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ABSTRACT 

The paper explores the phenomenon of financial sector rents  (profits and remuneration  of 

highly paid employees) increasing  despite the increase in competition that the sector should 

have experienced as it was deregulated and globalized. A literature review throws up little of 

use on the mechanics of financial pricing and competition, but plenty on the remuneration of 

high-paid employees, in finance and elsewhere. This helps motivate a theoretical model in 

which the increase in rent extraction occurs because globalization has predominantly meant 

more upstream competition by firms for these employees, rather than more downstream 

competition for  customers. The model also explains why rents increased even more in 

finance than in ―real economy‖ industries, with the use of the concept of finance as an 

―essential but useless-at-the-margin‖ activity. Econometric analysis of OECD countries over 

two periods – 1970-88 and 1989-2007 reveals some striking regularities. Finance is strongly 

associated with economic growth in the first period, but not at all in the second. Relationships 

between finance and the real economy are particularly disturbed in final 2001-07 subperiod. 

Some conclusions are drawn for economic policy.  
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1. Introduction 

There are two important, different questions which often share the same answer in the 

popular discourse. The questions are: ―How have working and even middle class real wages 

been squeezed, over the past thirty or so years?‖, and: ―How has the remuneration of CEOs 

and other high-level managers increased so much, over the same period?‖ 

You could say that these trends are really the two sides of the same issue – the class struggle 

– and point out that, since the political triumphs of the Thatcher and Reagan regimes in the 

1980s, the upper classes have been winning the class war, at least in the English-speaking 

world. Well, so they obviously have, and such might indeed answer a ―why?‖ question, but, 

as an economist, I have framed this as a ―how?‖ issue: that is, just how have these major 

changes (as they are) been effected, in the context of modern, mixed, market economies?  

And the best single-word answer is, I believe, ―Globalization‖ -- or, to expand: increased 

competition from the opening up of national and international markets. 

But there is a problem here. It is easy to tell a cogent and empirically documented story about 

how opening up markets puts downward pressure on wages in developed countries, 

especially the wages of unionized and unskilled workers. It works through product market 

competition. So, as a well-known example, the US automobile industry, having been virtually 

autarkic through the 1950s and 60s, was from the 1970s onwards, as GATT tariff cuts came 

into effect, subject to increasing competition in the domestic market from first Japanese and 

then also Korean (and European) car markers. Result: better quality, lower prices and profit 

margins, and inexorable pressure to chip away at the ―rents‖ claimed by blue-collar auto 

workers, partly through pressure on pension and healthcare entitlements, and partly by 

transferring their jobs to new, non-unionized plants built by Honda, Toyota and their ilk.  

A second example that is especially germane to comparisons with the financial services 

industry, at least in the US setting, is the airline business. This is interesting because, like 

banking, airlines had to get access to national markets before going global. With airlines it 

was the 1978 Airline Deregulation Act which freed up pricing and allowed carriers to 

compete across state lines (which right had previously been reserved for a frozen set of long-

established ―legacy‖ carriers). Deregulation of finance came a little later, with interstate 

competition legitimized in 1994 and barriers between banking, insurance and securities 

sectors lowered from 1999. In the meantime,  global trade in financial services had developed 

following collapse of the Bretton Woods system of fixed exchange rates in 1974, and 

subsequent relaxation of controls on capital flows and liberalization of many other facets of 

national and international financial activities. 

The ―conventional wisdom‖ of the outcome of these processes is well expressed in the 

following passage from a British economics textbook: 
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Most economists support the policy of financial deregulation in money markets since 

greater competition between banks – as with all industry – increases efficiency and 

brings price down to the consumer. Opening frontiers to allow foreign banks to 

compete is just the extension of this principle.
1
 

Well, that’s clear enough, and so too is the further consequence of squeezing of wages of 

domestic workers as a result of pressure on prices and the out-sourcing of some jobs to lower 

wage locations through the new global ―trade in tasks‖. But the analytical problem is this: 

how come all this pressure to cut costs and wring-out rents from the system somehow 

stopped short of the higher levels of the jobs ladder – spectacularly so, such that we have 

instead observed the opposite trend of massive increases in top pay rates; especially (as we 

will see) in the finance sector? 

Such is the puzzle that this paper sets out to resolve. I will attempt to show how the answer 

―globalization‖ can indeed be given to both the questions posed in my first paragraph above. 

The next section frames the issue in the larger terms of the evolution of economics and 

economic policy over the past one hundred years. Section 3 reviews the literature. Section 4 

introduces my theoretical model. Section 5 reports original econometric and other empirical 

analysis relevant to the literature and the theory. Section 6  will conclude with some policy 

recommendations and suggestions for further research. 

 

2. Unintended Consequences, or, Why Economics is harder than Physics 

The failure of the economics profession to predict and forestall the Global Financial Crisis – I 

now say, crises, as we have segued from GFC1  (sub-prime customers) to GFC2  (sub-prime 

countries) – is cause for widespread dismay and scorn. Are we just stupid, or – worse – 

subverted by ideology or partiality?  I firmly deny the first possibility. The best economists, 

our research leaders, are formidably smart and creative scientists – in pure intellect, the 

equals of all but the very best mathematicians and theoretical physicists, these being the 

aristocrats of pure science. 

As for their open-mindedness and purity of motives, we must here be a little less 

unequivocal. There has certainly been more than a whiff of dogmatism in the forced and 

uncritical adoption of policy systems such as the ―Washington Consensus‖, though it is 

generally true that the most devout  disciples tend not to be the more intelligent and 

thoughtful economists who come up with these ideas in the first place.
2
 As for partiality, it 

may be that examples of academic economists selling their views to interested parties – or at 

                                                           
1
 Cleaver, 2004, p129. The second, 2011 edition of this book has a new and quite hard hitting chapter on the 

Global Financial Crisis. Nevertheless, the passage quoted above is repeated, unchanged except for “most” 
economists being changed to “many”  (Cleaver, 2011, p153.) 
2
 In the case of the Washington Consensus:  its twelve commandments for healthy economic living were drawn 

up by the very able John Williamson, but not  -- he insists – as a (fully) prescriptive blueprint for economic 
“reform”, but  rather as a synthesizing description of ideas for reform that international Washington-based 
agencies  (World Bank, IMF, US Treasury) had been cobbling together in their interventions in Latin America 
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least bending them towards these interests – are more frequent now than they used to be
3
, but 

I would say from my long experience working with, talking about and observing my 

colleagues in action – in both academic and public spheres – that it would be hard to find a 

more honest and well-meaning group of social scientists: we really do sincerely want to help. 

But if so, why did all these smart, alert, public-spirited economists not identify in advance the 

forces  -- which are the same forces driving the particular topic of this paper – pushing 

inexorably towards the spectacular crises, meltdowns, economic disasters etc of the past four 

years? Why, indeed, did many claim all was well, and many others not give the matter any 

thought at all? On the latter point: the bad news about modern economics is that a large 

majority of its serious practitioners  -- that is,  economists with regular faculty teaching 

positions in research universities
4
  --  are engaged in highly technical theoretical or 

econometric research which has little or no relevance to applied or policy issues. The good 

news however is that the very best economists in the top universities do, mostly, feel the urge 

and obligation to engage themselves in the real world, as will be well evidenced in the work 

to be cited below.  

As for those who – in sharp-sighted retrospect – now seem to have been pig-headed or 

panglossian; well, this is where I will call on the economist’s plea for mitigated mercy: we 

are not dolts or dummies, but our subject really is very difficult. Compare with Physics. 

Newton once said, that if he could see further than before, it was because he was standing on 

the shoulders of giants. The point is that those giants didn’t crumple underneath him, or turn 

out to be facing the wrong way. In Physics, the laws governing the behavior of the atoms are 

there to be discovered, and each discovery can be built on by the next generation of 

researchers. 

