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Abstract

This thesis examines how changes in functional income distribution specifically, shifts in the profit share
affect aggregate demand across ten advanced economies. Rooted in post-Kaleckian macroeconomic
theory, the analysis explores whether rising profit shares stimulate or dampen demand, and whether this
relationship varies across components such as private consumption, private investment, and net exports.
The theoretical distinction between wage-led and profit-led regimes serves as the guiding framework,
wherein demand responses depend on the relative strength of consumption versus investment and export
channels. The empirical analysis uses quarterly data covering the periods 1995-2006 and 2010-2019,
split to capture potential structural shifts following the global financial crisis. A local projection
framework is applied to estimate the dynamic response of each demand component to a one percentage
point increase in the profit share. The macroeconomic variables are processed to account for seasonal
variation and medium-run cycles, ensuring that the estimated responses reflect cyclical dynamics rather
than long-term trends or seasonal noise. Models are estimated separately for each country and time period
to capture structural differences and allow for meaningful temporal comparisons. The results reveal clear
cross-country variation and a mixture of demand regimes. In most cases, higher profit shares reduce
private consumption, reflecting the lower marginal propensity to consume from capital income. Private
investment responses are more variable with some countries exhibiting stronger profit-led investment
dynamics, particularly in the post-crisis period, while others show muted or slight negative effects. Net
exports play a modest role overall, although small open economies exhibit some improvements in trade
balances following distributional shifts. Regime classification based on aggregate demand effects shows
that some countries are consistently wage-led or profit-led, while others transition or fall into ambiguous
territory. These findings underscore the importance of country-specific institutional structures such as
labor market institutions, financial systems, and openness in shaping macroeconomic outcomes. The
study contributes to the literature on functional income distribution by offering a comparative and time-
sensitive assessment of how distributional changes influence demand formation. It also provides relevant
insights for macroeconomic policy, suggesting that growth strategies should be tailored to the structural

features of each economy rather than relying on uniform prescriptions.
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1 Introduction

In recent decades, the distribution of national income between wages and profits, referred to as functional
income distribution, has re-emerged as a central topic in macroeconomic research. The post-Keynesian
tradition, particularly the Kaleckian and post-Kaleckian schools, has emphasized how shifts in this
distribution can influence the dynamics of aggregate demand and shape national growth regimes. Within
this framework, the distinction between wage-led and profit-led economies serves as a central organizing
principle: whether a rising wage share stimulates demand via household consumption, or whether a
higher profit share boosts output through private investment and improved net exports (Bhaduri &
Marglin 1990). This thesis investigates how changes in the profit share affect key components of
aggregate demand, private consumption, private investment, and net exports across a sample of ten
advanced economies. The analysis is conducted using quarterly data spanning the periods 1995-2006
and 2010-2019, allowing for a comparative assessment of macroeconomic behavior before and after the
global financial crisis. To identify the short- and medium-run effects of distributional changes, the study
applies a local projection framework, which estimates impulse responses to a one percent increase in the
profit share, separately for each country and time period. Rather than focusing on any single regime or
outcome, the project is structured around a decomposition of demand effects: how does a rising profit
share influence private consumption, to what extent does it affect private investment behavior, and
whether it improves or worsens the external balance through changes in exports and imports. By
calculating the cumulative contribution of each channel, the analysis also classifies the overall regime
type of profit-led, wage-led, or ambiguous and tracks how this classification evolves across time and
institutional context. The findings offer insights into how income distribution shapes demand formation
in advanced capitalist economies. They also provide a foundation for discussing the broader policy
implications of wage and profit dynamics in a post-Keynesian framework, especially considering the

shifts in labor markets, financial systems, and international trade that have marked the past three decades.

