Red Wages and Unemployment: Thereis No Trade-Off

Neoclassical Employment Theory Failsto Explain the Different Labor
Market Developmentsin the United States and Europe

by
Heiner Flassbeck and Friederike Spiecker?

In the last few yeas a number of countries have been able to achieve grea progressin fighting
unemployment. These murtriesinclude eonamies as diverse & the United States, Gred Brit-
ain, France, the Netherlands, Sweden, and Spain. One can even claim that full employment
has been attained in some industriali zed courtries, which is rather amazing if we look bad at
the expedations which the mgority of experts from various shods of thought had awhile
ago. Bad then it seamed that the goal of full employment would haveto be dandored for-
ever. The explanation for this phenomenonis gill controversial. However, in dscussonson
both the national and international level, one explanation seems to have foundthe gredest
resonance that swift changesin a wurtry's employment situation and attainment of full em-
ployment has, above dl, to dowith the level of wage restraint in the eonamy. At the begin-
ning of 1999,the IMF, for instance, explicitly made such a daim in its comparison d labor
market developmentsin Europe and the United States.?

Acoording to this neoclasscd train of thought, unemployment emerges in an market econamy
only if red wages (or the total red costs of labor) rise "too quickly” relative to devel opments
in productivity. Consequently, unemployment can only be diminated if red wages do nd
kee pacewith developmentsin productivity for asufficiently long period o time.® According
to thistheory, labor has its market pricejust like ay other good and this market priceisthe
medhanism which brings supdy and demand into equili brium. Unemployment which goes
beyondtemporary frictional unemployment means that the price onthe labor market, the red
wage, is nat flexible enough to achieve eguili brium.* If red wages rise "too quickly”, compa-
nies cut back onlabor and substitute relatively inexpensive caita for labor, which has be-
come too expensive. Unemployment is the result. If red wages deaease, then the demand for
labor increases whil e the demand for cgpital fall s and full employment becomes possble once

again.

Thistheory stands out because of its clea message. It is surely maaoemnamic anaysis, be-
cause it makes claims abou maaoemnamic aggregates like the level of unemployment and
wages. Therigorous charader of the neoclassca theory is therefore incompatible with popu-
lar but untenable propasitions guch as: the wage level isless sgnificant than, for instance, the

! Thisis ashorter version of astudy which was commissoned by the Hans-Béckler-Stiftungand the Federation
of German Trade Unions. The unabbreviated version can be found at www.flassedk.de.

% The International Monetary Fund (IMF) addresses the isaue of European uremployment in the World Economic
Outlook, p. 40.

% The most prominent propanent of this theory is the German Courcil of Economic Advisors, which has ip-
ported this theory sincethe 1970s. SeeGerman Courcil of Economic Advisors (1999, starting at Sedion 332

* See 4so Flassed/Spiedker (1998, pp. 5-21, and Flassedk (1998. This paper isin many respeds an update
of the ampiricd results of those studies.



“structure” of wagesin the energence of unemployment®. Such a daim isimpossble within
the neoclasscd redm of thought, because & long as the level of wagesis appropriate, the
"wrong" structure of wages can be used to explain structural unemployment, but it does not
acourt for the overall leve of unemployment. If the overal wage level in an econamy is cor-
red and wagesin ore part of the e@namy are too hgh, then wages in ancother part would have
to betoolow. It would be passble for unemployment to be too high in aspeafic region a
among certain groups, bu it could never be too high in the eonamy asawhale.

Can the diff erent changes in uremployment levelsin avariety of ecmnamies, in particular the
United States and Europe, be explained by differencesin developmentsin the wage level (in-
cluding nonwage labor costs)? The rigorous nature of neoclasscd theory might be aleto
help us here, too, kecause if it is corred, then we shoud be aleto identify and empiricdly
confirm the incidence of diff erent stages as unemployment increases and ceaeases. This ap-
pliesto productivity developmentsin particular. If neoclasscal theory is dominant in explain-
ing unemployment, then it shoud be passble to confirm that restraint in red wages has a
pasitive influence on the labor market via aslow-down in productivity. It would haveto be
possble to observe that courtries achieve successin labor market developmentsif firms e
no reed for cgpital intensive production either due to the low level of wage presaure or wage
reductions.

Figure 1 shows that Europe experienced rising unemployment in the 197Gs, although the level
was below that of the United States. The picture changed dramaticdly after that: the United
States was relatively successul in reducing unemployment and hes even managed to record a
lower level of unemployment today than at the start of the 197Gs. In contrast, Europe has not
been ableto keg upsincethe start of the 1980s. Germany maintained its excdl ent standing
until the start of the 199Gs, bu has sncefallen far behind.

I. Neoclassical Evidencein the Comparisons of the United Statesand Europe

The IMF describes what it refersto as "conventional wisdom™ with regards to the mgjor ele-
ments and fadors surroundng European uremployment and claims that there is "broad agree-
ment” on this point among researchers and at international organizations, espedally at the
OECD. The IMF views a combination d labor market rigidity and a series of negative supdy
shocks as the major reason for the poarer performance of continental European countries
compared to the United States.® These shocks included a general dedinein productivity,
worsening terms of trade dter increasesin al prices, andrising interest rates sncethe start of
the 198Gs. All these fadors contributed to areductionin the potential scope of red wage in-
creases, a situation which the United States accegoted, bu Europeans attempted to ignore.

According to the IMF, labor market readions have been very different in the United States
and Europe & least sincethe second al crisisin 1979

®> The majority of the ingtitutes involved in the working group for the Evaluation of the Economic Situation
evaded the fadsin their spedal sedion on the international comparison of developmentsin uremployment. See
Institutes (1997).