Economics is different, for two reasons.  First, our ―atoms‖ are individual  human beings, and 

their behavior can change. In particular, human behaviour can change if, having discovered 

what appear to be laws or principles governing the behaviour of the atoms, the people in 

charge then act on that knowledge – the very act of interference can alter the beliefs and 

values of sentient beings. And second, the atoms interact in society, and it turns out that 

extrapolating what we think we know about the behaviour of individuals and small groups  to 

the aggregated level of all society can be disastrously mistaken. 

Three  times  in modern history has the world been tripped up by the consequences of 

economics being a human and/or social science – first with the Great Depression of the 

1930s, then the ―stagflation‖ of the  1970s, and now, in the new millennium , the Global 

Financial Crisis (GFC) in which we remain mired.   

The roots of the Depression go back to the nineteenth century. Economists, from Adam Smith 

through to Alfred Marshall, had built up our understanding of the behaviour of individual 

                                                           
3
 A possible example of this is demonstrated or at least claimed in the documentary film Inside Job, with 

respect to white-washing reports on the soundness of Iceland’s banking system prepared for money just 
before its collapse by two quite eminent “independent” academics. 
4
 In modern economics, the old saw that “those who can, do; those who can’t, teach” is reversed. The most 

able economists take teaching/research positions in universities; the rest become consultants or civil servants. 
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consumers, workers and firms interacting in markets. These insights led to the doctrines of 

free trade and economic liberalism, culminating in what is now known as the First 

Globalisation Epoch running from around 1870 to the eve of World War I, when trade and 

other commercial barriers between nations were steadily reduced, and commerce and capital 

flows expanded mightily, within nations and between them. At the same time, as the 

unprecedented experience of sustained long term  economic growth settled in to peoples’ 

expectations of what was normal, social liberals began putting together the pieces of what 

would become the welfare state, using the new prosperity to fund active government support 

of education, health and ―safety nets‖ for the poor, the unemployed and the old. 

The unintended and unforeseen consequences of this first wave of globalization were an asset 

pricing bubble which, when punctured in 1929 by the Wall Street Crash, would prove 

contagious to an unprecedented degree,  spreading rapidly through the world along the new 

international linkages of commerce and finance.  And, quite understandably, the remedies 

proposed for the slump by the conventional economists of the day reflected what they had 

learned about efficient markets over the previous century as codified in what in Britain was 

called ―The Treasury View‖: Mass unemployment of labour? Slash wages to price workers 

back into their jobs. Collapse of national prosperity  (GDP, as we would now call it)? Cut 

back on government spending, the public sector being an unproductive luxury, not to be 

afforded when times were tight, when resources should be freed up for the private sector to 

make the most efficient use of.  Collapse of demand for exports? Re-impose tariffs and other 

barriers to imports, to protect local industry  (this last being a response more of the politicians 

than economists). 

It didn’t work, of course  (as we can so easily say now), because the social nature of the 

modern market economy (nationally and internationally) was now for the first time making 

itself decisively felt: what works for a single market doesn’t apply when you add them all up 

to the national or international level. The precise metaphor here is of the coin having two 

sides – specifically a person’s income becomes their spending and thus someone else’s 

income. 

So, if workers in a particular industry took pay cuts to keep their jobs, they would thereby 

have less to spend on the output of other workers in other industries. At the microeconomic 

level of the particular industry these spending effects are of little moment, but if the wage 

cuts happen across the board, total or aggregate spending will decrease, and thence output in 

all industries, and the end result may be more, not less unemployment in the economy. If 

government cuts its spending to reduce its deficit, then private sector incomes and spending 

will fall as a consequence, and the end result could be a lower tax take, an increased deficit 

and, of course, an increase  in unemployment.  Put up trade barriers to protect your country’s 

industries and you reduce the incomes of other countries  -- if everyone does then, again, the 

final effect may be to exacerbate the slump. 

It took a genius  (Keynes) to figure this out, and a tyrant  (Hitler) to demonstrate the remedy, 

but the lesson was learnt, and after WWII the Western nations – especially the ―Anglo‖ 

(English-speaking) economies attached policy levers to the new field of Macroeconomics, in 
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particular taking advantage of the now permanently larger social-democratic or Welfare State 

sector to use fiscal and monetary policy as stabilizers of aggregate spending, moving against 

the private sector business cycle to maintain total aggregate demand, and thus reduce the 

extremes of the business cycle itself. 

Result? A ―Golden Age‖ of economic growth and prosperity, in particular for the working 

and middle classes
5
.  Over the quarter century from the end of the War until the early 1970s, 

per capita real incomes rose on average at around 2% per annum – a rate double that ever 

seen before for any sustained length of time. Unemployment reached the low single-digits 

and stayed there.  

So, economic problem solved? At the time the triumphant Keynesians thought so (Keynes 

himself would most likely have been more cautious). But they were wrong. People changed. 

As the folk-memory of the Great Depression and the War faded, consumers, workers and 

firms began to expect continued growth and prosperity, with confidence in their 

governments’ ability and resolve to keep the economy on a steady course. So they turned 

their attention to their share of the growth, passed through to them in their wages and prices. 

New result? For the first time ever in recorded history the price level rose every year, and 

then the rate of increase of prices (inflation) itself showed a positive trend. With a few 

unfavourable supply-side shocks in the 1970s, most western economies found themselves 

mired in a nasty new economic mess with a nasty name – ―stagflation‖ – the hitherto 

unprecedented coincidence of double digit inflation  and high unemployment. 

This opened the door for the anti-Keynesian tribes – subjugated for a generation but never 

assimilated— to (re)take the citadels of power and economic policy. The Keynesian attempt 

to keep unemployment permanently below its ―natural‖ rate was immanently unsustainable 

due to its effects on price and wage expectations. The only viable and worthy long-run goal 

for policy was a stable level of prices  -- low inflation. And, on the microeconomic side, such 

would be easier to achieve if markets  -- but in particular the labour market – were more 

―flexible‖ – in particular, the unions had to be broken. The state, too, had become too big, too 

intrusive and too clumsy, and needed sharp pruning, with less confiscatory taxation of profits 

and high earners. 

With strong (and, it must be admitted, generally popular) leadership from Margaret Thatcher 

and Ronald Reagan, the monetarist/neoliberal regime imposed itself with startling ease, 

meeting little effective opposition from the so recently hubristic Keynesians.
6
 Inflation was 

knocked on the head and subsided with impressive speed, ―never‖ to re-occur. The immediate 

cost of this was indeed recession and sharp increases in unemployment – such was the emetic 

                                                           
5
 Income inequality declined through the 1950s, 60s and 70s. 

6
 US and UK Keynesians were handicapped intellectually by their rather cowardly unwillingness to endorse the 

fundamental Keynes proposition  of mass unemployment  being an equilibrium outcome of markets – that is, a 
fundamental failure of the “free” market system, which would not be solved by wage cuts and indeed would 
be exacerbated by such because of the aggregate demand effects on spending. Instead, they assumed that 
unemployment was due to wage rigidity, for which the visible suspects were trade unions, minimum wage 
laws, and sticky inflation expectations. This made their models easy targets for the monetarists to critique and 
discredit. 
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needed to expel inflationary expectations from the body corporate – but things soon settled 

down, unemployment fell back, economic growth resumed and with apparently more stability 

than even the stabilizing Keynesians were ever able to achieve. As the 1990s rolled over into 

the new millennium, hubris made its inevitable return: policy economists and others tramping 

the corridors of power had a triumphant new label for the age: The Great Moderation. 

