn’ s index remains the definitive study in this
regard. Quinn codes the intensity of controls in balance of payments using data
on statutory restrictions. However, these data are only available for non-OECD
countries for 4 years. Lee and Jayadev, 2003 reproduce the methodology, slightly
modified, utilized by Quinn for his analysis of capital account restrictions and
apply this to all the countries in the IMF annual report for the period 1972-
1996. While there are substantial evaluative judgments to be made regarding the
qualitative nature of the report, we find that our coding has a 0.97 correlation
coefficient with Quinn’s index for OECD countries and a 0.91 correlation for
the two years in the period for which he provides data for all countries. The
strength of these correlations, as well as checks against other data suggests that
our measures are reasonable. The details of the coding methodology can be
found in the appendix.

Figure 1 details the movements in capital account openness over the last two
and a half decades using this indicator. Openness has increased in all groups of
countries, with the early nineties being the period of rapid opening up by lower

income countries.

6Kraay, 1998 for example distinguishes only between major periods of change
(5 years of controls followed by 5 years of no controls).
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2.3.2 Measuring Labor Shares

The UN dataset is a regularly published and consistent series,based on the
system of national accounts, 1968. It is estimated on the basis of surveys of
enterprises or establishments and government accounts.I define the labor share
of national income as the ratio of compensation of employees to GDP” from the
table of cost components of GDP. Compensation as defined includes both wages
to employees, as well as other benefits such as pension payments.The variable
used here corresponds to the overall measure of labor share (€2 from the model).

Ideally the data should be disaggregated by the two sectors to test the model
above, but is not.While in theory, the informal sector is to be included in the
data, in practice,by their very nature, enterprises from this sector may not be.
As such, the overall labor share of income in developing countries is likely to be
underreported and may underestimate the labor share in the overall economy
(if,as we have assumed, the labor share is higher in the informal sector).

Gollin, 2002 and Krueger, 1999 flag another connected problem. They both
note that the earnings of self-employed persons are not included in the series and
as such, their earnings are falsely considered as accruing to capital. Gollin sug-
gests a very simple correction to the series, by making adjustments to reported
operating surplus of unincorporated enterprises, a point which I discuss further
in subsequent sections.

Turning to the description of the data, Table (2.1) depicts the time trend of
labor shares by country groupings divided into pre 1980 and post 1980 trends
(1980 acting as the rough marker for the period of globalization and reforms).
The table shows a negative time trend across all broad country groupings since

1980. In Western Europe, East Asia, North America and the MENA region,

"This measure of the labor share has recently been used in a few papers
(Diwan, 1999, Diwan, 2001, Harrison , 2002.
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labor shares have either remained stagnant or declined during the 1980s and
1990s after rising from 1960 to 1980. In Latin America and Sub-Saharan Africa,
negative time trends have persisted through the entire period. The finding is in
keeping with the general opinion among researchers of the developed economies
(Poterba, 1997, Blanchard, 1997) that the labor share of income has fallen over
the last 20 years, especially in Western Europe.

There is also substantial variation in the labor share of income in the data set
across countries. Figure 2.2 provides some evidence for the first point,showing a
marked difference between the relative constancy of the U.S labor share over time
and the significantly different trajectories of the labor share in Japan, Nigeria and
Saudi Arabia. Both the variance in the data and the negative time trend call into
question the appropriateness of a Cobb-Douglas aggregate production function

(with resulting fixed factor shares) which underlies many macroeconomic models.

2.3.3 Control Variables

The model provided above gives some circumstances under which to expect
a decrease in the labor share of income following openness. There are, however,
numerous other mechanisms which are contemporaneous or otherwise correlated
with financial opening which may affect the labor share of income.

Capital account openness is correlated with the level of development, which
in turn has strong effects on the labor share. In the first instance, richer coun-
tries have higher capital-labor ratios. As Poterba, 1997 has emphasized, if the
production technology is such that the elasticity of substitution is less than one,

8

higher (K/L) ratios will result in higher labor shares of income®. In addition

to the fact that one may expect to see rising labor shares because of capital

8Rowthorn, 1999, provides some empirical evidence that for most OECD coun-
tries, labor and capital display an elasticity of less than one.
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accumulation with development, labor shares may be rising because of what can
be termed a Kravis-Kuznets process. Both Kravis (1962) and Kuznets (1966)
emphasize the process of development and structural change as the major reason
behind the increase in wage income to GDP ratios. Among the important struc-
tural shifts which occur with increased income are a movement of labor away
from agriculture into a position of organized wage labor, demographic changes
and urbanization (which increase the average age of retirement and women’s
participation in the paid labor force) and the development of organized labor.
In the expectation that labor shares rise with the level of development, I use the
variable log(gdp per capita) as a proxy, obtained from the Penn World Tables
6.1.

Numerous other deregulatory processes may occur at the same time as fi-
nancial opening. Perhaps for the purposes of this analysis the most crucial
concurrent process is trade liberalization. Theoretically, from the Heckscher-
Ohlin model, labor shares will rise in developing (labor abundant) countries and
fall in developed(capital abundant) countries.In recent papers, using similar data
to my own, Ortega and Rodriguez, 2001 and Harrison, 2002 suggest that this
symmetry does not hold, and that there is a negative correlation between trade
openness and the labor share of income across all country groupings. They take
this to be evidence that trade openness has a negative effect on the bargaining
power of labor. Reddy and Dube, 2001 provide a general equilibrium theoret-
ical model which predicts the same effect. Both Ortega and Rodriguez, 2001
and Harrison, 2002 however, use primarily the ratio of actual trade to gdp as a
measure of openness. The measure has been criticized on two fronts: first, as
confusing ex ante and ex post openness, and second as being intrinsically cor-

