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In the first part of this paper we give an overview about the economic constellation of
developed countries in the 2010s. We restrict ourselves to developed countries as these seem
to be the centre of economic problems we are confronted with. What follows is a debate about
the role of wages and especially minimum wages for macroeconomic development. Then we
look at the empirical development of wages and minimum wages in selected countries.
Finally we draw conclusions for wage policy and minimum wage development.

1. The Economic constellation in the 2010s
In 2007 the subprime crisis hit the world economy. It started as a financial crisis in the United
States which infected the world financial system. Then it led to a deep economic recession
especially in the centres of the developed capitalist world. In Diagram 1 GDP development is
shown. As the diagram shows, OECD countries marked a fall in output of 3.5% in 2009, in
the US there was a drop in GDP growth of 2.6% and out of all the developed economies the
biggest fall was experienced by Ireland (7.6%) joined by Japan (6.3%). After the recession in
2008/09, GDP growth did not recover substantially in many of the developed countries.
Unemployment rates increased and in 2011 in many countries they remained very high
(Diagram 2). For example, in OECD countries unemployment rates reached a level of 8.3% in
2010 which is the highest level compared to the decade before, while in the US the
unemployment rate exploded to an incredible rate of 9.6%. At the same time inflation rates
became very low (Diagram 3).1 If one takes into account, that energy prices and food prices
are behind the price level increases during the last years – theoretically spoken these are
changes in the structure of prices – it becomes clear that inflationary pressure from other
sources is very low.
Diagram 1: Index of real GDP 1991 -2011 (1991=100)

Source: authors‟ calculation based on OECD 2011
Diagram 2: Unemployment rates 1990-2011
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For the inflation measure we take the GDP deflator. This is the broadest basket of goods available and gives a
better picture about the development of the price level.

Source: OECD 2011
Diagram 3: GDP deflator 1990-2011

Source: authors‟ calculation based on OECD 2011
Of course, nobody knows the future, but the existing economic constellation in most
developed countries does not allow optimistic expectations. The existing constellation is the
long-term outcome of the market fundamental globalisation project which started in the 1970s
in the aftermath of the breakdown of the Bretton Woods System. Deregulation gained speed
in the 1980s when radical conservative governments (in the UK Margret Thatcher in 1979, in
the USA Ronald Reagan in 1981) came into power und immediately started a conservative
revolution.2 Two markets which for the stability of economic development belong together as
two sides of a coin were step-by-step deregulated: financial market and labour market.
In financial markets international capitals flows were more and more deregulated. Also
domestic financial systems became liberalised, for example through cancelling the separation
between commercial banking and investment banking. A non-regulated or low regulated
shadow banking system (investment banks, hedge funds, private equity funds, etc.) flourished
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and changed the whole culture in the financial system towards short-term, risk-oriented and
highly leveraged activities. Privatisation and the share-holder-value principle of corporate
governance belong just as well to this development with the integration of formerly sheltered
financial sectors like the real estate sector in the financial market.
These developments in the financial system led to a sequence of asset price bubbles from
stock markets over real estate markets to foreign exchange markets and a huge credit
expansion. The subprime boom was the last and so far biggest financial bubble. Besides asset
price volatility the increase in indebtedness of almost all economic sectors is characteristic for
the development over the past decades. Table 1 gives an overview of the four biggest OECD
countries. It can be seen that over the business cycles in most of the four countries debt quotas
increased substantially in almost all sectors; an exception is only private household debt in
Germany and the public debt in the UK. But also in the UK as in all other countries shown in
the table public debt jumped to very high levels during the subprime crisis reflecting the fiscal
stimuli during this period and the bail-out packages of the financial sector. The need for
stimuli and bail-out of over-indebted economic units may very well continue but there may be
limits for the size of the public debt. The sovereign debt crisis in Europe from the year 2009
on is just one example for the risks that the financial system is going to face in the future.

Table 1: Indebtedness of different economic sectors in per cent of GDP in the US, UK, Japan,
and Germany, 1971-2010
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The high debt of almost all economic sectors in developed countries makes it very unlikely
that there will be a period of high growth in the foreseeable future. It looks like we have a
bubble along the lines of arguments presented by economists like Irving Fisher (1933),
Hymen Minsky (1975) or Charles Kindleberger (1996). Theses authors argued that asset-price
inflation in a boom phase is usually fed by unsustainable credit expansion leading to higher
and higher debt quotas of all types of economic units. When the bubble bursts and asset prices
collapse debtors cannot pay back, the financial system cracks and economies fall in a deep
crisis. Only after deleveraging the way of new prosperity is possible. Sometimes such
deleveraging processes can be extremely costly like for example the Great Depression in the
1930s. Indeed, during the last thirty years there has not only been a sequence of boom-andbust cycles; there was a kind of super-bubble which developed over decades including smaller
boom-and-bust cycles. Financial guru George Soros speaks about a “super-bubble” which
with the U.S. housing bubble has reached its “inflection or crossover point” (Soros 2008: 91).
Most likely he is right. The finance driven type of globalisation starting in the 1970/1980s
seems to have reached a stage when a further finance driven expansion is difficult to achieve.
There is a very high likelihood that real GDP growth will be sluggish over the medium-term.
The boom phase of the business cycle after the recession in 2008/09 is in most countries
exceptionally week and a next “normal” cyclical downturn may be harsh. There is even a high
likelihood that a further financial crisis will hit the world economy. There is a high probability
that a Japanese type of constellation with low growth and deflationary tendencies after the
bubble in the end of the 1980s will hit the USA and Europe and prevent that Japan overcomes
its long-term malaise. Also Joseph Stiglitz (2010: 53) stresses this point when he writes about
the USA “the likelihood is that the economy will level out into a Japanese-style malaise long
before full employment is restored”.
Let us come to the labour market. During the time when the financial markets deregulation in
most developed countries started, labour market institutions were weakened. Governments
legally allowed precarious jobs of different types (temporary work, contract work, part time
work, etc.), that usually carry a very low protection, and followed policies and ideologies to
weaken trade unions. At the same time outsourcing, changes in the international distribution
of labour and change in industrial relations added to the decline of union power in most
OECD countries. Union density, defined as the percentage of workers who are members of a
trade union, dropped. In many countries coverage of collecting bargaining decreased and
macroeconomic wage coordination by unions and employer organisations became rare. Wage
dispersion in many countries substantially increased. In most countries minimum wages exist.
However, they were not used in a way to reduce wage dispersion or to protect the economies
from deflationary tendencies when the dangers became obvious.
Unemployment, precarious jobs, low wage sectors, weakening of unions and other wage
bargaining institutions are not only a problem of leading to unequal distribution of income
and a lack of fairness in society. Weaker labour market institutions and a bigger role of
uncontrolled market mechanisms in labour markets jeopardise macroeconomic stability. We
concentrate on the latter in the next chapter.