However, a new set of unwanted  (if this time possibly not unintended) consequences were 

bubbling away under the surface, soon to explode. Unemployment had indeed dropped down 

to levels in the 4-6 percent range, which although above Keynesian era unemployment rates, 

were still below what Monetarists themselves had believed the economy could sustain 

without re-triggering inflation.
7
 But the new high employment was different from the old. It 

did not come with high wages.  This was unprecedented, at least in the modern era. Keynes 

and Keynesians had focused on the (un)employment rate as the key employment variable. 

Get people working and they would be all right – wages would be looked after, either by the 

unions or (as we now appreciate) by an implicit Social Contract between employers and 

employees that a responsible  (usually male) worker, even without a lot of education or skills, 

should receive in their pay packet a sufficiency to feed and raise a family in some sort of 

decency. 

But since the 1970s, with the near collapse of private sector unionism (at least in the Anglo 

countries – not in Europe), the intrusion of ―trade in tasks‖ or out-sourcing of low-skilled jobs 

to developing countries, and  (as we now appreciate) the erosion from the employers’ side of 

the sanctity of the social contract, real wages were being squeezed, as part of an 

unprecedented trend to the widening of the income distribution. Jobs became less secure, 

part-time work increased as did the incidence of two-income households struggling to make 

ends meet or even to stay in the middle classes. It was turning out that labour market 

―flexibility‖ was predominantly flexibility downwards! 

So how to keep the family afloat? One ―solution‖ was to take on debt, and consumer credit 

increased sharply. Another was to look for another route to prosperity. Here, the Great 

Moderation came into play. Feeling now secure that prices in the real economy  (of goods 

and services) were permanently stable, and encouraged by the low interest rates  engendered 

by low inflation, households began to borrow to invest in housing.  Result: a decade-long 

house price boom, which may indeed be – in its duration and international scope – 

historically unprecedented. In any case, fomented by relaxation in borrower credit-worthiness 

requirements, by the new trick of deregulated and globalized securitization of mortgages and 

other claims on real assets, and by personal and corporate irresponsibility on a systemic scale, 

the Global Financial Crisis duly erupted, and here we are. 

   

 

                                                           
7
 Non-inflationary unemployment this low would have (pleasantly) surprised Keynes, too – he had expected 

that post-war unemployment could not be expected to get much below 10%. 
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3. Literature review 

 

As an outsider to the field, I began by combing the standard Economics bibliographic 

reference database, EconLit, for information on research published on the financial sector. 

EconLit  references all journals in Economics and related fields, along with the leading 

working papers series in which the latest academic research first appears, in particular from 

the National Bureau of Economic Research (NBER) in the US and the Centre for Economic 

Policy Research  (CEPR) in the UK.
8
 EconLit is weak on other working paper series, and 

misses most books and book chapters, unless these have been issued electronically. It also 

fails to cover reports and studies  issued by government and international organisations, such 

as the OECD, the World Bank, and the International Monetary Fund (IMF), although all but 

the most recent important publications from these sources will eventually be picked up by the 

researcher from the bibliographies of journal articles. 

I followed my standard practice when burrowing into a new literature of asking EconLit to 

search for two or three keywords in the Abstracts of the papers or articles. I did two separate  

searches, one looking for the joint appearance in an Abstract of the words ―finance‖ or 

―financial sector‖ and  ―rents‖ or ―profits‖ ; the second seeking the words ―executive‖ or 

―CEO‖ and ―pay‖ or ―remuneration‖.
9
 I then worked the list thrown up by EconLit, opening 

the Abstract of each paper. If it looked relevant I would then find and download the full paper 

I was hoping in particular to find analysis or evidence relating to five issues: (a) the role of 

oligopolistic competition in financial sector pricing and profitability, (b) empirical evidence 

on the value of the contribution made by Finance to national or world economic growth and 

efficiency; (c) analysis of the determinants and effects of growth in world trade in financial 

services; (d) determinants of the remuneration of Chief Executive Officers (CEOs) and other 

highly-paid personnel in the corporate sector in general, and Finance in particular, and (e) 

small-number  (oligopoly) competition for ―rents‖ . 

I already had some familiarity with the executive compensation literature and was confident 

this would be helpful, as it turns out to be. I also knew something about oligopolistic  rent 

competition,   but would conclude that this small literature doesn’t actually speak usefully to 

the issue of financial sector rents. 

I had high hopes for the other topics, because in the ―real‖ economy industries with which I 

have had previous experience I know that a literature search would yield rich pickings on all 

three issues. For example, in the field of airline economics, you would find numerous papers  

(a few with my name on them) on competition in airline markets, on the efficiency 

implications of competition and other air travel issues, and on the effects of liberalization of 

national and international aviation. 

                                                           
8
 Both the NBER and the CEPR are basically virtual information networks, acting as conduits for research 

carried out in universities and research institutes around the world. 
9
 Unfortunately, I don’t appear to have made a record of the words I used, so I am recounting this from 

memory. In any case, I must expect to have missed some relevant articles (and all relevant books). I did also 
conduct a general search of the literature on rent-seeking, and found some interesting oligopoly papers 
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But my search of the finance/economics literature threw up almost nothing on any of these 

three issues
10

, which was quite a culture shock. I am used to being able to write down (or read 

others writing down) with some precision just what it is that, say, airlines produce  

(passengers flown), what the price of this is, what the costs of production are, how 

competition plays out and so on. But, apart from the ―boring banking‖ of High or Main Street 

retail finance, I still have little idea of just what it is that the City or Wall Street financiers 

actually do,  and so a fortiori   I don’t know how they price what they do, and on what terms 

they compete with each other in selling what they do.  

Perhaps I am being naïve here and should appreciate that impenetrability is the point – it lays 

down a smoke-screen behind which the rent-appropriation process can play out unmonitored. 

Such a notion will turn out to be a key element of the formal model I write down in Section 4, 

in particular in explaining how the incredible surge in income inequality observed throughout 

the corporate sector has been even more extreme in Finance. 

3.1  Evidence on Financial sector rent increases 

The empirical setting here is (of course!) the spectacular widening of the income distribution 

in many Western economies since the late 1970s, with the share taken by the people at the top 

increasing at the apparent expense of, first, lowest income and then even middle class 

segments of society.  It appears that ―top people‖ have taken their returns in both profits and 

salaries, with the line between these blurred by the increasing use of stock options in 

executive compensation. 

The Financial sector has contributed substantially to the overall widening of the incomes gap, 

for two reasons: first,  profitability and, especially, wage and salary per worker have 

increased faster in this sector; and, second, the sector has expanded as a share of GDP.  

Figure 1 taken from the ILO’s International  Institute for Labour Studies  World of Work 

Report 2009 (IILS, 2009, Figures 2.1 and 2.2) documents increasing shares since 1990 of 

Financial sector profits in ―advanced economies‖ and a sharp increase in the ratio of financial 

to non-financial wages in the United States. 

Bolton et al. (2011, p46) repeat from a well-known working paper by Philippon and Reshef 

(2008) a plot of relative financial to non-farm private sector US wages since 1930, which 

breaks down the financial sector into ―credit’ (retail banking and credit unions), insurance 

and ―other finance‖. The wage ratio of the first two of these disaggregated sectors stays at 

around one throughout the postwar period, but ―other finance‖ remuneration simply takes off 

after 1980, reaching almost a multiple of four of non-farm wages by 2006. This is quite 

interesting because it tells us that the ―boring (retail) banking‖ and insurance industries are 

not where the action is in Finance – it is the ―other‖ category of brokerage, investment 

banking and other financial intermediation activities where the real rents have been 

purloined. 

                                                           
10

 The exception, returned to below, is the literature on so-called “financial frictions”, represented here by the 
recent paper of Buera et al. (2011).   
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We could retrieve more studies and data
11

, but I expect that the stylized facts are fairly stable 

by now, and that they tell us that we need to be able to explain three things: 

1. Why top-end remuneration has increased so much across the economy 

2. Why finance sector remuneration has increased even more than the average 

3. Why both profits and wage/salary returns have risen. 

To investigate these questions, we look first at the literature on CEO pay and rewards. 

