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Summary

The Netherlands are a school book example of a corporatist system in labour relations. This tradi​tion has long historical roots. One should realise that about one-third of the country would be un​der the seawater without a large-scale water infrastructure. Such infra​struc​ture can only be built in a collective effort. It requires a culture of consensus. Since cen​turies, the political culture is cha​racterised by 'overleg'. 'Overleg' means: meet​ings with long discussions, negotiations and end​less compromises in order to arrive at as broad as possible coalitions. 

After the second World War, for the purpose of rebuilding and reconstructing the coun​try, such mecha​nisms of 'overleg' have been re-enforced in labour relations. The 'overleg' structures were in​stal​led mainly due to the influence of Social Democrats and Christian Democrats. The two most pro​minent bodies are the Foundation for Labour (Stichting voor de Arbeid) and the tri-partite So​cio-Economic Council (Sociaal Economische Raad, SER). For important decisions on social poli​cy, the government asks the advice of the SER. Within the SER, employers, trade unions and in​de​pendent scientists have each one third of the votes. Very often, the SER comes with a unani​mous advice. Such a unani​mous advice is usually fully accepted and translated into laws by the govern​ment.

Via the corporatist structures, trade unions achieved quite some informal influence in ex​change for giving up class struggle. As a consequence, the country has, by international standards, a very low strike in​cidence. 

	Strike incidence measured by workers involved and working days lost



	
	1960-67*
	1968-73*
	1974-79*
	1980-89*
	1990-95*
	1960-95**

	NL
	3
	6
	2
	4
	6
	20

	Belgium
	13
	21
	26
	10
	4
	98

	West Germ.
	2
	5
	5
	4
	14
	28

	Germany
	-
	-
	-
	-
	22
	-

	France
	148
	155
	81
	25
	5
	104

	DK
	9
	17
	40
	27
	23
	117

	Sweden
	0.4
	2
	6
	10
	12
	77

	UK
	41
	74
	57
	44
	10
	268

	US
	17
	24
	15
	4
	3
	196

	* workers involved

** working days lost

Source: Visser & Hemelrijk 1997, p. 95


After World War II, in order to faci​li​tate the re-construction of the economy, the trade unions accep​ted a so-called 'guided wage policy'. In fact, this came down to the corporatist bodies de​ci​ding about what was the 'ap​pro​​priate' wage increase, given the macro-economic situation. In ge​neral, the prognoses by the "Central Planning Office" (installed after the war under the guidance of Jan Tin​ber​gen) play an im​portant role in the Dutch system of labour relations. At the time, Tinbergen had in mind a market economy that was re​gu​lated and guided by some central plan​ning mechanism in which corporatist institutions like the Foundation for Labour and the Socio-economic Coun​cil (SER) played a cru​cial role.

In practice, the 'guided wage policy' came down to realising very modest wage increases during the 1940s and 1950s. Economic historians sometimes argue that these modest wage increases some​how frustrated the adoption of labour-saving technology, resulting in low labour pro​duc​ti​vi​ty growth and highly labour-intensive economic growth (De Jong 1999). At the be​ginning of the 1960s, the 'guided wage policy' came under increasing pressure. Labour scar​city forced firms in​creasingly to attract labour by paying 'black money' in addition to the official wage levels. In the early 1960s, it was more and more recognised that the 'guided wage policy' had to be abandoned. Once this policy was officially abandoned, the formally paid wages exploded (as informal pay​ments were legalised). During a few years, trade unions nego​tiated wage increases of 10% and more.

When during the 1970s and early 1980s unemployment rose again, there was in​creased pressure towards realising moderate wage increases and towards a return to a more la​bour-intensive growth. It is generally recog​nised that this policy worked, or as Visser & Hemerijck put it: 'The "Dutch miracle" represents a departure from the pessimistic fore​casts about jobless growth, wel​fare without work and the end of full employment' (1999: 20). The turning point was the agree​ment of Wassenaar in 1982, when trade unions and employers agreed on wage moderation in ex​change for jobs. In the same agreement, shor​ter standard working weeks were agreed upon (as a concession to the trade unions). 

Another point that emerged from the corporatist 'over​leg' was a good regulation of part-time work. Other than in most European countries, part-time workers are not considered as flexible workers. They have the same rights and duties (including protection against dis​mis​sal, pensions, etc.) as full-time workers. This made part-time work extremely po​pu​lar. In the 1980s and 1990s, the Netherlands became the European champion of part-time work. At the same time, other forms of flexible work (notably the hiring of temporary labour from private manpower agen​cies) were tolerated. Manpower agencies became a booming business in the 1980s and 1990s. During the 1990's, the law on 'Flexibility and Security' gave extra rights to people who work for man​power agencies. After one full year of work, they are entitled to a tenured position and the build up of pen​sions. This probably reflected the need by manpower agencies to keep qualified 'core' workers in an increasingly tight labour mar​ket. With respect to less important 'fringe' workers, the law led to a wave of dismissals by manpower agencies just before the first year was completed. This new law ("On flexibility and security") is the only important law that somehow restricts the use of tem​​porary work hired by manpower agencies. Fixed-term contracts have always been limited in time length by the law. A fixed-term contract for 'try-out' periods of one or two years is normal (three years are the maximum).

Looking at actual labour market flexibility, it is remarkable that 10% (and in same years even more) of all personnel in firms during the 1990s were hired new or left the firm within one year. It should also be noted that roughly half of all people who find a job first have a flexible job. However, again roughly half of these flexible people pass on to a tenured job within 2 years. It should also be noted that with the rise of flexible work during the 1980s and 1990s, the average length of time that people stay within the same job has diminished. Only in recent years, with growing scarcity on the la​bour market, (numerical) flexibility is gradually diminishing. This sug​gests that the degree of numerical flexibility mainly depends on negotiating power on the labour market. In this context, it should be noted that the various indicators of numerical (external) flexi​bility have no statistical relationship with various indicators of innovation (Kleinknecht et al. 1997). This finding is not consistent with the suggestion (often heard in the public debate) that growing flexibility in labour rela​tions is a requirement of modern technology. 

In terms of economic performance, the Netherlands are known for their extremely suc​cess​ful em​ployment growth. According to ILO norms, the country has achieved full em​ploy​ment (the offi​ci​al unemployment rate being around 2%). Although there is still hidden unemployment, it is an un​disputed fact that the policy of wage moderation led to an ex​tre​me​ly labour-intensive growth: The rate of job growth for each percentage of GDP growth is roughly double the EU average. However, this job in​ten​sive growth mirrors a severe cri​sis in labour productivity growth. As la​bour is cheap and flexibly available, there is less incentive for investment in labour-saving tech​nology. In recent years, the crisis of labour productivity growth and the corre​spon​ding​ly high la​bour intensity of growth contribute to an increasingly tight labour market. As labour is increas​ing​ly scarce, there is an almost natural tendency of wages to go up. While trade unions try to mo​derate the officially agreed wage in​creases (in order to con​tinue the employment miracle), em​plo​yers tend to pay volun​ta​ri​ly more than has been agreed upon in collective contracts, in order to get (or keep) scarce people. Recently, there is increasing concern that the combination of (still) low productivity growth and a wage drift is worsening the competitive position of Dutch in​du​stry.

In general, from 1982 onwards up to the year 2000, relative labour unit costs (i.e. wage costs per unit of product) have decreased in the Netherlands, relative to important OECD compe​ti​tors (du​ring the 1960s and 1970s, the opposite was the case). As is shown in this report, there is no straight​forward relationship between the (long-term) improvement (or worse​ning) of relative unit labour costs and export performance. During the 1960s and 1970s (when relative unit labour costs grew stronger than in competing OECD counties), the Dutch export market share towards major com​pe​ti​tors in the OECD improved. During the 1980s and 1990s (when relative unit labour costs improved towards competing OECD coun​t​ries), the Dutch market share in export markets de​creas​ed. This is also known as the Kal​dor paradox. While wage moderation agreements as well as flexibilisation of labour con​tracts allowed for relatively low wage cost increases, Dutch exports grew slower than the average exports of major competitors (e.g. Germany, France, Belgium, USA, Japan etc.). It should be noted, however, that the country nonetheless has an export surplus. This im​plies that wage moderation and flexibilisation of labour relations have possibly contri​bu​ted towards a relatively lower growth of competing imports. In other words, they allowed for a 'beggar-thy-neighbour' policy.

1. Introduction

The following two aspects of the recent performance of the Dutch economy (1982(2001) have attracted a lot of attention:

1. Rapid employment growth (relative to other European countries) and a signi​fi​cant decline in the unemployment rate (Auer 2000), and slightly above-average GDP growth.

2. A significant long-term slowdown in Dutch labour productivity growth and innovation per​formance ( relative to ear​lier periods in Dutch history as well as relative to other EU countries (Van der Wiel 1999; Porter & Stern 1999; Kleinknecht & Naastepad 2002).

It is often claimed that the rapid GDP and employment growth are the result of a policy of syste​ma​tic labour mar​ket flexibilisation since 1982 (OECD 1996; Van der Wiel 1999) and, in parti​cu​lar, of the po​li​cy of vo​luntary wage restraint agreed upon by the social partners. 

By contrast, it is our contention that the observed high employment growth in the Nether​lands is due mainly to a slow-down in the country’s technological dynamism. We acknowledge that, when measured in terms of jobs, the Netherlands has experienced the most im​pressive em​ploy​ment growth among all EU countries during the second half of the 1980s and in large parts of 1990s. However, we argue that the country has achieved this impressive job growth by holding up technological pro​gress. The decline in the speed of technological progress may in turn be due to the policy of wage moderation. The low pressure from wage costs has led to a slow​down of investment in labour-saving technology. The subsequent slowdown in labour produc​ti​vi​ty growth has resulted in a (historically unique) highly labour-intensive (technology-extensive) growth path. This raises serious doubts about the long-run sustainability of the employment growth thus achieved. 

This report illustrates this argument. Section 2 presents the theoretical argument for labour market flexibilisation, and how flexibility is believed to lead to higher employment and income growth. Section 3 presents empirical evidence on labour market flexibilisation. Section 4 discusses the im​pact of labour market flexibilisation on the supply-side of the economy, and concludes that the em​ployment growth is due to a slow-down in (technological) dynamism due to labour market flexi​​bilisation. Section 5 discusses demand-side explanations for the fast GDP growth and con​clu​​des that labour market flexibilisation has not contributed to an improved international com​pe​ti​tiveness of the Dutch economy. 

2. The gains from labour market flexibility in economic theory

Across the world, during the last quarter of the twentieth century the need for labour market flexi​bi​lity has received an extraordinary amount of attention. In general, the claim is that labour mar​ket flexibility promotes employment and growth through the following mechanisms (Standing 2000, Nickell 1998, Buechtemann 1993):

1. Effective (real) wage moderation and a (relative) reduction in social security benefits raises both effective labour demand and labour supply;

2. The growing integration of economies exposes firms to increased competition; lower costs of production (particularly wage costs) enable firms to compete with lower costs else​where, which raises our exports and lowers our imports;

3. Increased ability of firms to adjust employment levels to changes in product market de​mand

4. An increase in the share of profits in total income made possible by wage cost moderation stimulates domestic investment. 

The quest for more flexible labour may be related to a transformation from an era characterised by national governance to a phase, which is commonly labelled ‘globalisation’ (Standing 2000). The claim is that the internationalisation of capital and enterprise necessitates new forms of dis​tri​bution and labour relations that are more flexible. Globalisation has increased the perceived need to reduce all forms of costs of production, because the growing integration of economies means that production and capital could shift more easily to where production costs are lower. Financial ca​pital being by nature more flexible than labour, the implication is that rewards for labour should be free to fall, in order to compete with lower wages elsewhere, while rewards for capital should be free to rise, in order to prevent capital from flying to wherever returns are higher.