® The IMF does paint out that the "structural rigidities" in the European labor market are not solely responsible
for the persistence of high uremployment levels, becaise these rigidities were drealy in placein the 1960 when
the European labor market situation was far better than in the United States (seelMF 1999 p. 44).
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Unemployment*
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* Unemployment rate (unemployed persons as a percentage of the total economically active population),
definition according to Eurostat. EMU (W): EMU with West Germany, EMU (G): EMU with Germany.
Source: EU Commission, AMECO Database; forecasts of the EU Commission starting in 2000.




“Howeve the longterm laba market repercussons differed drastically between Europe and
the United Sates. while real wage growth lagged behind labar productivity increasesin the
United Sates — as required to maintain full employment in the face of adverse supdy shocks
andthe growth of the labar force —thereal cost of laba in Europe continued to increasein
linewith labar productivity. In ather words, the positive dfed on aggegate laba demand
fromrising labar efficiency was “ used” in Europe to raise real wages (with littl e growth in
employment), while in the United Satesit translated primarily into rising employment, with
only a modest increase in thereal wage.” (IMF 1999, p. 4%

To cary onwith the IMF's reasoning, European workers' ladk of willi ngnessto accept lower
increases in red wages led to more caital intensive production and lower returns to capital in
Europe. When having to “chocse” between using productivity gains for raising wages or in-
creasing the number of jobs, Europe deaded for the former whil e the United States opted for
the latter. The European “choice” had to dowith the existence of strong unions (which, ac-
cording to the interpretation we use here, had orly resporsibility for insiders) and the high
level of labor market regulation. According to the IMF, empirica support of this“trade-off” is
unequivocd: if developmentsin red wages’ and employment are @mpared for the period
from 1970to the end d the 199G, large increases in red wages and a dedi ne in employment
occurred in Europe whil e the exad oppasite was true for developments in the United States
(Figure 2).

Il. Real Wages

Surprisingly, empiricd "proof" of the "conventional wisdom™ is based onred wages alone,
which means that it does nat take productivity into accourt at al, although this plays a entral
rolein the theory. But even if we disregard this flagrant weaknessfor amoment, this proof is
of no value. Red wages (adjusted acarding to the GDP deflator and with an index starting in
1970 did, in fad, rise more quickly in the EMU courtries than in the United States during the
period unar investigation, bu thisislargely dueto developmentsin thefirst half of the
1970s. Red wagesin Europe rose by more than 20% between 1970and 1976 whil e they in-
creased by only 7% in the United States in the same period. Even with view to red wages
alone, the IMF s conclusion that Europe’ s readion to the dfeds of the seaond al crisiswas
lessappropriate than that of the United States is questionable, because the largest increase in
red wagesin Europe occurred before the first explosion d oil prices. If cdculations like those
of the IMF's are caried through to the aurrent day, red wages in the United States have risen
significantly more than is mentioned by the IMF, even with 1970as base yea. Spedficdly,
the tempo o red wage increases in the United States accéerated gredly in the second half of
the 199Gs.

Starting at 1980(Figure 3) renders a mmpletely diff erent picture: red wagesin the United
States rose faster than in continental Europe, even in the first decale of the period undar in-
vestigation. In the seand cecale, the increase in red wages in the United States broke avay
from developments in the EMU countries. While red wage increases in Europe dmost came
to astandstill foll owing the recesson d 19911992 the United States experienced an ouright
surge in wages. Growth in red wages in the United States was more than 13% higher than in

" Thisis defined as the "total compensation per employeein the non-government sedor, divided by the GDP-
deflator" (IMF 1999 p. 47)



Europe. West Germany remained at the lower end d the spedrum throughou, while France
was more or lessin the middle. Developmentsin Grea Britain, hovever, gredly excealed

Figure 2
Real Wages* and Employment** 1970 to 1997
a
EMU
180
TS e
Real Wages
1401 - - - - - - - - T
-
1
o
~
[«
-
x
<
S 1201 - - - - - - - - - - s - s s s s s s s s s s s s s s s s s s s s s s s s s s s
Employment
L0 e e
80 : : : : : : : : : : : : : : : : : : : : : : : : : : :
o - N ™ < Yo} o ~ [« (2] o - N [v] < 0 [(=] ~ [o] [2] o I N [se] < Yo} © ~
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ @ [oe] @ @ [e0) [se) 0 [oe] @ @ (o)} (%] [} (% (%] (o)} (%)} (o)}
[ (2] (2] (2] (2] (2] [ [ [ [ (&) (&) (&) (&) [ [ [ (&) (&) (&) (] [ [ [ [ (] (] (]
- — — — — — - - - - — — — — - - - — — — — - - - - — — —
Year
b USA
180
TS e e I
o
LV T I
I Employment
2
(<))
-
x
[}
B1204 - - - - - - T T
Real Wages
100 + =7 - - - - -
80 T T T T T T T T T T T T T T T T T T T T T T T T T T T
o — N [l < [Te] © ~ o] (o2} o bl N (v} < [Te} © ~ o] (o2} o - N 2] < w0 © ~
~ ~ ~ ~ ~ ~ ~ ~ ~ ~ <) [co) [co) [c) [c) [c) <) [c) <) <o) [<2] (2] (o2 [«2] (2] (2] (2] [«2]
[« (=] (=] (=] [« [« [« [« (=] (=] (<)) (<)) (<)) [« [« [« [« (<)) (<)) (<)) (=] (&2 (&2 (&2 (&2 (=] (=] (=]
- - - - - - - - - - - - - - - - - - - - - - - - - - - -
Year

* Gross income from dependent employment per worker, adjusted according to the Gross Domestic Product
deflator. ** Dependent workers.
Source: EU Commission, AMECO Database; calculations by the authors.