3.2  The Remuneration of CEOs 

Why focus on CEOs when we are interested in profitability and rents in the Financial Sector  

as a whole? There are two good reasons. One is that the light of research shines brightly here 

– many others have already studied CEO remuneration (a comparatively visible, controversial 

and well documented  phenomenon) and they have found out quite a lot. 

The second reason is that what we now know about CEOs is likely to be relevant to our 

broader concerns. CEOs are at the peak of the pay pyramid, and when this peak rises, it pulls 

up remuneration of other unusual employees, and this for similar reasons. And such is 

especially likely to be so in the Finance sector, which is one of the few industries  -- perhaps 

the only other one is high-level professional sports – in which the shop-floor workers – here, 

traders, deal-makers  and their ilk -- are often millionaires and in many cases earn more than 

their ―managers‖. 

I begin the survey with may what be one of the first ―classic‖ papers in the field, by Michael 

Jensen and Kevin Murphy (1990) – these authors being superstars in the fields of Finance and 

Labor Economics, respectively. Jensen and Murphy examine the relationship between pay 

and performance for CEOs. The Abstract of their paper (from EconLit) is worth repeating in 

full: 

The authors’ estimates of the pay-performance relation (including pay, options, 

stockholding , and dismissal) for chief executive officers indicate that CEO wealth 

changes $3.25 for every $1,000 change[] in shareholder wealth. Although the 

incentives generated by stock ownership are large relative to pay and dismissal 

incentives, most CEOs hold trivial fractions of the firms’ stock, and ownership levels 

have declined over the past fifty hears. The authors hypothesize that public and 

private political forces imposes constraints that reduce the pay-performance 

sensitivity. Declines in both the pay-performance relation and the level of CEO pay 

since the 1930s are consistent with this hypothesis. 

Talk about Old School! Perhaps the durable lesson to be taken from this paper with the sad 

wisdom of hindsight is that, if there really wasn’t much of a pay-performance relation for 

                                                           
11

 Note in particular the paper It’s financialization by the distinguished Harvard Labor Economist Richard 
Freeman, which led me to the IILS Report  (Freeman, 2010). 
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CEOs, then there was really nothing stopping them ramping up their remuneration, bar the 

sanction of ―public and private political forces‖  (GW Bush et al).
12

 

Gabier and Landier (2008) is an impressive paper which explores the ―assignment‖ 

(matching) between CEOs and firms. These authors find a small dispersion in CEO talent 

which however justifies large differences in pay across firms (see also Tervio (2008)). As for 

the ―sixfold increase of US CEO pay between 1980 and 2003‖, this is all about size and can 

be fully attributed to the sixfold increase in the size (market capitalization) of large 

companies over the period (which begs the question of why size increased so much). Gabier 

and Landier also bring forward other explanations for some or all of the CEO pay boom, 

including the ―skimming‖  model (Bertrand and Mullainathan (2000)) which depends on a 

―loosening of social norms against excessive [sic] pay‖ (so cf. Jensen and Murphy’s ―public 

and private political forces‖) , and also an apparent trend (due information technology 

changes) towards a greater emphasis on general rather than firm-specific skills. These 

insights will be useful for the modeling below. 

Bebchuk and Grinstein (2005) focus on the 1993-2003 period of growth in US executive pay, 

and reject increases in firm size and other structural factors as adequate explanations  for the 

doubling of top-five executives total compensation from 5% to 10% of aggregate firm 

earnings in just ten years [!]. Bebchuk and Fried’s book, Pay without Performance: The 

Unfulfilled Promise of Executive Compensation (2004) is reviewed by Weisbach (2007), who 

notes these authors’ preference for a model which has executives basically controlling their 

boards and maximizing their compensation subject to an ―outrage constraint‖  (as opposed to 

any optimal-contract-to-maximise-shareholder-wealth explanation). 

My reading of this literature is that the remarkable recent increases in top-executive pay, at 

least in the United States, cannot be plausibly sheeted home to  improved economic 

performance or efficiency. Instead, it seems that ―the money is just sitting there‖, and we 

need to go to some sort of explicit or implicit bargaining model to explain what has 

happened.  

Just two papers – Kedia (2006) and Alexander and Zhou (1995) – explore possible links 

between product market competition and executive compensation, but both focus on the 

structure of compensation packages (incentive vs guaranteed components) rather than the  

puzzle motivating the present paper, which is how increased competition through 

globalization could have increased overall levels of remuneration (in the bargaining context 

suggested in the previous paragraph). 

More to the present point are several papers -- all implicitly accepting that executives must be 

somehow bargaining over surplus or rent, not receiving some competitive productivity-

                                                           
12

 A more recent synthesis and survey of “Executive Compensation as an Agency Problem” is Bebchuk and 
Fried (2003) in the Journal of Economic Perspectives.  Gius (2007) finds little evidence of performance effects 
on CEO pay (in a sample of 975 CEOs observed 1992-2002. Jiraporn et al. (2005) find evidence of weaker 
shareholders allowing higher CEO compensation, which they interpret as “rent expropriation”. Baron and Laux 
(2010) report findings of CEO non-salary compensation determining debt/asset ratios in the financial sector – 
that is, causation going the other way. 
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determined reward for service -- which bring forward the key bargaining notion of an outside 

option. Hayes and Schaefer (2009) point to the ―Lake Wobegon Effect‖
13

  which is 

apparently ―widely cited‖ as one cause for rising CEO pay: no firm wants to admit to having 

a below-average CEO, and so tries to keep its pay package above the norm to avoid signaling 

such. Gregoric et al. (2010) deploy a ―quasi-experimental‖ research design to provide 

―empirical support for theoretical models of bargaining that take into account reference 

values‖. Rajgopal et al. (2006) highlight the role of a CEO’s outside opportunities in the 

executive job market. Murphy and Zabojnik (2006), bringing forward the idea of transferable 

or generic management abilities becoming more important relative to firm-specific human 

capital, with this reflected in the fact of increased appointment of new CEOs through external 

hiring. Transferable skills will also generate a ―thicker‖ market for executive talent, which 

will make outside options more relevant to compensation package negotiations. 

Most of us will be aware of anecdotal or journalistic evidence on this effect. In New Zealand, 

we from time to time read a newspaper story on the latest round of double-digit CEO pay 

increases, in which the reporter asks an ―Executive Remuneration Consultant‖ -- surely, the 

most debauched of all the business consultancy trades – whether these increases might just be 

a shade too high. ―Oh no,‖ replies the shameless consultant, ―We are still paying our CEOs 

less than their counterparts in Australia. There’s plenty of upside potential yet. ‖
14

 

 

 3.3  Models of competitive or oligopolistic rent seeking and dissipation 

When I planned this paper, I conjectured that the literature on  competitive rent-seeking  by 

oligopolistic firms would be relevant. In these models, firms fight over a fixed total ―pie‖ of 

rents, in effect destroying some of the pie in the process. For example, a monopolist might 

―waste‖ real resources building excess unused productive capacity, just to protect its 

monopoly market rents by signaling credibly to any prospective entrant that it would be ready 

and willing to expand production to drive down price should it face any competition in its 

market (Cowling and Mueller, 1978; Hazledine, 2003). I came across several interesting 

papers  exploring oligopolistic rent-seeking (Menezes and Quiggin, 2010; Kamien, 2001; 

Alexeev and Leitzel, 2001), but when I sat down and began sketching out the analytical 

implications I found that my conjecture was wrong – in particular, I couldn’t identify any 

mechanism whereby increased product market competition (eg through globalization) would 

increase the size of the pie or at least reduce the amount of it dissipated through rent-seeking 

activities. 

