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Labor Taxes, Wage Setting and the Relative Wage Effect  
 
Summary 
 
Public finance solutions to high unemployment in Europe have often been advocated 
during the past years. With unemployment concentrated among the young and 
unskilled, it has been suggested that the reduction of social security contributions for 
low wage earnings, financed by a carbon tax, could yield a double dividend, the 
reduction of unemployment and the abatement of pollution. A decline in average labor 
taxes reduces unemployment if it generates lower pretax wages. Pretax wages fall if real 
after tax income from unemployment and leisure is not affected or only partially 
affected by the change in average taxes. When unemployment benefits are not taxed in a 
unionized economy, lower average labor taxes reduce the replacement ratio, and unions 
are willing to accept lower pretax wages because the net income loss from employment 
increases. Changes in labor taxation do not necessarily require that average labor taxes 
vary. In principle, a switch from payroll to income taxes, given average rates, could 
affect wage pressure and unemployment. The empirical evidence to date, however, does 
not support this possibility.When labor taxation is nonlinear, another opportunity is to 
vary the degree of labor tax progressivity. Economic theory suggests that higher 
progressivity could reduce unemployment. Suppose that wages are bargained over by 
unions. When a union contemplates the possibility of a wage hike, it has to consider that 
say for a 1% increase in the after tax wage the pretax wage increases by 1/ν, where ν 
denotes the coefficient of residual income progression. This implies that the expected 
employment loss associated to the higher after tax wage is ε/ν, where ε is the elasticity 
of labor demand. Since ν<1 with progressive taxation, this loss is higher with 
progressive than with proportional taxation. It follows that, when labor markets are not 
perfectly competitive, a certain degree of tax progressivity can be desirable because it 
makes wage increases less attractive to unions, with positive consequences on the 
unemployment rate. 
This empirical paper adds to the existing literature additional evidence based on Italian 
data. We use both panel and grouped data to study the effects of average and marginal 
(payroll and income) tax rates on wage pressure, and investigate whether these effects 
vary by skill, age group and region of residence. 
Our empirical findings are summarized as follows: 
a) changes in average payroll taxes are not fully absorbed by offsetting changes in the 
after tax wage and affect both pretax wages and employment; 
b) the estimated effects of changes in average income taxes on pretax wages are mixed 
but on balance the evidence suggests that after tax wages do not fully offset these 
changes; 
c) higher tax progressivity increases pretax wages; 
d) there are significant differences in the relationship between labor taxes and pretax 
wages by age group but not by region of residence or skill. 
We also find that the estimated elasticity of pretax wages to changes in marginal tax 
rates, given average rates, is large and ranges between 0.919 and 1.131, depending on 
the specification being used. It is difficult to explain this large positive elasticity 
exclusively with the argument that the labor supply effect prevails over the wage 
moderation effect. Therefore, we add an additional mechanism, the relative wage effect, 
and describe how it can contribute to producing the above results. Briefly put, when 
individuals and unions care about relative wages and an increase in tax progressivity 



reduces the own wage via the wage moderation effect, this reduction translates into 
lower relative wages, which can only be avoided by increasing wage pressure. 
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 ����� ������� ����	
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������	 �� �������� ��� ������	 �� ������ 1���	/ ���	� ������	 ����� �

	���� -����� �� ��(� 2�1� ����	8 ����������?�� �� ���������� 	(��� ������	

�� ��� ��� ����	/ ��� ������������ ����.	�� ����� �� �������� ���01���

�� +595 ��� ���1��� �� +559 �� ��� -���� �� 	����,���� ���������43/ #

(��� �--������ ����������� �	 �� �	� ����-�� ������ ���� ���( +565 ��

+55>/ �� ���� �����(����� �� ���� ���		 ��� ��� ������ 1���	44
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���(-���(��� ����
 ��� ������� ��� ��� (������� -��	���� ����(� ���

����
 ��� ���� ���� �������	 ������� �����	 �� ���� ���		�,�� �� ����


������
 ��� ����-
 (���� ���� �� ��	������ ��� ����������� ������(���/

�� �	��(��� � ���	��� �� 2+G8 1���� ��� 	��	���-� � �	 ��1 ��� ���

���� ������ ���� ��� ��� ����������/ ������ ���� ��0��� ,�	� ���������	


1� ��-���� ��� ���� 	-���,� ,��� ����� 1��� ������
 ���������
 ��� ���

<Wkhvh hodvwlflwlhv duh frpsxwhg xvlqj wkh vdpsoh dyhudjhv ri � dqg w lq 4<<81
43Wkh lqfoxvlrq ri 4<<4 zrxog uhgxfh wkh vdpsoh vl}h iurp 5566 wr 4983 lqglylgxdov1
44Vlqfh krxuv ri zrun duh qrw dydlodeoh lq wkh �uvw sduw ri wkh vdpsoh/ zh suhihu wr