Before turning to the empirical design of this study, it is useful to review how previous research has
approached the wage-led versus profit-led distinction and how these approaches have evolved over time.
Building on this framework, previous research has examined how different economies respond to shifts
in income distribution and whether they exhibit wage-led or profit-led characteristics. A substantial body

of empirical work has emerged around this question, offering theoretical insights and comparative
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evidence across countries and time periods. The following review outlines some of the key findings from
this literature, while also identifying limitations that the present study seeks to address through a more
disaggregated and dynamic approach. Empirical work has explored the prevalence of these regimes
across countries and time periods. Stockhammer, Onaran, and Ederer (2009) found that the Eurozone
displays wage-led characteristics, although some individual countries exhibited profit-led features due to
trade openness. Onaran and Galanis (2014) developed a global model showing that large economies such
as the United States, the Euro Area, and Japan are generally wage-led. They also emphasized that
coordinated wage increases could yield mutually reinforcing positive effects on global demand. More
recent studies have challenged this binary classification by emphasizing the role of structural and
institutional factors. Financialization, labor market reforms, and globalization have all reshaped the
relationship between income distribution and aggregate demand. Stockhammer (2017) argues that
financialization, through increased household indebtedness and a focus on shareholder value, has
weakened the traditional wage-consumption link. Hein et al. (2017) further note that financialization
increases the profit share while suppressing wage growth and productive investment, exacerbating
macroeconomic instability. Other studies have drawn attention to the context-dependent nature of
demand regimes. Onaran and Obst (2016) find that most EU-15 countries exhibit wage-led dynamics,
but these effects vary depending on factors such as openness, fiscal policy, and labor market institutions.
Carvalho and Rezai (2016) add that personal and functional income distribution must be considered
jointly to understand consumption dynamics in financialized economies. Despite these advancements,
three main limitations persist in the literature. First, many empirical studies rely on static or linear models
that do not account for how the effects of distributional changes unfold over time. The macroeconomic
impact of a rising profit share may evolve gradually, with delayed or compounding effects that are not
captured in single-equation or short-horizon estimates. Second, most analyses are conducted over long,
pooled timeframes that risk averaging out important temporal variation. By estimating local projections
separately for two distinct periods pre- and post-global financial crisis this study allows for a clearer view
of how the relationship between income distribution and aggregate demand may have shifted over time.
Third, while cross-country studies often seek general patterns, substantial institutional and structural
differences across economies remain a challenge. This project addresses that by estimating country-

specific models, thus preserving heterogeneity in macroeconomic behavior and policy context.
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This thesis revisits the question of whether modern economies are wage-led or profit-led. Using data
from ten advanced economies across two time periods, 1995 to 2006 and 2010 to 2019, it investigates
the dynamic effects of profit share fluctuations on private consumption, private investment, and net
exports. The analysis builds on the Post-Kaleckian model, extending the standard empirical framework
by applying Local Projections to estimate the dynamic effects of changes in the profit share on key
components of aggregate demand. By focusing on ten advanced economies and dividing the sample into
two distinct periods 1995-2006 and 2010-2019 the study allows for a comparative perspective on how
macroeconomic responses to income distribution have evolved before and after the global financial crisis.
This approach makes it possible to capture the unfolding of demand effects over time, rather than relying
on static estimates. The findings have direct implications for economic policy. If wage-led dynamics
dominate, policies that strengthen labor incomes such as collective bargaining, minimum wage laws, and
redistributive fiscal measures can enhance both equity and demand. If profit-led mechanisms prevail,
growth strategies may need to emphasize investment incentives and external competitiveness. In either
case, the results underscore the importance of tailoring macroeconomic strategies to country-specific
institutional and structural conditions. By tracing how distributional changes affect demand components
over time, this research contributes to a more nuanced understanding of functional income distribution

as a driver of macroeconomic performance.

1.1 Problem Statement

This thesis seeks to answer the following central question:

e To what extent are modern economies wage-led or profit-led, and how do changes in the Profit

share affect macroeconomic performance across countries and over time?

More specifically, the analysis investigates whether increases in the profit share stimulate or dampen
private consumption, private investment, and net exports across a set of advanced economies. Rather
than assuming static effects, the use of Local Projections allows the study to trace the dynamic response
of each demand component over a three-year horizon. By estimating these effects separately for the
periods 1995-2006 and 2010-2019, the analysis also examines whether the relationship between
functional income distribution and aggregate demand has shifted over time particularly in the aftermath

of the global financial crisis and amid broader structural changes such as financialization and
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globalization. The thesis contributes empirically and methodologically to the literature on functional

income distribution and macroeconomic growth regimes by addressing these questions.