So, the bottom-line of my literature review is that the most promising avenue to explore is the 

process determining the claiming of rents by the personnel of (in particular) financial firms. 

The idea really is that there is no particular wastage or dissipation of these rents: they are 

taken off the table quite cleanly, and – one hopes, doesn’t one? – enjoyed to the full by the 
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 At Garrison Keillor’s mythical home town of Lake Wobegon, all the children are above average. 
14

 For a (slightly) more dispassionate view of “compensation consultants”, see  Bebchuk and Fried (2003, pp77-
78). 
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recipients. The end effect on the income distribution  may be politically or even morally 

repugnant, and there may indeed be wider effects, such as on the self-selection of talent into 

rent-claiming industries,  but the process seems to be so easy and so lacking in organized 

opposition that it at least does not generate direct wastage of real resources. 

  

4. Modeling financial sector rents 

When I  first started thinking about how to model analytically the phenomenon of increased 

competition from globalization driving up rents, I had a hunch that it would somehow hinge 

on one stylized fact or assumption about the modern financial sector, namely that, to a first 

approximation, it is useless. More precisely, I assumed that finance is a rare example of an 

―essential but useless‖ activity. The analogy I had in mind was the (possibly apocryphal) 

history of commerce up and down the Rhine being subject to the depredations of local 

princes or barons, each of whom would demand a toll from river users for the privilege of 

passing safely along the  section of water running past their own little fiefdom. Of course no 

useful service was provided by the barons, but if the trader didn’t pay up their cargo would be 

confiscated and their boat foundered, so in this important sense they were essential. That is, I 

had an idea of the bankers and financiers as unavoidable coupon-clipping rentiers. 

Before I had succeeded in putting  some shape onto this working hypothesis, my insights 

were sharpened from reading a long article in the New Yorker by one of their staff writers on 

economic and financial matters,  John Cassidy, titled ―What Good Is Wall Street?‖  (Cassidy, 

2010). The subtitle was: ―Much of what investment bankers do is socially worthless‖, and 

there were many claims made to this effect, including from a paper written by the former 

chairman of the UK Financial Services Authority, Lord Turner, whose views  were 

paraphrased by Cassidy thus: ―A clear implication of [Turner’s] argument is that many 

people in the City and on Wall Street are the financial equivalent of slumlords or toll 

collectors in pin-striped suits.‖ 

So this was encouraging – I seemed to be on the right track. But these assertions did not 

explain just how the financial sector gets away with this terrific trick of, in essence, printing 

money for themselves in the absence of any use or threat of main force, which is what I 

needed to know for my modeling – economists cannot believe anything is true at the factual 

level until they can see how it can be true in theory.  However, reading on, I followed John 

Cassidy into the LSE office of Dr Paul Woolley, founder of the Woolley Centre. Dr Woolley 

shared with Cassidy his epiphany, that financial markets made up of people trying to act 

rationally can yet deliver outcomes that are ―a complete Horlicks‖ because the markets 

themselves are ―grossly inefficient‖. This is part of the answer, I think, within the framework 

of the unintended consequences that make economics harder than physics, but my attention 

was most taken by an earlier rhetorical question raised by Dr Woolley. ―Why on earth,‖ he 

said to John Cassidy, ―should finance be the biggest and most highly paid industry when it’s 

just a utility, like sewage or gas?‖ 
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It was this remark that gave me my own mini-epiphany. The thing about utilities is that what 

they supply is very valuable – indeed, near-essential – but only up to a point. We don’t flush 

the loo just for the fun of it. We don’t leave the gas hob on all day just to admire its dancing 

flames. That is, these utilities are useless, but only at the margin, and so, possibly, is Finance.  

Now, the pricing analytics of useless-at-the-margin activities are quite different from 

conventional goods and services, of which the more supplied the better. In the latter case, 

rational firms will keep on supplying additional units of whatever they produce, which they 

can sell only by cutting price, until the point where what we call the marginal revenue 

brought in by the last unit (allowing for the fact that the profit margin on all previously sold 

units must be shaved to bring the marginal customer into the market) just equals the marginal 

cost of producing that unit. At that point, the profits yielded by the whole enterprise are 

maximized. 

In this pricing setting, an event such as a change in costs has a substantial and predictable 

effect. If costs go up, the profit-maximising firm supplying a useful-at-the-margin product 

will cut back output, raise price, and suffer a loss in profits. They won’t be happy about it, but 

that is the best they can do. If costs fall, however, prices will be cut (though not by as much 

as the reduction in costs), more marginally-useful output will be produced and sold, and 

profits will  increase. 

It is quite different for the useless-at-the-margin utility. If their costs fall, there is no point in 

cutting prices, because everyone has their fill already and won’t be induced to consume more. 

But, in the other direction, if costs increase – well, not a problem. Just match this with a price 

increase, suffer no loss in sales (because we all have to flush our loos, etc), and no cut in 

profits. 

This idea will be a key building block of my model. But we need more.  How has Finance 

been able to in effect keep on putting up its price where other utilities have (more or less) 

not? To switch watery metaphors, Finance over the past two decades  is like a water utility 

which insists on double-piping its network so it can supply to every house at high price a 

choice of still or sparkling water from the taps, whether they want it or not. (Note that this 

far-fetched metaphor does, I believe, capture a distinctive feature of financial sector 

―innovation‖, which is that it proceeds through the proliferation of (nearly) useless-at-the-

margin new products rather than – or as well as – simply pushing up fees for existing 

standard services.) 

We don’t observe water utilities gold-plating their product offerings like this. So how did 

Finance get away with it? This is an especially germane question given that the actual level of 

competition in most finance sectors has increased with globalization and  is well above what 

we have available in household utility markets, which are often supplied by local natural 

monopolies.   

Recall that, in the markets for ―normal‖ (useful-at-the-margin) goods and services, more 

competition means lower prices and tighter profit margins, because, on the one hand, it is 

harder for any one supplier to get a price increase to stick, given the many alternatives 
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available to its customers, and, on the other, the presence of so many customers currently 

being supplied by other firms increases each firm’s temptation to ―steal‖ market share with a 

price cut. The firms would love to raise prices across the board, but competition ―keeps them 

honest‖ 

So we are looking for a mechanism whereby having more competitors somehow makes it 

easier for each of them to raise prices or otherwise inflate revenues with product 

proliferation. Since the firms all want to do this, we just need to identify some coordinating 

trigger which is more effective the more firms there are.  I think it is fairly obvious now how 

this trigger is set off, and indeed it surfaced in my literature review on CEO remuneration, 

namely, the ―Lake Woebegon‖ effect of everyone wanting to pay above-average salaries.  

Note that, again unlike many other industries (especially household utilities), finance has just 

one major input, which is labour. So, an across-the-board increase in the cost of labour will 

send a very strong signal to all firms to put up their prices. And why might this happen? Note 

that the ―labour‖ we are here talking about is highly skilled and already highly paid  -- CEOs, 

top managers, market traders, corporate lawyers and the like. It isn’t purchased off the shelf 

from the local unemployment office, but rather through a personalized negotiation or 

bargaining process. And, in any bargaining situation, outcomes are in part determined by 

each party’s fall-back position; their ―outside option‖ or opportunity cost.  

You will see where this is heading. The outside option for the firm’s current CEO or top 

trader is shifting to a similar job with another firm. And the more such other firms there are, 

the more attractive this outside option will be, in general. That is, more competitors in an 

industry such as Finance does not just (or even much) mean more competition in downstream 

product markets (which as we will see in the next section remain relatively ―local‖ in 

orientation, despite the internationalization of the firms supplying them), but more 

competition in the upstream market for the key input, which in Finance is bespoke labour, not 

the mass-market supply of physical capital or unskilled workers. 