2. Theoretical debate about minimum wages and deflation
In the Keynesian paradigm there is a very close relationship between development of nominal
unit labour costs and the price level (Keynes 1930; Herr 2009). Firms follow mark-up pricing

and role-over costs. When oil prices increase firms will increase prices; when value-added tax
increases, prices increase; when the currency depreciates and imports become more costly,
prices rise, and when wage costs increase, prices will also increase. Wages for firms are
obviously costs which are rolled over to the consumer as all costs are. In fact, nominal unit
labour costs are the most important cost factor because prices of intermediate and capital
goods used by a company also depend on wage costs and in the end all costs in a closed
economy can be traced back to wage costs. Of course there are other factors influencing the
price level – all the cost factors mentioned above and also disequilibria between demand and
supply – , but one has to search a long time to find a similar close relationship to the one that
exists between unit-labour cost development and price-level development (see below). The
close relationship between nominal unit labour costs and price level changes leads to the
conclusion that unions and employers can only negotiate nominal wages and not real wages.
“There may exist no expedient by which labour as a whole can reduce its real wages to a
given figure by making revised money bargains with entrepreneurs.” (Keynes 1936: 13)
Unions simply have no control over real wages as nominal wage changes lead to price level
changes modified by productivity developments.
Unit labour costs depend on changes in nominal wages and changes in labour productivity.
Labour productivity is measured as output per hour. It reflects changes in the technological
knowledge (inventions and innovations), the intensity of work and natural conditions which
influence productivity (for example higher costs to produce scarce resources). The relation
between unit labour costs and the price level is realised in the medium-term. Firms relatively
quickly increase prices when costs go up, but decreasing costs only slowly lead to falling
prices as the competition mechanism between firms in the goods market takes time. In the
short-term also demand-supply-relationships play a role. Last but not least, statistically
productivity fluctuates over the business cycle as firms do not want and cannot synchronize
changes in GDP and employment perfectly. Thus the medium-term development of the
variables is important. The percentage medium-term change in unit labour costs ( u m ) depends
on the percentage change in medium-term nominal wages ( wm ) minus the medium-term
percentage change in labour productivity (

m

). The main factor to influence medium-term

changes in the price level ( P m ) are unit labour costs. Thus we get:
u m = wm -

m

with

u m → Pm ,

If nominal wage increases are too high and lead to an inflationary development central banks
usually will (and must) start fighting against inflation. It can be discussed at which inflation
rate central banks should start to fight against inflation.3 However, there can be no doubt that
in a capitalist economy, with the distinguished functions of money, a central bank has to
defend the stability of its money; otherwise the financial systems will erode. This means that
central banks will sooner or later increase interest rate to reduce aggregate goods market
demand and output. Unemployment increase and weakens unions to such an extent that
nominal wage increases will be reduced.
If nominal wages decrease and productivity does not decrease unit labour costs and the price
level will fall and the economy ends up with (goods market) deflation. Deflation in a
constellation of high debt is a disaster. Who knows better than the father of the debt-deflation
theory of Great Depression Irving Fisher: “In the short, the big bad actors are debt
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disturbances and price-level disturbances. …. these two economic maladies, the debt disease
and the price-level disease …. are, in great booms and depressions, more important causes
than all others put together.” (Fisher 1933: 341) Deflation increases the real debt burden of
businesses, households and governments and leads to major distortions in the financial
system. The catastrophe here is that all debtors in domestic currency suffer from deflationary
consequences. Even if the central bank reduces its refinancing rate to zero a 25 per cent
deflation rate, for example, increases the real debt burden by 25 percent and causes serious
cash flow problems for all debtors. In addition, a deflationary process will reduce investment
demand and consumption demand and output further as firms and households will postpone
expenditures for the future. There is no incentive for financial institutions and private wealth
owners to give credit to (risky) debtors as long as they can realise an increase in the real value
of their liquidity holdings without taking any risk. In short: a substantial deflationary process
in a situation of high debt destabilises the economic boat. “The more the economic boat tips,
the more it tends to tip. It is not tending to right itself, but is capsizing.” (Fisher 1933: 344) It
is worthwhile noting that central banks lose their power to stabilize the economy during a
deflation.
In Table 1 it was shown that in the present economic constellation the debt disease is high and
intensifying. The price-level disease cannot be excluded to become the second bad actor
which brings the economic boat to capsize. Under the permanent attack of conservative
economists and politicians and the bad economic development labour market institutions
including unions became terribly weak in so many countries that a next great depression
becomes a real threat. If economic development remains weak and unemployment high a next
downturn and even more a next financial crisis may lead to such a pressure in the labour
market that nominal wages decrease and the economy falls into a deflation.
If too high wage increases lead to a too high inflation and restrictive monetary policy and
decreasing nominal wages to disastrous deflation, how should nominal wages increase to
establish a nominal wage anchor which is an important stabilising element of a capitalist
economy? The wage norm, the functional increase in nominal wages, should look as follows
(for details see Herr/Kazandziska 2011):
w norm =