1.2 Theoretical Framework

This thesis is grounded in the Post-Keynesian and Kaleckian traditions, which reject the neoclassical
assumption of distributional neutrality. Instead, these heterodox approaches argue that functional income
distribution is not only an outcome of macroeconomic processes but also a determinant of aggregate
demand and long-run growth (Lavoie, 2014; Hein, 2014). Empirical studies based on this framework,
including Onaran and Galanis (2014) and Stockhammer et al. (2009), demonstrate that a declining wage
share negatively affects growth in most advanced economies, challenging the mainstream justification
for wage moderation as a competitiveness strategy. Central to this approach is the Bhaduri—-Marglin
(1990) model, which formalizes Kalecki’s insight that the composition of income between wages and
profits has demand-side consequences due to class-based differences in marginal propensities to
consume. Since workers tend to spend a larger portion of their income than capitalists, a redistribution
from wages to profits typically suppresses consumption. However, the same shift may stimulate private
investment and improve net exports through lower unit labor costs. The net effect of such a redistribution
determines whether an economy is wage-led or profit-led. In wage-led regimes, an increase in the wage
share raises aggregate demand because the consumption channel dominates. In profit-led regimes, the
investment and net export channels are stronger, rendering higher profit shares expansionary

(Stockhammer, 2011).

Empirical estimations using this framework reveal considerable heterogeneity across countries. Onaran
and Galanis (2014), using a global multi-country model, show that a decline in the wage share leads to
lower growth in the euro area, the United States, Japan, and South Korea, while only a few countries
such as China, India, and Mexico exhibit profit-led characteristics. Moreover, the authors find that a
simultaneous decline in the wage share across all countries reduces global growth, as relative price
advantages are neutralized when all trading partners engage in wage suppression policies. Building on
this foundational model, subsequent theoretical developments have incorporated additional mechanisms.
One major extension involves financialisation, understood as the growing dominance of financial
motives, financial markets, and financial actors in the economy. Stockhammer (2009, 2017) and Hein

(2014) argue that financialisation weakens the traditional wage—consumption link by encouraging debt-
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financed consumption and increasing the influence of shareholder value orientation. For instance, Onaran
et al. (2011) show that while rising financial wealth and rentier income can temporarily sustain
consumption, the accompanying decline in wage shares and increase in household debt ultimately
undermine macroeconomic stability. These dynamics were particularly evident in the United States prior
to the 2007-2008 financial crisis. A second important extension concerns the open economy dimension.
Blecker (1989) and Hein and Vogel (2008) argue that in small and highly open economies, an increase
in the wage share may reduce net exports due to higher unit labor costs and reduced price
competitiveness. However, Onaran and Obst (2016) show that many EU15 countries remain wage-led
even when openness is taken into account. Their results indicate that the effects of changes in the wage
share depend on trade structures, import propensities, and the exchange rate regime, which can offset or

reinforce competitiveness effects (Onaran and Obst).

Institutional and policy variables also influence the demand regime. Labor market institutions such as
collective bargaining coverage, union density, and minimum wage legislation can strengthen the
consumption channel by securing real wage growth (Hein and Tarassow, 2010; Storm and Naastepad,
2012). Furthermore, Onaran and Galanis (2014) emphasize the role of fiscal policy in shaping aggregate
demand. Public expenditure and redistribution mechanisms can counteract private sector imbalances and
shift an economy toward a wage-led demand regime, even if it is initially profit-led in the private sector
alone (Onaran, O. and Galanis). Recent contributions have also examined the interaction between
functional and personal income distribution. Carvalho and Rezai (2016) argue that even if the aggregate
wage share remains stable, a rise in top income shares can dampen consumption because the ultra-rich
exhibit a lower marginal propensity to consume. This finding suggests that rising personal income
inequality may exacerbate the contractionary effects of a declining wage share, reinforcing the need to
address both dimensions of inequality within a unified macroeconomic framework. The Post-Kaleckian
model, particularly in its augmented form that includes financialisation, open economy effects, and
institutional variation, provides a robust theoretical framework for analyzing the relationship between
income distribution and growth. The empirical literature increasingly supports the conclusion that wage-
led regimes are both theoretically sound and empirically relevant across a wide range of advanced
economies. From a policy perspective, these insights challenge the dominant emphasis on wage restraint

and internal devaluation. Instead, they support a strategy based on strengthening labor institutions, raising
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wage floors, and implementing redistributive fiscal policies to foster stable and inclusive economic

growth (Hein, 2015; Stockhammer, 2015).