Here is the model. The total rents (profits) generated from the downstream market by a 

financial firm from employing a CEO (or star trader) are given by: 

 P  =  A  -  ρw 

Where A is a constant equal to the profits earned by the firm if the CEO donated their 

services for nothing, and   ρw is the CEO wage or remuneration package, w, deflated by the 

proportion of wages that cannot be passed on to the downstream clients through higher prices 

(ρ -- rho). 

The total rents enjoyed by the CEO in this job would be: 

 R  =  w  -  f(n) 

Where f(n) is the value of the  CEO’s best outside option (the opportunity cost of taking this 

job), and is a positive function of the number of firms offering such options. 
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In the classic Nash bargaining model, the wage is set to split the rents 50:50 between the two 

parties  (a disproportionate allocation of the pie can easily be accommodated here). That is, 

set w to equate: 

 A  -  ρw   =   w  -  f(n) 

Solving for w: 

 w  = A/(1 + ρ) + f(n)/( 1 + ρ) 

This model has the features we need. The equilibrium  wage for CEOs and other high-paid 

employees is an increasing function of the number of firms through f(n). The model also 

predicts that employee rents in the financial sector will be higher (in general) than elsewhere 

in the economy because of the parameter rho. In industries producing goods or services that 

have value-at-the-margin, the sacrifice of profits from paying a higher wage is larger than in a 

useless-at-the-margin activity such as finance – in the latter case, with the lack of what 

lawyers call ―commercial tension‖, an increased wage demand from an employee may be a 

welcome signal to push up prices downstream, especially so if the Board or its compensation 

committee have been largely ―captured‖ by the workers. 

5. Empirical Evidence 

In this section I present four types of new empirical evidence on the role of the Financial 

Services sector in the economies of OECD member countries, from 1970 through to 2007.  

First, I show plots of finance’s share in total OECD GDP and of exports and imports of 

financial services.  Then we confront directly the ―useless-at-the-margin‖ hypothesis with 

econometric modeling of cross sectional data on the rates of economic growth over two sub-

periods: 1970-1988 and 1989-2007.  

The third and fourth empirical subsections report econometric analysis of a panel database 

containing up to 1062 observations on each of more than 70 financial and other economic 

variables for 28 countries over the 39 years from 1970-2007  (I will only be making use of a 

few of these variables, many of which are different ways of measuring the same thing).
15

 

First we undertake a detailed analysis of the determinants of the size of the financial services 

sector. Then, we follow up on a very recent paper by Buera et al (2011) to explore the link 

between GDP and ―external finance‖.  

5.1 Finance trends 

Here we seek to make some sense of the scale of the financial services industry and of the 

recent internationalization of its activities.  Figure 3 plots the value added what is technically 
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 Data are taken from the Penn World Table  (PRT6.3), from the OECD “STAN” (STructural ANalysis) database, 
and also OECD trade data, from the Beck Financial Database used by Buera et al.  (2011), and from the IMF’s 
WORLDIMF-IFS Domestic Credit Data. 
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known as the ―Financial Intermediation‖ industry
16

 as a percentage of total economy value 

added (ie, GDP). We see that, for the 28 OECD countries included in our sample
17

, finance 

has increased its share of GDP substantially but not spectacularly, from 4.15% in 1970 to a 

pre-GFC peak of 6.9% in 2006. I also show a break-down into ―Anglo‖  (Australia, Canada, 

Ireland, New Zealand, UK, US) and ―other‖ countries, which reveals that the finance sector 

in English speaking economies has grown more than elsewhere – up to 8.14% of total GDP in 

2006, compared to just 5.61%. 

Then, Figure 4 plots the course of exports and imports of financial services summed in each 

case over the 28 countries.  Here the data action is a bit more striking, with in particular a 

more-than doubling of financial service exports in just the four years from 2002 to 2006. 

Note that the substantial surplus of exports over imports could in part or in whole be due to 

net exports from the OECD to the rest of the world, but might also reflect problems with the 

data  -- it may be easier to measure or estimate financial sector exports than imports.
18

 

However, even at their 2006 peak, total trade flows  (exports+imports) of financial services 

are not huge, being less than 1% of total OECD GDP (at around $US35trillion), and around 

10% of the total value added of the sector. That is, even after the ramping up of international 

flows in the years before 2007, the world’s financial service industries  still predominantly 

sell into the product markets of the countries in which they operate. Possibly there has been 

more globalization upstream, with the corporations supplying the services having 

internationalized their operations. If so, then this supports the theoretical modeling of the 

previous section, with its key postulate that the effect of globalization of finance on 

competition has been found rather more in input markets  (skilled labour) than product 

markets. 

And note too that financial services trade is truly tiny relative to the total stocks of extant 

financial instruments, which have reached mind-boggling dimensions – such as the figure of 

nearly ―one quadrillion‖  (ie one thousand trillion) dollars worth of derivatives slopping 

around, just before the Financial Crash.
19

 Of course these instruments cannot all be backed by 

real assets – or, rather, many must be backed ultimately by the same real asset – but the 

contrast in flows of trade and indeed of the domestic value added of the finance sector and 

the ―value‖ of their products does imply that this sector is indeed a very low-cost provider of 

commercial paper (and, as such, may help explain why it apparently finds it rather easy to toll 

or ―clip the coupon‖ on such products). 

                                                           
16

 The OECD uses the International Standard Industrial Classification (Revision 3), with which Sector J is 
Financial Intermediation, including insurance and pension funding. This definition excludes Real Estate and 
(other) Business (service) Activities. 
17

 From the current membership list of 34 countries, I exclude Luxembourg  (which economically is really just a 
financial services city-state, with exports and imports of financial services greatly exceeding its GDP),  and five 
recent members for which good time series data are not generally available: Chile, Estonia, Mexico, Slovenia 
and Turkey. 
18

 If so, then this would contrast with the situation for merchandise trade, for which (I believe) official figures 
for total world imports tend to be large than the other side of the same coin – total world exports. Here the 
explanatory factor is presumably that many countries are more meticulous in tracking and recording imports  
(which may be subject to taxes and duties) than they are about exports. 
19

 Bollard (2010, p160.) 
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5.2  Explaining differences in economic growth 

Over the long run, there is no more important economic indicator  -- perhaps excepting 

unemployment – than economic growth, and yet the reasons for differences over time and 

between countries in rates of growth of GDP remain controversial and elusive. I will not here 

attempt to unravel the growth mystery, but will just ask (a) whether we can isolate a role for 

the financial services sector in the growth process, and (b) if so, whether this role is stable 

over time. I divide the database into two nineteen-year periods: 1970-88 and 1989-2007, and 

measure economic growth, for each country, as the average annual percentage increase in real 

per capita GDP  (from the Penn World Tables database) over each period. 

Table 1 shows the results. There are six econometric models  (estimated using the EViews 7 

package), repeating the same modeling sequence for each of the two periods. Look first at the 

regression model for growth over 1970-88. We start with the simplest standard ―conditional 

convergence‖ model, which has growth going forward linked to the level of per capita GDP  

actually, here measured as GDP per worker), with the expectation of a negative sign on the 

estimated coefficient,  as lower-income countries within the group can catch up with the 

leading countries  (for example, by making free use of the technology already developed by 

the leaders). 