related with the income and size of the country (see Rao 1998b). While there
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are numerous other indicators of openness in the literature?, I use two measures
which best capture the intensity of restrictions to trade. The first is the ratio
of trade taxes to trade from the world development indicators, and is thus a
de jure measure of restrictions on trade. The second defines openness as the
residual when the trade ratio of a country is regressed on the log of per capita
gdp and the log of population(see Rao, 1998b). The logic of this measure is to
obtain an indicator of trade integratedness, after purging the indicator of the
correlations between trade ratio and economic size. Figures 3 and 4 present the
evolution of openness across time by country groupings. Using the trade taxes to
trade measure, both middle and low income countries have seen a steep decline
in restrictions to trade while high income countries have reduced restrictions
from already very low levels. Using the trade openness residual measure, all
country groupings have seen increasing openness, starting from different initial
conditions with richer countries being more open to trade at the outset.

Diwan, 2001 documents very large reductions in labor share following finan-
cial crises.!’. Given that many economists have confirmed that macroeconomic
volatility increases with increasing international capital mobility, this is an im-

portant channel by which openness affects the labor share of income!!.In this

9%Yanikkaya, 2003, lists over twenty indicators of trade openness that have
been used.

19As he puts it: labor is not simply a bystander that is hurt unintentionally by
financial crises, but rather, .. temporary changes in distribution can be a means
by which labor partially bails out capital, and thus plays an important role in
resolving financial crises.

HKaminsky and Reinhart , 2000 have found that capital account liberalization
immediately preceded macroeconomic crisis in 18 of 22 cases they study.Another
regionally focused cross-country study by Gavin and Hausmann, 1996 further
bolsters the argument by arguing that openness and lending booms have almost
always preceded banking crises in Latin America. Finally, Gourinchas, Valdes
and Landerretche , 2001 verify this finding for a different sample of countries.
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study following Frankel and Rose, 1995, I define a crisis as occurring when the
external value of the currency falls by more than twenty percent in a year.

Capital account liberalization is claimed to constrain government spending
(Garrett, 2000, Rao, 1998a,Garrett and Mitchell, 2000). Under this argument,
openness is said to subject governments to market discipline, and thus reduce its
role in the economy. Harrison (2002 finds that labor shares are partly driven by
changes in government spending and government intervention in the economy
in general. Thus, to the extent that government expenditure in the economy
is constrained by openness, one would expect to see a fall in the labor share of
income. Two measures are used to account for the governments involvement in
the economy. First, the government share of GDP (from the Penn World Tables
6.1) is used to proxy for the importance of the government in the structure of
the economy and second, the budget deficit as a percentage of GDP (from the
world development indicators) as a measure of short term spending.

Finally, a control needs to be put in for the interest rate. Following liber-
alization of capital flows, the ability and willingness of governments to repress
interest rates is weakened, as capital can gain higher returns elsewhere. The
effects of this on the labor share of income are ambiguous. From a purely neo-
classical viewpoint, the ultimate effect on the labor share again depends on the
elasticity of substitution (o) between labor and capital on the aggregate produc-
tion function level. If o < 1,labor shares rise in response to higher real interest
rates. Data on the real interest rate is obtained from the Global Development
Finance CD and World Development Indicators. Missing data are filled in from
Easterly, Rodriguez, and Schmidt-Hebbel (Statistical appendix), 1994.

Table (2.2) summarizes these indicators in the pre and post globalization periods.
In order to test these hypotheses, a panel data estimation with the following

simple OLS specification is undertaken
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LSy = ag + a; + oy C ALy + Z}-]:1 BT it + Eit

where LS is the economy wide labor share,the variable CAL is the indicator of
capital account openness and the vector x; refers to a set of macroeconomic and

structural controls.

2.4 Estimation Results

Table (2.3) estimates the equation above across all countries. Column (1) as-
sesses the partial effect of capital account openness on the labor share of income
controlling for trends and for the level of development for the largest possible
sample. In column (2), I introduce trade liberalization (as measured by the ra-
tio of trade taxes to trade), a dummy for crisis, and the real interest rate. In
column(3), I provide the full specification, introducing the government share of
GDP and the budget deficit. In column (4), I replace the measure of trade lib-
eralization with the measure of trade openness as a residual. Finally, in column
(5) I repeat the estimation from column (1) with the final sample as generated
by the full specification in order to demonstrate that the central result is not
very sensitive to the sample selection. Given the paucity of data for some indi-
cators,adding more independent variables leads to significant reductions in the
sample size. As such, the number of degrees of freedom falls and standard errors
become quite large, leading to insignificant coefficients. This being said, there
are a number of striking results that can be seen.

Columns(1)-(5) present the central result. Capital account openness exerts
a significant, direct and negative effect on the labor share of income in all spec-
ifications. Increasing the capital account openness index by one unit results in

a decline of around 1% in the labor share of income, depending on the specifi-

22



cation!'? This central result differs from the finding of Harrison, 2002, for whom
capital controls only matter when interacted with general government interven-
tion.

Table(2.3) also shows that factor endowments and accumulation, as proxied
by the log of GDP per capita, have a significant positive effect on the labor share
of income in most specifications. The variable accounts for a large part of the
variance in the sample suggesting that accumulation is a very important variable
in determining the labor share of income.