Figure 3
Real Wages* and Employment** 1980 to 2001
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* Gross income from dependent employment per worker, adjusted according to the Gross Domestic Product
deflator. ** Dependent workers.

Source: EU Commission, AMECO Database; forecasts of the EU Commission starting in 2000;

calculations by the authors.




thasein the larger regions. In bah the 198G and 199G red wages there increased faster than
in all the other industriali zed nations except for the United States, where red wages increased
even more in the seoond helf of the last decale. These devel opments went hand in hand with,
at best, average labor market performancein Britain in the first half of the 1980s. Except for a
temporary lapse during the recesson at the beginning of the 199Gs, labor market devel op-
ments in Britain have been largely positive since 1987.Gred Britain currently has one of the
lowest unemployment rates of large industriali zed courtries.

Allinall, a crrelation between red wages (withou consideration d productivity) and em-
ployment canna be documented. Red wages have in fad risen faster in courtries where ather
employment increased greatly (like the United States) and/or unemployment dedined grealy
(like the United States and Grea Britain) than in courtries with poaer labor market perform-
ance, like Germany and France or the EMU courtriesin general. The empiricd basis for the
IMF s claims and “conventional wisdom” is, at best, misleading. One @muld even claim that
the neoclasscd argument has been refuted.

[11. Productivity

Suppaters of neoclasscd thought in Germany have, however, introduced yet ancther argu-
ment. The group d schaars known as the “Kieler Schule” as well as the German Courcil of
Econamic Experts® have been arguing for quite some time that empiricaly observed increases
in red wages, as auch, say nathing abou the presaure from wages which leals to exaggerated
and detrimental increases in productivity. Wage presaure forces companies to introducerra-
tionali zation measures beyondthe extent dictated by technicd progress The result is “exces-
sive productivity”. This argument® seems to attadk the empiricd basis of the evidence men-
tioned abowe. If involuntary productivity growth and urwanted increases in red wages (from
the cmpanies’ perspedive) do take place empiricd observation d an increase in productivity
or red wages canna be used as proof of whether or not unions' nominal wage demands are
appropriate.

A risein wages would have to be put into proper perspediveif, for example, trendsin produc-
tivity are very different in the courtries being compared. If, for instance, a wurtry exhibits a
trend d strong productivity growth and poa labor market performance whil e wage increases
are & abou theinternational average, then the theory of excessve productivity could still be
salvaged. Wage presaurein such a wurtry could lead to increased productivity which in turn
prevents the auntry from expanding beyondits “employment threshold” and creating jobs.
However, such an argument only makes snseif the trend in productivity has clealy been on
the rise over time. If, for example, wages rise more rapidly in a wurtry which has been ex-
periencing atrend d wedk productivity, then simply stating the fad that wage increases re-
main moderate in international comparison says nothing spedfic éou the influence of wage
developments on the labor market.

8 Seethe German Council of Economic Advisors (1999), sedion 337.
° Flasshedk (2000A).



If we take alook at developmentsin productivity sincethe start of the 1970s, then theidea
behind “excesgve productivity” beames absurd. The curtries which experienced by far the
weekest productivity developments in the 1970s, the United States and Gred Britain namely,
are the same ones in which wages rose the most. However, trends in productivity turned
aroundcompletely in the 198Cs. The United States caught up with the paceof productivity in
continental Europe, and Gred Britain even managed to surpassit. The two Anglo-Saxonre-
gions led — together with Germany — in productivity in the 1990, bu they also lead in the
paceof wage increases. At the sametime, their labor market indicaors are better than just
abou anywhere dse. Andthat isthe exad oppasite of what the German proporents of neo-
classcd thought would have us believe acording to their theory of "excessve prodctivity”.
The @untriesin which red wages rose the most following a period d we& productivity in
the 1970 - that is, where “wage presaure” was the greaest both for nominal and red wages -
exhibit the best labor market and employment devel opments. This theory and the entire neo-
classcd theory of unemployment have thereby proved to be unfouncded.

These findings also cast severe doult on aher popuar theories. Conjedures have often been
made that the widespreal expansion d the service sedor has been resporsible for the aedion
of many new jobs, above dl in the United States, due to the sedor’s low capital-labor ratio in
production. But the significance of this srvice sedor effed can hardly be very large. The
eoonamy as whale has, ac@rding to productivity devel opments, experienced atempo d ra-
tiondli zation which in the end surpasses that of countries with less siccesul labor markets.
The related general theory that more and more jobs fall victim to “rationali zation” in the
course of econamic development — thereby rendering full employment nolonger possble —
also turns out to be wrong: courtries with the highest increases in productivity have dso cre-
ated the most jobs™®.

The associated belief that the “employment threshold” (the prodvctivity trend) has been per-
ticularly low in the United States and shoud therefore dso be reduced herein Germany isno
longer tenable. Even the more moderate version d this theory, aca@rding to which this thresh-
old hasrisen and hes therefore become more difficult to overcome, appeasto have no kesisin
international comparison. The evidence gives the exad oppasite picture: courtriesin which
this threshold hes risen the most seem to have had the least difficulty in overcoming it™*.