 

 

 

Table 1: Cross-country regressions with dependent variable real per capita GDP growth 

(GRGDPCHxxyy) 

 

 

 
Variable Period 1970-1988 Period 1989-2007 

 

 

 

Constant 
4.61 

(7.5) 

2.05 

(2.0) 

0.903 

(0.7) 

3.84 

(5.2) 

1.81 

(1.4) 

1.76 

(1.4) 
Start year 

GDP per 

worker 

RGDPWOKxx 
-0.060   

(-3.3) 

-0.059   

(-3.7) 

-0.075   

(-4.1) 

-0.034   

(-2.1) 

-0.034   

(-2.3) 

-0.036   

(-2.1) 
Period av-

erage share  

Investment 

in GDP 

CIxxyy  
0.088 

(2.9) 

0.102 

(3.3) 
 

0.072 

(1.9) 

0.070 

(1.8) 

Period av-

erage share 

financial 

sector in 

GDP 

RATFINxxyy   
0.291 

(1.6) 
  

0.031 

(0.2) 

 

 

 

R2 , number 

observations 

0.318 

26 

0.498     

26 

0.549     

26 

0.155   

27 

0.268   

27 

0.270    

27 
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We see that the initial-year (xx = 1970) level of GDP is indeed a moderately significant 

predictor of subsequent GDP growth. Next, we add a slightly more controversial but still 

fairly standard variable: the percentage share of investment, CI  (ie gross fixed capital 

formation) in GDP, on average over the nineteen years (xxyy = 1970-1988). This is 

controversial  because it seems likely to suffer from the endogeneity problems that bedevil 

most econometric research: higher investment rates should increase economic growth by 

making workers more productive, but, in the other direction, an economy which for some 

other (ie unmeasured) reason is prone to higher growth rates would thereby naturally  attract 

more investment. Such is the difference between supply and demand determinants of 

variation or differences in  investment, and we cannot attempt to sort it out here. 

In any case, the coefficient on CI is statistically moderately significant and economically 

highly significant. It implies that a country with an investment rate seven percentage points  

above another country with the average rate of investment, which is 25%  (ie about one 

quarter larger) would have through the period annual economic growth rates about 0.6 of a 

percent higher (= 7x0.088) which is nearly one quarter higher than the sample average annual 

growth rate of 2.64%. This effect is indeed too large to be plausibly attributed to a simple 

exogenous effect of increasing the rate of growth of the capital stock. But this not our focus 

here.  

Now we add the ―RATFIN‖ variable, being the percentage of each country’s GDP generated 

by the finance sector. This is literally and figuratively the ―money‖ variable, because it will 

allow us to identify any direct linkage between finance and real economic growth.  The 

addition of this variable increases the explanatory power of the model and ―sharpens‖ the 

estimates of the other two coefficients. The t-statistic of RATFIN is a bit less than 2, which is 

the conventional rule-of-thumb bar for statistical significance, but the coefficient is definitely 

economically significant, implying that a country with a one percentage point higher finance 

share  (eg 5 rather than 4 percent) would have a nearly 0.3% per year higher economic 

growth rate, which is actually a very large effect --  worthy of ―tail wags dog‖ status.
20

  

Without having any expertise in how the finance sector interacted with other factors which 

together may have an impact on economic growth, and without knowing why some countries 

had larger financial sectors, I cannot put any gloss on this econometric finding, except to note 

that it goes beyond a purely ―utility‖ role for finance in these two decades.
21

  

So, what is the story for the second nineteen year period, from 1989 to 2007? The second set 

of three regression models on Table 1 has two big implications. First, the overall ability of the 

two control variables  (starting GDP and investment share) to explain cross-country 
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 Note that the simple correlation between growth and finance share is actually negative though not at all 
significant. It is presence of the two control variables  (starting GDP and Investment share) that allows the 
impact of finance share to come through in the data. 
21

 For a utility, the input-output ratio is likely to be fairly constant:  if x% more GDP requires about x% more 
finance input, then the ratio of finance to GDP  (which is our RATFIN variable) will not vary with differences in 
the rate at which output is increased  (which is our economic growth variable) 
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differences in economic growth is  less – the growth picture has become more blurred. And, 

second, the Finance share variable is completely wiped out. Over the 1989-2007 period there 

is apparently no longer any link between countries’ financial sector shares and their economic 

growth. 

 

5.3 Explaining the size of the financial sector 

The results shown on Table 1 above are quite striking: an extremely strong (though 

imprecisely measured) effect of financial sector size on GDP growth in the first two decades 

of our sample period; no effect at all in the last two decades. To further explore the inter-

relationships between finance and the ―real‖ economy, we now make use of the full 1000+ 

country/year observations on the panel database to attempt to pin down the service, or 

―utility‖ role played by the sector. We compute the value added of financial service industries 

per person in each economy and for each year, and we model this in terms of a number of 

likely factors. 

Table  2: Dependent Variable log per capita Value Added of  Financial Services Industries 

 
Sample 1970-

1988 
Sample 1989-

2007 
Sample 1989-

1994 
Sample 1995-

2000 
Sample 2001-

2007 

 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 

Constant -155.7 -39.2 -47.73 -11.6 -81.08 -4.9 -8.48 -0.4 -97.45 -4.6 

Log GDP per 
capita 

1.41 47.5 1.25 37.7 1.25 30.1 1.31 21.5 1.15 16.4 

Anglo  0.03 1.0 0.29 10.7 0.21 5.6 0.27 5.2 0.37 7.6 

Annual GDP 
growth 

0.00 0.2 -0.01 -3.2 -0.00 -0.7 -0.01 -1.0 -0.036 -3.5 

Investment 
share in GDP 

-0.011 -5.5 0.016 7.6 0.012 4.3 0.013 3.1 0.021 5.2 

Year 0.071 34.9 0.017 8.2 0.034 4.1 -0.003 -0.2 0.043 4.0 

R2 ; no. obs’ns 
 

0.915 
 

492 0.840 530 0.881 166 0.798 168 0.784 196 

 

 

Table 2 shows the results. Here the model has five regressors or explanatory variables: 

 Per capita GDP in Purchasing Power Parity units for each country in each year 

 A ―dummy variable‖ which takes the value one if the country is Anglophone 

 The current year’s GDP growth rate 
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 The share of investment in GDP  

 A year time trend dummy, to allow iner particular for inflation, since the GDP and 

financial sector value added are not in constant price terms. 

Here we are really focusing on tracking the link between GDP and demand for financial 

services . We run regressions, as before, for each nineteen-year time period (though here 

using all the data for each year, not averages for the whole period), and then we break down 

the second period into three six or seven year sub-periods, to find out, in particular, whether 

the frenzy of the last years before the GFC shows effects on the model. 

 I am not sure what to make of these regressions. The model is certainly successful in 

accounting in a statistical sense for variations over time and across countries in financial 

sector value added.
22

 The coefficient on the log of per capita GDP is larger than one, and this 

can be interpreted as the elasticity of demand for financial services with respect to overall 

economic activity. It declines over time, in particular over the last seven years, but so too 

does the precision of the estimate, so we may not be seeing a stable trend here. The economic 

growth and investment share variables behave rather oddly, with sign changes. One quite 

striking and robust result is that, other things equal, the amount of financial sector activity 

generated in the English-speaking countries shows an autonomous increase in the second 

period, with the intensity of this increasing towards the end. 

5.4 Explaining use of external finance 

Buera et al. (2011) is the latest in a series of papers in the literature relating productivity to 

level of financial development, across countries.  In this literature it is apparently common to 

proxy a country’s level of financial development by its ―external finance ratio‖, this being the 

ratio to GDP of the sum of outstanding private credit, private  (ie, non-government) bond 

market  capitalization and (a proportion of) stock market capitalization. A relatively high 

level of this ratio is believed to reflect well-functioning financial markets, or a lack of 

―financial frictions‖ which would induce firms and entrepreneurs to restrict themselves 

inefficiently to internal sources of funds  (eg, retained earnings or  family borrowing) to 

finance investment. 