medium-term and total economy

+ P target of central bank

The target inflation rate of the central bank is the medium-term inflation rate central banks
officially announce or implicitly prefer. Usually, in developed countries this rate is between
two or three per cent. The nominal wage rate per hour should increase according to mediumterm or trend productivity changes plus the target inflation rate of the central bank.4 If the
trend of productivity for the whole economy is not available, productivity development of the
industrial sectors is a good substitute.
In the ideal case the wage norm described above should be a guideline for wage increases in
all sectors of the economy. Using sectoral productivity in a certain industry as a guideline for
sectoral wage development in the industry under discussion would mean that in some
industries (for example the car industry) nominal wages (and real wages) would increase
permanently and in other sectors (for example the elderly care sector) nominal (real wages)
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Measured productivity decreases during recession as firms cannot or do not want to fire employees in line with
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would increase at a lower rate or stagnate completely. Even worse is firm-level productivity
as a guideline for firm-level wage development. Such a wage guideline would reduce the
innovative power of an economy. Poorly performing companies would be subsidised by low
wages whereas companies with more than average profits would be punished by high wages.
Wages for a certain qualification should be the same in the whole industry and even in the
whole economy. The law of one price for wages is the best carrot to force companies to
increase productivity. And ultimately, higher national productivity is the only way to increase
average real wages in the medium and long run.5
Under the present economic constellation and the latent danger of a deflationary development
statutory minimum wages become extremely important. In many countries unions in the
foreseeable future may not have the power to prevent nominal wages cuts and guarantee a
wage development according to the wage norm. Unions may be too weak to increase wages
sufficiently, some industries may not be covered by unions, not all firms in one industry may
belong to employer organisations, there may be only firm based negotiations, not all
employees in a firm are paid negotiated wages, etc. In many countries statutory minimum
wages are needed as unions cannot fulfil the function to prevent nominal wage cuts in the
whole economy. Already today in many countries minimum wages play an important role for
wage coordination. “In the Czech Republic, France, Lithuania, Portugal and Slovenia, the
state imposed national minimum wage is the dominant form of wage coordination.
Furthermore, the rate of increase in the minimum wage is often used as a reference for
sectoral or even firm level bargaining in France, Greece, Ireland and Spain.” (Du Caju et al
2008: 18) We do not argue that minimum wages are the only instrument to help to defend the
wage norm. A strong union movement and high union density undoubtedly would be the best
solution. In Scandinavian countries with high union density in almost all industries no
statutory minimum wage may be needed. A general extension mechanism of collective
bargaining (as for example in France) or compulsory memberships of all firms in employer
organisations (as in Austria) are also instruments to prevent wage cuts. Statutory minimum
wages should also not substitute wage bargaining. Unions can and should bargain wages on
top of minimum wages and especially decide upon the general wage structure.
The existence of statutory minimum wages is not sufficient to guarantee positive effects.
According to the analysis of the wage norm, minimum wage policy should be in line with the
following principles (cp. Herr/ Kazandziska/Mahnkopf-Praprotnik 2009, Herr/Kazandziska
2011a):
- Minimum wages should increase at least according to trend productivity growth plus the
target inflation rate of the central bank. This means minimum wage increases should increase
at least according to the wage norm developed above. Otherwise they cannot help to establish
a nominal wage anchor against deflation efficiently. Given the important role of statutory
minimum wages in wage bargaining and wage coordination in many countries statutory
minimum wage increases according to the wage norm can have a very important stabilising
effect.
-Minimum wages must affect a sufficient number of employees – they must be “in touch”
with the existing wage structure in a country. If minimum wages are at such a low level that
almost all employees are not affected by minimum wages statutory minimum wages exist
only on paper and minimum wage increases are ineffective.
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-Minimum wages should be adjusted frequently. In countries with a low inflation rate the
adjustment should be done annually.
- Minimum wages should increase at least in line with average or median wages because this
is the only possibility to prevent the development of a low-wage sector. This means that
minimum wages should increase faster than the wage norm in case the general wage level
increases faster than the wage norm. The argument is that in such a situation it is needed that
generally increasing wages are reduced to the level of the wage norm. Minimum wages in
such an inflationary situation should not be misused to fight against inflation. However, in the
foreseeable future inflationary wage developments seem not to be the problem but too low
wage increases or even wage cuts.
Minimum wages have in some countries a somewhat multifaceted function. Initially they
were thought to be an instrument to prevent a market-driven increase of an unacceptable lowwage sector especially in a situation when unions cannot prevent the expansion of this sector.
In this function statutory minimum wages compress the wage structure from below and
influence wage dispersion and income distribution. However, as was discussed above, in
many countries minimum wages also can signal and coordinate the general wage
development. In an extreme case statutory minimum wages can only influence the wage level
but not the wage structure. This is the case when all wage increases are linked to the
minimum wage, for example when semi-skilled workers earn two thirds of the minimum
wage, skilled workers two times the minimum wage, etc. For the function of statutory
minimum wages to prevent a deflationary development the second group of countries is more
suitable in spite of the fact that in general it is better when unions coordinate the general wage
development and minimum wages only prevent a low-wage sector. But also in countries
which belong to the first group statutory minimum wages can and should be used to prevent
deflation. Yet, in this group we must expect a probably strong compression of the wage
structure from below which makes things potentially more difficult.
Before we look at some countries in more detail we like to shortly mention the debate about
minimum wages and employment. The traditional neoclassical argument is that minimum
wages which are effective lead to unemployment. The neoclassical argument is that the
undistorted market mechanism leads to equilibrium with full employment. However, all
workers have to be paid according to their (marginal) productivity. Unskilled workers have,
so the argument, a low (marginal) productivity and can only earn low wages; otherwise they
are unemployed. Keynes (1936: 14) turned the argument around: „In other words, the struggle
about money-wages primarily affects the distribution of the aggregate real wage between
different labour-groups, and not its average amount per unit of employment, which depends ...
on a different set of forces“. This implies that the wage structure is given by the relative
strength of the different fractions of the working class, by conventions and institutions,
political factors and the like. When the wage structure and the productivities are given a
certain structure of relative prices evolves reflecting these two factors. Employment is
independent of the structure of prices. It depends on effective goods market demand made up
of investment, consumption, government demand and exports minus imports. Under these
premises we can have countries with low wage dispersion and full employment (and relatively
high prices for example for cleaning and restaurant services). Examples for this would be
Scandinavian countries. And we can have countries with high wage dispersion and low
employment (and relatively low prices for cleaning and restaurant services). An example for
this case would be Germany in the last decade, the US or southern European countries.
Between wage and price structure and employment there is - theoretically spoken - no clear
relationship. To sum up: minimum wages do not cost jobs. Actually the opposite can be
expected in case higher minimum wages change income distribution towards low-wage

earners. But minimum wages can become a very important factor to help to prevent a
deflationary development in economic constellation which exists in many developed countries
in the present situation.