IV. Increasesin Real Wages Minus Productivity Growth: The Real Wage Position®?

The IMFsmessge @oweisclea: "...whilered wage growth lagged behind labor productiv-
ity increases in the United States — as required to maintain full employment in the faceof ad-
verse suppy shocks and the growth of the labor force—the red cost of labor in Europe con-

1% The theory of "rationalization of jobs" has always been incorredt in historicd analysis, because periods of grea
progressin productivity have dso been periods of job credion even in the past. Productivity per hour in Ger-
many rose, for example, with a growth rate of about 7% in the 195Q alittl e more than 5% in the 19605, and at a
lower rate dter that. Developments on the labor market were the exadt oppdasite of what neoclasscd thought
would lead usto believe: unemployment increased with deaeasing growth rates of productivity.

1 For an interpretation of Say's Law which supparts this argument, seeFlassedk (2000), p. 85.

12 The red wage position is defined as the rate of growth in red wages minus the growth rate of labor productiv-
ity and is reported as a aumulative rate of change. It can also be interpreted as a rough measure of distribution
(share of labor or wagesin netional income) relative to a base year.



tinued to increase in line with labor productivity..." (IMF 1999, p. 4% Acocording to this,
growth inwagesisinitself not dedsive for the df eds on employment from wage increases.
Rather, red wages fioud na keg pacewith productivity in order to al ow for increased em-
ployment. The German Courcil of Econamic Experts also recommends adedine in wages
only relativeto productivity, na an absolute deaease in red wages. As aresult, al the state-
ments of thefirst threesedions of this paper have been amere introduction, ore which was
necessary to show that the suppaters of "wage restraint” exercise a cetain degreeof arbitrari-
nessin their empiricd evidence, asthe example of the IMF indicates',

Empiricd suppat for the red wage position — as the measurement of wage restraint will be
cdled here (in line with the tradition d the Germany Courcil of Econamic Advisorsin the
197() —isvery clea-cut. Due to the fad that the continental European courtries placed spe-
cial emphasis onwage restraint foll owing greaer progressin productivity in the 197G, the
red wage position dopped from the start of the 198Gs up to the aurrent day (Figure 4). Red
wages lagged behind the progressin productivity for aimost all the yeas, which means that
they fulfill ed the IMF's "criterion” for succesgul labor market development. That also repud-
ates the statement above — labor markets smply did na respond paitively — although the IMF
makes no mention d this at al. The situation was completely different in the United States,
where red wages have dso lagged behind productivity since 1980, b to a much lesser degree
than in continental Europe. The fads clealy contradict the daims of the IMF and "conven-
tional wisdom". The flexibility in wage formation demanded by prevaili ng opinion was pre-
sent in continental Europe, na in the United States.™*

This assertion can aso be badked by developmentsin Grea Britain. The daim can be made
that aredistributionin favor of labor income took dacein continental Europe during the
197Gs (a development which was turned aroundin the 1980) whil e the distribution changed
littl e in the United States during the same period. However, nathing remotely smilar was
documented in Grea Britain. Red wages there did oupaceproductivity at least as much asin
continental Europe, but lagged only dlightly behind in the 198Gs and exhibited almost the
same developments as the United States in the 199Gs. Grea Britain can definitely be consid-
ered ore of the most successul courtries today. Unemployment has dropped from 10.5%in
1992to lessthan 6% this yea, athough sustained and extensive restraint in red wages never
took dace

13 The German Council of Economic Advisors no longer makes an attempt to supply empirica suppart for its
views. They have simply used the theory of "excessve productivity" to immune themselves. They did pant out
the distributional changesin favor of companiesin the Netherlands as suippart for their position in their most
recent report (sedion 337). They did so, however, without mentioning that the same change have dso taken place
in Germany.

% 1n the Jobs Study from 1994 the OECD only mentions that the wage share has dropped; no mention of the
gred diff erence between the United States and Europe is made, OECD (1995.



Figure 4

The Real Wage Position* in Europe and the United States
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* Increase in real wages minus growth in labor productivity.

Source: EU Commission, AMECO-Database; forecasts of the EU Commission starting in 2000;

calculations by the authors.
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Figure 5
Unemployment* and the Real Wage Position**
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If youtake alook at the red wage position d the United States and Grea Britain onthe one
side and France and Germany on the other (Figure 5b), two very diff erent types of labor mar-
ket regimes cometo light. Whil e red wages have been flexible in the continental European
courtries, where wage negotiations are highly centralized and very much under padliti cd pres-
sure, they were relatively inflexible in the decentrali zed markets of the United States and
Greda Britain. It is however the latter two who have enjoyed labor market success contrary to
neoclasscd reasoning™ (Figure 5a).

In continental Europe, wage policy adopted a strategy of wage restraint pursued in resporse to
high uremployment foll owing the second al crisis, but it was obviously not constructive. Un-
ions eem to have let themselves be influenced by neoclasscd arguments, becaise they per-
caved medhanisms at work onthe labor market which were similar to those seen by the sup-
porters of neoclasscd theory. The ideaof solidarity between workers and the unemployed is
not far from the ideaof a"trade-off" between red income and employment. The justified con-
cerns of workersin certain sedors that their jobs would be @adlished by madines and the
willingnessto dojust abou anything to prevent this substitution d "inexpensive" macdines
for "expensive" jobsisjust one small step from atheory of substitution o capital for labor.

V. Smaller Countries as Models?

Aren't there any exceptionsto the cae that wage restraint in large curtries have not brought
the desired eff eds? Examples of more pasitive labor market devel opments can also be found
in continental Europe. The Netherlands, Denmark, and Sweden have dl been far more suc-
cesgul than Germany in combating inflation in the 199Gs. The Netherlands have even attained
full employment. The aucia questioniswhether or nat these examples, which havein part
been clea cases of wage restraint, are relevant for alarge @urtry like Germany or even are-
gionlike mntinental Europe & awhde, which isimportant internationally, but engages only
littl e in trade with ather regions.