Buera et al. report that, across countries, ―the regression of log GDP per worker on external 

finance to GDP yields a slope coefficient of 1.08, with a standard error of 0.13 and an R
2
 of 

0.48‖ (2011, p1971). 
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 It would probably be good to allow cross-country and cross-time effects to differ. 



22 
 

Table  3: Dependent Variable Ratio External Finance to GDP 

 
Sample 1970-

1988 
Sample 1989-

2007 
Sample 1989-

1994 
Sample 1995-

2000 
Sample 2001-

2007 

 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 
Coeff-
icient 

t-stat 

Constant -21.1 -4.6 -66.9 -6.2 -112.1 -2.5 -91.5 -1.8 -122.1 -2.0 

Log GDP per 
worker 

 

0.30 8.2 1.27 13.3 1.09 9.3 1.18 8.3 1.57 7.1 

Anglo  -0.11 -3.7 0.12 1.7 0.04 0.4 0.09 0.8 0.19 1.2 

Year 0.009 4.0 0.027 4.9 0.05 2.3 0.04 1.6 0.05 1.8 

R2 ; no. obs’ns 0.181 496 0.364 531 0.371 167 0.338 168 0.27 196 

 

Without delving too deeply into this issue and the large literature surrounding it, I here report 

on Table 3 regression models estimated on our OECD panel database, with the external 

finance ratio as the dependent variable, and GDP per worker as the main regressor, along 

with the Anglophone country dummy and a time trend. The focus here is on differences in 

between our time periods, as in the earlier regressions reported above. 

The findings are: 

 External finance is four times more responsive to fluctuations in GDP/worker in the 

second nineteen-year period than the first, with the largest coefficient found in the last 

(2001-07) sub-period 

 The Anglophone economies tended to use external finance less in the first period, but 

this changed 

 There was an acceleration in an autonomous positive trend in the use of external 

finance in the second period, though this is not stable in the sub-period regressions. 

 

6. Conclusion 

This paper has attempted to analyse the performance of the financial sector within a 

mainstream microeconomic framework. Such proves quite difficult to do. Although it 

must be the case that specialists in the field of ―Finance‖ know a great deal about 

what the sector does for a living, as do specialists in any field, my review of the 

Economics  (which includes Financial Economics)  literature suggests that – unlike 

most fields in the ―real‖ economy -- very little of this knowledge appears to have been 

re-coded in terms useable by economists. At least beyond the bounds of ―boring 
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banking‖  (Main/High street retail) and insurance, it is not clear (to me) just what are 

the appropriate units of measurement for the outputs of the ―Other Finance‖ sector, 

and thus not what the prices charged are, nor how the markets are set up and how 

many and what firms compete in them. 

This means that conventional competition or oligopoly analysis of the sector is (I 

believe) not possible. However it is probably reasonable to carry over what we know 

– from thousands  of studies – about the general principle of competition and pricing 

– ie, more competition means lower prices and profit margins
23

 – to  what has 

happened over the past two or so decades in finance, which is  that the sector has 

(along with many other industries) become increasingly ―globalized‖ or 

internationalized in its operations. 

But then we have the puzzle. Concurrent with increased globalization has been – the 

evidence suggests – increased surplus generation or extraction by the industry, 

manifested in both shareholder profits and the very large amounts claimed by 

executives and top professionals as salaries, bonuses, and share options.  How can 

opening up the industry to international competition result in – or, at least, coincide 

with – higher, not lower surpluses? 

The hypothesis put forward in this paper is that the puzzle is to be explained by 

shifting our focus from output to input markets. Competition may well have increased 

somewhat in downstream product markets with globalization, but it seems that these 

markets remain  largely domestic in nature, with most financial services still being 

provided by firms operating within national borders.  But those firms themselves have 

been globalized, becoming trans- or multinational organisations. And this has meant 

that the upstream market for inputs  -- the major input in Finance being executive and 

professional personnel – has been globalized.  That is, competition for inputs has 

increased with globalisation, and the professionals have used this competition – just 

as standard bargaining theory would predict – to push up their remuneration. 

I put forward a simple formal model of this process, which also has the realistic 

property that it predicts larger increases in rents in Finance than in ―real‖ economy 

industries because of the utility-like property of ―other finance‖ – that (I surmise) it is 

basically useless-at-the-margin, which means less resistance  (if any such really 

survives in this business) by the ostensible employers to the demands of their 

ostensible subordinates. 

 I then undertake a variety of econometric tests, using data available for most rich 

countries from 1970 through 2007. This divides neatly into two nineteen-year periods: 

1970-88 and 1989-2007.  The first period can (I propose) be taken as representing the 
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 A qualification here: in the long run opening up markets can reduce competition if it generates or 
encourages consolidation of players into very large units. A major unintended consequence of airline 
deregulation in the United States was that many of the “legacy” carriers whose numbers had in effect been 
frozen for decades eventually failed or were taken over by other airlines  (PanAm, TWA, Eastern, Braniff, 
Republic, etc). Has this been happening in Finance?   
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old regime; the second the new, globalizing, deregulating, liberalizing, rent-grabbing 

world, ending just at the tip of the Global Financial Crisis  (which itself is not 

analysed here). I find in particular that the size of a country’s financial sector is quite 

strongly related to the country’s 1970-88 rate of economic growth; not at all linked to 

growth after that. There is also evidence that ―normal relations‖ were in particular 

disrupted in the heady years of the new millennium.  

The ―globalization‖ craze that swept the world in the wake of the monetarist/ 

neoliberal take-over of Economics in the 1970s turns out to have been one of the 

greatest con-jobs of the twentieth century – right up (or down) there in its ubiquitous 

and iniquitous impact with the zealotry of communism, fascism and mass religionS.  

It was a con-job because its claimed benefits in terms of more competition, more 

choice, lower prices; although real enough, were, in comparison to its costs, tiny – 

mere ―triangles‖ of allocative efficiency, to be set against  the giant rectangles  of 

rents sucked out of the system, of disruption to domestic economies, of 

impoverishment of working  and now middle class families, and now, worst of all, the 

Global Financial Crisis. Finance has been central to the disruption and the damage. As 

Paul Woolley put it: 

The problem with modern finance isn’t just about excessive rents and a 

misallocation of capital. It is also crashes and bad macroeconomic outcomes. 

The recent crisis cost about ten per cent of GDP. It made tackling climate 

change look  cheap.  (in Cassidy, 2010). 

I disagree only in that 10% is too small. So what can be done? I suggest that turning 

this thing around requires three steps: 

First, intellectual, emotional and political acceptance that globalization has been a 

bust, except for a tiny minority of the world’s richest and highest paid individuals 

Second, to accept that this is not a crude ―binary‖ issue – free trade versus autarky, for 

example. It is a matter of rebalancing the world economy. 

Third, to understand that rebalancing  will require a re-localisation of economy 

activity. To use the phrase for the first and last time in this paper – the ―Agency 

Problem‖ of unfettered global capitalism can be contained only if the people who 

make the decisions  are responsible to those affected by them. 

I hope I am being alarmist in suggesting that the crisis is deep enough that we may 

need a ―new  Keynes‖ to save  capitalism from itself.  Keynes himself of course has 

never been forgotten, and his insights, in particular on the need for coordinated action 

against contagion, are so deeply imbedded in the minds and actions of today’s 

Finance Ministers and Central Bankers that they don’t even need to be labeled as 

Keynesians, so long as they act as such. But at the microeconomic level  it may be the 

moral basis of capitalism that has been neglected – attention is shifting back to 
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Keynes’ greatest precursor, Adam Smith, but to the Smith of the Theory of Moral 

Sentiments, not (or not just) the Wealth of Nations. 

Of course, ―more research is needed‖, but perhaps not as much more as I think. I am 

well that my expertise is in fields other than Finance, and look forward to learning 

more about what is true, and what I now think is true but actually isn’t, at this 

conference. 
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