
 

 
 

The Determinants and Welfare 
Implications of Labor Share 
 
 

Sungbae An Senior Research Fellow, International Macroeconomics and Finance Department (sungbae@kiep.go.kr) 

Minsoo Han Research Fellow, International Macroeconomics and Finance Department (mshan@kiep.go.kr) 

Subin Kim Senior Researcher, International Macroeconomics and Finance Department (sbkim@kiep.go.kr) 

Jinhee Lee Senior Researcher, International Macroeconomics and Finance Department (jinhee@kiep.go.kr) 

 
I. Background of Study 

The decline in labor share is recognized as a 
global phenomenon. Concerns have been 
raised that this trend will exacerbate the income 
inequality between business owners as capital-
ists and households as the labor suppliers, 
prompting a decline in household income and 
consumption, which are major driving forces 
for sustainable growth. Meanwhile, various 
policy measures have been introduced to raise 
the labor share, with the aim of correcting ine-
quality and boosting growth. This study ex-
plores the determinants of labor share and ana-
lyzes the effects of these factors on the econ-
omy and social welfare, offering various inter-
pretations and policy alternatives according to 
economic conditions. 

 

II. Measuring the Labor Share 

The labor share is defined as the share of labor 
income in the national income. However, the 

measurement of labor income is an issue of par-
ticular controversy mainly due to differing 
opinions on how to handle the self-employed, 
that is, the separation of labor income from 
self-employment income. Under- or over-esti-
mation of the labor share is rooted in this dif-
ference. The self-employment rate, defined as 
the ratio of self-employed to total employment, 
is 25.1% in Korea, which is relatively high 
among OECD countries (see Figure 1) and 
makes the measurement more challenging. 

 

Figure 1. Self-employment rate 
(unit: % of total employment)

Note: As of 2018 or latest available. 
Source: OECD Statistics.
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Gollin (2002) suggests three methods in deter-
mining the contribution of labor out of the in-
come of self-employed. The first method, Gol-
lin 1, treats the entire self-employment income 
as the labor income. The second method, Gollin 
2, assumes that the income composition is iden-
tical between the self-employment and other 
sectors, which suggests measuring the labor 
share without considering the self-employment 
sector. The third method, Gollin 3, measures 
the labor share based on the assumption that av-
erage income of the self-employed is the same 
as that of the wage employee.  

Figure 2 shows the downward trend from 1995
to the early 2010s in the labor share constructed 
via Gollin’s methods, which is not identified in 
the official measure published by the Bank of 
Korea. The rapid decline right after the Asian 
currency crisis and the global financial crisis 
reflects the relatively larger fall in the self-em-

ployment sector income, compared to the cor-
porate profit and employee compensation. In 
recent years after the global financial crisis, the 
upward trend is observed regardless of the 
method employed. 

Figure 2. Korea’s labor share 
(unit: %)

Note: (*) denotes estimates from the revised national ac-
count due to the base year change. 

Source: Bank of Korea, Statistics Korea, Author’s calculation.

Figure 3. Labor shares in OECD countries 

Manufacturing Business sector service excluding real estate 
(unit: %) (unit: %)

Source: OECD Statistics. 
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Figure 3 shows the labor shares in OECD
countries across manufacturing and service 
sectors, where the OECD employs a variant of 
Gollin 3. The total compensation as a share of 
gross value added in the manufacturing sector 
of Korea is 50.4% as of 2016 and ranked 10th 
out of 29 countries, which is much smaller than 
the labor share in the service sector and reflects 
the high capital concentration of the manufac-
turing sector. 

There are various sources that determine the la-
bor share and cross-country comparison is often 
misleading. Hence, details must be taken into ac-
count when interpreting the results, as the possi-
bility of transmitting wrong signals cannot be 
ruled out under the current policy framework. 

III. The Determinants of Labor
Share

The effects of globalization on the labor share
is examined using a panel data analysis. Trade 
openness, foreign direct investment (FDI), and 
international investment position (IIP) are con-
sidered as proxies of globalization. The follow-
ing model is estimated with the annual panel 
data of 29 countries from 2012 to 2016. 

𝐿𝑆௜,௧ =  𝜌𝐿𝑆௜,௧ିଵ + 𝛽଴ + 𝛽ଵ𝑂𝑝𝑒𝑛𝑛𝑒𝑠𝑠௜,௧+  𝛾𝑋௜,௧ + 𝜇௜ + 𝜏௧ + 𝜖௜,௧ 

Different measures of the labor share, follow-
ing Gollin’s and the Bank of Korea’s methods, 
are constructed. Additional explanatory varia-
bles other than the openness include technology 
(R&D), human capital (low-skilled workers 
and the secondary educated), labor market (un-
ionization and part-time workers), inflation, 
and the social safety net. Also, country- and 
time-fixed effects are considered. 