Introducing the two trade openness variables provides some interesting re-
sults. Using the trade taxes to trade indicator it would appear that trade liber-
alization increases the labor share of income by 0.2% on average. By contrast,
using the trade openness residualized measure, there is a directly opposing result:
trade openness decreases the labor share of income. This apparent contradic-
tion occurs because each measure weights different subsamples differently. As
is evident from figure 3, trade taxes as a percentage of trade have been small
in high income countries throughout the period in question. As a result, the
measure weights the countries which have seen the most significant reversals of
labor shares in the post globalization period the least. The trade openness as a
residual measure, by contrast, suggests that the high income economies are the
ones which have seen the most trade integration in the last two decades (as can
be seen in figure 4)and weights these countries more strongly. In column (4),
replacing the trade taxes measure by the residual measure reduces the impact
of the capital account openness variable on the labor share of income by about

half, and reduces the value of the t-statistics as well (although capital account

2Harrison, 2002, using a dummy measure of openness, also finds a similar
impact.In her estimation, capital controls raise the labor share of income by
about 1-2% .
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openness still remains significant). This suggests a strong positive correlation
between trade integration and capital account openness. In fact, it is possibly
the central reason why Harrison, 2002 finds weak effects for capital controls.

Crises enter the model with a negative sign in most instances, but they do
not change the coefficient of capital account openness considerably. In the event
of the crisis, the labor share of income drops by about .5% depending on the
specification. This result confirms the finding from Diwan, 2001.

Real interest rates have small but highly significant effects on the labor share
of income (a one percent increase in the real interest rate increases the labor
share of income by 0.06%).

Finally, a larger government presence, whether measured by the government
share of GDP or by the budget deficit, affects labor share positively and signifi-
cantly. However, these effects are small. A one percent increase in the government
share of GDP results in a 0.01% increase in the labor share of income. The effect
of the budget deficit is similar in size.

From the model presented, the threat of capital mobility should adversely
affect the labor share of income most strongly in relatively high income coun-
tries which possess larger formal sectors, institutionalized bargaining structures
and higher wages.In developing countries with larger unorganized sectors, the
magnitude of rents being squeezed because of direct bargaining effects will be
smaller, given the weak bargaining position that labor has initially. The compo-
sition effect is critically contingent upon capital inflows into the formal sector-
a condition that may or may not be fulfilled. As such, one should expect the
labor share to respond more strongly to capital account openness in high income
countries than low income countries and in more unionized economies than less
unionized economies. Table (2.4) tests this idea. Controlling for trend and en-

dowments, I regress the labor share of income on capital account openness by
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quintile of gdp per capita and by quintile of union density!®. The table shows
evidence of increasingly strong and significant negative correlations between cap-
ital openness and labor share as one moves from poorer to richer economies and
from less unionized to more unionized countries, a finding that supports the
bargaining argument.

In table (2.5) I repeat the full specification in table (2.3) dividing the sample
into high income, middle income and low income countries.As the number of
observations drop, the standard errors rise and some variables become insignifi-
cant. Nevertheless, in both high and middle-income countries as a whole, capital
account openness is associated with statistically significant losses for labor in the
presence of all the controls. Interestingly, the effect is stronger in middle income
countries on average than in high income countries. For low-income countries,
capital account openness appears to play no role in determining labor share, en-
tering with a positive but insignificant sign.As suggested by the model,the effect
of capital account openness on the labor share in poorer countries is ambigu-
ous.The effect of openness on the labor share depends strongly on an increase
in the formal share of employment following openness. Much empirical evidence
points, by contrast, to an opposite movement. In the last two decades, the
poorer economies have seen an expansion in the unorganized sector relative to
the organized sector.(Beneria, 2001, Charmes, 2000; Castells and Portes, 1989;
Heintz and Pollin, 2003).Morrissey and Baker 2003 suggest that in general, cap-
ital has been flowing out of developing countries rather than in over the last
twenty years.This in conjunction with other processes such as privatization and
the scaling back of state expenditures, may serve to increased informalization in

poorer countries, and thus, have ambiguous effects on the labor share.

BBForteza and Rama, 2000 provides data in five year averages.
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An important conclusion may be drawn from tables (2.4) and (2.5): the neg-
ative impact of capital account openness on the labor share of income increases
with the level of income of the country. Also the evidence in Table (V) provides,
at best, weak support for Heckscher-Ohlin effects: labor share increases signifi-
cantly with more trade openness in low income countries (using the trade taxes
to trade ratio measure) and decreases in high income countries (using the trade
ratio residual measure).

Table (2.6) considers various other specifications and extensions of the base
model. In addition to capital and trade liberalization there have been major
changes in labor markets over the last two decades. Factors such as unemploy-
ment, union coverage and labor productivity are clearly important to under-
standing outcomes for the share of income going to labor versus capital. Unfor-
tunately, obtaining consistent and comparable annual time series data on labor
market conditions across countries, and especially for lower and middle income
countries, is extremely difficult. One way to address this is by looking at the
partial effect of capital account openness on the labor share controlling for some
of these variables for the OECD countries where these data are available and
comparable.

In column (1) of table(2.6) I repeat the base specification but add variables
for trade union membership (data from the OECD statistical database), for the
unemployment rate (from the world development indicators) and for labor pro-
ductivity (defined as the growth of real gdp per worker from the Penn World
Tables 6.1). A 1% rise in the level of unemployment is associated with a 0.3%
decline in the labor share of income.A 1% rise in the level of trade union mem-
bership is associated with a 0.1% increase in the labor share of income, and a
1% rise in labor productivity results in a 0.3% decrease in the labor share of

income. Although the effect of capital account openness on the labor share is
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both smaller and weaker in the presence of these controls, it is still seen to exert
a negative effect on the labor share.