xvh dqqxdo zdjhv1
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Qrwh= Hdfk uhjuhvvlrq lqfoxghv d frqvwdqw/ lqglylgxdo djh dqg pdulwdo vwd0

wxv/ soxv jhqghu/ sduw wlph/ hgxfdwlrq/ uhjlrq/ rffxsdwlrq/ �up vl}h/ vhfwru

gxpplhv1 Dgglwlrqdo lqvwuxphqwv duh wkh fkdqjhv lq wkh dyhudjh uhwhqwlrq

udwh ehwzhhq 4<<4 dqg 4<<6/ lq wd{ surjuhvvlylw| ehwzhhq 4<<4 dqg 4<<6 dqg

ehwzhhq 4<;< dqg 4<<4/ frpsxwhg iurp jurxshg gdwd/ wkh fkdqjhv lq wkh

qxpehu ri ghshqghqw fkloguhq/ lq d gxpp| lqglfdwlqj zkhwkhu wkh vsrxvh lv

ghshqghqw/ lq gxpplhv lqglfdwlqj zkhwkhu wkh krxvhkrog kdv sxufkdvhg d olih

lqvxudqfh/ d sulydwh khdowk lqvxudqfh ru d sulydwh shqvlrq vfkhph/ dqg lq d

gxpp| vkrzlqj phglfdo dqg froohjh h{shqvhv lq 4<<61 Urexvw vwdqgdug hu0

uruv zlwklq sduhqwkhvhv1 0
�
� dyhudjh lqfrph wd{ hodvwlflw| ri wkh jurvv zdjh>

0
2
� pdujlqdo lqfrph wd{ hodvwlflw| ri wkh jurvv zdjh1 ,1 � S0 ydoxh ri wkh

Vdujdq whvw iru wkh ydolglw| ri lqvwuxphqwv1
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 �����������

������(��� ��� ���/ ���� -������ ����	 ��� ��������� ���� �� ��� ��������
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 1� ��� ������ -������ ��� ����	45 �� ���
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 ��� ���

	0��� 	-���,� �����	 1��� � ������ ��� � A�������� ����� ��� 1��� ���

�����������	 �� ���	� �����	 1��� ������
 ����������� ��� ��� ��((��	/

��� 	����� 	-���,������ ����1	 �	 �� �������� ��� ����� �� -������ ����	

�� ��� -���� �� �(-�	��� ��	��������	 �� ��� 	��-� �� ���������
 ������
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����	 � ��� ���������	/ # ��	��������� �� ��� ������ 	-�� �� ��(� �	 ����

(�	� �� ��� ��������	 �	�� �	 ��	���(���	 �� ����� + ��� ��� ���������/

#� ��������� �	 ���� 1� ���� � ������ ��� 	��������/ �� ��-���� ���	

��������� �� 	�������� �	 ���������� ��	���(���	 ��� ,�	� ��� 	�����

���	 �� ��� ������� ����(� ��� ��������� ����
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-�����		����� ��� ��� ,�	� ��� 	����� ��� �� ��� �������� ���(-���(���1

����� ) 	��1	 ��� �	��(���	 ��� ��� ���� 	�(-��
 1��� ��� ���(��

	-���,������ �� ��� ,�	� ����(� ��� ��� ������ 	-���,������ �� ��� 	��.

��� ����(�/ ���� ��� -������ ��� �	 ��,��� �� � ������ ����� �� ��.

��������� ���� ��� ������ 1���
  ���(� 2)8 ��-���	 !N �	��(���	 1���

	������� �����	 ��������� ��� ��� ���0 �� ����-������� �� �����	 1�����

������	 �� ��	������/ ��� ����� ��������� ��1��	 ��B���	 ��� ��-����	�	

�� (�		-���,������/ ���� ����(�	 	��1 ���� � ������ ������� ����(�

��� ��������� ���� ��� � ��1�� ���� �� ��� -�����		����� 	����,������ ��.

���� -��.��� 1���	/ ���	� ,�����	 ������� ���,�( ��� ��	���	 �� �����

+/  �(-���� �� ���� ����� ��� ����������� �� (������� ��� ����	
 1�

,�� ���� ������	 �� ������� ����(� ����	 ���� � -�	����� ��� 	����,����

45Zh xvh odjjhg udwkhu wkdq fxuuhqw ydoxhv wr dyrlg hqgrjhqhlw| lvvxhv1
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 ����� ������� ����	
 �	 -�	����� ��� A������������� 	�(���� �� ����

����� �� ����� +/

$�������
 � ��� -��������� -���� ������	� �� -������ �������� �	 �	��.

(���� �� ������	� ����� ��	�	 -�� ���� �� 	%���46% F������
 ���	 ��������

	����	�	 ���� ������	�	 �� ������� ����(� ��� -������ ����	 ��� ���� -��.