3. Empirical research of selected countries
We selected countries in the case study which are affected by deflationary developments or
are in danger to fall into deflation. The questions asked are: a) Why did or do these countries
suffer from deflationary dangers? b) How did minimum wages – if statutory minimum wages
exist at all – develop? Could minimum wages prevent falling nominal wages and deflationary
developments?

3.1 Japan
A distinguished feature of Japanese development is the deflationary process which gripped
Japan in the 1990s and has not been overcome since. Japan was first hit by deflation around
the mid-1990s and then again especially after the Asian crises and throughout the first ten
years after 2000. Being exposed to the last financial crisis which spread also to the Asian
economies, for Japan it was made even harder to consolidate the budget deficits and the level
of public debt which reached an incredible level of almost 200% of GDP in 2010 and is
projected to be above 210% of GDP in 2011 (see Table 1 in this paper; OECD 2011). It
should be no surprise that Japan suffered greatly from stagnating employment and increasing
unemployment. Compared with other countries, unemployment rates are relatively low;
however, for the Japanese society rates of around 5 per cent are ominously high. The
structure of employment has also started to change. Since 1985 non-regular employment
(especially part-time) has increased (Ohashi 2011:8). Pressure on workers and unions
increased markedly and led to an erosion of traditionally stable labour market conditions in
Japan.
In Japan, union density was around 25 per cent in the 1990s, decreasing to 18 per cent by
2006 (cp. for these and the following data Du Caju et al 2008: Table 4 and 5). By
international comparison this is not especially low. Union coverage or collective bargaining
coverage shows how many workers are secured by collective agreements. Looking at this
indicator, union coverage in Japan is very low and even dropped from 23 per cent in the
1990s to around 16 per cent in 2006. Amongst industrial countries only the United States,
with approximately 14 per cent, has such a low coverage. This means that in Japan there is no
formal or informal mechanism, which extends collective bargaining agreements to non-union
members in any relevant way. Unions in Japan are first and foremost firm-based unions. In
2008 around 57200 unions existed and organised approximately 10 million workers (Japanese
Government 2009: Table 9). The mainly firm-level unions traditionally organise more or less
only regular workers. The latter often automatically become members of the corresponding
company union. Japan is characterised by a certain amount of wage co-ordination which
vitally depends on employers‟ associations. In spite of some elements of inter- and even intraindustrial coordination mechanisms, Du Caju et al (2008) sees Japan in the group of countries
with a largely deregulated and only weakly coordinated wage bargaining process, together
with countries like the United States, United Kingdom, Poland or the Czech Republic.
Japan is the most interesting case for the topic of our paper as it went through a deflationary
process which has not come to an end yet. The combination of low wage increases and
especially after 1999/2000 also wage cuts, over-indebtedness of the households and
corporations (and later the government), together with a hesitant monetary and fiscal policy

and a stagnating or only slightly increasing output, has proven to be a constellation which
prevented Japan from overcoming his long-lasting crisis. Influenced by wage cuts, unit labour
costs started to fall causing the economy to slide into a wage-price deflationary spiral
(Diagram 4).
Diagram 4: Unit labour costs (ULC) and GDP deflator in Japan, 1990=100

Source: authors‟ calculation based on European Commission 2011, OECD 2011
The Minimum Wages Act in Japan was enacted in 1959, but the minimum wage setting
structure that is in place today was established in 1978 (Ohashi 2011:17). Minimum wages in
Japan depends on a “Central Minimum Wages Council” and “Regional Minimum Wages
Councils” at the level of prefectures. The councils are tripartite bodies with the same number
of workers‟ representatives, employers‟ representatives‟ and the government. Theoretically,
the Central Minimum Wages Council could recommend national minimum wages for certain
industries or professions and the Minister of Health, Labour and Welfare could establish
national minimum wages on the basis of the recommendation. However, in 2008 only one
national minimum wage for one industry existed, while the remaining 298 minimum wages
were regional minimum wages. The Central Minimum Wages Council gives only guidelines
for regional minimum wages (Nakakubo 2009: 25).
Statutory minimum wages in per cent of average wages are very low in Japan (Diagram 5).
With a level of around 30 per cent and without any substantial improvement since the 1980s
Japanese minimum wages as a percentage of average wages has been one of the lowest in the
world, comparable for example with countries like the United States or some Central or
Eastern European countries. In Japan and also in countries like the United States, Ireland, the
Netherlands and many Central and Eastern European countries only less than 5 per cent of all
workers receive minimum wages (Du Caju at al 2009: 18). In certain regions in Japan the
employees receiving minimum wage, working even 40 hours per week earn less than those
receiving unemployment benefits (Ohashi 2011:18). Vice President of the National
Confederation of Trade Unions (ZENROREN) Ohki (2011: 1) correctly summarises the
situation in 2011: “In Japan, the minimum wage is only 32 per cent of average wages. Its
amount differs from prefecture to prefecture. So, wage gaps persist between large companies
and small- and medium-sized companies, between men and women, between major cities and
local cities.”
Diagram 5: Minimum wages and average wage development in Japan
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Minimum wage development in Japan did not change the wage structure in any significant
way. The fraction of workers directly affected by minimum wages in Japan as well as the
percentage of minimum wages to average or median wages were too low to make minimum
wages an effective tool to change the wage structure. Yet, the slight increase of minimum
wages in per cent of average wages has reduced to a small extent the wage gap between the
lowest- and the average-paid, especially in the low-wage prefectures (Kawaguchi/Mori 2009:
12).
Diagram 6: Relationship between minimum wages and median wages in Japan

Diagram 6 shows that nominal statutory minimum wages increased faster than median
nominal wages in Japan. This looks like a minimum-wages policy which tried to establish a
nominal anchor against deflation. However, minimum wage policy was not actively used to
prevent falling unit labour costs and prevent deflationary developments. Firstly, overall
“minimum wages moved in proportion to the general wage increase, with a short lag” (Abe
2011: 47f.). Even when minimum wages increased, they did not develop according to the
wage norm introduced above. Secondly, even the slightly higher increase of minimum wages
than median wages did not show much macroeconomic effect as the percentage of minimum
wages to average wages is too low and not many workers were affected by minimum wage
increases.