1.3 Methodology

To investigate these questions empirically, the study adopts a macroeconometric approach grounded in
post-Kaleckian theory designed to capture the dynamic effects of functional income distribution on key
macroeconomic aggregates private consumption, private investment, and net exports across time,
countries, and institutional contexts. The methodology applies local projection techniques to estimate the
effects of changes in the profit share over a multi-period horizon. By estimating country-specific models
separately for the pre- and post-crisis periods, the analysis allows for temporal variation in the
relationship between income distribution and aggregate demand, without imposing overly restrictive

assumptions about the underlying data-generating process.

The analysis is based on quarterly panel data for ten advanced economies over two distinct periods:
1995-2006 and 2010-2019. Dividing the sample into pre- and post-crisis periods allows for an
examination of structural shifts in the relationship between income distribution and aggregate demand,
particularly in the wake of the global financial crisis and subsequent policy responses. Countries are
selected based on data availability and the comparability of national accounts and labor cost statistics.
Core variables include private consumption, private investment, exports, imports, adjusted wages and
profits, interest rates, household debt, and price indices. The empirical approach relies on the Local
Projections (LP) method introduced by Jorda (2005), which allows for the direct estimation of impulse
response functions without requiring strong assumptions about the joint dynamics of all variables. This
method is particularly well-suited for macroeconomic data with moderate time dimensions and possible
structural breaks. For each country and time period, a series of regressions is estimated to trace how
private consumption, private investment, and net exports respond to a one percentage point increase in
the profit share over a twelve-quarter horizon. Each regression includes a set of control variables such as
GDP, interest rates, and household debt to account for broader macroeconomic conditions. By estimating
the models separately for each country and subperiod, the analysis captures both temporal shifts and
cross-country heterogeneity in the macroeconomic effects of distributional changes. The cumulative
responses are used to assess whether each economy exhibits wage-led, profit-led, or ambiguous demand

regimes and how these classifications may have evolved between the two periods. This design highlights
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the dynamic nature of functional income distribution and its role in shaping aggregate demand across

different institutional and historical contexts.

The dataset undergoes extensive preprocessing to ensure comparability and robustness. All nominal
series are converted to real terms using series-specific deflators. Seasonal adjustment is conducted using
a four-quarter differencing method and testing for stationarity using the Augmented Dickey-Fuller and
KPSS tests. The Hodrick-Prescott filter removes low-frequency trends to preserve medium-run variation
and avoid over-differencing, enabling meaningful interpretation of cyclical fluctuations. The transformed
data are then tested again to confirm the absence of residual seasonality or unit roots. To validate the
empirical strategy, several robustness checks are conducted. These include varying lag structures, using
alternative deflators, adjusting the filtering approach, and estimating impulse responses using structural
VAR models with recursive identification. In addition, the analysis examines the sensitivity of results to
different shock definitions and to the inclusion or exclusion of the global financial crisis years (2007—
2009). Particular attention is paid to the stability of impulse responses across subperiods and to the
consistency between the LP estimates. Finally, the estimation results are used to construct marginal
effects of changes in income distribution on aggregate demand components. These effects are scaled by
historical income and expenditure shares, yielding interpretable measures of the extent to which higher
profit shares raise or lower consumption, private investment, and net exports. These country-specific
marginal effects are then aggregated and compared across the two periods, allowing for empirical
classification of economies as wage-led or profit-led and for assessing whether these classifications have
changed over time. The empirical strategy of this thesis combines theory-consistent modeling with
flexible and robust estimation tools. By applying Local Projections across countries and time periods,
the methodology captures the dynamic and country-specific effects of changes in functional income
distribution on macroeconomic performance, offering a flexible framework for tracing how these

relationships evolve over time.
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2 Theory