������ ��	����� �� ���������	 �� ��0� ��(� -�� ��� ����� -��.��� 1���	


����� ��	�	 -�� ���� ��� 2��8�(-���(���/

&��� 1� �	0 1������ ��� �(-��� �� (������� ��� ������� ����	 ��

-��.��� 1���	 ���� �� 	0��� ��� ���
 1���� 	0��� �	 (��	���� �� �����.

������ ������(���/ ���	 �	 ���� �� 	�������� ��� �(-������ 	-���,������
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������ 1��� ��� ��((� �
,2
 �A��� �� ��� ��� ����	 �� ����������	 1���

��		 ���� �--�� 	�������� ��������� ��� �� ?��� �����1�	�
 �� 1��� ���

��((� � 3�
4
 �A��� �� + �� ��� ���� ���	�	�	 �� ����������	 �������

���� :* ��� �� ?��� �����1�	�/ ����� : ����	�����	 ��� ��	���	/ ���

���� ��	� �� ��� ����� 	��1	 ���� ���� ��� �����������	 1��� � 3�
4

��� 2B������8 	����,������ �������� ���( ?���/ ���������
 ��� �� ������	�

1��� ��� ,�����	 �� ���01��� ��� �� 4)***7
 ����� �	 �������� �� ���

���� ���� ��� ��������	��- ���1��� �������� ��� -��.��� 1���	 �����	

	����,������ �� ��� ����- ��� ��� �� 	0���/

�� ,�� ���� ��� ���	������ �� ��� -��.��� 1��� �� ������	 �� ��� -��.
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46Wklv hodvwlflw| lv frpsxwhg dv iroorzv

C oq f

C oq wh
@ +4 .

C oqz

C oq wh
,

wh

4 . wh

+9



����� )' !N �	��(���	 �� 2+G8 ��	�� �� ����-�� ����/ %�-������ ����.
����' ��� ������ ���		 1��� �$

2+8 2)8

���� �@�
.</G>G
2/<:+8

.>/95>
2/<++8

�/
.)/9>6
2/<5>8

.)/6:>
2/<5:8

�
./*G*
2/*++8

./*)5
2/**58

��� � �e�3� .
+/**)
2/+5<8

0� /)59� />)<�

0
2

/5G* /5+5
0� . /:)<�
0e . /<)6

��� <*9 <*9
#2 /59G /5G>
,1 /:+> /:6<
#�56����6� ��(� ��((��	 �����	

Qrwh= Dgglwlrqdo lqvwuxphqwv lqfoxgh �uvw dqg vhfrqg odjv ri wkh dyhudjh

uhwhqwlrq udwh/ �uvw odj ri orj wd{ surjuhvvlylw|/ �uvw dqg vhfrqg odj ri orj

uhjlrqdo xqhpsor|phqw1 Urexvw vwdqgdug huuruv lq Froxpq +4, dqg foxvwhu

dgmxvwhg urexvw vwdqgdug huuruv lq Froxpq +5, zlwklq sduhqwkhvhv1 0� � dyhu0
djh lqfrph wd{ hodvwlflw| ri wkh jurvv zdjh> 0

2
� pdujlqdo lqfrph wd{ hodvwlflw|

ri wkh jurvv zdjh> 0�= sd|uroo wd{ hodvwlflw| ri wkh jurvv zdjh> 0e= sd|uroo wd{

hodvwlflw| ri wkh oderu frvw> ,1 � S0 ydoxh ri wkh Vdujdq whvw iru wkh ydolglw| ri

lqvwuxphqwv1 � dqg � li wkh hvwlpdwhg hodvwlflw| lv vljql�fdqwo| gl�huhqw iurp

}hur dqg rqh uhvshfwlyho| dw wkh 43 shufhqw ohyho ri frq�ghqfh1
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Qrwh= Dgglwlrqdo lqvwuxphqwv lqfoxgh �uvw dqg vhfrqg odjv ri wkh dyhudjh

uhwhqwlrq udwh/ �uvw odj ri orj wd{ surjuhvvlylw|/ �uvw dqg vhfrqg odj ri orj

uhjlrqdo xqhpsor|phqw soxv doo lqwhudfwlrqv zlwk wkh gxpplhv �
,2 dqg

� 3�
41 Foxvwhu dgmxvwhg urexvw vwdqgdug huuruv zlwklq sduhqwkhvhv1 0� �
dyhudjh lqfrph wd{ hodvwlflw| ri wkh jurvv zdjh> 0

2
� pdujlqdo lqfrph wd{

hodvwlflw| ri wkh jurvv zdjh> 0�= sd|uroo wd{ hodvwlflw| ri wkh jurvv zdjh1 ,1 �
S0 ydoxh ri wkh Vdujdq whvw iru wkh ydolglw| ri lqvwuxphqwv1
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