3.2 Germany
Germany is the only case in the four case studies analysed in this paper that does not have a
statutory minimum wage. It is also among the seven countries in the EU where the minimum
wages are not set by the government. In these countries minimum wages are established
through collective bargaining between unions and the employers‟ associations. The other six
are: Italy, Denmark, Norway, Sweden, Austria and Finland. Out of this small group, the
Scandinavian countries have high union coverage. In all of these countries there is a
functioning mechanism that extends wage bargaining to almost all enterprises. In Germany
this is not the case since its old wage bargaining system broke down in the 1990s.
Traditionally Germany followed pattern bargaining. Wage negotiations took part on the
sectoral level where the metal industry had traditionally a pivotal role. Essentially, the wages
determined in this industry were used as a signal for the wage determination in the rest of the
economy, even in the sectors which were very weakly organised. This way of wage setting
still exists, but it has lost its importance for the whole economy and nowadays only works for
the core industrial sector. After the 1990s with the German reunification a vast number of
small and medium sized enterprises (SMEs) left employers‟ organisations particularly in East
Germany. Collective bargaining coverage fell dramatically. In West Germany it went from
76% in 1998 to 63% in 2007, while in the East Germany the coverage was even lower (54%
in 2007) (Bispinck/Schulten 2009: 203). At the same time there was a rise in the service
sector where SMEs predominantly operate. Also there was a rise in company-level wage

bargaining and individual wage-setting in companies. Competition coming from outsourcing
to union free sectors in Germany and/or other countries put pressure on unions to accept wage
restraints and opening clauses even in the sector where the old wage bargaining model
survived. In many cases firms got much room for manoeuvre and de facto violated the signed
collective contracts (Streeck 2009). Union density also shrank, from 33% in 1990 to around
21% in 2006 (Du Caju, et al 2008:40).
Another very important development in the German labour market was the rise in atypical,
precarious employment. So-called mini jobs emerged and increased sharply, mostly in the
hands of female workers. Only between 2003 and 2010, the number of mini jobs increased
from 5.5 million to around 7.4 million. During the same period, the number of workers
employed in part-time jobs increased from 4.3 to 5.4 millions (Federal Employment Agency
2011).
As in most other countries in the world dealing with the effects of a financial crisis in the
recent years, Germany also had to set up bail-out packages for the troubled financial
institutions. The budget went from small surplus in 2008 to a deficit of 3.2% of GDP in 2010.
At the same time the public debt reached a level of 87% of GDP in 2010 (OECD 2011).
During the subprime crisis falling foreign demand had a strong negative impact on production
and employment. However, statistics show that the effects of the financial crisis on the level
of unemployment were not as severe as in Spain, Ireland, Italy or other European countries
and the US. Unemployment increases which posed big problems in many countries in the
world here did not take place. This can be explained by the fact that different forms of
employment were used (like the mini jobs, the 1-Euro jobs, fixed term contracts, part-time
jobs, etc.), and firms used different techniques rather than firing employees, such as reducing
the working hours, cutting overtime, etc. Important was that the government financially
supported firms which did not fire workers (Federal Employment Agency 2011). Last but not
least, Germany gained from sharply increasing exports to countries like China, India, etc.
which overcame the financial crisis quickly.
Analysing the wage development in Germany, it is inevitable to point out the wage
moderation after the end 1990s (see Diagram 7). Essentially we can see that nominal wage
increases were very low and unit labour costs were in many years either stagnating or falling
during when productivity increases remained to be high. Wage moderation was a strategy
pushed forward by the exporting companies trying to cut costs and maintain their
competitiveness. Unions were pushed towards the wall to accept the low wage increases or
even wage cuts to preserve employment in times when the unemployment rate was among the
highest in the EU.6 Also some of the unions were part of the German export model and did
not really fight for higher wages as they feared a loss of export markets. Real wages did not
go much up during the last two decades in Germany (Diagram 7).
Diagram 7: Nominal wages, real wages, unit labour costs and GDP-deflator in Germany
(1990 =100)

6

In 2002 it even reached 11.2% (European Commission 2011).

Source: authors‟ calculation based on European Commission 2011
The dual system of wage negotiations in Germany form the 1990s on spurred an emergence of
uncoordinated wage development across regions, sectors and companies even within the same
sector. For example the average wage for a white-collar worker in the West Germany
amounted to 3285 Euro and in the East Germany it was only 2415 Euro (2002). The situation
is the same for blue-collar workers who received a pay of 2480 Euro in the West and 1833
Euro in the East (Federal Statistical Office 2003:433-442).7 According to Gernandt/Pfeiffer
(2007) after the mid 1990s wage dispersion in Germany increased substantially.8 In West
Germany this change happened primarily in the lower end of the wage structure (coming from
the drastically low increases in the wages of the poorest workers) and in East Germany
primarily in the upper end (from the high salaries paid to highly qualified workers who were
extremely needed in these areas). All in all, the low wage sector exploded in Germany
(Diagram 8).9 To support this, according to Bosch/Kalina/Weinkopf (2009:9) the share of low
wages to total wages went up from 15% in 1995 to 22.2% in 2006, which draws a very
striking picture about the German labour market.
Diagram 8: Low wage sector in Germany (number of employees)
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Another example is hairdressers (which are among the lowest paid). In 2007 on average they received a wage
of 615 Euro per month in the East and 1312 Euro in the West Germany (WSI 2008).
8
The 90th and 10th percentile in the real gross hourly wages are used to describe the top and low income in the
wage structure respectively.
9
Low wages are considered those which are below 2/3 of the median wage (Bosch/Kalina/Weinkopf 2009).