2.1 Post-Keynesian Theory of Functional Income Distribution and Growth

Regimes or The Augmented Post-Kaleckian Model

The post-Keynesian approach to functional income distribution and growth regimes analyzes how shifts
in the distribution between wages and profits influence aggregate demand and economic growth. Central
to this framework is the post-Kaleckian model, which determines whether growth is wage-led or profit-
led. Economic and political factors shape functional income distribution and affect private investments
and public fiscal initiatives. Higher wages boost private consumption and drive demand in a wage-led
economy, whereas a profit-led economy relies on private investments and exports for growth. Small,
open economies tend to be profit-led due to the significance of net exports. The post-Kaleckian model
evaluates this dynamic by estimating private consumption based on wage and profit shares while
considering public spending as a stabilizing factor. Fiscal policies, such as public investments and social
benefits, can mitigate structural constraints in both wage- and profit-led economies. Empirical studies do
not definitively conclude whether economies are predominantly wage- or profit-led, as methodological
differences and complex interactions affect the results. Hein (2014) highlights that modern capitalist
systems incorporate unemployment, and firms set prices based on markups, which can make the economy
less sensitive to demand fluctuations. The Bhaduri-Marglin model emphasizes the role of profit rates in

investment decisions.

The augmented post-Kaleckian model integrates financialization, globalization, technological change,
and public spending. Financialization has reduced the wage share and increased household debt, while
international trade and capital mobility have exerted downward pressure on wages. Technological change
can support demand through productivity-driven wage growth or reduce the wage share via automation.
Public investments in technology and infrastructure thus play a crucial role in ensuring sustainable
growth. From a policy perspective, wage-led economies require stronger labor rights, higher minimum
wages, and active fiscal policies, while profit-led economies can promote balanced growth through
strategic industrial policies and managed exchange rates. Financialized economies need stricter financial

market regulations to ensure macroeconomic stability. Overall, the post-Keynesian perspective
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emphasizes the importance of demand-side factors in shaping macroeconomic outcomes, while the
augmented model incorporates financialization, globalization, and technological change to address

contemporary economic challenges.

The model examines how changes in the share of profits in total income impact the overall economy by
influencing different components of private demand. It does this by breaking down GDP (Y) into its key
demand-side elements: private consumption (C), private investment (I), and net exports (NX), where net

exports are the difference between exports (X) and imports (M).

Mathematically, this relationship is expressed as:

aY o0C 0l ONX

dps dps + daps + aps

ey

7] . d .
a—; Represents the total effect of a change in profit share on GDP. a—pcs Captures how changes in the profit
share affect private consumption. For instance, if wages decrease while profits rise, private consumption

: . .. ) ol
may decline because workers tend to spend a larger proportion of their income than capital owners. —
aps

Reflects the effect of profit share changes on private investment, as businesses may respond to higher
. . . . . . INX
profits by increasing or decreasing their investments depending on demand expectations. s Shows how

profit share changes affect net exports (exports minus imports). A shift in wages and profits can influence

competitiveness, production costs, and international trade balances.

If the economy is wage-led, A higher profit share means a lower wage share, which reduces private
consumption significantly (since wages drive household spending). Even if private investment and net
exports improve, the decline in consumption may outweigh these gains, leading to lower overall GDP
growth. If the economy is profit-led, a higher profit share may increase private investment if firms
reinvest profits into productive capacity. It can also boost net exports if lower wages reduce production
costs, making exports more competitive. If these positive effects on private investment and net exports
exceed the drop in consumption, GDP can increase. Net exports (NX) may increase if higher profit shares
reduce wages, making exports more competitive. Lower wages could enhance international

competitiveness, but the extent of this impact depends on how sensitive global demand is to price changes
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(i.e., price elasticities of exports and imports). If exports do not respond strongly to lower wages (inelastic
demand), the benefit to net exports may be minimal. The classification of an economy as wage-led or
profit-led depends on how changes in the profit share impact total demand. If an increase in the profit
share reduces total demand (GDP declines), the economy is wage-led. The economy is profit-led if a

higher profit share boosts total demand (GDP rises).

Since the wage share is simply the inverse of the profit share, analyzing wage changes follows the same

logic but in reverse.

aY ) oc ol ONX

)

—=?, —<0, —>
daps dps aps

ac

When private consumption decreases 305

< 0 A higher profit share means a lower wage share, reducing

household disposable income. Since workers tend to have a higher marginal propensity to consume than

capital owners, overall private consumption declines.

. . . al . . . . .
When private investment increases ops > 0 private investment may rise if firms reinvest their profits

rather than distribute them as dividends. This depends on business expectations about future demand.

. ONX . . . :
Net exports are uncertain 6_ps? Which means that exports could increase if lower wages make domestic

production more competitive internationally. Imports might fall if lower wages reduce demand for
imported consumer goods, improving the trade balance. Exchange rate effects and the price elasticity of

exports/imports also play a role in determining the final impact.