Though this view expects only positive effects from labour market flexibility, there is a wide and growing bo​dy of theoretical and empirical literature, which suggests that labour market flexibility may have un​favourable effects on labour productivity and firm performance. In particular:

(i) In neoclassical theory, an increase in the price ratio of labour and capital is an incentive for profit maximising firms to economise on labour and invest in capital. Conversely, a (re​lative) decline in the cost of labour will stimulate firms to employ more labour and in​vest less in labour-saving machines. As a result, the productivity of labour declines. Thus, downward flexibility of wages reduces the speed of technological progress.

(ii) According to the theory of induced technological change, a higher relative wage rate increases the labour-saving bias of newly developed technology (Hicks 1932;  Kennedy 1964; Ruttan 1997);

(iii) In the Schumpeterian/evolutionary  theory of creative destruction, innovating firms possess market power, allowing them to make higher profits than non-innovators (Geroski, Machin & van Reenen 1993; Kleinknecht, Oostendorp & Pradhan 1997). Consequently, innovating firms can cope more easily with (real) wage increases than their non-innovative counterparts. Higher real wage growth thus enhances the Schumpeterian process of creative destruction in which innovators compete away non-innovators, raising the economy’s average level of labour productivity in the process. Conversely, wage growth restraint protects weak firms and low-quality entrepreneurs and increases the likelihood of their survival, which leads to a loss of economic dynamism (Kleinknecht 1998).

(iv) In demand-driven models of technical change (Schmookler 1966; for recent empirical support see Geroski and Walters 1995; Brouwer and Kleinknecht 1999), higher effective demand (which depends on the growth of wages if the economy is wage-led ( see also Section 5) enhances innovative activity.

(v) Within an endogenous growth framework (e.g. Foley and Michl 1999, pp. 288(98), a profit-maximising capitalist’s decision to invest in R&D, which is assumed to lower labour costs by raising labour productivity, can be shown to depend on the share of wages in total costs: the higher the wage share, the more profitable it becomes to devote resources to increasing the productivity of labour.

(vi) According to efficiency wage theory, employers pay higher wages in general in the ex​pec​ta​tion that workers will reciprocate with greater effort and productivity (Akerlof and Yellen 1986; Goldsmith, Veum and Darity 2000).

(vii) According to recent research in management and industrial relations, workers can be motivated to provide above-normal effort through incentives that express the commitment of the firm to its workforce. These incentives include paying high base wages and employment security. When adopted as part of a cluster of organisational and management practices including (1) decentralisation of decision making and (ii) extensive training, these incentives have economically and statistically significant effects on employee productivity and through this, on financial corporate performance (Appelbaum et al. 2000, Gratton et al. 1999, Gratton 2000, Huselid 1995, Pfeffer 1998, 1995).

(viii) Recent empirical findings from the innovation literature point to a positive relationship bet​ween employment security on the one hand and a firm’s innovativeness (Michie and Sheehan 1999) and productivity growth (Kleinknecht et al. 1997) on the other. The ratio​nale behind such findings relates to positive externalities that lead to market failure. Po​si​tive external effects may be enhanced if workers change their job more frequently (ma​k​ing, for example, investment in firm-specific training less attractive). But frequent job chan​ges also reduce trust and loyalty. With less trust and loyalty, there will be higher trans​​action costs for control against various forms of moral hazard. Moreover, techno​lo​gi​cal knowledge and trade secrets will leak more easily, thus enhancing positive external ef​fects that lead to under-investment in e.g. R&D. In the labour market literature, this argu​ment is known as the ‘hold up’ argument: firm-specific investments into the labour rela​tion​​ship that make labour more pro​ductive will be held up by an expected short-term du​ra​tion of the labour contract (Teulings 2000).

(ix) For a sample of OECD countries, Buchele and Christiansen (1999) find that insti​tutions that promote collective bargaining, employment protection and social protec​tion give rise to combinations of low employment growth and high labour productivity growth. Con​ver​se​ly, flexible labour markets lead to high employment and low labour productivity growth. 

A common element in all theories is that they propose a positive causal relation between real wage growth (plus related management and organisational practices, such as employment security and decentralisation of decisionmaking) and labour productivity growth. This literature provides sufficient reason to call into question the positive effects of labour market flexibility on firm performance and competitiveness. In our view, the Dutch experience is a clear example of where labour market flexibility can go wrong.
3. Dutch labour market flexibilisation: the evidence

3.1 Introduction

Labour market flexibilisation in the Netherlands has included:

a. Effective (real) wage moderation and a (relative) reduction in social security benefits, in​ten​ded to raise both effective labour demand and labour supply;

b. Deregulation of the labour market, removing so-called labour market rigidities by libe​ra​li​sing rules on working time and employment protection laws, and stimulating part-time work.

3.2 Wage restraint

Average annual growth rates of real wages and salaries in the Netherlands declined considerably, from 3.6 per cent per annum on average in the period 1970(79 to 0.8 per cent per annum in 1980(1995 and further down to (0.4 per cent per annum during 1996(2000 (see Table 1). No​tab​ly in the 1980s, Dutch wages grew considerably less than in neighbouring countries. During the 1990s, the difference between Dutch wage increased and the average of the EU be​came smal​ler, also because some other European countries tried to imitate the Dutch example (Table 3/2).

Besides mode​ra​ting their wage claims during all bargaining rounds since 1982, the trade unions al​so ac​cep​ted the creation of large numbers of flexib​le jobs, which further contributed to con​side​rab​le wage cost savings. Kleinknecht, Oostendorp & Pradhan (1997) found from their analyses of micro data that flexible labour relations have led to substantial wage cost savings and therefore enhanced the effects of wage moderation in collective bargaining. Flexibility in labour contracts yields a double wage cost saving: (1) certain categories of flexible workers (people with tempo​ra​ry con​tracts and free lance people) earn lower hourly wage rates; (2) flexible workers need to be hired and paid only if there is work; i.e. the risk of temporary fluctuations in production volumes is shifted to the employees (Kleinknecht, Oostendorp & Pradhan, 1997).

	Table 3/1: Wages and salaries per full time equivalent job, the Netherlands 1970(2000

(average annual growth rates)



	
	Real
	Nominal

	Period
	Total
	Agri-
	Mining &
	Ser-
	Total
	Agri-
	Mining &
	Ser-

	
	
	Culture
	Manuf.
	Vices
	
	Culture
	Manuf.
	Vices

	1970(79
	3.6
	2.3
	3.7
	3.5
	11.2
	9.8
	11.3
	11.1

	1980(95
	0.8
	0.6
	1.5
	0.6
	3.5
	3.2
	4.2
	3.3

	1996(00
	(0.4
	0.4
	(0.3
	(0.4
	1.7
	2.5
	1.8
	1.7

	

	Source: CBS: National Accounts Statistics Tables P10, A3.1 and P22.


	Table 3/2: Growth of real compensation per employee and of real unit labour costs

(annual percentage changes)



	
	Growth of real compensation per employee (GDP deflator)
	Growth of real unit labour costs

	Year:
	Netherlands
	EU-15
	Netherlands
	EU-15

	1991
	1.7
	1.7
	0.8
	0.2

	1992
	2.3
	2.8
	1.4
	0.3

	1993
	1.4
	0.8
	0.5
	-0.7

	1994
	0.4
	0.5
	-3.1
	-2.4

	1995
	0.0
	0.4
	-0.8
	-1.3

	1996
	0.3
	0.6
	-0.2
	-0.8

	1997
	0.2
	0.7
	-0.4
	-0.9

	1998
	0.8
	0.2
	-0.2
	-1.1

	1999
	1.3
	1.2
	0.4
	0.1

	2000
	0.6
	1.4
	-0.7
	-0.2

	2001
	0.0
	1.1
	-1.4
	-0.5

	2002
	1.6
	1.3
	0.3                                                                                                                                                                      -
	-0.4

	Source: Commission Services, AMECO, Brussels


3.3 Flexibilisation of job contracts and personnel turnover

Table 3/2 gives information on labour market flows, based on observations of individual emplo​yees’ careers. As Table 3/2 shows, the probability for holders of a permanent job to remain in a per​​manent position increased between 1986 and 1992, and fell only slightly between 1992(1994. The chance for temporary workers to find a permanent job increased between 1986(1988 and 1988(1990, but fell gradually back to its 1986(88 level in 1992(1994. The probability for the unemployed to find a permanent job increased from 18.8 per cent during 1986(88 to 35.1 per cent during 1990(92 and fell to 19.0 per cent du​ring 1992(94. Interesting to note are the relative​ly high shares of people who take their first job as a flexible job. Fairly high shares of these people have two years later a tenured job.

	Table 3/2: Probability of change in labour market status within two-year periods, 

                  the Netherlands 1988(1994

	
	
	
	
	
	
	

	1986(1988
	Perma​nent* in 1988
	Tempora​ry in 1988
	Self-

Emplo​yed in 1988:
	Unem-ployed in 1988:
	Out of labour force in 1988
	Total 

1986:

	Permanent in 1986
	87.2
	2.0
	1.8
	1.6
	7.4
	100

	Temporary in 1986
	48.7
	23.4
	4.5
	9.0
	14.4
	100

	Self-employed in 1986
	7.5
	1.1
	87.2
	1.1
	3.2
	100

	Unemployed in 1986
	18.8
	12.0
	2.6
	41.9
	24.8
	100

	Out of labour force in 1986
	5.3
	1.9
	2.7
	3.0
	87.1
	100

	
	
	
	
	
	
	

	1988(1990
	Perma​nent* in 1990
	Tempo​ra​ry in 1990
	Self-

Emplo​yed in 1990
	Unem-ployed in 1990
	Out of labour force in 1990
	Total 

1988:

	Permanent in 1988
	87.6
	2.1
	1.5
	1.3
	7.5
	100

	Temporary in 1988
	57.9
	22.2
	2.4
	7.1
	10.3
	100

	Self-employed in 1988
	9.9
	2.1
	76.8
	1.4
	9.9
	100

	Unemployed in 1988
	28.9
	10.9
	3.2
	30.1
	26.9
	100

	Out of labour force in 1988
	6.1
	2.5
	1.7
	2.3
	87.5
	100

	
	
	
	
	
	
	

	1990(1992
	Perma​nent* in 1992
	Tempora​ry in 1992
	Self-

Emplo​yed in 1992
	Unem-ployed in 1992
	Out of labour force in 1992
	Total 

1990:

	Permanent in 1990
	91.5
	1.7
	0.9
	1.6
	4.4
	100

	Temporary in 1990
	52.0
	31.5
	3.2
	5.5
	7.9
	100

	Self-employed in 1990
	12.8
	2.7
	77.0
	0.7
	6.8
	100

	Unemployed in 1990
	35.1
	12.3
	1.8
	27.2
	23.7
	100

	Out of labour force in 1990
	5.7
	3.4
	1.4
	3.4
	86.2
	100

	
	
	
	
	
	
	

	1992(1994
	Perma​nent* in 1994
	Tempo​rary in 1994
	Self-

Emplo​yed in 1994
	Unem-ployed in 1994
	Out of labour force in 1994
	Total 

1992:

	Permanent in 1992
	89.0
	1.8
	1.0
	2.2
	5.9
	100

	Temporary in 1992
	47.7
	30.7
	2.0
	7.8
	11.8
	100

	Self-employed in 1992
	6.6
	0.7
	86.2
	0.7
	5.9
	100

	Unemployed in 1992
	19.0
	19.0
	2.6
	34.5
	25.0
	100

	Out of labour force in 1992
	3.8
	3.3
	1.0
	2.0
	89.9
	100

	*including temporary jobs with tenure track.