As noted before, since the SNA classifies payments to unincorporated enter-
prises as accruing to operating surplus and capital, labor share as measured by
national accounts is likely to be truncated, and thus is a low estimate of the ‘true’
labor share. Gollin , 2002 shows that divergences in labor’s share are reduced
if labor’s share is expanded to include self-employment income. He also sug-
gests several simple corrections by making adjustments to the national income
on the reported operating surplus of unincorporated enterprises. One such cor-
rection treats the operating surplus of unincorporated enterprises as comprising
the same mix of labor and capital income as the rest of the economy. If this is
the case,adding the labor income component of the operating surplus of unincor-
porated enterprises to the compensation of employees from private incorporated
enterprises and the government accounts will make the labor share closer to the
true value. While the adjustment is relatively crude, it permits the use of the
same data to assess the effects of including self employment.

In column (2) of table (2.6) I repeat the exercise using the Gollin adjust-
ment.Doing this correction results in a sharp drop in the sample size (to one
sixth of its original size) and now consists of only upper income countries which
do report the data. Again, very strikingly, the negative effect of capital account
openness on the labor share remains significant. By contrast,the coefficient on
two other key variables, the real interest rate and the crisis variable, change
signs. Capital account openness continues to depress the labor share of income.

How long lived is this effect? If capital account openness does reduce the labor
share directly, is the effect a temporary shock, or does it change the political
configuration between labor and capital more profoundly, resulting in longer

lasting outcomes? In order to assess this, Column (3) of table (2.6) repeats
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the exercise using 5 year averages for the period in question (1972-1996). All
variables are averaged over five year intervals, and run with OLS estimations.
Strikingly,the five-year averages display remarkably consistent coefficients for the
effect of capital account openness on labor share, suggesting that these effects
remain over at least the medium term. The coefficients for some of the controls,
by contrast, become insignificant.

Establishing causality in a cross country framework is difficult, since there
are few convincing instruments available. Nevertheless, as a minimal check,
a final instrumental variables exercise is conducted in columns (4) and (5) of
table(2.6).The specification addresses a potential problem with the estimates
reported above, viz. that the independent variables and the error term are cor-
related and perhaps jointly determined. All variables except the trend variable
are instrumented with first lags and reported both with a pure fixed effect model
and a 2SLS random effects model. Strikingly, all the variables are robust to the

use of IV techniques and their point values are more or less the same.

2.4.1 Robustness Issues

In addition to the estimations presented here, several other robustness checks
were undertaken. Some of these may be worth mentioning. The regressions were
also run using a logit transformation in order to prevent potential biases aris-
ing from regressing a bounded regressand on unbounded independent variables
(see Davidson and MacKinnon, 1993). The fundamental results remained un-
changed. Several other independent variables for which theoretical reasons could
be constructed were tried, including trade to gdp ratios, measures of financial
openness from Beck et al, 2000, the nominal exchange rate (from the IMF inter-

national financial statistics) and a measure of labor market rigidity from Rama
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and Artecona, 2001 '.In almost all specifications the central negative correla-
tion between capital account openness and the labor share of income remained
unchanged. The results also do not change when one uses another adjustment
measure from Gollin, 2002'°. T also used another proxy for the informal sector-
the urban population as a fraction of total population-from the world devel-
opment indicators. The results remain robust to its inclusion. A remaining
question is the choice of time period. Because our capital account openness in-
dex is made for the period from 1972 to 1996,our sample is restricted to that
time. However, the 1960s were a period of greater capital controls and higher
labor shares, and the late 1990s have seen increasing capital account openness
and diminishing labor shares. As such, the inclusion of these periods, were the

data available, is most likely to strengthen rather than weaken these results.

2.5 Conclusion

Economists have paid relatively little attention at the macroeconomic level
to the impacts of capital mobility on the rents going to labor. The empirical
results from this chapter suggest that these effects are significant, robust, and
therefore merit serious attention. Overall, capital account openness is an impor-
tant correlate of the observed decline in labor shares in many countries over the
last two decades. The evidence thus is consistent with the claim that capital
mobility can have significant negative effects for the bargaining power of labor
as a whole. However, these negative effects are not generalizable across all coun-

try groups and appear to increase with the level of income. The opening up of

“Forteza and Rama ,2001 use the sum of the ILO and other labor standards
indicators from Rama and Artecona, 2001 as an indicator of the “thickness” of
its labor code, and hence for the degree of labor rigidity as stated on paper.

15In essence, this adjustment assumes that all the operating surplus of private
unincorporated enterprises is self employment income.
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capital accounts has the strongest negative impact on the labor share in devel-
oped countries. Middle income countries as a whole also tend to see a negative
correlation between labor share and capital account openness. For the poorest
countries, however,the empirical analysis in this chapter did not provide evidence
to suggest that the bargaining channel plays a central role in explaining falling
labor shares. Structural differences between countries clearly remain important
in outcomes for labor. Finally,the negative correlation between openness and the
labor share of income persists through the medium term in the overall country
sample.

One cautionary point is to be noted.The empirical strategy pursued in this
chapter assesses the direct negative bargaining effect as a residual effect, after
controlling for various processes. To be sure, as the model suggests, there are
strong theoretical reasons for believing in this effect, but it is still possible that
the capital account openness variable is proxying for some other (unseen and
unmeasurable) institutional change in the political economy. For example, it is
conceivable that having liberalized, the state is constrained to act in favor of
the interests of capital.'®If it is the case that capital openness is a signal for
more profound changes in the institutional structure of the economy, this is an

interesting avenue for further research.