Let usfirst have a ¢oser look at the case of the Netherlands. There eonamic palicy was less
succesgul in the second art of the 1970 and seemed to be in jeopardy of falli ng behind Ger-
many and even smaller courtries like Austria. A large redistribution d income in favor of
labor had taken placein the 1970s and the unemployment rate was well above the level in
West Germany. It was even more than 10% at the start of the 19805, atime in which unem-
ployment in West Germany was abou 5%. All | evels of society in the Netherlands joined to-
gether in an attempt to turn things aroundand the model known today as the "Polder-Model”
or "Dutch Modd" cameinto being. Thereisno doulh that the model was successul: unem-
ployment dropped almost continually from its peak in 1982.The aurrent unemployment rate

15 Simil arly, the theory prevalent among scholars (Calmfors/Drifill 1988 that a hump shape exists for the distri-
bution of succesgul and unsuccessul wage negotiationsis also untenable. This theory consists mainly of the
belief that centralized and decentrali zed negotiation models, locaed at the two extremes of the scde, are success-
ful, while any type of mixed system with elements of the two is unsuccesgul. The theory behind the findings of
the authorsis based solely on neoclasdcd ideas, which poses agrea problem if neoclasscd theory asawhole
lacks empiricd suppart. In addition, the situation has changed dramaticdly. Germany, which was siccesgul with
adefado highly centralized system up until the end of the 198G, has in the meantime fall en behind, while
Francewith its mixed system, for example, was less siccesgul badk then, but has now been much more success-
ful than some centrali zed systems.
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of 3% in the Netherlands can be cnsidered nahing lessthan full employment. However, it is
important to nde that developmentsin uremployment in the Netherlands and West Germany
diverged only after the recesson at the start of the 199Gs. Up urtil that time, the two curves
were for the most part parallel.

If one examines the extent of wage restraint, in the form of the red wage paosition,in the
Netherlands and Germany (Figure 6a), then noexplanation can be foundfor the diff erent de-
velopmentsin uremployment, na even from a purely neoclasscd perspedive. Wage restraint
was greder in the Netherlands than in West Germany at the start of the 1980 and red wages
in the Netherlands lagged more than 10% behind productivity until the mid-198Gs. Why the
Netherlands were only able to reduce unemployment at the start of the 199G, aperiodin time
in which wage restraint was much greaer in West Germany, remains a puzze for neoclasscd
thinking.

It isonly possble to seethrough this semingly confusing mudde of explanations from baoth
neoclasscd suppaters and ahers campsif ancther negleded asped of the dfed of wages on
unemployment is taken into aceurt. Theinternational asped of wages, the dfed of wage
increases on international competiti veness(in the form of nominal unit labor costs), hardly
plays arolein large mostly closed econamies with flexible exchange rates like the United
States and Europe. That is very different for a country like the Netherlands. The Dutch had
fixed their exchange rate to the German mark at the start of the 198G and dd na change it
until entry into the European Monetary Union. That means that a single market existed be-
tween Germany and Holl and long before the start of the EMU. However, separate wage nego-
tiations took dacein the two courtries. The Netherlands was able to take alvantage of this
situation to bring abou alarger degreeof wage restraint, which wasin turn used na only to
improve the domestic distributional standing of companies, bu al so to strengthen the com-
petitive position d the etire urtry relative to Germany. And just that has happened.

Figure 6bill ustrates developments in urit labor costs*® in damestic aurrency in the Nether-
lands and West Germany since 1980.Unit labor costs in the Netherlands and West Germany
diverged duing the period leading up to 1993.They rose much lessin the Netherlands than in
West Germany. Dutch companies were therefore ale to enjoy an ever increasing competitive
advantage vis-a-vis Germany*’. This advantage muld na be off set by appredationin the long
run,as would have been the case for courtries outside the European currency area The com-
petitive alvantage readed apeak of 20%'® (attained by means of sustained restraint in urit
labor costsin the presence of afixed exchange rate). For a awurtry like the Netherlands, with a
very open econamy and avery high share of exportsin GDP, such a mnstellation provides a
huge stimulus for growth.

18 Unit 1abor costs are defined as grossincome from dependent employment divided by red grossdomestic prod-
uct. It represents the major income components of an economy, because labor is the only input fadtor not pro-
duced in the production process meaning that all goods and all intermediate productsin an economy are pro-
duced with (domestic or non-domestic) labor.

" The mmpetitive alvantage emerged vis-a-vis France (startingin 1987), Belgium, and Austria & well.

18 |nvestigation into whether the Netherlands had a previous competiti ve disadvantage which was smply com-
pensated for by the competitive advantage described above cainot be made here. Developmentsin trade foll ow-
ingred depredation in the 198G and 199G lends suppart to the belief that a significant competiti ve disadvan-
tage did not exist ealier.
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Figure 6
Small Countries - Large Countries: The Netherlands and West Germany
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* Increase in real wages minus growth in labor productivity.

** Gross income from dependent work divided by real Gross Domestic Product in the domestic currency.
Source: EU Commission, AMECO-Database; forecasts of the EU Commission starting in 2000;
calculations by the authors.
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In 1994 the increase in the unit labor costs in the Netherlands and West Germany started to
converge and growth in unt labor costs in the Netherlands eventuall y outstripped increasesin
West Germany. According to the forecast from the European Commisgon, the two curves will
have more or lesscome into line by 2001.Thisimplies that the Dutch competitive alvantage
in the form of low costs from the previous 12 yeaswill be undore, but it does not mean that
the market shares aaquired from other courtries during that time will be lost. Up urtil the ac-
tual convergence of the two curves, Dutch companies will maintain a better pasition than their
German counterparts in terms of overall costs both in the domestic market andin third coun-
tries'®. Only part of the mmpetitive advantage adieved hes been lost in recent years. Accord-
ing to the logic of these arrves, a mwurtry which hasfallen behindits partner at one point in
time dter starting from apaosition d equal costs will have to then oustrip the other courtry to
the same extent in order to return to itsinitial share of the market. The Netherlands are, how-
ever, still far from such apoint. The courtry is profiting from along period o depredation
relative to West Germany, becaise it has acquired and held onto alarger share of the market.