Source: Kleinknecht et al. (1997), based on the OSA labour demand panel


	Table 3/3: Inflows and outflows of personnel



	Reasons for change (as percentage of employees):
	19881
	19901
	19921
	19941
	1998

	
	(1)
	(2)
	(3)
	(4)
	(5)

	Within-firm flow
	1.2
	1.9
	3.1
	3.3
	-

	
	
	
	
	
	

	Inflow
	10.7
	12.1
	9.5
	(10.9)2
	14.5

	of which: inflow from
	
	
	
	
	

	· other job
	-
	-
	-
	-
	64

	· unemployed
	-
	-
	-
	-
	9

	· school
	-
	-
	-
	-
	16

	· out of labour force
	-
	-
	-
	-
	12

	
	
	
	
	
	

	Outflow
	11.6
	12.5
	10.0
	10.0
	11.8

	of which: outflow due to
	
	
	
	
	

	· retirement or death
	10.3
	9.6
	11
	11
	7

	· disabled
	6.9
	7.2
	6
	4
	3

	· forced leave
	12.9
	11.2
	14
	16
	8

	· end of fixed-term (>1           year) contract 
	6.9
	4.8
	5
	24
	22

	· voluntary leave
	62.9
	67.2
	65
	45
	60

	(1) Excluding employees with temporary contracts shorter than one year. 

(2) In contrast with earlier years, the figure for this year includes inflow into con​tracts of less than one year, which were not taken into account in earlier years. 

Source: Columns (1)((4): are from: W. Praat et al. (1996): Trendrapport vraag naar arbeid, OSA-rapport 22. Column 5: D. Fouarge et al. (2001) Trendrapport vraag naar arbeid 2000, OSA-rapport A177.


Information about labour-turnover at the firm level is given in Table 3/3. It is remarkable that 10% or more of people working in a firm are newly hired or left the firm within a year. Judging from these figures, flexibilisation of job contracts does not appear to have been a pro​mi​nent as​pect of Dutch labour market flexibilisation until around 1990(1992. However, the im​por​tance of flexibilisation of contracts increased after 1992. This is also reflected in the average duration of jobs in Table 3/6.

Data on labour input of employees by type of contract (temporary versus permanent) from 1995 on​wards are available in the National Accounts. According to these data (see Table 3/4), tempo​ra​ry jobs constitute only a small portion of total employment: between 1995 and 2000, the share of temporary employment rose from 5.2 to 6.7 per cent of total hours, and from 9 to 11 per cent of total jobs. However, this aggregated figure conceals relatively large differences in the share of temporary in total employment between production sectors. As shown in Table 3/5, the financial services sector stands out as a sector that relies heavily on temporary employment: in 2000, 20 per cent of total hours and 24 per cent of total jobs in financial services were temporary. This is even more striking because in the Netherlands, financial services is the sector that is most prob​lematic in terms of productivity growth, and experienced negative productivity growth after 1995.

	Table ¾: Temporary versus permanent employment, the Netherlands 1995(2000



	
	
	
	
	
	
	

	A. Labour input of employees by type of contract, in hours paid

	
	
	
	% Change
	Share
	
	% Change

	
	1995
	2000
	
	1995
	2000
	

	Permanent
	8226
	9244
	12.4
	94.8
	93.3
	(1.6

	Flexible
	454
	668
	47.1
	5.2
	6.7
	28.8

	Total
	8680
	9912
	14.2
	100.0
	100.0
	

	
	
	
	
	
	
	

	A. Jobs of employees by type of contract

	
	
	
	% Change
	
	
	% Change

	
	1995
	2000
	
	1995
	2000
	

	Permanent
	5721
	6507
	13.7
	91.0
	89.2
	(2.0

	Flexible
	567
	786
	38.6
	9.0
	10.8
	20.0

	Total
	6288
	7293
	16.0
	100.0
	100.0
	


	Table 3/5: Share of temporary in total employment, The Netherlands 1995(2000



	
	In hours paid
	In jobs

	Sector
	1995
	2000
	% Change
	1995
	2000
	% Change

	Agriculture
	5.6
	10.3
	85.8
	12.8
	18.0
	40.4

	Mining1
	n.a.
	n.a.
	
	n.a.
	n.a.
	

	Manufacturing
	0.8
	1.5
	104.5
	1.6
	3.2
	106.0

	EWG1
	n.a.
	n.a.
	
	n.a.
	n.a.
	

	Construction
	0.3
	0.7
	124.9
	0.8
	1.4
	77.6

	Trade
	6.1
	7.2
	18.5
	15.3
	14.7
	(4.0

	Transport
	1.6
	1.7
	7.4
	3.6
	3.9
	5.7

	Financial services
	18.2
	19.6
	7.8
	20.5
	24.1
	17.8

	Government
	0.2
	0.8
	229.6
	1.0
	2.0
	93.6

	Care
	3.6
	3.6
	(1.7
	8.3
	7.9
	(4.8

	Total
	5.2
	6.7
	28.8
	9.0
	10.8
	19.5

	(1) Data on temporary employment in Mining and Electricity, Water & Gas are not avail​able; figures for total employment therefore exclude temporary employment in these sectors.

Source: Authors’ computation based on data from the National Accounts of the Netherlands, Labour accounts, Tables A 2.5 and A 3.6


	Table 3/6: Job tenure in 1995 and 2000



	Country
	Job tenure 1995
	Job tenure 2000

	
	< 1 year
	1-2 years
	> 2 years
	< 1 year
	1-2 years
	> 2 years

	Netherlands
	13.3%
	8.9%
	77.8%
	20.5%
	10.7%
	68.8%

	Finland
	16.4%
	6.2%
	77.4%
	21.7%
	8.7%
	69.6%

	Greece
	8.7%
	6.6%
	84.7%
	9.6%
	6.1%
	84.3%

	Ireland
	14.4%
	10.0%
	75.6%
	21.9%
	12.8%
	65.3%

	EU-15
	14.8%
	8.5%
	76.7%
	16.4%
	10.1%
	73.5%

	Source: Eurostat: Labour Force Survey.


3.4 Share of part-time work

Over two-thirds of new jobs created since 1982 have been on a part-time basis. Part-time work now accounts for around one-third in total employment ( by far the highest percentage in the OECD area (OECD 2002: 67)  

	Table 3/6: Full-time versus part-time employment, 1995(2000



	A. Labour input of employees by type of employment, in hours paid

	
	Million hours
	
	Share in total
	
	% Change

	
	1995
	2000
	1995
	2000
	

	Full-time
	6693
	7358
	77.1
	74.2
	9.9

	Part-time
	1987
	2554
	22.9
	25.8
	28.5

	Total
	8680
	9912
	100.0
	100.0
	14.2

	B. Jobs of employees by type of employment

	
	1000 jobs
	
	Share in total
	
	% Change

	
	1995
	2000
	1995
	2000
	

	Full-time
	3783
	4208
	60.2
	57.7
	11.2

	Part-time
	2505
	3085
	39.8
	42.3
	23.2

	Total
	6288
	7293
	100.0
	100.0
	16.0

	Source: CBS, National Accounts, Tables A 2.4 and A 3.5.


The share of part-time jobs in total job growth increased from 21 per cent in 1950(1973 to 26 per cent during 1985(1996. During 1995(2000, part-time employment further increased at almost 30 per cent per annum, as compared to around 10 per cent for full-time work (see Table 3/6).
 To an important degree, it is due to the creation of part-time work that the share of workers in the total population grew fairly rapidly (compared to European standards), while the average number of working hours per worker diminished (Table 3/7). The number of hours worked per employee in the Netherlands is one of the lowest in Europe (Table 3/8). In the same time, generous early pen​sion schemes as well as the generous dropping of less productive and older workers in a scheme for invalid per​sons (WAO) brought down the shares of people that still work at the age above 55 (Tables 3/9 and 3/10).

	Table 3/7: Growth of occupied population and of annual hours worked

(annual percentage change)



	
	Growth of occupied population:
	Growth of annual hours worked:

	Year:
	Netherlands
	EU-15
	Netherlands
	EU-15

	1991
	1.8
	0.2
	-1.9
	-

	1992
	1.5
	-1.2
	-2.4
	-0.4

	1993
	0.0
	-1.7
	-2.1
	-0.7

	1994
	0.5
	-0.2
	2.0
	0.5

	1995
	1.4
	0.7
	-1.9
	-0.1

	1996
	2.3
	0.4
	1.6
	-0.1

	1997
	3.2
	1.0
	-0.5
	-0.3

	1998
	3.0
	1.6
	-0.9
	-0.5

	1999
	2.8
	1.6
	-1.5
	-

	2000
	2.5
	1.8
	-
	-

	2001
	2.0
	1.2
	-
	-

	2002
	1.8
	1.2
	-
	-

	Source: Commission Services, AMECO, Brussels


	Table 3/8 Annual working hours per employee in the Netherlands and in selected OECD countries



	
	1973
	1979
	1983
	1990
	1996

	Netherlands
	1724
	1591
	1530
	1433
	1372

	(West) Germany
	1804
	1699
	1686
	1562
	1508

	France
	1771
	1667
	1558
	1539
	1529

	Sweden
	1557
	1451
	1453
	1480
	1554

	UK
	1929
	1821
	1719
	1773
	1732

	US
	1896
	1884
	1866
	1936
	1951

	Suorce: OECD Employment Outlook, Paris: OECD, July 1997, Table G, quoted in Visser & Hemelrijk 1997.


	Table 3/9: Employment rates of people between 55 and 64 years old



	Country:
	1995
	2000

	Netherlands
	28.8%
	37.9%

	Finland
	34.4%
	41.2%

	Greece
	40.5%
	39.0%

	Ireland
	39.7%
	45.1%

	EU-15
	35.7%
	37.5%

	Source: Eurostat Labour Force Survey.


	Table 3/10: Unemployment and the employment/population ratio for men of 55-64 years old



	
	Unemployment
	Employment/population ratio

	
	1983
	1990
	1996
	1983
	1990
	1997

	NL
	6.7%
	2.8%
	3.5%
	50.5%
	44.5%
	40.7%

	EU
	6.9%
	6.2%
	9.8%
	58.5%
	53.2%
	46.4%

	Source: OECD, Employment Outlook 1996, Paris: OECD, quoted in: Visser & Hemelrijk (1997, p. 38)


4. Causes of high GDP and employment growth: supply-side explanations

The Netherlands is frequently praised for its job miracle. Jobs increased at nearly 2 per cent per annum in the period 1985(96, compared to 0.3 per cent in the period 1973(1984 and 1.4 during 1950(1973 (Table 5). This fast job growth has been due in part to a relatively high growth of part-time jobs. When measured in full-time equivalent jobs, employment increased less, but still rose at 1.4 per cent per annum, as compared to (0.2 during 1973(1984 and 1.1 per cent in the period 1950(1973. In recent months, the official unemployment rate varied around 2%, which means that, according to ILO norms (and neglecting various forms of hidden un​em​ployment), the Netherlands has achie​ved full employ​ment. Recently, employers have even started complaining about labour scar​city that may hamper economic growth in the years to come. 