6Dunn (2000-152) for example argues the following in the case of the U.K:

In retrospect Mrs. Thatcher’s most decisive political act was the
complete dismantling, at the very beginning of her first term of office
as Prime Minister, of all controls over capital movements into and out
of the economy. What this did was to establish a space of political
competition between capital and organized labour in which, in the
end, the latter could only lose, and in which it was relatively simple
to present its predestined loss as unequivocally in the interest of the
population at large.
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In addition, there is still a paucity of research on this topic at the level of coun-
try case studies.!” The results of a cross-country study such as this highlights
broad trends, but may obscure within-country differences which may be crucial
and interesting. Further research, especially for developing economies, should
provide more information with which countries not yet completely liberalized
can assess the manner in which capital mobility may affect their distributions of

income and the welfare of their citizens.

1"Some notable studies are Choi, 2002 and Bronfenbrenner, 2000, who more
carefully assess the ways by which mobility is affecting the bargaining game
between owners of capital and labor in the U.S, or Yeldan, 2002, who analyzes
the changes in distributional incomes by class in Turkey.
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Figure 2.1. Capital Account Openness Over Time
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Table 2.1. Time Trend in Labor Shares

Income Group Pre-1980 | Post-1980 | Whole Period
Low Income Countries -.007* -.004* -.003*
(529) | (-5.00) | (-7.2)
Middle Income Countries | .0001 -.001* -.0005*
(.51) (-4.3) (-3.9)
High Income Countries .003* -.001* .0004*
(15.3) (-8.32) (4.2)
East Asia .002* .0005 .0007*
(5.6) (1.23) (3.7)
Middle East .001* .0002 .002*
and North Africa (4.1) (0.38) (8.7)
Sub Saharan Africa -.003* -.002* -.002*
(-3.13) (-4.53) (-7.1)
Latin America -.001* -.003* -.002*
(-3.92) | (-8.39) | (-13.51)
Western Europe .003* -.002* .0001
(14.77) (-11.1) (1.14)
North America .003* .001 .001*
(12.15) | (1.60) (6.92)
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Table 2.2. Summary Statistics

Pre 1980 | Post 1980 | Whole Period

Mean Labor Share* 45.4 44.1 44.7
Mean Labor Share*:High Inc. Group 51.1 49.1 50.1
Mean Labor Share*:Middle Inc. Group. | 40.1 38.2 39.3
Mean Labor Share*:Low Inc. Group 38.2 36.2 37.1
Mean Log(GDP per capita) 7.33 8.65 8.08
Mean Cap. Acc. Openness 1.83 2.34 2.19
Mean Trade Taxes 2.5 .84 1.34
Mean Trade Openness .29 .38 34

Mean Real Int. Rate .60 4.9 4.16
Mean Govt. Share of GDP 16.3 18.5 17.5
Mean Budget Deficit 3.84 3.12 3.30

* Sample restricted to countries with at least 3 observations before 1980.
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Table 2.3. Capital Account Openness and Labor Share country fixed effects,
Dependent Variable: Compensation of Employees/GDP

O 10 (o [0 6
Trend -.003* | -.002* | -.001* | -.003* -.0004
(-7.4) | (4.3) | (21) | (-4.1) | .(0006)
Log (GDP Per Capita) .03* .01 01 | 17* -.0009
(5.1) | (1.3) | (1.69) | (4.13) | (-0.10)
Capital Account Openness | -.01* -.006*% | -.01* -.005%* | -.07*
(-351) | (-2.17) | (-2.91) | (-1.9) | (-2.23)
Trade Taxes To Trade -.0005 | -.002*
(-1.03) | (-3.56)
Trade Openness -2.0%*
(-3.76)
Real Interest Rate .0006* | .0003* | .0004*
(5.8) | (3.55) | (3.89)
Crisis -.006* | -.004 -.005**
(-2.03) | (-1.56) | (-1.67)
Government Share of GDP .001* .001*
(4.4) (4.4)
Budget Deficit .002%* .002%*
(6.32) | (6.38)
R? 0.39 0.20 0.11 .08 0.14
Num.of Obs 1435 894 704 724 704
Num.of Cross Secs 89 76 62 63 62

(t statistics in parentheses) (*:significant at 1%,**:significant at 10%)
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Table 2.4. Quintile Groupings by Income and Union Density,Controlling

for Trends and Endowments, Dependent Variable: Compensation of Employ-
ees/GDP

By Quintile of Income 1st 2nd 3rd 4th 5th
Capital Account Openness .04 -.03 -.016* | -.018% | -.018*
(1.01) | (-1.3) | (-2.14) | (-3.4) | (-6.09)
Num.of Obs 7 155 245 393 565
Num.of Cross Secs 16 27 36 51 40
By Quintile of Union Density | 1st 2nd 3rd 4th oth
Capital Account Openness 02%% 1 .003 | .001 -.006 |-.013*
(1.91) | (0.54) | (0.22) | (-1.6) | (-2.4)
Num.of Obs 136 259 195 242 226
Num.of Cross Secs 18 32 28 26 15

(t statistics in parentheses) (*:significant at 1%,**:significant at 10%)
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Table 2.5. Base Specification with Country Groupings, Dependent Variable:
Compensation of Employees/GDP

High Middle | Low High Middle | Low

Trend -.001 -.0004 | -.004%* -.001 .002 -.019
(-1.07) | (-0.38) | (-2.8) || (-1.06) | (.2) (-1.82)

Log (GDP Per Capita) -.02%% | .05 .0006 .30%* -.07 .76
1.7) | (36) | (0.02) || (5.14) | (-0.76) | (1.45)

Capital Account Openness | -.01* -017*% | .04 -.008*% | -.012* | .071
(-4.13) | (-3.01) | (97) || (-2.99) | (-2.26) | (1.58)

Ratio of Trade Taxes .005 -.0001 | -.002%*

To Trade (.88) (-0.17) | (-2.11)

Trade Openness -4.5% 1.7 -10.1

(Residual Method) (-5.70) | (1.34) | (-1.45)