But why did developmentsin uremployment in the Netherlands and West Germany diverge &
the start of the 1990Gs? The Netherlands obviously succeeled at that time in combining their
good competiti ve position with grea improvement in the overall domestic emnamic situation.
They first managed to increase the eisting high surplusin the arrent acount from just over
2% of GDPin 1992to an amazing 7.5% of GDP in 1997 and the domestic emnamic situa-
tion also finaly took df. Employment rose first, in the wake of the boam in exports. Since
1997wages have risen gredly and red wages have increased much faster than in West Ger-
many. Private consumption in the Netherlands has also increased in red terms with annual
rates of approximately 4% since 1996,whil e private consumptionin West Germany has
largely stagnated.

In addition, private househalds in the Netherlands have reduced their propensity to savings
rate drasticdly in the 199Gs. Thiswas, with 126, approximately equal to the level in West
Germany in 1990, btihas dropped almost continually sincethat time and will read alow of
lessthan 3% thisyea. The savings rate in Germany has also deaeased in the 199G, bu, at
9%, is dill relatively high. The combination d arising surplusin the airrent acount and a
falling savings rate anong private househalds creaes an enormous gimulus for growth. The
extent to which the Netherlands have been able to oustrip Germany in growth duing this
timeistherefore not at al surprising (Figure 8).

The Dutch example isin many ways representative for the successof small courtries, a-
though such an explanation canna be gplied in al cases. Large red depredation, with or
withou changes in the exchange rate, have been experienced in Finland, Sweden, and Ireland
also. Increases in consumption die to a dedinein the savings rate have dso taken placein
Denmark, Finland, and Sweden. A dedinein the savings rate has also had its effedsin such
large muntries as Gred Britain, Canada, and espedally the United States. The main difference
between small and large ourtriesisthat small courtries can improve their situation without
provoking readions from large aurtries. A German depredation strategy of reducing unit
labor costs relative to ather European countries would read its limits much more quickly than
isthe cae for the Dutch. Due to the shea size of Germany, other European courtries would

19 At least at the paint in which a sort of balance eists with regards to company costsin the two countriesin the
base yea used here.
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be forced to foll ow in German foatsteps much more rapidly, thereby off setting any stimulating
effed.
V1. Wage Reductionsin a Large Closed Economy

It is however more important to nde that the negative dfeds of wage restraint far outweigh
the positive export effedsin alarge dosed emnamy. When nochanges in the exchange rate
take place a ourtry can withou difficulty improve its cost situation relative to foreign coun-
tries which represent a"constant” or, in other words, do nd retali ate. But do constants even
exist if wages for alarge dosed eamnamy are reduced? Neoclasscd scholars construct a " pro-
duction function" that ads like a onstant, becaise they assume from the start that a cnstant
existsin the form of agiven level of output, bu simply assuming what is sippased to be
shown daesn't help us very much. If company revenue is nat given (and we wouldn't need
companiesif it werel), then areductionin wages is by no means goodfor the eonamy asa
whole.

If wages fall or increase to alesser extent, company costs do go davn, bu profits do nd nec-
essrily rise, at least not asis described by neoclasgcd theory. Aside from the completely
unredistic neoclasscd case of companiesincreasing the caital intensity of their production
methods due to the dedine in wages?, two more redistic cases exist which give apicture of
the continuum of possble mnstellations. In the first case, red wages deaease to the same
extent as nominal wages, because prices gay the same. Purchasing power and workers' de-
mand fall just like red wages if companies do nd immediately hire new workers whose pur-
chasing power and demand make up for the losses incurred by those dready employed?”.
Finding out whether or not such asituation daes occur is an empirica question. At the aucial
point in German devel opments, when wage increases were ait in half over an extended period
of timein the 1990, the number of employed adually dropped. Company costs do fal in such
asituation, hut revenue, too. The "profit theory" of wages, as propased by the German Coun-
cil of Econamic Advisors, turns out to be wrong®2 The distribution o red income does
change in favor of companies, bu an incentive for increasing the number of workers does not
result, because the returns to capital do nd rise.

In the second case, naminal wages dofall, but red wages remain the same, because the prices
on the market for goods foll ow the path of wage developments. If all companies have to pass
the dedinein costsonto adeaeasein prices of their products, then the pricelevel in the
emnamy has gone down, but nathing has happened in red terms®. That can be @nvincingly
badked up ly other evidence, such as developmentsin the rates of increase of inflation and
unit labor costs over an extended period d time (Figure 7).

2 SeeFlasded/Spiedker (1999, p. 9-16.

2L Only one small addition is needed to make this logic completely compelli ng: workers propensity to save has to
remain constant.