	Table 4/1

Employment in jobs, full-time equivalent jobs and hours,

The Netherlands 1950(1996
(average annual growth rates)

	
	
	
	
	

	
	Jobs
	Full-time
	Annual
	Total

	
	
	Equivalent
	Hours
	Hours

	
	
	Jobs
	Worked
	Worked

	
	(1)
	(2)
	(3)
	(4) = (2) x (3)

	
	
	
	
	

	1950(1960
	1.2
	1.3
	(0.7
	0.5

	1960(1973
	1.6
	1.0
	(1.2
	(0.2

	1950(1973
	1.4
	1.1
	(1.0
	0.1

	
	
	
	
	

	1973(1980
	0.9
	0.5
	(1.4
	(0.9

	1980(1984
	(0.6
	(1.3
	(1.9
	(3.2

	1973(1984
	0.3
	(0.2
	(1.6
	(1.8

	
	
	
	
	

	1985(1990
	2.4
	2.0
	(1.1
	0.9

	1990(1996
	1.4
	0.9
	(0.7
	0.2

	1985(1996
	1.9
	1.4
	(0.9
	0.5

	
	
	
	
	

	1950(1996
	1.3
	0.9
	(1.1
	(0.2

	
	
	
	
	

	Source: columns (1) and (2): CBS (2001) National Accounts of the Netherlands; column (3): University of Groningen and The Conference Board, GGDC Total Economy Database; column (4): our computation.


How has this phenomenal increase in employment been achieved? Can the Dutch employment miracle be attributed to the policy of labour market flexibilisation? To answer this question, let’s go back to Table 4/1 for a moment. The most surprising phenomenon, shown by Table 4/1, is the high rate of growth of total hours worked. In modern economies, labour productivity grows continuously, and hence the number of hours worked declines steadily. This happened also in the Netherlands until 1984. Total hours worked declined at 0.2 per cent per annum in the period 1960(73, and at 1.8 per cent per annum in the period 1974(1984. However, the Netherlands has succeeded in reversing this historical and almost universal trend af​ter 1984, when total hours increased by 0.5 per cent per annum! 

A more complete picture is given in Table 4/2. By definition, an economy can grow in only two ways:  (1) by adding people to the production process and (2) by raising worker’s productivity through the use of more advanced machines and equipment, better training or a better organisa​tion of the work process. Somewhat more formally, output growth y equals the sum of the growth of employment (in hours), h, and the growth in labour productivity (per hour), (:

(1) y = ( + h.

For a given rate of growth of output (y) an increase in h implies that ( must have fallen ( and vice versa. 

What we observe is that, since the start of the policy of wage moderation, the contribution of h to total GDP growth has increased, while the contribution of ( has fallen. This is illustrated in Table 4/2. In the period 1970(1980, the contribution of labour productivity growth to total GDP growth stood at 171 per cent. That is, labour productivity growth was high enough to compensate for the decline in the number of hours worked and (despite the reduction in annual hours worked) achieve a GDP growth of 3.3 per cent per annum on average. Thereafter, the contribution of la​bour productivity growth to overall growth rapidly declined to roughly two-thirds (63.3 per cent) of total growth in 1984(1995 and further down to less than 40 per cent in 1996(1997. The con​tri​bu​tion of employment growth to total GDP growth correspondingly rose from –71 to, respec​tive​ly, 37 and 61 per cent. 

	Table 4/2: Decomposition of GDP growth into hours and productivity, the Netherlands 1970(2000

(average annual growth rates)



	Period
	GDP growth

(=100)
	Hours
	Labour productivity

	1970(1980
	3.3
	(71.4
	171.4

	1984(1995
	2.6
	36.7
	63.3

	1996(1997
	3.4
	60.6
	39.4

	Source: CBS National Accounts Statistics Tables P20 and A 3.1


The peculiarities of the Dutch case can further be made clear by comparing the Dutch experience to that of other countries in Europe. As Table 4/3 shows, economic growth in the Netherlands has not been much higher than in the rest of the EU on average. The relatively high employment growth in the Netherlands therefore does not result from higher GDP growth. The cause of the high employment growth lies in a higher labour intensity of GDP growth. In the Netherlands, the growth of labour productivity per job steadily declined from an annual average of 3.9 per cent in the period 1961(70 to 1.2 per cent during 1991(2000 (see Table 4/4). When measured per hour, labour productivity growth declined from 4.5 per cent per annum on average during 1960(1973 to 1.1 per cent per annum during 1991(2000 (see Table 4/5). As a consequence, the labour in​ten​sity of GDP growth rose drastically. 

	Table 4/3:  Gross Domestic Product, 1996 prices
                   (national currency; average annual growth rates) 

	
	B
	France
	G(1)
	Italy
	NL
	UK
	EU-14
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1950(60
	3.0
	4.6
	7.7
	6.1
	4.6
	2.7
	4.5
	3.5
	8.8

	1960(73
	4.9
	5.4
	4.1
	5.3
	4.9
	3.1
	5.2
	4.3
	9.7

	1973(80
	2.7
	2.5
	2.3
	3.5
	2.4
	1.1
	2.6
	2.6
	3.4

	1981(90
	1.9
	2.4
	1.4
	2.2
	2.2
	2.7
	2.4
	3.2
	4.0

	1991(00
	2.1
	1.8
	1.7
	1.6
	2.8
	2.2
	2.5
	3.3
	1.5

	
	
	
	
	
	
	
	
	
	

	1991(95
	1.5
	1.1
	1.6
	1.3
	2.1
	1.6
	1.6
	2.4
	1.4

	1996(00
	2.8
	2.5
	1.7
	1.8
	3.6
	2.8
	3.5
	4.1
	1.6

	(1) Rows 1(4: West Germany; row 5: United Germany. 

Source: Computed from Groningen Growth and Development Centre data (www.eco.rug.nl/ggdc/).


	Table 4/4:  Gross Domestic Product per person employed, at 1990 market prices (1)

                   (national currency; average annual growth rates) 

	
	
	
	
	
	
	
	
	
	

	
	B
	D(2)
	France
	Italy
	NL
	UK
	EU-15
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1961(70
	4.4
	4.2
	4.9
	6.2
	3.9
	2.6
	4.6
	2.3
	8.6

	1971(80
	3.2
	2.6
	2.9
	2.6
	2.7
	1.6
	2.7
	1.2
	3.7

	1981(90
	1.8
	1.7
	2.1
	1.6
	1.6
	2.2
	1.9
	1.3
	3.1

	1991(00
	1.6
	2.0
	1.6
	1.5
	1.2
	1.8
	1.7
	1.6
	0.9

	
	
	
	
	
	
	
	
	
	

	1991(95
	1.7
	2.3
	1.5
	2.1
	1.4
	2.3
	2.0
	1.3
	0.7

	1996(00
	1.5
	1.8
	1.6
	0.9
	0.9
	1.3
	1.4
	1.9
	1.2

	
	
	
	
	
	
	
	
	
	

	(1) Year 2000: preliminary estimate.

(2) 1961(91: WD.

Source: European Commission (2000) European Economy nr. 69, 1999 Review


	Table 4/5:  Gross Domestic Product per hour, at 1996 prices
                   (national currency; average annual growth rates) 

	
	B
	France
	G1
	Italy
	NL
	UK
	EU-142
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1950(60
	3.2
	5.2
	6.3
	3.2
	4.2
	1.8
	4.2
	3.6
	5.9

	1960(73
	5.5
	5.1
	5.0
	6.7
	4.5
	3.6
	5.7
	2.6
	8.4

	1973(80
	4.3
	3.4
	3.3
	3.3
	2.5
	2.3
	3.0
	1.0
	2.7

	1981(90
	2.3
	2.9
	1.6
	2.0
	1.0
	2.2
	2.1
	1.5
	3.0

	1991(00
	2.4
	1.3
	2.4
	2.0
	1.1
	2.2
	2.2
	1.6
	2.0

	
	
	
	
	
	
	
	
	
	

	1991(95
	2.3
	1.5
	3.2
	3.1
	1.1
	2.6
	2.3
	1.1
	1.8

	1996(00
	2.5
	1.1
	1.6
	0.8
	1.1
	1.8
	2.0
	2.0
	2.3

	(1) Rows 1(4: West Germany; row 5: United Germany. 

(2) Exluding Luxemburg, for which no data are given in the GGDC data base.

Source: Computed from Groningen Growth and Development Centre data (www.eco.rug.nl/ggdc/).


This proposition is substantiated by evidence from various sources. Note that the growth rate of real GDP is  – by definition – equal to the sum of labour productivity growth and employment growth (as in equation 1). Using this definition, the labour intensity of GDP growth (or employ​ment elasticity) can be calculated as the growth of employment divided by the growth of GDP. The results, given in Auer (2000) and reproduced here in Table 4/6, show that there is no other country in the OECD that has such a high job intensity of GDP growth as the Netherlands (0.7 as compared to 0.2 for the EU on average). The only country that comes close is the USA. 

	Table 4/6: Job intensity of economic growth, OECD 1985(19951


	Country
	GDP growth
	Job growth
	Job intensity of growth = (1)/(2)

	
	(1)
	(2)
	(3)

	Austria
	2.6
	0.7
	0.27

	Denmark
	1.7
	0.1
	0.06

	France
	2.1
	0.3
	0.14

	Germany
	1.4
	0.5
	0.35

	Ireland
	5.0
	1.5
	0.30

	The Netherlands
	2.6
	1.8
	0.70

	United Kingdom
	2.3
	0.6
	0.26

	EU(15
	2.0
	0.4
	0.20

	U.S.A.
	2.4
	1.5
	0.62

	(1) Columns (1) and (2): average annual growth rates.

Source: Auer (2000), based on OECD Employment Outlook 1998


	Table 4/7:  Employment elasticities, major OECD countries 1950(2000 (1996 prices)
                    (figures are based on employment measured in annual hours worked)

	
	B
	France
	G(1)
	Italy
	NL
	UK
	EU-14
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1950(60
	(0.05
	(0.13
	0.19
	0.48
	0.10
	0.31
	0.07
	(0.03
	0.34

	1960(73
	(0.11
	0.06
	(0.22
	(0.26
	0.07
	(0.16
	(0.09
	0.39
	0.13

	1973(80
	(0.63
	(0.34
	(0.47
	0.07
	(0.05
	(1.15
	(0.15
	0.60
	0.19

	1981(90
	(0.22
	(0.24
	(0.19
	0.09
	0.57
	0.18
	0.12
	0.55
	0.25

	1991(00
	(0.12
	0.26
	(0.44
	(0.27
	0.61
	0.03
	0.13
	0.51
	(0.35

	
	
	
	
	
	
	
	
	
	

	1991(95
	(0.50
	(0.38
	(1.00
	(1.44
	0.49
	(0.57
	(0.47
	0.52
	(0.26

	1996(00
	0.09
	0.54
	0.07
	0.54
	0.68
	0.37
	0.41
	0.50
	(0.44

	(1) Rows 1(4: West Germany; row 5: United Germany. 

Source: Computed as GDP growth (from Table 4/3) minus hourly labour productivity growth (from Table 4/5) divided by GDP growth (from Table 1/1).


A comparison of the labour intensity of GDP growth in different periods is given in Table 4/7. Unlike Table 4/6, which is based on employment measured in jobs, the employment elasticities given in Table 4/7 are based on employment in hours. Table 4/7 shows the Netherlands as the champion of labour-intensive growth in the 1980s and 1990s ( closely followed only by the US. Moreover, over time, the labour intensity of GDP growth in these two countries increased much more than in other countries. In the US, labour intensity increased from zero in the 1950s to 0.4 in the 1960s and further to, respectively, 0.6 and 0.5 in the 1980s and 1990s. The Netherlands shows a sharp break in the labour-intensity of its GDP growth starting in the 1980s: labour in​ten​sity increased from (around) zero in the 1950s, 1960s and 1970s to 0.57 in the 1980s and 0.61 in the 1990s. This contrasts particularly with Germany, where labour intensity was negative almost throughout.