The net effect depends on which factor dominates. If the decline in private consumption outweighs the
gains in private investment and net exports, the economy is wage-led. If private investment and exports
respond strongly to higher profits, the economy is profit-led. Since the relationship between wages,
profits, and demand is complex, modern econometric techniques like Local Projection models are useful
for estimating how these factors interact over time. These models offer an alternative to traditional
macroeconomic approaches and help refine our understanding of the long-term effects of changes in

income distribution.
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2.1.1 Consumption

Understanding private consumption is fundamental to analyzing how changes in income distribution
impact aggregate demand. private consumption is the largest component of GDP in most economies,
making it a key driver of economic growth. In Post-Keynesian and Post-Kaleckian economic
frameworks, private consumption is influenced by the functional distribution of income, meaning how

national income is divided between wages and profits.

Traditional economic models often treat private consumption as a function of overall income, but our
approach distinguishes between wage income and profit income, recognizing that these two sources of
income affect consumption differently. Workers tend to spend a larger proportion of their income, while
capital owners allocate more toward savings and investment. Therefore, changes in the profit share (ps)

versus the wage share can significantly influence consumption patterns and economic growth.
This model estimates private consumption (C) as a function of:

1. Profit income (R) — earnings from capital ownership.

2. Wage income (W) — compensation received by workers.

3. Interest rate (r) — influencing borrowing and saving behavior.

4. Household Debt (D) - A negative and statistically significant effect on private consumption,

indicating that rising indebtedness constrains demand.

Using a log-log functional form, we assess how these factors determine private consumption and
examine whether an economy is more likely to be wage-led or profit-led. This approach allows us to
quantify the elasticities of private consumption for income distribution, providing valuable insights into
the broader macroeconomic dynamics of demand formation. By applying this model, we aim to
determine how shifts in income distribution, such as an increase in the profit share, impact private
consumption and overall economic growth. This analysis helps inform discussions on whether policies

that promote higher wages or higher profits are more effective in sustaining economic expansion.

In the context of financialized capitalism, the traditional Post-Kaleckian consumption model must be

extended to account for the growing role of household debt. As wage shares have declined and income
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inequality widened, households have increasingly relied on credit to sustain their consumption,
particularly in the lower and middle segments of the income distribution. This dynamic has led to the
emergence of debt-led consumption regimes, where private consumption is not solely a function of
current income but is also influenced by access to credit and the accumulation of debt (Stockhammer,
2016; Onaran & Obst, 2014). While household debt can temporarily offset the negative demand effects
of falling wage shares, such expansion is inherently unsustainable and introduces macroeconomic
instability, as observed during the global financial crisis. To reflect this mechanism, we augment the
conventional Post-Kaleckian consumption function by incorporating household debt as an additional

explanatory variable:
log(C) = ¢ + cglog(R) + ¢y log(W) + cp log(D) + ¢, log (1) (2)

Each term in this formulation represents the logarithm of a key determinant of consumption. The
dependent variable, log(C) denotes private consumption in logarithmic form, while ¢, Is a constant. The
coefficients cg, ¢y, cpand c, capture the elasticity of consumption for profit income, wage income,
household debt and the interest rate, respectively. Since the model follows a logarithmic structure, these
coefficients indicate the percentage change in consumption resulting from a one percent change in each
corresponding variable. Wage income is expected to positively affect consumption, as workers generally
spend a larger share of their earnings. Profit income may also contribute to consumption, but to a lesser
extent, given that capital owners tend to save more. The interest rate is anticipated to have a negative
impact by discouraging borrowing and incentivizing saving. This model provides a framework for
understanding how changes in income distribution shape aggregate demand and whether an economy

exhibits wage-led or profit-led growth characteristics.
To assess the impact of profit share changes on private consumption, the analysis applies the estimated

: . : . . Cc¢C c
coefficients, cg, cy, and c,, to the corresponding average consumption-to-income ratios E,W,and;

derived from the dataset. This approach allows for the calculation of the marginal effect of an increase
in the profit share on consumption, reflecting the relative contributions of wage and profit income to
overall demand.