22 Flasshedk (2000A).

23 The "wedth effed", acording to which the red supply of money increases due to dedining prices, isan
exception; but counting on that in the presence of avery low pricelevel means acceting deflationary eff eds that
could prove to be worse than the paositive aspeds of the wedth effed.
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Figure 7
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Itis, of course, a mbination d these two eff eds which takes placein the red world of em-
nomics, where the weights of the two may vary from regionto region. The description d the
red wage position has already given ahint of this, becaise the red wage paositionis nothing
other than the enbodment of one of the caes presented here or a combination d the two. If
the pricelevel does not adjust perfedly to changesin unt labor costs, then the red wage posi-
tion changes, deaeasing in the cae of either wage reduction a adedine in wage growth. If,
however, adjustment is good kecaise intense competition ketween companies forces them to
trandate areductionin costsinto adeaease in prices, then the distribution and red wage posi-
tion remains the same. The United States represents the case of intense competition, while
Europe represents changes in distribution.

VI1I. Economic Policy Conclusions

The aqucia element for properly addressng unemployment is the relationship between urit
labor costs and prices. If it istrue that the dfed of wage pdlicy viaunit labor costs mostly has
an effed ontherate of inflation and nd employment, then the parties involved in wage nego-
tiations roud na and canna accet that they are given the main resporsibility for employ-
ment whil e monetary palicy is resporsible for stabili zing the rate of inflation?®. Wage pdlicy is
systematicdly overburdened by any attempt at reducing unemployment by means of wage
restraint, because, aside from adired effed oninflation, wage padlicy has neither a theoreti-
cdly nor an empiricdly relevant effec on employment®®. The best thing that wage palicy can
dois bring developmentsin naninal wagesin line with productivity whil e making expli cit
referenceto the European Central Bank's targets for inflation” . If nominal wagesrise & the
same rate a productivity plus the target rate of inflation, then increases in productivity can be
trandated into red income and demand with the least amourt of friction pssble. That isthe
ingtitutional solution for avoiding any lossof jobs by technicd improvements on the one hand
and keeping the dangers to price stability from wage palicy as low as possble onthe other.

Thetask of creaing additional jobsin the cae of underemployment would then become the
resporsihility of other pdlicy areas, in particular monetary palicy. That is predsely the eo-
nomic palicy assgnment which has been so succesul in the United States in the 199Gs. It
was nat flexibility in wages or some form of flexibility in labor market structures which was
responsible for the large increase in jobs and dedine in uremployment there, but rather the
flexibility of monetary pdlicy in interpreting its responsibiliti es. The American central bank is
bound ly law to view price stability and employment as its goals and there is widespread con-
sensus among baoth the puldic and schdlars that wage pdlicy like that foundin Europe caana
be given any dired resporsibility for econamic padlicy. The dfead of the labor market on price
stability isrelied upon, btirequires that econamic palicy promote full employment. That

24 Union concernsin German wage pdlicy have changed entirely sincethe 1970s. At that time, the German urions
supparted atheory known as the "theory of purchasing power of wages'. Accordingto this theory, highwage
growth stimulates employment through higher eff edive demand. The theory, which was gill dominant in the
197G, has been replaced by the "theory of solidarity”, which, as described above, closely resembles neoclassicd
thought. However, unionsin Europe have gone too far in their change of thouglt. The theory of purchasing

power is, in fad, untenable, but that does not mean that considerations of purchasing power and demand daes not
play any role & all. However, the Neoclasgcd counterpart, the "profit theory of wages' isjust as untenable athe
theory of purchasing power. SeeDIW (1998.

% SeeFlassed/Horn/Zwiener (1992.

%6 For amicroeonomic analysisin suppart of this, seeFlasshed (200(B).
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means de fado that nominal wages are in line with productivity in the United Statesin the
sense described above: developmentsin red wages largely coincide with the productivity
trend whil e monetary palicy works for employment and growth as long as wage padli cies pose
nothrea to pricestability. That is not the cae for Europe & the arrent time, despite the gred
eff orts made by unions towards gability.

As aresult, the differences in employment and labor market devel opments in Europe and the
United States in the 199G canna be explained by a situation in which the level of growthin
the two areas was the same, bu productivity in the United States was lower. The explanation
liesinstead with the fad that growth was much higher in the United States (Figure 8) while
the productivity trend was more or lessthe samein bah areas.

In turn, that also indicates that new thinking is neaded in Germany and Europe if econamic
palicy isto be succesgul in the future. No substitution between labor and cgpital takes place
in the sense proposed by neoclasscd thouwght. Use of the fadors of productionis not direded
by the (relative) prices of these fadors. Labor isafador of productionin and o itself.?” The
priceof thisfador of production determines nat only costs, but company profits also. Even if
companies wanted to, they could na for an extended period d time pay labor less(in red
terms) than dctated by labor productivity, because they would na be ale to sell their prod-
ucts. Thus, noreasonable way of increasing labor intensity exists, becaise it would mean a
step badk in terms of red income. Thiswould be foll owed by lower growth, and the number
of jobswould na increase®®, Empiricd evidence dso leares no doul that thereis apositive
correlation between investment and employment (Figure 9).

That means that companies always dedde to invest in labor and capital at the sametime and
naot in either labor or capital, as assumed by neoclasscd theory. In goodtimes they invest, in
bad times they do nd. Goodtimes are when the emnamy as awhadleis flourishing, bad times
are charaderized by stagnation a dedine in econamic adivity. The 199G can be charader-
ized as goodtimes for the United States, because the eonamy has boomed. Red investment
in machines, plants, and equipment rose by 150% between 1990and 2000.n Germany, the
level at the end o the decale hardly surpassed that at the start?. This culminatesin ore of the
main lesons from the 19305, ore which seems to have been forgotten by Europeansin the
midst of all thistalk abou "fundamental reforms" and "structural deficiencies': ecnamic
palicy can and shoud devote itself to many diff erent tasks and solve many diff erent structural
problems. But if econamic pdlicy forgets to ensure that there ae more goodtimes than bed,
then al effortswill be cndemned to fail ure. That also impliesthat the IMF has been taken in
by a fundamental misconception. Whoever believesin the neoclasdcd "trade-off" canna pro-

%" SeeFlasded/Spiedker (1999, p. 5-21.