Thus, the exceptional employment growth in the Netherlands can be attributed to a slowdown in technological dynamism. Evidence for this lack of technological dynamism is found not only in the declining labour productivity growth, but also in other indicators. For instance, in the Nether​lands, the share of innovative products in gross output is 25 per cent, as compared to 31 per cent in the EU on average ( and as high as 43 per cent in Germany! (Eurostat, Community Innovation Survey 1997/98.) Further, as shown in Table 4/8, the position of the Netherlands on Porter and Stern’s innovation index declined from 8th in 1980 to 11th in 1993 and 12th in 1999, and is ex​pec​ted to decline further to 13th in 2005. 

	Table 4/8: Ranking on Porter and Stern’s innovation indicator



	
	1980
	
	1993
	
	1999
	
	2005

	1.
	Switzerland
	1.
	Switzerland
	1.
	Japan
	1.
	Japan

	2.
	U.S.A.
	2.
	Japan
	2.
	Switzerland
	2.
	Finland

	3.
	West-Germany
	3.
	U.S.A.
	3.
	U.S.A.
	3.
	Switzerland

	4.
	Japan
	4.
	Germany
	4.
	Sweden
	4.
	Denmark

	5.
	Sweden
	5.
	Sweden
	5.
	Germany
	5.
	Sweden

	6.
	Canada
	6.
	Denmark
	6.
	Finland
	6.
	U.S.A.

	7.
	France
	7.
	France
	7.
	Denmark
	7.
	Germany

	8.
	Netherlands
	8.
	Canada
	8.
	France
	8.
	France

	9.
	Finland
	9.
	Finland
	9.
	Norway
	9.
	Norway

	10.
	U.K.
	10.
	Australia
	10.
	Canada
	10.
	Canada

	11.
	Norway
	11.
	Netherlands
	11.
	Australia
	11.
	Australia

	12.
	Denmark
	12.
	Norway
	12.
	Netherlands
	12.
	Austria

	13.
	Austria
	13.
	U.K.
	13.
	Austria
	13.
	Netherlands

	14.
	Australia
	14.
	Austria
	14.
	U.K.
	14.
	U.K.

	15.
	Italy
	15.
	New Zealand
	15.
	New Zealand
	15.
	New Zealand

	16.
	New Zealand
	16.
	Italy
	16.
	Italy
	16.
	Spain

	17.
	Spain
	17.
	Spain
	17.
	Spain
	17.
	Italy

	
	
	
	
	
	
	
	


It is our hypothesis that this decline in technological progress can, in turn, be attributed to the slowdown in wage growth which was part of the policy of labour market flexibilisation. In the Netherlands, wage growth restraint was voluntarily adopted by the trade unions as part of the famous Agreement of Wassenaar in 1982. In the case of the US, downward wage flexibility was achieved by breaking the power of trade unions. In both countries, the resulting slowdown in wage growth has resulted in a slowdown in productivity growth. Put simply, if labour can be easily hired and fired and real wage increases are rela​tively modest, investment in more pro​duc​tive, labour-saving technology is, in many cases, not pro​fitable. There is less incentive for enter​prises to replace old (more labour-​​​intensive) vin​ta​ges of capital by new and more productive vin​tages and, as a result, labour produc​ti​vity growth slows down and GDP growth becomes more la​bour-intensive.

We investigate this proposition with the help of Table 4/9, which gives data for annual increases in real compensation per employee in various OECD countries. Let us first, very simp​ly, compare these data with those for hourly labour productivity growth in Table 4/5. Combination of the data given in these two tables shows that a number of countries and periods which showed above-aver​age wage growth, labour productivity growth was above the EU(14 average as well. This is true for instance for Belgium and Germany in the 1990s, and for France, the UK and Japan in the 1980s. Vice versa, in many instances of below-average wage growth, labour productivity growth was also low. This is true for example for the Netherlands in the 1980s and 1990s, and for Italy in the 1990s. 


	Table 4/9:  Real compensation per employee, GDP deflator; total economy

                   (national; average annual growth rates) 

	
	B
	France
	G1
	I2
	NL
	UK
	EU-14
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1961(70
	4.3
	4.9
	4.6
	5.9
	5.1
	2.7
	4.5
	2.4
	7.3

	1971(80
	4.7
	3.6
	2.9
	3.0
	3.1
	1.7
	3.0
	1.1
	4.9

	1981(90
	0.6
	1.1
	0.8
	1.0
	0.2
	2.2
	0.9
	1.1
	2.0

	1991(00
	1.4
	1.1
	1.4
	0.1
	1.0
	1.6
	1.1
	1.5
	0.7

	
	
	
	
	
	
	
	
	
	

	1991(95
	0.9
	0.5
	1.0
	0.2
	0.6
	0.7
	0.6
	0.5
	0.5

	1996(00
	0.4
	0.6
	0.4
	0.0
	0.4
	0.9
	0.4
	1.1
	0.2

	
	
	
	
	
	
	
	
	
	

	(1) 1961(91: West Germany

(2) Italy: Break in series due to 1998 tax reform.

Source: computed from European Commission (2000) European Economy nr. 69.


	Table 4/10: Productivity and the wage rate: Estimation results (1)



	
	Constant
	Independent variable
	Adjusted

R-squared
	Number of

Observations

	
	
	
	
	

	(GDPpe (2)
	C
	(CERpe (3)
	
	

	Coefficient
	1.05
	0.64
	0.48
	320

	t-value
	8.4
	17.3
	
	

	
	
	
	
	

	(1) Estimation period: 1960(2000. Geographical coverage: Belgium, Germany, France, Italy, Netherlands, U.K., USA, Japan.

(2) Dependent variable: GDP per person employed, annual % change. 

(3) Independent variable: real compensation per employee, annual % change. 

Source: data from European Commission (2000) European Economy nr. 69.


The existence of a positive relation between wage increases and labour productivity growth is con​​​firmed by a combined cross-section and time-series analysis on the original (annual) data on which Tables 4/9 and 4/4 are based. The results of a regression of labour productivity growth on chan​​ges in the wage rate are given in Table 4/10. The estimated relation is positive and statis​ti​cal​ly significant.
 The existence of a positive impact of real wage growth on labour productivity growth is also found in other studies. For instance, econometric results by Fase and Winder (1999) find that, in the Netherlands, real wage growth does have a positive and statistically sig​ni​ficant impact on labour productivity growth in manufacturing (1956(1993); the elasticity of la​bour productivity with respect to the real wage is 0.5.

To further test our hypothesis that the lack of technological dynamism can be attributed, at least in part, to low wage growth, we first estimate the labour-saving bias of technological progress using a decomposition scheme, in which employment growth is a function of real GDP growth, adjusted for (i) capital-labour substitution and (ii) labour-saving technological change. The basis of this decomposition is the following CES production function (proposed by Rowthorn 1999):
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where Y  = real GDP, L = employment, K = capital stock, 
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are indices of productive efficiency, α = the CES distribution parameter, and 
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) indicates a labour-saving (capital-saving) technical progress. From the first order condition of profit maximisation, 
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, where W/p is the real wage, we derive the following labour demand function:
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Labour demand depends positively on real GDP (the elasticity of 
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with respect to a change in Y equals 1) and negatively on the real wage and 
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 (given that (σ(1)<0). Totally differentiating the labour demand equa​​tion and dividing by 
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yields the following decomposition of employ​ment growth 
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 and similarly, m.m., for the three terms on the right hand side. If we accept this decomposition scheme, the growth rate of employment 
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 can be seen to equal the growth rate of GDP, adjusted for capital-labour substitution and the labour-saving bias of technological pro​gress. Within this scheme, it is thus possible to distinguish shifts along the production function (sub​stitution) and shifts of the production function (technological progress). Capital-labour sub​sti​tution, in turn, depends on real wage growth and the elasticity of capital-labour substitution. Our purpose is to investigate to what extent the direction and speed of technological change de​pends on the relative wage. The labour-saving bias of technological progress can be determined as: 
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Data on real GDP growth in various OECD countries are taken from Table 4/3. Employment growth is calculated as the difference between real GDP growth and real GDP growth per hour as given in Table 4/5. Data on real wage growth are from Table 4/9. We assume the elasticity of ca​pi​tal-labour substitution to equal 0.3, which may be on the high side (cf. Rowthorn 1999, Table 2). Using these data, the change in 
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(i.e. the rate of labour-saving technological progress) is de​ter​mined as the residual – analogous to the estimation of total factor productivity growth. The re​sults of the decomposition analysis are given in Table 4/11. 

It can be seen that, in general, employment growth rates are much lower than GDP growth rates. The gap between the two growth rates reflects increases in labour productivity. In other words, employment growth is restrained by the two processes of capital-labour substitution and labour-saving technological change. In general, the negative impact on employment growth of capital-labour substitution ( induced by real wage growth ( is modest, ranging from (2 per cent in Italy to 25 per cent of real GDP growth in Germany. The static ‘neo-clas​sical channel’ therefore is of limited empirical significance. Predictably, the negative impact of capital-labour substitution on employment growth is lower in the Netherlands ( the self-pro​claimed champion of wage moder​a​tion ( than in all other countries in the table, with only one exception (Italy). Thus, for empi​ri​cal​ly plausible values of 
[image: image19.wmf]s

, real wage moderation raises employment growth by slowing down the process of substitution of capital for labour. Quantitatively more important is the (negative) con​tribution to employment growth of technological change ( ranging between 28 per cent of GDP growth in the Netherlands to 125 per cent of GDP growth in Italy. The sign of technological change is consistently negative, reflecting the ‘stylised fact’ that technological change in modern economies is labour-saving. The “estimated” growth rate of labour-saving technological change is given in the last column of Table 4/11. 

The crucial question from the Schumpeterian point of view is whether, and if so, to what extent the rate of technological change is influenced by real wage growth. (As we saw above, the Schum​peterian claim is that real wage moderation retards technological progress.) If we compare Table 4/11 with the data on real wage growth (Table 4/9), what strikes is that the ne​ga​tive em​ployment effect of technological progress is smallest in the Netherlands where wage growth was also below the average. Conversely, in countries with above-average wage growth such as Ger​ma​ny, Belgium and the UK, labour-saving tech​nological change is also relatively high. On the other hand, this positive correlation between wage growth and the labour-saving bias of tech​no​lo​gical change does not hold for all countries. Note in particular the exception of Italy, where very low real wage growth coincides with high labour-saving technological progress. So while these fin​dings do not constitute proof for the existence of a positive impact of real wage growth on tech​​nological change along Schumpeterian lines, they do raise questions for those concerned about the speed of technological progress. 

	Table 4/11: Decomposition of employment growth, 1991(2000

                   

	
	Employment
	Percentage point contribution:2
	

	
	Growth1
	Real GDP growth
	Substitution of capital for labour3
	Labour-saving technological progress
	Growth rate of labour-saving technological change

	
	(1a)
	(1b)
	(2)
	(3a)
	(3b)4
	(4a)
	(4b)5
	(5)

	Belgium
	(0.3
	((0.12)
	2.1
	(0.4
	((19.7)
	(2.0
	((92.3)
	2.8

	France
	0.5
	(0.26)
	1.8
	(0.3
	((18.6)
	(1.0
	((55.1)
	1.4

	Germany
	(0.7
	((0.44)
	1.7
	(0.4
	((25.0)
	(2.0
	((119.3)
	2.9

	Italy
	(0.4
	((0.27)
	1.6
	(0.0
	((1.9)
	(2.0
	((124.6)
	2.8

	Netherlands
	1.7
	(0.61)
	2.8
	(0.3
	((10.5)
	(0.8
	((28.3)
	1.2

	UK
	0.1
	(0.03)
	2.2
	(0.5
	((21.6)
	(1.7
	((75.8)
	2.4

	EU(14)
	0.3
	(0.13)
	2.5
	(0.3
	((13.0)
	(1.9
	((73.6)
	2.7

	USA
	1.7
	(0.51)
	3.3
	(0.5
	((13.8)
	(1.1
	((35.1)
	1.6

	Japan
	(0.5
	((0.35)
	1.5
	(0.2
	((13.9)
	(1.8
	((121.3)
	2.6

	
	
	
	
	
	

	(1) Computed as the difference between real GDP growth (Table 4/3) and real GDP growth per hour (Table 4/5).