2p) e, ¢

Alps) R CWW

(3)
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This equation describes how changes in the functional distribution of income between wages and profits

2(z)

A(ps)

influence aggregate consumption. The term represents the change in the consumption-to-GDP ratio

due to a shift in the profit share. The coefficients c, and cy, measure the elasticities of consumption

. . . . . C C . .
concerning profit income (R) and wage income (W), respectively. The ratios = and > indicate the share

. : : c C
of consumption financed by profit and wage income, respectively. The terms cy = and ¢y, ” reflect the
contributions of each income source to overall consumption. Since workers generally have a higher

. . . . c

marginal propensity to consume (MPC) than capital owners, we typically expect ¢y, > cg. If Cwy, >
c . . T

Cr, an increase in the profit share reduces aggregate consumption, indicating a wage-led economy.

. C c . . . .
Conversely, if cwi, < CR% A higher profit share leads to increased consumption, suggesting a profit-

led regime. Given that wage earners tend to allocate more of their income to consumption, a rising profit

share often results in lower overall consumption, making wage-led growth more likely.

Kalecki’s models propose that workers spend all their income, while capital owners divide theirs between
consumption, savings, and investments (Lopez & Assous, 2010). This supports the idea that the
propensity to consume is higher for wages than for profits, leading to an expected negative relationship
between the profit share and consumption. Empirical research reinforces this view, with multiple studies
confirming that wage income is more likely to drive consumption than profit income (Bhaduri & Marglin,

1990; Onaran & Obst, 2014).

2.1.2 Investment

Private investment is influenced by multiple factors, including the accelerator effect of output and the
profit share in total income. Both of these factors shape firms' expectations of profitability and determine
the availability of internal financial reserves. Bhaduri and Marglin’s framework highlights the dual role
of profits as both a source of internal financing and a signal of expected returns, making them a key

driver of investment decisions.

Private investment is modeled as a function of Gross Domestic Product (Y) and the profit share (ps),
reflecting its positive correlation with these variables. This approach extends beyond the neo-Kaleckian

framework by incorporating profit expectations and internal capital availability, which enhance
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investment's responsiveness to economic conditions. The assumption is that higher GDP and profit

margins encourage investment by providing firms with greater resources and incentives.

The long-term real interest rate (r) is also included as a control variable, representing the cost of
borrowing and the opportunity cost of capital expenditures. A higher interest rate is expected to
negatively impact private investment by increasing financing costs and reducing firms’ willingness to

undertake new capital projects. The investment function is expressed as:
log(I) = iy + iy log(Y) + ips log(ps) + i, log(r) 4)

Where iy, represents autonomous investment, iy represents real output and i,; Capture the effects of

output and profit share on private investment, and i,- accounts for the impact of interest rates. While GDP
and profit share are expected to influence private investment positively, the interest rate is anticipated to

have a negative effect.
. . . L
To determine the marginal effect of profit share (ps) on the investment-to-output ratio 5> We use:

3F) 1

Alps) bR )

A rise in the profit share is expected to drive private investment as firms reinvest a portion of their
increased earnings. This effect is closely tied to the structure of private demand, whether predominantly

wage-driven or profit-driven within a closed economy, as analyzed by Bhaduri and Marglin (1990).

2.1.3 Net exports

Understanding the role of net exports is crucial as the global economy expands and international trade
grows. Studies by Stockhammer et al. (2008) and Onaran and Galanis (2012) have examined this
relationship using structured methodologies that assess domestic and export price levels before

estimating export and import demand through regression models.

The model assumes an imperfectly competitive market, where nominal unit labor costs (ulc) and import
prices (Py; ) influence both domestic (P) and export (Py) price levels. Since labor costs affect firms’

pricing strategies, they also shape functional income distribution (Harcourt, 2006). Import prices serve
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as a proxy for non-labor input costs, meaning both unit labor costs and import prices are expected to
positively affect price levels (Hein & Vogel, 2008). This pricing mechanism is captured using the

following mark-up pricing equations:
log(P) = po+Ppuc log(ulc) + py log(Py) (6)
log(Py) = pxo + puic log(ulc) + py log(Py) ()
Next, the export function is estimated based on relative export prices, global GDP, and exchange rates.

The framework follows Bhaduri and Marglin (1990), where the exchange rate (E) is a control variable.

