|-SE International
Inequalities Institute

The transition to the knowledge
economy, labour market
Institutions, and income inequality
In advanced democracies

David Hope and Angelo Martelli
Working paper 18
November 2017

tHE LONDON SCHOOL
oF ECONOMICS anD
POLITICAL SCIENCE &




[l Working paper 18 David Hope and Angelo Martelli

Abstract

The transition from Fordism to the knowledge economy in the advanced democracies
was underpinned by the ICT revolution. The introduction and rapid diffusion of ICT
pushed up wages for college-educated workers with complementary skills and allowed
top managers and CEOs to reap greater rewards for their talents. Despite these
common pressures, income inequality did not rise to the same extent everywhere; the
Anglo-Saxon countries stand out as being particularly unequal. To shed new light on
this puzzle, we carry out a panel data analysis of 18 OECD countries between 1970
and 2007. The analysis stands apart from the existing empirical literature by taking a
comparative perspective. We look at the extent to which the relationship between the
knowledge economy and income inequality is influenced by national labour market
institutions. We find that the expansion of knowledge employment is positively
associated with both the 907 10 wage ratio and the income share of the top 1%, but
that these effects are mitigated by the presence of strong labour market institutions,
such as coordinated wage bargaining, strict employment protection legislation and
high bargaining coverage. The study provides robust evidence against the argument
that industrial relations systems are no longer important safeguards of wage solidarity
in the knowledge economy.

Keywords: knowledge economy, income inequality, labour market institutions,
industrial relations systems
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1. Introduction

The last forty years has seen a pervasive rise in income inequality across the
advanced democracies of Western Europe, North America and the Asiai Pacific region
(Kenworthy and Pontusson 2005; OECD 2011, 2015), especially at the very top of the
income distribution (Alvaredo et al. 2013; Atkinson, Piketty, and Saez 2011; Piketty
2014). This has occurred alongside major structural change, which has seen these
economies transition from Fordismd an economic system built around the mass
production and mass consumption of standardized consumer goodsd to the
knowledge economy, where the service sectors dominate economic activity and
human capital is central to economic prosperity (Iversen and Soskice 2015; Wren
2013b).

The two phenomena are intimately linked. The information and communications
technology (ICT) revolution that underpinned the transition to the knowledge economy
increased the demand for college-educated workers with complementary skills, which
led to a rise in the wage premia for more educated workers (Acemoglu and Autor 2011,
Goldin and Katz 2008; Katz and Autor 1999). The ICT revolution and globalization also
allowed highly-talented managers, CEOs and entrepreneurs to apply their talent to a
much wider pool of resources and to reach a substantially larger audience than
possible in previous generations. The rapidly rising compensation of the top 1% in the
knowledge economy therefore reflects both the increasing complexity of their work
and their enhanced ability to reap the rewards of their talents (Brynjolfsson and
McAfee 2014; Kaplan and Rauh 2013; Mankiw 2013).

The transition to the knowledge economy began in earnest after the crisis of
Fordism in the 1970s. Figure 1 shows the employment expansion in knowledge-
intensive service sectors between 1970 and 2006. Knowledge-intensive services
include finance, insurance, business services and telecommunications. These
@ynamic service sectors6have been selected by Wren (2013a, 13) as they are ICT
intensive, high productivity and increasingly traded internationally. The expansion of
knowledge-intensive services since 1970 is ubiquitous across the advanced
democracies and represents a substantial shift in economic structure.
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Figure 1. The expansion of employment in knowledge-intensive services in
advanced democracies between 1970 and 2006
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Note: Knowledge-intensive services comprise three sectors: post and telecommunications; financial
intermediation; and renting of machinery and equipment and other business activities.

Source: EU KLEMS Growth and Productivity Accounts: November 2009 Release, updated March 2011;
O6Mahony an2d09Ti mmer

While the transition to the knowledge economy has put upward pressure on inequality
in all the advanced democracies, we have observed striking differences in the
inequality trajectories of different economies. Figure 2 shows the evolution of two
widely-used measures of income inequality: the income share of the top 1% and the
901 10 wage ratio. It is clear that inequality has grown more rapidly in the English-
speaking countries than in the continental and northern European economies (see
also, Alvaredo et al. 2013; Atkinson and Piketty 2007).

The UK and the US particularly stand out, and as we might expect, they have also
seen a large employment expansion in knowledge-intensive services. The two
countries that saw the biggest movement into knowledge-intensive services, however,
were the Netherlands and Belgium, where the growth of inequality has been much
more subdued. On top of this, the other continental and northern Europe economies
saw equivalent or greater expansions in knowledge-intensive services than the other
English-speaking countries (Australia, Canada and Ireland), but experienced
substantially smaller rises in inequality. This leaves us with a clear puzzle: given the
common pressures from the transition to the knowledge economy, why has income
inequality not risen to the same extent across the advanced democracies?
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Figure 2. Dependent variables: the income share of the top 1 % and the 901 10 wage ratio
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Note: No top 1% income share data is available for Austria, Belgium or Greece.
Source: World Wealth & Income Database (data accessed September 2017); Brady, Huber and Stephens (2014);
OECD, Labour Force Statistics (accessed 14 Jan 2013).
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