(2) Columns (2) + (3a) + (4a) add up to column (1a).

(3) The elasticity of substitution is taken to equal 0.3 (see Rowthorn 1999).

(4) Contribution of K/L substitution to employment growth expressed as percentage of GDP growth, i.e. (3b)/(2).

(5) Contribution of labour-saving technological change to employment growth expressed as percentage of GDP growth, i.e. (4b)/(2).

Source: as explained in the text


Note further that from Table 4/11 we can obtain estimates of aggregate employment elasticities by dividing em​ployment growth by real GDP growth; the results are given in column (1b) of Tab​le 4/11 (in parentheses). Our esti​mates are in line with ILO estimates (see Auer 2000). The em​ployment elasticities calculated from our data are highest for the Netherlands (0.6) and the USA (0.5), while be​ing negative for Germany ((0.44), Italy ((0.27) and Japan ((0.35). If we compare the ranking of countries on their employment elasticities and the rates of technological progress, we find a highly signi​fi​cant (Spear​​man) rank correlation ((0.8), indicating that countries with the fastest technological pro​gress experienced the lowest employment growth per unit of GDP. Thus, we may conclude that it has been low rather than high productivity growth, which has created employment. A trade-off between employment and productivity growth appears to exist: gains in employment are offset (at least in part) by losses in productivity growth, with no gains in GDP growth. Combinations of low productivity and high employment growth in turn may be related to a moderate growth of wages ( though exceptions appear to exist.

According to economic theory, a decline in the price of labour relative to that of capital would lead to substitution of labour for capital (along a given production function) and a decline in the la​bour-saving bias of technological change (i.e. shifts of the production function). Both mecha​nisms would be reflected in the data as a de​cline in the capital-intensity of growth. More spe​ci​fi​cally, we would expect a decline in the ca​pital-intensity of employment growth. Unfortunately, reliable estimates of the capital stock for the Netherlands are not available ( a serious omission in our National Accounts that has survived in​to the third millennium. We therefore use two alter​na​tive, indirect methods to estimate the capi​tal-intensity of production.

Our first method is to use gross investment to measure changes in the capital stock, and divide the gross investment to output ratio by the growth of employment (in hours) to obtain an index of the

capital-intensity of employment growth. Table 4/12 shows that the capital-intensity of employ​ment growth has declined after 1980, and especially after 1984. The Netherlands seems to have tra​ded capital stock growth for employment growth.

	Table 4/12: Capital intensity of employment growth, 

                               the Netherlands 1950(2000

(Figures are average annual growth rates)



	Period
	Investment( GDP ratio
	Total hours worked (% growth)
	Capital intensity of employment growth

	
	(1)
	(2)
	(3)=(1)/(2)

	1950(1979
	20.1
	0.3
	73.4

	1980(1996
	18.3
	0.4
	46.3

	1984(1996
	18.4
	1.0
	18.0

	
	
	
	

	Source: CBS National Accounts Statistics


	Table 4/13: Capital-output ratios in manufacturing. 

The Netherlands 1973(1995

(Average annual growth rates)



	Period
	Capital stock growtha
	GDP growthb
	Growth rate of capital-output ratio

	
	(1)
	(2)
	(3)=(1)((2)

	1974(1982
	2.54
	1.14
	1.40

	1974(1980
	2.83
	1.64
	1.19

	1983(1995
	2.09
	2.62
	(0.53

	1984(1995
	2.14
	2.70
	(0.56

	Source: (a) Van der Wiel 1999, (b) CBS National Accounts Statistics


Our second method is based on CPB estimates of the capital stock (Van der Wiel 1999). Table 4/13 gives our computations of the growth rate of the capital-output ratio for Dutch manu​fac​tu​ring. This method, too, suggests a decline in the capital-intensity of Dutch growth. In manu​fac​tu​ring, the growth rate of the capital-output ratio has fallen from 1.4 in the period 1974(1982 to (0.5 in the period 1984(1995.

Thus, we may conclude that, though labour market flexibilisation has increased employment, it has not resulted in higher GDP growth, because the positive effect on employment was almost ful​ly offset by a decline in technological dynamism resulting in lower labour productivity growth. Due to the decline in labour productivity growth, labour market flexibilisation has only increased the labour-intensity of growth, not growth itself.

5. Causes of high GDP and employment growth: demand-side explanations

In the popular press it is often suggested that the acceleration of GDP growth in many OECD economies in the second half of the 1990s is due to a favourable interaction between increased global competition, de​regulated markets, la​bour mar​ket flexibility and the technological dyna​mism of the ICT sector. The US (with very high GDP growth rates) is leading the way, close​ly followed by the Netherlands. Accordingly, countries with ‘rigid’ labour markets and highly regulated economies like France and Germany are advised to deregulate their economies and speed up the flexibilisation of their labour markets, in order not to miss out on the “New Eco​nomy”.

Above, we have tried to argue that this view is not correct. In the Netherlands (as well as the US), the observed high employment growth has been the result of a slowdown rather than an increase of technological dynamism. This lack of technological dynamism suggests that the true source of the Dutch GDP growth acceleration in the 1990s must be sought not in changed supply conditions but in changes in demand. Here, the policy of real wage moderation becomes important again. Real wage moderation can, in principle, stimulate GDP growth (and employment growth) via two demand channels: (1) the corresponding increase in the share of profits in total income may sti​mu​late investment, and (2) the reduction in unit wage cost contributes to lower unit labour cost which may stimulate export growth if foreign demand is price-sensitive. This section investigates – with a focus on the Dutch economy ( to what extent these factors have been responsible for the GDP growth acceleration and the en​suing employment miracle. 

5.1 The real wage and investment

An increase in the real wage has two effects: it raises consumption demand but it also raises pro​duc​tion costs (given technology and labour productivity). The increase in demand raises output – along familiar Keynesian lines ( and this raises profits by increasing the number of units sold. By raising capacity utilisation it raises the profit rate (defined as profits per unit of installed capital stock) and this is likely to positively influence investment. The increase in production costs, on the other hand, reduces the share of profits in total income, which is likely to negatively affect investment. Thus, there are two opposing effects on total profits: a positive effect resulting from increased capacity utilisation and a negative effect resulting from the decline in the profit share. Which of these two effects dominates depends on the particular structural characteristics of the economy in question. In an open economy, we have to take into account a third effect: by lowe​ring unit labour costs, the fall in production costs may raise (price-sensitive) export demand. Following Marglin and Bhaduri (1990), it is possible to distinguish two regimes: 

· a wage-led/stagnationist regime, in which an increase in the real wage causes an increase in investment ( that is, the positive impact on investment of the increase in domestic con​sump​tion demand is larger (in absolute terms) than the combined negative effects of the increase in production costs (i.e. the fall in the profit share and the decline in foreign demand); and

· a profit-led/exhilarationist regime, in which an increase in the real wage causes a decrease in investment (i.e. the negative effects of the increase in production costs (on the profit share and net exports) is larger – in absolute terms – than the positive effect on domestic consumption demand). 

	Table 5/1: Share of final demand components in GDP and in GDP growth



	
	GDP
	Per cent share in GDP growth

	
	growth
	Consumption
	Investment
	
	Trade

	
	
	Private
	Public
	Private
	Public
	CIS1
	Export
	Import
	(E(M)

	
	(1)
	(2)
	(3)
	(4)
	(5)
	(6)
	(7)
	(8)
	(9)

	1969(1980
	3.1
	72.9
	15.9
	9.3
	(2.6
	(1.5
	61.9
	55.9
	6.0

	1984(1997
	2.8
	55.3
	9.0
	21.5
	1.4
	(0.8
	88.5
	75.0
	13.6

	1995(1997
	3.4
	50.3
	5.7
	34.3
	0.4
	0.2
	94.8
	85.6
	9.2

	New series
	
	
	
	
	
	
	
	
	

	1995(1997
	3.4
	49.8
	9.4
	36.5
	2.1
	(5.8
	113.1
	105.2
	7.9

	1995(2000
	3.7
	53.6
	13.8
	28.6
	4.3
	(4.1
	118.7
	114.8
	3.8

	
	
	
	
	
	
	
	
	
	

	
	
	Per cent share in GDP

	
	
	Consumption
	Investment
	Trade

	Period
	
	Private
	Public
	Private
	Public
	CIS
	Export
	Import
	(E(M)

	1969(1980
	
	61.0
	14.6
	18.7
	4.4
	1.6
	34.7
	34.9
	(0.2

	1984(1997
	
	60.0
	15.1
	17.0
	2.6
	0.4
	47.8
	43.0
	4.9

	1995(1997
	
	59.5
	14.1
	16.9
	2.6
	0.1
	54.3
	47.6
	6.8

	New series
	
	
	
	
	
	
	
	
	

	1995(1997
	
	49.2
	23.4
	17.9
	3.0
	0.4
	58.9
	52.9
	6.0

	1995(2000
	
	49.4
	23.0
	18.5
	3.0
	0.3
	61.9
	56.1
	5.8

	
	
	
	
	
	
	
	
	
	

	(1) CIS: changes in stocks.

Source: Authors’ computation on the basis of data in the National Accounts of the Netherlands. See the Appendix for an explanation of the decomposition method.


Wage moderation will positively influence GDP and employment growth only if the economy is pro​fit-led. Since the negative effect of increases in production costs on exports may be large in small open economies, small open economies are more likely than large, closed economies to be pro​fit-led. Table 5/1 decomposes GDP growth in the Netherlands into the growth of the major com​ponents of final demand, or demand stimuli. Following the real wage moderation, the con​tri​bution of private investment growth to GDP growth increased from 9.3 per cent during 1969(1980 to 21.5 per cent during 1984(1997. The contribution of net exports also increased significantly, from 6 per cent in the 1970s to almost 14 per cent during 1984(97. These findings suggest that the Dutch economy may indeed be profit-led. However, this would be true only if exports have increased because of the real wage restraint and not as a result of some other factor ( for instance, a general increase in world trade and an (exogenous) change in consumption  pre​ferences away from imports and towards domestic goods. The causes of export growth are in​vesti​gated in Section 5.2 

Note that the Dutch model of wage moderation, though raising the growth rate of investment, has also lowered the productivity of investment (as argued in the previous section). This has a very important implication, namely that – over time – wage costs do not decline as much as the wage rate (an issue we will take up in Section 5.2). 

	Table 5/2:  Adjusted wage share; total economy

                (per cent of gross domestic product at factor cost) 

	
	
	
	
	
	
	
	
	
	

	
	B
	D(1)
	France
	Italy
	NL
	UK
	EU-15
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1961(70
	70.4
	71.6
	75.3
	75.5
	69.4
	72.6
	73.6
	69.8 
	73.5

	1971(80
	75.8
	73.7
	76.6
	76.7
	74.8
	73.2
	75.3
	70.0
	78.0

	1981(90
	74.3
	70.9
	75.4
	74.3
	68.1
	72.7
	73.0
	68.7
	75.1

	1991(00
	72.2
	67.9
	69.3
	70.5
	65.9
	73.6
	69.7
	67.4
	72.3

	(1) 1961(91: West Germany

Source: European Commission (2000) European Economy nr. 69.