The export function is given by:

P
IOg(X) = Xp + xpxm lOg (PX> + Xyrw log(er) + Xe log(E) (8)
M

Here, the ratio of export prices to import prices (;)—X) and the GDP of the rest of the world (Y;.,,) play key
M

roles. A higher export price relative to import prices can reduce export demand, as domestic goods
become less competitive. Conversely, rising global GDP generally boosts exports, as increased

international income translates into higher demand for imports.

Similarly, the import function accounts for the effect of relative price levels and domestic GDP, where

higher relative domestic prices make imports more attractive. The function is:

P
log(M) = mgy + myy,,, log (P_> + my log(Y) + m, log(E) 9
M

In this case, a higher domestic price relative to imports 518 expected to increase imports, as domestic
M

consumers opt for cheaper foreign goods. Likewise, higher domestic GDP tends to raise imports due to
increased household and business spending. The exchange rate (E) remains a control variable in both

functions.

Using the estimated coefficients from equations (8) and (9), we determine how changes in profit share

(ps) affect net exports. The marginal impact on exports is derived from:
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A(7) _ (218X ologh 0loglule) dlogrule))
Aps dlog Py dlog(ulc) dlog(rulc) dlog(ws) ) rulc

1 Y, £
— (_ °f Y
—( )<eXPeulc 1— ep Y> rulc (10)

. . . P .
The eyp ratio captures how relative export prices P—X affect export volume, while e,;. measures how
M

nominal unit labor costs (ulc) influence export prices. Elasticity (ep) represents the effect of ulc on

L Y . . .
domestic prices. Furthermore (7f) adjusts GDP from factor costs to market prices. Real unit labor cost

X
(rulc), shown in ﬁ, which transforms the elasticities into marginal effects.

Similarly, the marginal effect of profit share on imports follows the same structure:

A(v) M
Y z(_)<010gM dlogP  0log(ulc) alog(rulc)> v

A(ps) dlogP dlog(ulc) dlog(rulc) alog(ws) | rulc
1 ¥ v
=) (eMPeP 1—ep 7) rulc (1)

where ey;p represents how relative domestic prices (P—) influence imports. Since imports and exports are
M

interrelated, changes in relative price structures result in adjustments to net exports. To assess the overall
impact of profit share (ps) on private demand, we combine the effects on private consumption, private
investment, and net exports. Studies such as Onaran & Obst (2016) estimate these effects using the Post-
Kaleckian Model and regression analysis. However, our approach employs Local Projections, which
provide a dynamic response over an 8-year period, offering a more nuanced perspective. The method
calculates impulse response values, creating a time-series vector reflecting how profit share changes

evolve.

2.2 Local Projections

Local Projections (LP) represent a widely used econometric technique for estimating impulse responses,

particularly in applied macroeconomics and time series analysis. Originally introduced by Jorda (2005),
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the method provides an alternative to vector autoregressions (VARs) by directly estimating the dynamic
effects of economic shocks at different forecasting horizons. Unlike VARs, which impose a recursive
structure on the data, LPs estimate impulse responses through a sequence of independent regressions,

allowing for greater flexibility in modeling economic relationships over time.

Impulse response estimation seeks to trace the effect of a shock on an endogenous variable over time.
Traditional approaches, such as VARs, assume a joint data-generating process that governs the evolution
of all variables in the system. However, LPs offer an alternative by focusing on the direct estimation of

impulse responses at each forecast horizon. The general specification for LP is:
Yern = @™ + Br1Xe + BnoXeoq + o + Bn,jXt—p + Ecan

Ye+n is the response variable at horixon h. a® is a horizon-specific intercept. X;, X;_q, ..., X t—p are the
explanatory variables, often including past values of y, or an external shock. 8 ; are the horizon-
specific regression coefficients, which change with h.

Et4n 18 the error term.

Rather than deriving impulse responses recursively, as in VAR models, local projections estimate them
separately for each time horizon. This method aligns with theoretical perspectives on dynamic treatment
effects while reducing reliance on the restrictive assumptions typical of multivariate time series models.
By running distinct regressions for each forecast horizon h, LPs provide greater flexibility in modeling
impulse responses. In contrast to VARs, they do not enforce a fixed structure on variable dynamics,
making them more resilient when the data-generating process is uncertain or nonlinear. Additionally, LPs
allow for incorporating control va