Real Interest Rate -.0005 | .0004* | .001%* -.004 .0005 001*
(-0.29) | (3.28) | (3.08) || (-0.85) | 3.5) | (2.95)

Crisis -.006 -.006 -.001 .003 -.004 -.005

(.16) (-1.23) | -0.15 (0.83) | (-0.85) | -0.50
Government Share of GDP | .0003 -.0004 .0045 .0001 .0005 .004
(1.00) | (-0.48) | (5.50) (0.69) | (3.53) (5.6)

Budget Deficit .002* .003* -.0002 || .002 .003 -.003
(6.5) (5.1) (-0.35) || (6.7)* | (4.90) (-0.41)
R? 11 .15 .06 .06 .06 .19
Num.of Obs 385 241 78 393 252 79
Num.of Cross Secs 21 28 13 22 28 13

(t statistics in parentheses) (*:significant at 1%,**:significant at 10%)
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Table 2.6. Extensions to Base Specifications

(1) (2) 3) (4) ()

Trend -.004* -.005* | -.003 -.002* | -.003*
(-6.2) | (5.2) | (-0.65) | (-3.16) | (-7.9)
Log (GDP Per Capita) 09* .05% .006 .04%* 07*
(7.5) | (-452) | (43) | (34) | (8.7)
Capital Account Openness | -.004** | -.01* -01FF | -.01%* -.009%*
(-1.8) | (-3.3) | (-1.75) | (-2.61) | (-1.92)
Trade Taxes To Trade .003 .00001 | -.001 -.002*% | -.002*
(29) | (0.0) | (-1.5) | (-2.35) | (-2.31)
Real Interest Rate -.0001 -.0003 | .0001 .0004 .0003
(-25) | (2.25) | (15) | (1.5) | (1.3)
Crisis .001 .01* -.02 -.04%* -.04%*

(51) | (3.8) | (-1.50) | (-3.00) | (-3.00)
Government Share of GDP | .0008* | .00004 | .001 .002* .002*
(3.51) | (0.12) | (54) | (4.2) | (4.39)

Budget Deficit .002%* .002* .002* .001* .001*
(8.4) | (4.55) | (2.78) | (2.28) | (3.39)
Unemployment -31
(-5.7)
Trade Union Membership J12%
(6.01)
Labor Productivity -.31%
(-9.4)
R? 0.24 0.53 0.02 .36 AT
Num.of Obs 289 338 195 638 638
Num.of Cross Secs 20 21 64 61 61

(t statistics in parentheses) (*:significant at 1%,**:significant at 10%)

(I)Sample restricted to OECD countries (IT)Dependent Variable:(Compensation of Employ-
ees+ Labor Income Component of Operating Surplus of Unincorporated Enterprises)/GDP
(III)Five year Averages (IV) Instrumental Variables, one lag, fixed effects (V) Instrumental
Variables, 2SLS, random effects
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CHAPTER 3

TRACING SOME OF THE DISTRIBUTIONAL
CONSEQUENCES OF FINANCIAL REFORMS IN
INDIA

This is the way that autumn came to the trees:
it stripped them down to the skin,

left their ebony bodies naked.

It shook out their hearts, the yellow leaves,
scattered them over the ground.

Anyone could trample them out of shape
undisturbed by a single moan of protest

— Faiz Ahmed Faiz (When Autumn Came)

3.1 Introduction

In March 1991, following a severe crisis emanating from the international
sector, the Indian government embarked on a series of reforms meant to turn
the Indian economy away from a dirigiste regime towards a more liberalized
and globalized system. Over the last fourteen years, successive governments
and further liberalization has brought wide ranging changes to all aspects of
the economy, including the deregulation of industrial licensing, the dismantling
of several areas originally reserved for the public sector, the overhauling of the
tax system, the reduction of import tariffs and internal and external financial
liberalization.

As might be expected, much has been written about the consequences of
reforms, most often with respect to their purely economic outcomes (such as

growth and stability) but also with regard to social outcomes such as unemploy-
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ment, poverty and inequality (see Dutt and Rao, 2001 for a brief review of the
major studies). Notwithstanding this large and burgeoning literature, at least
one prominent gap remains stubbornly understudied. Despite seemingly numer-
ous indications of its relevance for policy makers, there have been few efforts to
address the distributional consequences of financial liberalization in the Indian
economy as a whole.

This main emphasis of this chapter is aimed therefore at throwing some light
on the specific nature of both internal and external financial deregulation in
India, and its implications for distribution in the last decade and a half. To
do this, I focus primarily on three linked but conceptually distinct ’circuits’ of
finance (as outlined in the introduction), which have been altered by the process
of liberalization: the bank based financial circuit, the market based (or capital
market based) circuit and the government finance circuit. For the most part, the
descriptive analysis is confined to looking at trends before and after the onset
of reforms. The ‘before/after’ methodology is not without problems, specifically
because of endogenous and otherwise contemporaneous factors which occur with
the changes in question. In order to mitigate these problems of identification,
causal mechanisms are considered in each analysis.