Source: Federal Employment Agency statistics
At the same time functional income distribution changed. The wage share10 fell from 63% of
GDP for the period 1971-1980 to a level of 57% for the last decade (European Commission
2011).
As mentioned at the beginning of the analysis of Germany, statutory minimum wages are not
existent. In certain industries and negotiated between employers‟ associations and unions
there are minimum agreed pay rates included in the collective agreements which can be made
official and binding for the respective sector after the government‟s signature is received.
However, they exist only in a few and rather very small branches (construction occupations,
industrial and commercial cleaning, waste management, security services and long-term care
services). They differ between East and West Germany and sometimes between blue-collar
and white-collar workers. Moreover, they do not play a significant role and do not affect the
wages in the rest of the economy.
To sum up, the German economy and specifically the labour market underwent deep
structural changes which had an immense impact on the wage development, the wage
structure and the income distribution. Without having a statutory minimum wage the lowwage sector in Germany will further widen and income inequality will further increase. There
is the danger of a race to the bottom in terms of wage dumping within Germany. This leads to
an increase in poverty and social exclusion. And it leads to a further stagnating consumption
demand which makes Germany so dependant on exports. But exports cannot be a solution for
Germany especially in a world where the rest of Europe, the USA and Japan have stagnating
economies. With a falling union coverage and already very low union density and generally
no collective agreement extension mechanisms, Germany seems to be in a similar
constellation with Japan. In a future crisis or medium-term stagnation nominal wage cuts in
Germany cannot be excluded leading to a disastrous development not only in Germany but
also in Europe.
Taking all the above into consideration it is not a sustainable strategy to depend only on
exports for growth when a large economy like Germany is in question, but instead a focus on
promoting domestic demand would have been more successful (the years prior to the German
10

Wage share is calculated as compensation per employee as percentage of GDP.

reunification when the growth was driven not only by exports but also by a strong domestic
demand and investment are a proof for this argument). Having been on the edge of
deflationary development already in the past it is highly recommendable for Germany to
adopt a statutory minimum wage policy which has already been debated for long and pushed
forward by the unions.
3.3 Spain and Ireland
Spain and Ireland are in the same market constellation. We also could have added Greece and
Portugal. All these countries share despite other differences one common point. During the
time of the existence of the European Monetary Union (EMU) nominal unit labour cost
increases were compared with the above discussed wage norm in all of these countries too
high. This is already problematic. However, the major problem is that Germany as the biggest
country in the EMU had very low increases in nominal unit labour costs. Looking at the
period from 1999 when the EMU was created, to 2007 when the subprime crisis hit the world
economy Germany violated the wage norm about to the same extent as Spain etc. did,
however, in different direction. One obvious consequence of this development is that
Germany increased its international price competitiveness considerably whereas the other
countries became less and less competitive. The relatively low GDP growth in Germany
compared to the rest of EMU together with the development of nominal unit labour costs led
to an explosion of German current account surpluses and at the same time to increasing
current account deficit in the other countries in the EMU mentioned above.
In Spain, Ireland, etc. growth was driven by a credit expansion especially stimulating the
consumption and the construction sector. With the subprime crisis this growth model came to
an end similarly to the UK or USA. All of these countries suffer form asset price deflation
with its negative effects described by Fisher (1933) or Minsky (1975). The first “malady”- the
indebtedness specifically of the private sector - became widespread (Table 2).
Table 2: Financial deepening in selected countries (1999-2010)*
Ireland
Spain
Portugal
UK
USA
Netherlands
Germany
Japan

1995
48
59
54
106
93
113
97
130

2008
175
130
125
183
134
275
99
128

*Financial deepening is defined as household debt/disposable income
Source: Goodbody 2009
Particularly strong were the consequences of the financial crisis in Spain felt in the labour
market where more than 1.5 million workers lost their jobs only between 2008 and 2009. The
unemployment rate increased from 11.3% in 2008 to 18% in 2009. In 2010 it went up to more
than 20% (European Commission 2011). The future for the Spanish as well as for the Irish
economy (which is elaborated below) does not seem to be too bright taking into consideration
that at the time of writing this paper the ECB had to step in and purchase huge amounts of
Spanish and Italian bonds to stop the yields of the latter to go even higher up and create a
panic on the financial markets given the high stock of public debt and the low likelihood that

budget deficits can be reduced without substantially harming economic growth in both
countries.11 With a budget deficit soaring to 11% of GDP in 2009 the Spanish economy has
been in a very fragile position.12 In 2011 the projections are that the budget deficit is reduced
to 6.3% of GDP, but the chances are slim to realise the target as the economy has not really
recovered yet and the unemployment rate is the highest in the EU (OECD 2011). The public
debt/GDP ratio went up to 66.1% in 2010 and the projections are that in 2011 it will further
increase to 73.6% (OECD 2011).
What is very interesting for the Spanish case is that there is a process of cost-push inflation
caused by a rise in fuel and energy prices as well as prices for food amidst the rise in
unemployment and recession in the last two years. Inflation kept on rising moderately besides
the fall in unit labour costs caused by the low rise in nominal wages. This can be seen in the
Diagram 9. In the past, as mentioned, Spain was characterised by very rapidly rising unit
labour costs especially after the early 2000s as a result of the strongly rising nominal wages
over productivity whereas productivity overall developed poorly (European Commission
2011).
Diagram 9: Unit labour costs and GDP-deflator in Spain (1990=100)

Source: authors‟ calculation based on European Commission 2011, OECD
The labour market in Spain has some specificities. For instance, according to the law
collective agreements are extended automatically to the sector or industry at the level at which
the agreement applies, regardless if the workers are members of a union or not. Collective
bargaining takes place at sectoral and regional level. There is a presence of company-level
collective bargaining as well but to a low extent because the plant-level unions or work
councils are very rare. There were also several attempts for national wage bargaining through
signing national pacts between the employers, the government and one or the two union
confederations (in the mid 1970s and one decade after). However, these attempts failed in the
1990s and later when the unions opposed the governments plan for wage moderation (OECD
1994: 177). Although the union membership rate is pretty low (roughly 10% in 1990 and 13%
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On 08.08 the ECB is estimated to have bought bonds for the value of 50-100 million euros (Brown/Chaturvedi
2011).
12
The government has succeeded, yet to a limited extent to bring the deficit down to 9.2% in 2010 (OECD 2011)