%8 For this reason, the main thought behind "ewlogica tax reform" is very perplexing. Making energy more -
pensive can result in lessuse of energy, but the thought that increased use of labor can be adieved by means of
lower unit labor costs and higher labor intensity of production is amereill usion. Such an attempt at influencing
the use of the inputs of production by means of "relative prices’ makes the diff erence between labor and ather
fadors of production clea: energy doesn't demand goods and services! And even if energy producers do demand
goods and services, such demand can dedine in the wake of structural changes and be replaced by demand from
the producers of other goods. In contrast, demand from workers as awhole canot be replaced. See &so Flass-
bedk (1996.

29 The theory that the good employment situation in the United Statesis due to increases in the number of low
wage jobs, which isitself in turn due to the wider range of the wage structure in the United States, is also thereby
rendered absurd from the start. If the wage structure was ® important then companies would have got alongwith
fewer investments in machines.
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vide any decent advice on econamic palicy, neither to developing courtries nor to industrial-
ized oOres.
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Figure 8
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Figure 9

Investments in Plant and Equipment* and Employment**

a
USA
24
Employment
Investments in Plant
/ ! and Equipment
wlooo NN AN N andE quipment |
8+ - [N/ - - - - YN a5\ - S NS - - +2
|2
c
£
g 01 -f------V--\Sg---N)----\/SNy X t 0
[
>
£
B I T | S t-2
B I T T -4
2244+ 77—+ -6
o N < © [s) o N < © o] o N < [(=] [o] o N < © [e) o
© © © [ © ~ ~ ~ ~ ~ <) [co) [c) <) [c) [<2] (2] (2] (2] [*2] o
(<] (<] (<] (<] (<2} [« [« [« (=] (=] (<)) (<)) [« [« [« (=] (=] (=] (=] (=] o
- - - - - - - - - - - - - - - - - - - - N
Year
b
Germany
24 6

Investments in Plant and Equipment
West Germany

Investments
Germany

Investments

West Germany

-24 L B A B e s B L A s o e e L e A s e L A A e e e e M -6
o N < © [oe] o N < © o] o N < © [o0] o N < © o] o
© © ©O © © ~ ~ ~ ~ ~ o] (oo} oo} (o0} (oo} D D (o2} (o2} (o2} o
(o2} (<2} (<} (<} (<} (<2} (<2} (<2} (<2} (<2} (<2} (<] (<] (<] (<] (o2} (o2} (o2} (o2} (o2} o
- - - - - - - — — — — — — — — — — — — — N
Year

* In prices from 1995, in domestic currency, annual rate of change in %. ** Workers in dependent
employment, annual rate of change in %.

Source: EU Commission, AMECO-Database; forecasts of the EU Commission starting in 2000;
calculations by the authors.

Employment

Employment




Bibliography

Camforg/Drifill (1988: Bargaining Structure, Corporatism and Maaoenomic Performance, in: Economic
Policy, Issue 1.

DIW (1998: Wochenbericht des DIW, 1-2/1998

Flased</Horn/Zwiener (1992: Rigide Preise, flexible Mengen — Ansétze au einer dynamischen Analyse von
Angebots- und Nadfrageschocks, Sonderhefte des Deutschen Ingtituts fir Wirtschaftsforschung(149),
Duncker & Humblot, Berlin.

Flasded (1998: Redl 6hne und Arbeitdosigkeit - Eine eénfache enpirische Widerlegungder neoklassschen
Beschéftigungstheorie, in: WSI-Mitteilungen, 51.Jg., Heft 4/1998

Hasded/Spiedker (1998: Lohne und Arbeitd osigkeit. Wirtschaftspaliti sche Diskurse der Friedrich—Ebert—
Stiftung(118), Bonn.

Flasded (1996: Umweltschutz, 6kologische Steuerreform und Beschéftigung in: G. Scherhorn/A. Kohler/R.
Bocker (Hrsg.), Ressourcenschutz und dkologische Steuerreform, 28. Hohenheilmer Umwelttagung Verlag
Gurnter Heimbaah.

Flassedk (2000A): Lohnzuriickhaltungfiir mehr Beschiftigung? — Uber eine zentrale Inkonsistenz im
jungsten Gutacdhten des Sachversténdigenrates —, Wirtschaftsdienst, Zeitschrift fir Wirtschaftspaliti k, Februar
2000

Flasded (2000B): Wie reserviert man die Produktivitét fir die Beschaftigund? In: Gewerkschaftliche
Monatshefte 6/200Q

German Council of Economic Experts (1999: Sachversténdigenrat zur Begutachtung der gesamtwirtschaft-
lichen Entwicklung Jahresgutachten 1999200Q

IMF (1999: World Economic Outlook, International Monetary Fund, Washington, Spring 1999

Institutes (1997): Die Lage der Weltwirtschaft und der deutschen Wirtschaft im Herbst 1997, in: Wochenbe-
richt des DIW, 44/1997.

Koll (1988: Geldmenge, Lohn urd Beschéftigung— Gesamtwirtschaftli che Bedingungen fir mehr Beschéf-
tigungbei Stabilit &. Walter Eucken Institut, Vortréage und Aufsétze 120. J.C.B. Mohr (Paul Siebeck), Tu-
bingen.

OECD (1994: The OECD Jobs Study, Paris.

23