Is wage moderation always successful in raising the growth of investment? The data in Tables 5/2 and 5/3 suggest that the answer is no. Several countries with above EU-average wage shares are also above ave​rage investors; examples are Belgium, France, Italy and Japan. These are also coun​tries with relatively high rates of productivity growth. Vice versa, two countries known for their low wage shares, the US and the UK, also have low in​vest​ment shares and relatively low pro​ductivity growth. In France, when the wage share fell in the 1990s, the investment share fell as well. These observations do not lend much support to a generalisation of the ‘profit-squeeze’ the​sis. With its be​low average wage shares and above average investment shares, the Netherlands appears an exception rather than the rule. 

	Table 5/3:  Gross fixed capital formation at current prices; total economy

                (per cent of gross domestic product at market prices) 

	
	B
	D(1)
	France
	Italy
	NL
	UK
	EU-15
	USA
	Japan

	
	
	
	
	
	
	
	
	
	

	1961(70
	24.7
	24.9
	24.2
	26.0
	28.0
	19.0
	24.0
	18.2
	32.3

	1971(80
	24.4
	22.3
	24.3
	25.5
	23.9
	20.0
	23.5
	19.4
	32.7

	1981(90
	19.4
	20.1
	21.4
	22.2
	21.3
	18.8
	21.0
	19.0
	29.1

	1991(00
	20.8
	22.3
	19.3
	18.8
	21.1
	17.0
	20.2
	18.2
	28.3

	
	
	
	
	
	
	
	
	
	

	(1) 1960(91: WD.

Source: European Commission (2000) European Economy nr. 69.


Econometric evidence on the sensitivity of investment to real wage changes is given in Table 5/4. Using the estimated investment equations of Bhaskar and Glyn (1995), Table 5/4 gives a de​com​po​sition of the change in the investment/GDP ratio during 1960(1988 in six major OECD eco​no​mies into a change in the profit share, a change in relative factor costs, and a change in aggregate demand. Within this framework, a decline in the real wage rate will raise investment by raising the net profit share, but reduce investment by raising the relative price of capital and by reducing aggregate demand.
  Whether investment will rise or fall in response to the real wage decline de​pends on the relative strength of the various effects.

	Table 5/4: Investment and the real wage rate

	
	
	Attributable to change in:

(percentage contribution)

	
	Change in investment/

GDP ratio 1960(1988
	Net profit share
	(Real interest rate + depreciation)/ real wage rate
	Aggregate

demand

	
	
	
	
	

	France
	(0.022
	 0.0
	28.1
	71.9

	Germany
	(0.036
	52.3
	18.2
	29.5

	Italy
	(0.038
	  9.1
	27.3
	63.6

	Japan
	(0.089
	57.3
	34.0
	 8.7

	UK
	(0.023
	13.0
	43.5
	43.5

	USA
	(0.015
	85.7
	14.3
	  0.0

	Source: Bhaskar and Glyn (1995).


Table 5/4 suggests that investment in France and Italy is very sensitive to changes in aggregate demand and relatively insensitive to changes in profitability; these economies are wage-led, be​cause a real wage reduction is likely to depress investment. Investment in the UK is also quite insensitive to changes in the profit share, and relatively sensitive to relative capital costs and aggregate demand. The net effect on investment of a real wage decline in Germany and Japan is ambiguous: investment in these economies is relatively sensitive to the profit share, but relative factor costs and demand also play an important role. The US is the only economy that is clearly profit-led (according to Table 5/4): the dominant variable explaining investment is the profit share and hence a real wage decline – by raising the profit share – will boost investment. 

5.2 Wage costs and exports

A second channel through which real wage moderation can stimulate demand and GDP growth is (relative) unit labour cost, which influences international competitiveness and hence (net) export growth. The contribution of export growth to post-1984 GDP growth of the Netherlands has indeed increased: from 6 per cent during 1969(1980 to 13.6 per cent during the real wage moderation period 1984(1997. But to what extent can the increase in the contribution of (net) exports to GDP growth be attributed to real wage moderation? To answer this question, we will first look at changes in Dutch unit labour cost relative to its main OECD competitors. Unit labour cost for country i, denoted by ULCi, depends on wages per worker, labour productivity and the exchange rate:
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where Wi  is the nominal wage rate in country i (in national currency), (i is the exchange rate (national currency per dollar), and (i is labour productivity (i.e. 1/(i is the labour-output ratio). Relative unit labour cost, denoted by 
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, is then calculated as ULCi divided by a weighted average of the unit labour costs for all the OECD countries in the sample, called 
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. We can analyse changes in the relative unit labour cost for country i by its component parts – wages per worker, the exchange rate and labour productivity – once we rewrite the above equation in terms of growth rates as:   
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(see Appendix for the details of this decomposition). Thus, the growth rate of relative unit labour cost of country i equals the difference between the nominal wage growth in country i and a weigh​ted average of OECD wage growth, adjusted for (nominal) exchange rate depreciation and labour productivity growth differentials. More specifically, the growth rate of the relative unit labour cost of country i will be positively affected by

· 
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: nominal wage growth in country i is higher than the weighted average wage growth in the eight OECD countries in our sample;

· 
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: the rate of nominal depreciation of the currency of country i is lower than the weighted average depreciation rate of all OECD countries in our sample;
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: the rate of growth of labour productivity in country i is lower than the weighted average labour productivity growth in the eight OECD countries.

The results of the decomposition exercise are given in Table 5/5. Let us first consider the Dutch case. During the 1960s, Dutch RULC increased by 3.1 per cent per year, which was the highest relative labour cost increase in our OECD sample for this period. Higher than OECD-average nominal wage growth contributed most to this deterioration in international competitiveness (79 per cent), while a relative currency appreciation (17 per cent) and below-average labour produc​tivity growth (4 per cent) explain the rest of the RULC increase. During the 1970s, the Dutch RULC continued to increase – this time by 2.2 per cent per annum – which was again higher than for most other OECD countries. During this period, international cost competitiveness dete​rio​ra​ted despite below-average wage growth and an above-average productivity growth, due to a strong relative appreciation of the guilder. The currency appreciation itself was part of the so-called Dutch disease, which was due to the substantial price rise for Dutch natural gas exports, following the oil shocks of 1973 and 1979. ]

The picture changes drastically during the wage moderation period of the 1980s: Dutch RULC now declines – by 2.7 per cent per year – which was the largest decline in the OECD sample. Dutch cost competitiveness therefore increased vis-à-vis all other OECD countries. The main factor responsible for this trend change is the decline in the relative Dutch nominal wage growth; its contribution to the decline in RULC was 130 per cent! Clearly, wage moderation payed off handsomely in terms of increased international cost-competitiveness. It is noteworthy, however, that Dutch productivity growth in the 1980s was below average, thus negatively affecting Dutch relative unit labour cost. Finally, in the 1990s, Dutch RULC  continued to decline (by 1.4 per cent per annum); the main responsible factor was an above-average currency depreciation (vis-à-vis the US dollar). Nominal wage moderation relative to the other OECD countries helped to reduce Dutch RULC, but it should be noted that this reduction was more than offset by the below-ave​r​age Dutch productivity performance; in other words, had it not been for exchange rate depre​ci​a​tion, relative Dutch unit labour costs (in guilders) would have increased despite the relative nomi​nal wage moderation. 

	Table 5/5: Decomposition of the growth rate of relative unit labour cost (RULC)

                 (percentage contributions)     

	Period
	
	B
	D
	France
	Italy
	NL
	UK
	USA
	Japan

	1961-70
	Wage growth
	54.7
	25.4
	-193.8
	725.9
	79.1
	88.3
	258.6
	593.4

	
	Depreciation
	-29.8
	85.7
	164.1
	3.0
	17.1
	117.7
	-9.6
	17.8

	
	Productivity 
	75.2
	-11.1
	129.7
	-628.8
	3.8
	-106.0
	-149.0
	-511.2

	
	RULC growth
	-0.5
	1.7
	-0.7
	0.3
	3.1
	-1.3
	-1.2
	0.9

	1971-80
	Wage growth
	26.1
	-544.9
	136.9
	1163.5
	-32.2
	216.4
	73.7
	83.1

	
	Depreciation
	114.9
	681.2
	-4.3
	-1025.6
	146.7
	-154.8
	51.0
	90.8

	
	Productivity 
	-41.1
	-36.3
	-32.6
	-37.9
	-14.5
	38.4
	-24.7
	-73.9

	
	RULC growth
	2.2
	0.6
	1.6
	0.6
	2.2
	2.0
	-4.8
	1.8

	1981-90
	Wage growth
	24.0
	200.1
	-85.7
	243.2
	129.7
	2553.3
	-26.4
	-112.2

	
	Depreciation
	80.0
	-81.1
	174.3
	-155.0
	-18.6
	-2197.5
	70.5
	292.5

	
	Productivity 
	-4.0
	-19.0
	11.4
	11.8
	-11.1
	-255.8
	55.9
	-80.2

	
	RULC growth
	-2.4
	-1.0
	-1.8
	2.5
	-2.7
	0.1
	1.1
	1.5

	1991-00
	Wage growth
	-0.9
	-27.8
	25.4
	-19.0
	20.5
	136.6
	16.6
	-86.3

	
	Depreciation
	98.1
	98.1
	72.3
	120.6
	105.1
	-14.7
	85.6
	160.4

	
	Productivity 
	2.9
	29.7
	2.2
	-1.5
	-25.6
	-21.9
	-2.2
	26.0

	
	RULC growth
	-1.5
	-1.5
	-1.9
	-3.7
	-1.4
	1.1
	1.9
	2.5

	Note: The average (decadal) export market share is used as the weighting factor.

Source: Authors’ estimates. Countrywise data on  nominal wage growth, labour productivity growth, and export shares are from European Commission (2000) European Economy, Nr. 69. Nominal exchange rate data are from OECD (2000a) Main Economic Indicators, OECD Compendium.


When we compare the Dutch experience with that of other OECD countries, the following im​por​tant conclusions can be drawn:

· Only during one period (the 1970s), Dutch labour productivity growth was above the OECD average, which by itself had a negative impact on RULC. In the other periods, it was below the OECD average, raising the Dutch RULC; this negative impact on cost competitiveness of below-average productivity growth was highest during the 1990s (25.6 per cent). In most other countries, by contrast, above-average productivity growth helped to reduce RULC growth during two or three periods. In Japan, above-average productivity growth very sub​stantially reduced the RULC during the 1960s ((511 per cent), the 1970s ((74 per cent) and the 1980s ((80 per cent). In Germany, above-average productivity growth reduced relative unit labour cost during the 1960s ((11 per cent), the 1970s ((36 per cent) and the 1990s (al​most 30 per cent). The cost-reducing effect of above-average labour productivity growth occurred in two periods in Belgium, France, Italy and the UK. In the US, productivity growth was above OECD average only during one period (the 1990s); during the period 1961(1990, US relative labour cost increased on account of below-average productivity performance.

· Table 5/5 presents 32 combinations (for eight countries in four periods) of contributions of relative wage growth and relative labour productivity growth to RULC growth. In only 10 out of these 32 combinations, the contributions of wage growth and productivity growth have the same sign (i.e. they changed RULC growth in the same direction). In 22 combinations, they have opposite signs, which implies that (a) below-average wage growth helped reduce RULC growth, while below-average productivity growth increased RULC growth; or (b) above-aver​age wage growth raised RULC growth, while above-average productivity growth reduced RULC growth. Case (a) occurs in 10 combinations, while case (b) applies to 12 combinations. The dominance of combinations of type (a) and (b) is consistent with our hypothesis that (real) wage growth and productivity growth are positively related (as outlined in Section 2).

· In two instances of case (a), the negative impact on RULC of below-average nominal wage growth was more than offset by a positive effect of below-average productivity growth: the UK (in the 1960s) and the Netherlands (in the 1990s). In the other instances, the cost-redu​cing effect of relatively low wage growth was (often significantly) reduced by the cost-raising impact of relatively poor productivity growth: Belgium (the 1980s), Germany (the 1980s) and the US (the 1960s and the 1970s).