in 2000) (Ebbinghaus 2002: 5) statistics show that about 84% of the employees were covered
by collective agreements in 2008 (ICTWSS database).13
Statutory minimum wages in Spain were introduced as early as 1963. They are adjusted
annually or biannually by the government in consultation with social partners. The most
important factors taken into account when adjusting the minimum wage are: current and
expected inflation rate (the most important), productivity development and the overall
economic situation in the country (Eurofound 2005). During the Franco years wages were
kept under direct control of the government and minimum wages played only a symbolic role.
Even though the labour market institutions were reformed in the late 1970s and early 1980s,
statutory minimum wages remained low. In 2004 minimum wages were de-linked from the
welfare system. Before the minimum wage was used as a basis for calculating entitlement to
unemployment benefit and assistance as well as for determining the size of the benefits (Recio
2006:163)14 In 2004 then a moderate increase of minimum wages of 8% was allowed (Recio
2006:157). Overall, statutory minimum wages as percentage of average or median wages
were initially set at a very low level and have not since then been significantly increased. The
ratio of minimum/average wage has been constantly declining since the 1980s up to 2004
when it slightly increased to around 35-36% and stayed at that level until 2010 (Eurostat). In
relation to the median wage, the minimum wage stood at 44.7% in 2008 (Schulten 2010:7).
Barely 1-3% of the workers receive the minimum wage which is another fact that describes
the dysfunctionality of the minimum wage in Spain, as it affects an insignificant share of the
employed population (Eurofound 2005). Diagram 10 shows the close link between nominal
wages and the change in the price level. It also shows that minimum wages more or less
increased with the same rate as nominal wages. Following the financial crisis, the speedy rise
in wages in Spain was put to a halt. Also minimum wages increased at a smaller rate. As a
consequence there was a stagnation of producer prices in 2008/2009 and only a very small
increase in 2010.
Diagram 10: Nominal wages, minimum wages and GDP-deflator in Spain, 1990=100

Source: authors‟ calculation based on European Commission 2011, Eurostat

13

Albeit Spain has large collective agreement coverage, we can see a decline of the latter since 1999 when it
amounted to 92% of the workforce (ICTWSS database).
14
In 2004 another index was introduced for determining the level of welfare benefits called of Multiple-Purpose
Public Income Indicator (IPREM) (Recio 2006:163).

The minimum wage has not played a significant role in the Spanish economy. The most
important role it received was controlling government expenditures and the overall public
budget up to 2004 due to the direct link between the minimum wage and welfare benefits.
Nowadays in the recessionary environment, and with a growing informal economy and
immigration, the Spanish economy clearly needs to replenish the role of the minimum wage to
prevent the rise of the low wage sector (which was as big as 15.2% of total employed
workforce in 2006).15 Secondly, it should be actively used as a labour market instrument to
put a halt to the increase in inequality.16 Unemployment in Spain in 2011 with 20.6% is
extremely high (Eurostat 2011). The only way to protect the economy from deflation would
be to have high collective bargaining coverage, no violation of wage agreements, as well as
higher minimum wages which will affect a significant number of workers, especially if the
minimum wage sends a signal to the wage development in the informal economy.
Let us come to Ireland. After 1980s the financial market liberalization wave that started off in
many of the developed countries, like the US or the UK, spread over also to Ireland. The
loosening of controls contributed to very rapid lending to the private sector and made Ireland
a kind of offshore centre for international financial transactions (Kelly, et al. 2011: 12). In the
aftermath of the sluggish growth and high unemployment in the 1980s, the Celtic tiger
managed to have impressive economic growth which was also reflected in a high level of
employment. Consumption was supported by the low interest rate environment and the
liberalization that took place in the financial market stimulating higher credit demand and
investment in the stock and real estate markets17 Private household debt increased
tremendously. The ratio of household debt to disposable income increased from a level of
48% in 1995 to 176% in 2008 which is the highest increase yet compared to the rest of
developed countries (see Table 2). Like in many other European countries, the wage share
started dropping after the early 1970s and particularly after the beginning 1980s. In fact in
2011 the wage share reached a level below the average of the EU.18
Ireland was hit very hard by the financial crisis in 2008, and up to this date was not able to
recover. It entered a recession, sliding from 5.6% GDP growth in 2007 to -3.5% in 2008 and 7.6% in 2009. In 2010 Ireland still had a negative growth (-1.1%). Due to the severe impact of
the financial crisis whereby the financial system was on the brink of collapse and firms facing
big liquidity problems the number of fixed term employment contracts and temporary
employment increased dramatically and many people lost their job. This was reflected in the
level of unemployment, which increased from 4.6% in 2007 to 13.7% towards the end 2010
(European Commission 2011). In Ireland during the long recession a typical debt-deflation
scenario occurred. Due especially to bailing out of the financial system the level of public
debt increased enormously (from 29% of GDP in 2007 to 102.4% of GDP in 2010) and there
are no signs that it is going to be reduced in the near future.19
In Ireland there is an important institution to coordinate wage development – the so called
national social pact – through which wages, the welfare provisions and taxation amongst
15

According to Schneider (2007) the size of the informal economy is estimated to be roughly 20% of GDP. The
share of informally employed to total labour force is estimated to be between 11 and 32% in 1997/1998
(Schneider 2002:23).
16
The rise in inequality can be seen through the rise in the S80/S20 disposable income quintile ratio from 5.3 in
2006 to 6.0 in 2009, which is the ratio of total disposable income received by the 20 % of the population with the
highest income (top quintile) to that received by the 20 % of the population with the lowest income (lowest
quintile) (Eurostat 2011).
17
For illustration, the number of mortgages increased more than twofold between 1995 and 2005 (ibid. 11)
18
The wage share had an extreme fall from 68.3% on average for the period 1960-1970 to 50.4% for the period
2001-2011 (authors‟ calculation based on Ameco, database of the European Commission).
19
The OECD statistics (OECD 2011) estimate a public debt/GDP ratio of 120.4% in 2011.