The estimation results confirmed the follow-
ings. First, the labor share declines with the ad-
vent of globalization, and trade openness has 
greater effect than foreign direct investment. 
However, the expansion of international invest-
ment has little impact on labor share. Second, 
the labor share is found to be more affected by 
globalization when the income of the self-em-
ployed is considered. Third, expansion of social 
security funds raises the labor share. As global-
ization is a mega-trend beyond the control of a 
small open economy, a decline in labor share 
should be considered as a by-product. Moreo-
ver, redistribution policy can work as an inclu-
sive policy alternative. 

Figure 4. Openness on labor share
Trade FDI IIP

Note: Values in the bar denote estimated 𝛽ଵ from each labor share and openness combination. 
Source: Author’s calculation. 
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IV. Welfare Implications from 
Structural Model 

The theoretical aspects of labor share are also 
examined. Along with the imperfect competi-
tion structure in the product and factor market, 
the CES production function is considered in 
analyzing the impact of structural shocks on the 
labor share. In this analysis, the effects on so-
cial welfare were also identified, including the                         
effects on key macro variables.  

In a simple static setting with market concen-
trations and capital-labor complementarity, the 
labor share can increase with the introduction 
of redistributive policies such as minimum 
wage and unemployment benefits. If the capital 
and labor are complementary (σ < 1), an in-
crease in the real reservation wage, which is af-
fected by the redistribution policy, drives up the 
labor share as can be seen in Table 1. 

 

An empirical analysis using the structural dy-
namic model of Korea shows that the labor share 
increases as a result of capital-augmenting tech-
nological progress accompanied by a decrease in 
the relative price of investment goods. This re-
sult is delivered because the elasticity of substi-
tution between capital and labor is estimated to 
be complementary in Korea. In contrast, labor-
augmenting technological progress lowers rela-
tive wages but also reduces working hours, con-
sumption, and the labor share. In this case, how-
ever, the decrease in disutility due to the reduced 
working hours is relatively large and the social 
welfare increases in the short run. These results 
imply that social welfare can be reduced while 
labor share increases. This indicates that not 
only the components in the national account but 
also employment market statistics should be 

taken into account when the labor share is con-
sidered as a policy indicator. 

Implications for the effects of globalization 
can also be found in the model. Increasing mo-
nopoly power of firms and labor supply, re-
spectively, lead to an increase in price markup 
and wage markup. First, the opening of the do-
mestic market increases the competitiveness of 
domestic firms from restructuring such as exit-
ing and merger of marginal firms, which results 
in higher market concentration. This lowers the 
labor share through rising price markup in the 
model and reduces social welfare. On the other 
hand, when foreign capital flows in due to the 
opening of the financial market, the pressure on 
flexible labor market increases, which lowers 
the wage markup by reducing the labor share.

 

Table 1. Labor shares in simple setting 
 

 Perfect competition Firm’s markup (μ) 
Firm’s markup (μ) & 

labor union’s bargaining power (γ) 

Cobb-Douglas (α) α 
𝛼𝜇 

𝛼𝜇 +  𝜇𝜇 − 1 𝛾 

CES (α, σ) 𝛼ఙ ൬𝑊𝑃 ൰ଵିఙ
 ൬𝛼𝜇൰ఙ ൬𝑊𝑃 ൰ଵିఙ

 ൬𝛼𝜇൰ఙ ൬𝑊ோ𝑃 ൰ଵିఙ +  𝜇𝜇 − 1 𝛾 

Note: Parameters are from following related functions. Cobb-Douglas production function 𝑌 = 𝐿ఈ𝐾ଵିఈ; CES production func-

tion 𝑌 = ቂሺ1 − 𝛼ሻ𝐾഑షభ഑ + 𝛼𝐿഑షభ഑ ቃ ഑഑షభ
 where σ is the elasticity of substitution between capital and labor; Nash bargain-

ing objective function Πଵିఊሾሺ𝑊 − 𝑊ோሻ𝐿ሿఊ where 𝑊ோ is the worker’s reservation wage and γ is worker’s bargaining 
power; and the markup μ = ఎఎିଵ of a firm with monopoly power where η is the price elasticity of demand.   

Source: Author’s calculation. 
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V. Policy Implications 

According to the findings in this study, it is not 
clear whether globalization has contributed in 
increasing the labor share. The bargaining 
power of the capitalist becomes larger with the 
advent of easier cross-border relocation, which 
workers and the self-employed cannot entertain. 
Therefore, the fairness and inclusiveness in 

trade policy should be emphasized as well as 
the effectiveness of the globalization. Related 
policy suggestions include: improving the trade 
adjustment assistance program, supporting 
growth through globalization of SMEs, and es-
tablishing a fair supplier-buyer relationship in 
the supply chain.     

Figure 5. Impulse Responses 

abor augmenting productivity shock Capital augmenting productivity shock 

Price markup shock Wage markup shock 

Source: Author’s calculation. 