· In two instances of case (b), the positive impact on RULC of above-average wage growth has been more than offset by a negative impact of above-average labour productivity growth. This happened in Belgium (in the 1970s) and in Germany (in the 1990s). In the other in​stan​ces of case (b), the positive impact on RULC of above-average wage growth was (often significantly) offset by above-average productivity growth, as in Belgium (in the 1990s), Ger​many (in the 1960s), France (the 1960s and the 1970s), Italy (the 1960s) and Japan (in the 1960s and 1970s). 

These findings unequivocally show that (nominal) wage moderation does not automatically get trans​lated into increased cost competitiveness: productivity growth differentials (and exchange rate changes) play a crucial role. An economy with relatively high wage growth can be perfectly cost-competitive, provided its rate of labour productivity growth is also high.

Table 5/5 establishes that the Dutch RULC declined, and accordingly the cost competitiveness of Dutch exports increased, during the 1980s and 1990s. But did the lower relative cost result in an improved Dutch export performance? We measure performance by export market share, which is calculated by revaluing each country’s exports in terms of current US dollars and then dividing it by the dollar sum of exports from the eight OECD countries in our sample. Note that these coun​tries account for about 75 per cent of OECD exports. The resulting country-wise export market shares, expressed as decadal averages, are presented in Table 5/6.

If we first look at the Netherlands and compare Tables 5/5 and 5/6, what strikes is that the Dutch export market share increased during the 1970s (compared to the 1960s), when its RULC  in​creased (i.e. its cost competitiveness deteriorated). The Dutch market share declined during the 1980s and 1990s, when its RULC declined. There are many other instances of this so-called “Kaldor paradox”.
 For example, Germany’s and Japan’s export market shares increased con​si​derably in the 1970s compared to the 1960s, despite a rise in their RULC. The same happened with Italy, Japan and the US in the 1980s, and the US in the 1990s. Conversely, the market shares of Belgium, Germany and France declined in the 1980s, notwithstanding a decline in their RULCs; and market shares of Germany and France continued to decline in the 1990s, although their cost competitiveness continued to improve. Comparing the decadal growth rates of RULCs (in Table 5/5) with the change in decadal export market shares (from Table 5/6), we find that in only 5 out of 24 combinations, there exists a negative relationship between the RULC change and the export market share change (i.e. as the RULC falls, the export market share rises and if the RULC rises, the export market share falls). In the remaining 19 cases (or 79 per cent of the total) the relationship is positive.

	Table 5/6: Export market shares of major OECD countries

                 (percentage shares)     

	Period
	Belgium
	Germany
	France
	Italy
	Netherlands
	UK
	USA
	Japan

	1961-70
	6.1
	17.4
	10.2
	7.9
	7.5
	14.4
	28.2
	8.3

	1971-80
	6.4
	18.8
	11.4
	8.1
	8.5
	11.3
	23.5
	12.1

	1981-90
	5.5
	18.3
	10.6
	8.4
	7.4
	10.4
	24.3
	15.0

	1990-00
	5.5
	17.7
	10.5
	8.7
	6.9
	10.2
	26.7
	13.9

	Note: Export market share is defined as the value of a country’s exports (in US$) divided by the value of total exports (in US$) of all eight countries.

Source: Authors’ estimates. Countrywise data on  nominal wage growth, labour productivity growth, and export shares are from European Commission (2000) European Economy, Nr. 69. Nominal exchange rate data are from OECD (2000a) Main Economic Indicators, OECD Compendium.


These results are in line with the econometric finding by Carlin, Glyn and Van Reenen (2001) for the aggregate manufacturing sector in 14 OECD countries that there is no clear relationship bet​ween changes in export market share and in cost competitiveness. The explanation of the Kaldor paradox is that these OECD countries do not so much compete on costs and prices, but more on embodied technology, innovativeness, and product quality. In an econometric analysis using longi​tudinal panel data of 12 manufacturing sectors in 14 OECD countries, Carlin et al. (2001) find that:

· At the industry level, relative unit labour costs have a statistically significant effect on export market shares; the elasticity between relative costs and export market shares is approximately –0.27. Relative costs clearly do not fully explain changing export positions. Country dif​feren​ces in relative investment shares, disembodied technological change, human capital accu​mu​la​tion, and sector-wise ownership concentration also have a statistically significant impact on export performance.

· Export market shares of industries with high R&D intensity are less sensitive to costs than those of industries with low R&D intensity. However, cost competition in the major in​dus​tries became more important in the 1980s than in the 1970s as a result of increased import com​petition (due to trade liberalisation).

· Country-wise, export shares are more cost-sensitive in Japan, the UK and the USA than in Germany. In general, countries where exports are less sensitive to costs are those with higher rates of total factor productivity growth.

The implications of these findings are particularly important for the Dutch economy. The Dutch have consistently moderated their (nominal and real) wage growth in order to improve interna​tio​nal cost competitiveness, export growth and GDP growth. However, Dutch cost competitiveness as measured by RULC improved less than could have been expected on the basis of the nominal wage moderation, owing to a slowdown of Dutch productivity growth (relative to other OECD countries). This productivity slowdown, as we argued above, is likely to be caused by the wage moderation policy itself. Nevertheless, owing to the combination of all factors (including relative exchange rate depreciation) Dutch RULC declined in the 1980s and 1990s. But despite this de​cline, the Dutch economy lost export market share. This loss of market share is most likely the result of a significant deterioration of Dutch international competitiveness in terms of embodied technology, innovativeness, and product quality. We have argued that this, in turn, may well be the result of the wage moderation policy pursued in the Netherlands since 1982. 

To summarise, Dutch export performance has by no means been a success from an international perspective. It is by reducing nominal wages rather than by increasing labour productivity that the Dutch economy has managed to reduce its RULC over time. But notwithstanding the relative cost decline, the Dutch export market share has declined, as the Dutch economy continued to lose ground in terms of innovativeness and technological change. It can of course be argued that Dutch export performance would have even been worse and its contribution to real GDP growth less without the wage moderation, which is true if we assume that technology and productivity remain constant (i.e., are insensitive to the wage regime). But what if technological progress and productivity growth do speed up in response to higher wages? In that case, the Dutch export market share could have increased, as market shares depend heavily on embodied technology and product quality, while the Dutch RULC need not have increased.

5.3 Replicability of the Dutch model

To what extent is the Dutch example of employment growth through wage moderation replicable in other OECD countries? If the increase in Dutch net exports is due to an increase in world de​mand rather than to an increase in market share, and the most important determinant of world trade is world income, the implication is, ironically, is that the champion of wage moderation has increasingly become dependent on wage growth in the rest of the world. Such ‘free riding’ and ‘beggar-thy-neighbour’ practices will work only as long as other countries do not follow the example. But as Table 5/5 shows, other countries are following suit. In the 1990s, Belgium, Ger​many, France and Italy managed to reduce their RULC even more than the Netherlands, and at the moment of writing Germany is seriously studying the possibility of wage moderation as a way of fighting its rising unemployment. If a large country like Germany would adopt such a policy, a general demand deflation could result. If it is true that innovative activity in turn is stimulated by buoyant demand prospects and increases in wage costs (as argued in Section 2), this general de​mand deflation would harm not only GDP but also innovation and productivity growth. 

6. Conclusions

In this paper we have surveyed the effects of labour market flexibilisation, and in particular wage moderation, on economic performance in the Netherlands. Wage moderation influences economic performance through its impact on the supply side (labour input, productivity) as well as the de​mand side (in particular, domestic consumption and investment demand and net exports) of the economy.  

Our conclusions are that, as far as the supply side is concerned, wage moderation has:

1. raised employment by (i) inducing substitution of labour for capital and (ii) restraining the speed of labour-saving technological progress;

2. not raised economic growth, because the positive impact on GDP growth of a higher labour input (in hours) was offset by negative effects on GDP growth of the slow-down in the growth of productivity per hour.

With respect to the demand side, our conclusions are that wage moderation has:

1. slowed down the growth of domestic consumption demand, raised the growth of investment demand, and raised net exports by restraining the growth of imports;

2. not raised our international competitiveness; while unit labour costs declined, our share in world trade declined; the reason is likely to be that labour market flexibilisation has lowered our international technological competitiveness.
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Appendix A: Decomposition

Aggregate GDP (Y) equals total hours worked (H) times productivity per hour (( = Y/H):

(1)
Y = H (.

A change in Y equals the sum of the change in H and the change in (. This result is derived through total differentiation of Y:

(2) 
dY 
= ( dH + H d(
(3)
dY/Y
=  ( dH / Y + H d( / Y



=  (H dH / YH + (H d( / Y(


=  (H/Y  dH/H + (H/Y d(/(


=  dH/H + d(/(
i.e. the growth of Y equals the growth of H plus the growth of (.

In discrete time, unfortunately, the results are a little more fussy. Aggregate GDP in period 1 (Y1) equals total hours worked in that period (H1) times productivity per hour ((1):

(4)
Y1 = H1 (1.

Similarly, GDP in the previous period (Y0) equals total hours worked in that period (H0) times productivity per hour ((0):

(5)
Y0 = H0 (0.

Subtracting (5) from (4) gives:

(6)
(Y1(Y0) = H1(1 ( H0(0.

Expression (6) can be rewritten as:

(7)
(Y1(Y0) 
= H1(1 ( H0(0 ( H0(1 + H0(1.




= (1 (H1 ( H0) + H0((1 ( (0).

That is, an increase in real GDP (from period 0 to period 1) can be decomposed into two contributing changes:

1. an increase in the number of hours worked, (H1 ( H0), times the new level of productivity, (1, and

2. an increase in the productivity per hour, ((1 ( (0), for each of the ‘old’ number of hours, H0.

Dividing (7) by Y0 gives the following decomposition of the growth rate of GDP (denoted by y):

(8)
y = (Y1(Y0)/Y0 
= (1 (H1 ( H0)/ Y0 + H0((1 ( (0)/ Y0
= [(1H0 (H1 ( H0) / Y0H0] + [(0H0 ((1 ( (0)/ Y0(0]




= [(1H0 / Y0] h + [(0H0 / Y0] (.

where h and ( are the growth rates of, respectively, the number of hours worked and labour productivity. Thus, the growth rate of real GDP (from period 0 to period 1) can be decomposed into two contributing changes: 

1. the growth of the total number of hours worked in the economy, h (relative to the contribution of hours to GDP in the previous period, H0/Y0) times the new level of labour productivity per hour, (1 and

2. the growth of labour productivity, ( (relative to the contribution of productivity to GDP in the previous period, (0/Y0) for each of the ‘old’ number of hours, H0.

Dividing both sides of (8) by y gives the contributions of h and ( as a percentage of y.

� National Accounts data on part-time versus full-time contracts are available only from 1995 onwards; longer series will (hopefully) be available at the end of 2002.


� These data led Dornbusch to comment that “Suddenly a place thought dull if not worse, Germany, is the big winner. They don’t work much, but when they do, it is with unmatched productivity and the story gets better over time.” (Dornbusch, 2002).


� The estimated relationship can be derived from the CES production function framework outlined below. Assuming profit maximisation, labour demand depends (negatively) on the real wage and (positively) on real GDP or, alternatively, labour productivity (the ratio of real GDP and labour demand) depends (positively) on the real wage – as in our regression. 


In accordance with the economic theories summarised in Section 2, causality in the relation is assumed to run from the real wage to labour productivity.


� Here we assume that the decline in domestic demand, caused by the real wage decline, is larger in absolute terms than the rise in export demand, also due to the real wage fall.


� The Kaldor paradox refers to his finding that the countries with the fastest improvement in export market shares where those with the fastest increases in costs (see Kaldor 1978).
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