There has been mounting concern in India among policy makers and aca-
demics (Ramachandran and Swaminathan, 2005, Patnaik, 2001), on specific
issues to do with financial liberalization and distributional outcomes. In par-
ticular two areas of concern have been highlighted in their previous research.
First, how has financial liberalization impacted the availability of credit to the
vulnerable sections of society? Second, how has financial liberalization impacted
the fiscal capacity of the state and its ability to make social and development

expenditures?
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The chapter addresses these questions among others. In the first section,
I summarize the changes in the banking system since 1991 and focus on their
distributional consequences. Analyzing Reserve Bank of India data and using a
wide variety of secondary sources, the results show that there has been a sig-
nificant decrease in credit availability to a large swathe of the Indian public as
banks have abandoned their role as agents of development.The following section
considers the effects of the scaling back of financial regulations on government
revenue and development expenditure. Financial liberalization has been associ-
ated with an increased interest burden for the state in the aftermath of a costly
run-up in real interest rates in the mid 1990s. A minimal econometric exercise
suggests that this has had some effect in reducing development spending. The
third section goes on to briefly assess the impacts of financial liberalization in
the light of the liberalization-neostructuralist debate (McKinnon, 1973, Shaw,
1973, Taylor, 1983, Rao, 1995).The next section focuses on the changes in the
capital market. Listing the domestic and international changes in the regulatory
structure post liberalization the section looks at the concentration of ownership
and its distributional effects in the stock market. In the penultimate section
considers some of the other distributional effects of financial deregulation: the
increasing wage disparity arising from foreign direct investment and the effect

on land prices of capital inflows. The last section concludes.

3.2 Banking Reforms

The evolution of the financial system in independent India can be broadly
categorized into three separate periods. The first was a period of relatively unreg-
ulated finance between 1947 and 1969 (sometimes called the pre-nationalization
era). This was followed by a period of increasing direct intervention between

1969 and 1991 (variously called the era of financial repression, the era of nation-
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alization, or the era of ’social control’). The last and ongoing period, consists
of a movement back towards a more market oriented financial system from 1991
(called the era of financial reform).For the purposes of this chapter, I will focus
on the last section of the period of social control and the period of reforms in
particular.

The period of social control can be said to really date from July 1969, when
14 of the largest Indian scheduled commercial banks were nationalized. This
was a direct response of the central government to the perceived non-compliance
of private commercial banks in meeting the priorities set out in the post in-
dependence period five-year plans (Sen and Vaidya, 1997). The takeover of
banks meant that more than four-fifths of the deposits in the Indian economy
had come under public control! and remained under control for two decades.
The consequences wrought by nationalization were deep and abiding, affecting
the level and flexibility of interest rates, the volume of resources mobilized, the
distribution of credit and the efficiency of the banking sector alike.

Perhaps the most impressive and positive achievement of the nationalized
banks was the vast mobilization of deposits achieved by setting up of branches
in the rural and semi urban areas of the country in order to facilitate agrarian de-
velopment. Consequently, the population per bank branch declined significantly
across the country in this period from 64,000 people per branch to 15,000 people
per branch by 1989 (Sen and Vaidya, 1997). As a result of this expansion, the
Indian financial system was a great deal deeper than other countries of a similar

level of development?.

IThis was later increased to 92 % in 1980 when six more banks were nation-
alized.

2The deposits to GDP ratio in 1989 was over 50%. For purposes of comparison,
the average of the Money and quasi money (M2) as % of GDP across the 46
low income countries for which there is data available for 1989 was 21% (source:
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In addition to increasing access to finance for all sections of the economy, the
nationalized bank system was also put under pressure, both through regulations
and informal suasion to increase their lending to sectors which were designated
as having priority in the planning process. Credit in the pre-nationalized period
had been clearly skewed towards urban corporate industry, which doubled its
share of credit in the system from 34% to 68% in between 1951 and 1968. By
contrast, post 1969, there was a concerted effort to provide credit towards those
sectors deemed to be crucial to alleviate poverty and to enhance employment,
including agriculture, small scale industry, artisans and retail trade. These at-
tempts to direct credit became crystallized over the period through legislation
for the ‘priority sector lending requirements’ for banks. In the late 1970s, banks
were directed to reserve 33% of their credit for these priority sectors, an amount
which was later to rise to 40% of credit advanced. These priority sector lending
requirements have been contentious in the fact that they deviate from standard
policy recommendations® and despite later recommendations to do away with
these, have persisted, albeit with modifications. In addition, the interest rate
was administered with varying rates for preferred borrowers.

A central problem in India, as with many other developing economies has
been the inability of the government to raise non-distortionary tax revenues in
a systematic and efficient way (Khattry, 2002). Given the aversion that the
government displayed towards external borrowing (see Nayyar, 2000) and the
increasing demands made on its resources in a planned economy, the govern-

ment turned to the banking sector to provide a source of cheap funds. As a

calculation from World Development Indicators) while India’s at 39% was the
highest among the countries.

3From a neoclassical perspective quantitative controls such priority sector
lending requirements represent an inefficiency in adopting quantity rather than
price restrictions (see, for example, Varma , 2003.)
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result, nationalized banks and scheduled commercial banks were used systemat-
ically to subsidize government spending through the mechanism of the statutory
liquidity ratio (SLR) and the cash reserve ratio (CRR). Over the period, the
government raised the SLR as a way by which to ensure that banks held gov-
ernment securities (which offered low rates of interest), and thereby helping to
finance the burgeoning deficit. The CRR was also raised during the period in
order to ensure that there was no expansion in the monetary base with the rise
in the SLR.

Both these maneuvers had serious consequences for the short and long term
profitability of the banking sector. With a large proportion of their assets be-
ing in low yield government securities, in zero yield cash reserves, and in risky
agricultural deposits, banks were squeezed and began to display a significantly
weaker portfolio(Sen and Vaidya, 1997). This being said, their subsidized fi-
nancing of the deficit through the 1980s in particular allowed for an impressive
increase in the trend growth rate and in the rate of poverty reduction, especially
in the 1980s. Public infrastructural spending was increased as was the credit
provided to development financial institutions. The provision of agricultural
credit and the increase in the mobilization of resources in the rural sector most
likely were also key important contributors to this turn of events.