unions, employers and the government are debated (Roche 2007). Using the social pact since
1987 Ireland showed a different attitude than US or UK, which clearly employed a
neoclassical strategy of weakening and excluding unions. However, in essence these pact
merely had a symbolic meaning, as the unions in fact have very little say and because of the
voluntaristic character of these agreements. Voluntaristic character basically means that the
agreements are not rules, but rather recommendations. Unions‟ power was weakened with the
government‟s strategy to attract foreign direct investment and thus lax regulations in the
labour market coupled with very low enterprise taxes since the early 1980s (Roche 2007).
Union density showed a markedly high drop from 62% in 1980 to 31% in 2008 (CSO 2008).
That the social pact was not really successful is also proven by the fact that even though after
1987 seven national agreements were signed the most recent 10-year agreement signed in
2006 “Towards 2016” was revised already in 2009 against the will of the unions. The key
problem was that the unions did not agree with the substantial wage cuts (McDonough 2010).
Subsequently in November 2009 the government decided to impose public sector wage cuts
of about 15% on average (Sheehan 2010). This is a policy known from the Brüning
government in Germany (1930-1932) which led to a severe deflation as wage cuts in the
public sectors most likely will spill over to the private sector.20 In 2010 the government and
the unions signed the Public Service Agreement 2010-2014, otherwise known as the „Croke
Park deal‟, but it is not a national social pact.21
As shown in Diagram 11 since 2009 nominal wages started declining which, taking the steady
rise in productivity into account, led to a fall in nominal unit labour costs. Because of the tight
relationship between unit labour costs and inflation/deflation (see chapter 2) the Irish
economy had also to suffer from a deflationary process as a result of the fall in wages and
subsequently in unit labour costs.22
Diagram 11: Nominal unit labour costs, nominal compensation per employee and GDPdeflator in Ireland, 1990 = 100

Source: authors‟ calculation based on European Commission 2011, OECD 2011
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In Greece the same happened.
It covers only public sector employees and not all relevant social partners participated.
22
Either measured as a consumer price index (CPI) or a GDP deflator.
21

A statutory minimum wage in Ireland was initially introduced through the National Wage Act
of 2000, and put into force in 2001 at a rate of 5.59 Euro per hour. The proportion of full time
employees earning the minimum wage was around 3% in 2005 (Regnard 2007: 5). In the
process of setting and adjusting the minimum wage trade unions, employers, as well as the
government play a crucial role through signing a tripartite agreement which is then adopted as
the statutory minimum wage by the government. Could the social partners not agree about the
level of the minimum wages, the Labour Court (including representatives of employees and
employers‟ associations) gives a recommendation for the development of minimum wages.
Nevertheless, the last say is in the hands of the government which officially has a right to
decline the agreement about the minimum wage delivered in the social pact or the
recommendation of the Labour Court, but in practice it has never been the case (Murphy
1998).
In relation to the average wage, in 2008 the minimum wage stood at 44.5% of the mean wage
and at 52.8% of the median wage (Schulten 2010:7). In spite of the relatively high
minimum/average wage ratio, the minimum wage has not been successful in narrowing the
wage gap between the highest and lowest income earners in the country (CSO 2005).
According to Crouch (1999: 160), the gap between the 10% richest and the 10% poorest in
Ireland in the 1980s was higher than in any other European country, a situation which did not
improve much in the 1990s (UNDP 2005). Minimum wages increased moderately until 2007
when due to the financial crisis it was decided to freeze them. They remained unchanged until
2010 (Diagram 12). In January 2011 it was decided that the minimum wage should be
reduced, but after a few months after the implementation of this decision, under the revised
conditions of the bail-out package by the ECB, the EU and the IMF, the minimum wage was
reset at the previous level. Clearly when minimum wages were frozen and average wages cut,
inflation showed negative development. In the Irish scenario undoubtedly we can talk about a
process of wage-price deflationary spiral which was supported by minimum wage policy.
Diagram 12: Nominal wages, minimum wages and GDP deflator in Ireland, 1990=100

Source: authors‟ calculation based on European Commission 2011, Eurostat

To conclude, the minimum wage development in Ireland has not been used to prevent a
deflationary process from occurring. Because of a shortage of regulations in the labour market
and the weak position of unions, as well as the low collective bargaining coverage the

government was able to even impose wage cuts in the public sector and a freeze in the growth
of the minimum wage
4. Conclusion
Deflation is back – who would have expected that some decades before. Japan is caught in a
deflationary constellation which keeps the financial system distorted due to permanently
increasing real debt and prevents the recovery of sufficient aggregate demand. Minimum
wage policy in Japan was not functional to prevent the deflation. Ireland is already in
deflation. Deflationary policies were actively pushed by the Irish government: wages in the
public sector were cut and the minimum wage was frozen. Spain is in a constellation
comparable to Ireland and will follow the deflationary development. Portugal is also affected
by falling nominal wages and falling prices. For illustration, during the last quarter of 2009
and the first two quarters of 2010, the core inflation showed a fall by 0.41 percent, and in
2011 wages are estimated to drop by 0.25% (European Commission 2011). There is a
difference between the deflationary development of EMU-countries and Japan. The EMU
countries have no exchange rate mechanism left to balance their high external deficits. As
Germany and other surplus countries will not substantially increase unit labour costs the
deficit countries only have the possibility to cut wages to become internationally competitive
again. Economic and political pressure from EMU surplus countries within the international
institutions forces these countries to deflationary developments. However, the deflationary
effect to increase the real debt burden will hit these countries as it has hit Japan. The
likelihood that these countries come out of the crisis is not very high. Some small countries
may manage by deflationary policies to stimulate exports to such an extent that they start to
grow again. But this has to be seen as an exception which is also harmful for other countries.
The ILO in its Global Wage Pact (2009) suggests that the governments in combination with
in-work benefits (tax credits) or income transfers (for both the employed and unemployed)
use minimum wages to “reduce poverty and inequity, increase demand and contribute to
economic stability” (ILO 2009). This has to be supported. However, the countries in our case
study were not able to follow such a policy or even actively violated strategies following the
ILO suggestions.
What is needed in almost all countries is a domestic demand driven stimulation based on more
equal income distribution. Minimum wages can play a vital role by preventing a fall in the
general wage und price level and changing wage dispersion. If it is not possible to prevent
nominal wage cuts, the phase of asset price deflation will spill over into a phase of goods
market deflation. Then we are back in 1930. Actually the case studies we presented make us
not very optimistic. The pressure from unemployment and misled stabilisation policies in the
EMU actively demanding deflation were strong enough to prevent rational policies to
overcome the present crisis constellation. Let us hope that other countries can learn from the
1930s, Japan in the 1990/2000s and the EMU crises countries to follow at least a rational
wage and minimum wage policy. To follow such a policy is a free lunch for governments, not
to follow it leads to a disaster.
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