In 1991, a period of major macroeconomic instability precipitated by a bal-
ance of payments crisis led to the adoption of wide ranging economic reforms
in India. A key element of these economic reforms was the restructuring of the
financial sector towards a more market oriented approach, centrally, the refocus-
ing of attention in banking to profit-making.

While the moribund performance of the banking sector had come under
scrutiny in the 1980s, there was not much reform that was actually passed. It

was only with the favorable conditions for change following the macroeconomic

47



crisis of 1990, that the recommendations of the Narsimham commission in 1991
were seriously entertained. This commission brought out, in November 1991, a
set of policy measures which were designed to overhaul the banking system, and
which included the following main points.

The commission’s recommendations were essentially to move towards a more
liberal regime. First, and most crucially, the committee suggested, the pre-
emption of bank resources by the government needed to be reduced sharply.
To this end, a progressive reduction in the SLR and the CRR over a five year
period was recommended. In addition, the interest rate on government securities,
previously maintained at a low level needed to be revised upwards to be brought
in line with market rates. In order to borrow from the financial markets, the
government was to introduce and develop the Treasury bill market. Priority
sector lending needed to be curtailed, and brought down by a factor of four,
from 40% of total commercial bank credit to 10%. Concessionary finance, in the
form of development finance institutional credit was to be phased out.

Second, the committee proposed the reintroduction of substantive competi-
tion (Sen and Vaidya, 1997). The simplest and most direct way to do this, it
suggested, was to license new private sector banks, both domestic and foreign,
and to relax branch licensing restrictions on existing and new banks. However,
in order for the new system to be stable, the capital base of existing and weak
banks was to be strengthened by recapitalization and public equity issues. In
addition, the committee and later policy makers proposed prudential norms such
as capital adequacy ratios to be followed, provisioning of bad debts, and clearer
classification of assets.

Third, the interest rate structure of the economy was to be ‘rationalized’.

That is, the interest rate for lending rates was to be gradually liberalized from
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their various slabs and the regulations on the interest rate for other financial
institutions was to be lifted

It is a measure of both the willingness and the capacity of reformers to push
through changes in the first years after 1991 that virtually all of these proposals,
bar the removal of the politically sensitive priority sector issue, were enacted into
law. Table (3.1) provides a breakup of the regulatory changes that had taken

place within the banking sector by 2002.

3.2.1 Distributional Consequences of Banking Sector Reforms

By most accounts, one of the most encouraging results of reforms was the
restoration of the profitability of the banking sector. While there is some debate
as to which sub section of the banking sector- public or private sector banks-
has been most profitable (see for example D’Souza 2002), it remains the case
that the threat of non-performing assets which absorbed policy makers in the
early 1990s has receded*. This being said, there is evidence to suggest that much
of this has come at the expense of those most protected in the period of social
banking: the rural and urban poor. It is to this claim that I now turn.

One of the many reasons given for the reforms was in order to counter per-
ceived urban bias arising from distorted trade prices. Critics of liberalization
have suggested that urban bias of a different sort, a direct neglect® of agricul-

ture and the rural sector in general has come to occur.

4In the early 1990s, gross non-performing assets represented about a quarter
of total advances. By 2002, the ratio had come down to about a tenth (source:
Reserve Bank of India website- www.rbi.org.in)

>A senior public official wrote to the Economic and Political Weekly in 1999
that “ That rural credit has become unfashionable is evident from the fact that
the subject is accorded only residual focus in the various congregations of our
bankers. The placement policy in vogue in our banks is such that exposures in
rural credit or agro-financing rarely count for promotions” (Muralidhar, 1999.)
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A vocal critic of this process summarizes this as follows:

What is perhaps more disturbing is that this deterioration in the
status of the rural credit system is not by default but by design. The
near total neglect of rural credit by policy-makers during the period
1991-96 is largely attributable to the adverse environment created
by the financial sector reforms - reforms which were patterned on
the Washington or Basle models, both of which obviously had little
to offer in the area of rural credit. Reforms thus crowded out rural
credit from the agenda of modernization of the financial sector.

Majumdar, 1999b

Certain indicators suggest that this indeed has been the case, with a growing
disintermediation of formal finance for these sectors. Table (3.2) shows the
change in the growth rate in bank branches by population group between 1980
and 1990. In a developing country with a vast hinterland, the distance to the
nearest banking center can be a deterrent for obtaining formal loans. As can
be clearly seen, the growth of bank branches has fallen in the rural and semi
urban sectors from 1991 after seeing an increase from 1980 to 1991. In the rural
sector, the absolute number of branches, in fact has declined. To the extent
that geographical access to banks is an issue, this would suggest a first order
disintermediation for the rural population.

More importantly, there has been a consistent reduction in the credit deposit
ratios of commercial banks in these sectors. Figure 3.1 traces these trends. In
the period of repression, there was a 60% credit-deposit ratio that was prescribed
for the non-urban sector. In the late 1980s this target was being achieved quite
consistently in the rural sector. Post reforms, however, there has been a steady
decline in these ratios. In 2000 the ratio was 34% and 40% for semi urban and
rural areas respectively. There may be both supply and demand factors that
are responsible for this decline. First, from the demand side, there has been a
significant reduction in public investment in agriculture and the rural sector(Rao,

1998). If private sector investment is complementary in the sector, one might
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expect a fall in the demand for loans. However, as Majumdar 1999b has shown,
despite the decline in aggregate demand, there is a significant excess private
demand for credit in these sectors®. The supply explanation proposed, viz. that
banks attitude towards restoring profitability has led to the drying up of funds
appears to be better supported. In addition,the availability of high return, low
risk returns in the form of government securities has obviated the need to find
good projects on the part of commercial banks.Following libe