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The global effect of the pandemic is expected to be severe for
the Cypriot economy. Under current circumstances, the ques-
tion is what kind of stimulus is necessary to produce growth so
as to counter the vicious cycle of depression and to redress the
dangerous rise in inequality and poverty. We propose a wage-
led growth strategy to achieve sustained GDP growth, at this
particular historical moment of dramatic recession, where

pressure on demand is excessive and most firms suffer losses.
The proposal has the advantage over other policies in that it
recommends to directly support demand by boosting wages,
i.e. to support income of those in work, who under the current
situation would be vulnerable to pressures of reduced wages.

THE COVID-19 PANDEMIC AND THE CYPRIOT
ECONOMY

This note is concerned with the ability of the Cypriot economy
to recover from the deep recession caused by the first wave of
the Covid-19 pandemic. The global effect of the pandemic is
expected to be severe and to exceed the initial estimation
(made before the second wave of the epidemic) of -6,2% an-
nual rate of GDP change. According to the IMF, this crisis, in
terms of reduction of the world GDP, is estimated to be the
worst economic crisis in 200 years, and the IMF are pinning
their hopes on a speedy recovery based on different kinds of
government stimulus interventions (Euronews, 2020).

The recession is expected to increase until the end of 2020
(@) net lending of the general government above 6% of
GDP, (b) the public debt to more than 110% of GDP, and (c)
the unemployment rate by 2,5 percentage points, from 7%
in 2019 to 9,5% in 2020. Beyond the fall in GDP, there are
strong indications that, unless drastic measures are taken,
Cyprus may be facing the greatest poverty crisis of modern
times (Cyprus Times, 2020). The economic consequences of
the lockdown and the bleak economic forecasts are likely to
have a serious impact on those working in precarious jobs.
Cyprus is characterised by relatively high shares of
non-standard employment and labour fragmentation (lo-
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annou, 2015) and is marked by one of the highest adjusted
wage gaps in the EU between permanent and temporary
employees (Da Silva and Turrini, 2015). Many workers in
precarious jobs work in the informal sector, a large portion
of whom are migrant workers and irregular workers. The
informal sector is estimated to be over 25% of the Cypriot
economy, which is the sixth largest percentage in the EU;
only eastern European countries have larger informal econ-
omies (OECD, 2015). Cyprus and Latvia are the only coun-
tries where informal wage employment is more prevalent
than self-employment across all EU Member States covered
by a comparative study (Hazans, 2011). Whilst non-stand-
ard employment is more likely to be held by women and
young persons, following the financial crisis in Cyprus after
2012, non-standard employment increased considerably
among men and persons with tertiary qualifications. Stud-
ies have shown how the crisis has adversely affected these
precarious workers in terms of their rights (Demetriou,
2015) and their income and benefits (loannou, 2014). Ine-
qualities in the labour market are translated into higher risk
of in-work poverty and disparities in social provisions,
mostly in regard to the adequacy of earnings-related bene-
fits, including pensions (Koutsampelas, 2018).

The three-month winte lockdown period and the rest of the
COVID-19 restrictions led to a deterioration of the income
of employees (Trimikliniotis and Demetriou, 2020a, 2020b).
Studies (Cyprus Labour Institute PEO, 2019) based on the
Eurostat figures (Eurostat, 2020) show that, since 2013, at
the height of the last economic crisis in Cyprus, employees’
share in the gross domestic product was 7.5% lower com-
pared to the pre-2013 period. About one in 12 employees
was faced with poverty and social exclusion. Cyprus has a
special category of the working poor, who are in relative
poverty and at risk of social exclusion, in spite of being in
employment, because their wages are low: Eurostat figures
show that, from 2008 to 2011, the percentage of the pop-
ulation at risk of poverty or social exclusion, based on the
2008 poverty line, was 16% of the population, and the cor-
responding rate in 2018 was 26%. In other words, the Eu-
rostat figures show that, based on the 2008 poverty line,
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one in four Cypriots in 2018 were at risk of poverty or social
exclusion compared to one in six in 2008 (Cyprus Labour
Institute PEO, 2019).

The public health policy response, on both sides of the barbed
wire, was essentially a rapid move to close down movement
and activity, reflecting the fact that the public health system
was already in a poor state and is not equipped to deal with a
large number of cases (Mullen and Faustmann, 2020). The
economic and political choices to deal with the pandemic is
already impacting negatively on democratic life, human rights
and the reconciliation between Greek-Cypriots and Turk-
ish-Cypriots (Trimikliniotis and Demetriou, 2020B). The abrupt
and without consultation and coordination closure of crossing
points is undermining further efforts for reunification of the
country, endangering to cement the division of the island
(Mullen and Faustmann, 2020; Trimikliniotis and Demetriou,
2020a).

A WAGE-LED GROWTH STRATEGY

Under current circumstances, the private sector of the econo-
my, left to its own devices, is unable to trigger a spontaneous
turn of the economy from recession to recovery, nor can it
ensure that the economy will come to rest at full utilisation of
productive capacity. Therefore, government intervention to
regulate the economy is prerequisite to achieving sustained
GDP growth for increased utilisation of productive capacity.
We argue that to achieve sustained GDP growth at this par-
ticular historical moment of dramatic recession, where pres-
sure on demand is excessive, recession is deep and all firms
suffer losses, the government should implement a medi-
um-term wage-led strategy, increasing the purchasing power
of workers and thus private consumption, GDP and employ-
ment.!

Increasing private investment under current economic condi-
tions seems rather improbable (Arestis and Sawyer 2005),
since, for firms to have an incentive to increase their produc-
tion capacity by investing in fixed capital, at least two condi-
tions should be met: firstly, actual rates of capacity utilisation
should be near full capacity; and secondly, expected profitabil-
ity of new investment should be relatively high. Still, both con-
ditions are not met at the actual conjuncture. Increasing public
investment in making use of European funds would be bene-
ficial but not enough. Increasing net exports (heavily depend-
ent on tourism) and their contribution to GDP growth seems
like an impossible task. Exports should not be expected to re-
cover soon in the environment of radical uncertainty induced
by the Covid-19 epidemic. Therefore, implementing a wage-
led recovery boosting private consumption, and then GDP and
employment is the most rational and feasible policy to apply at

1 Bhaduri and Marglin, 1990; Blecker, 2002, 2011; Blecker
and Setterfield, 2019; De Jesus and Lépez 2019; Hein
and Tarassow, 2010; Hein and Vogel, 2008; Lavoie and
Stockhammer, 2011; Nishi and Stockhammer, 2019; Onaran
and Galanis, 2013; Palley (2011), Stockhammer, 2011.

present. Furthermore, a wage-led recovery would contribute
to restore fairness, at least partly, in the distribution of income.

Central to the wage-led policy we propose is the condition
that increasing private consumption can be effective in boost-
ing GDP and reactivating idle resources only if it is sustained
over several years. Therefore, an initial impulse on demand
should activate a virtuous cycle producing repeated increases
in demand until the productive capacity utilisation rate is in-
creased to its maximum under the balance-of-payments con-
straint (Nah and Lavoie, 2019).

In this note we present, firstly, certain critical characteristics of
the current situation concerning distribution of income and
fairness, secondly, a short description of a virtuous cycle (pro-
ducing repeated increases in demand until the capacity utilisa-
tion rate rises to its maximum under the balance-of-payments
constraint) that could be activated in Cyprus if the necessary
political will existed, and thirdly, conditions and constraints
under which the wage-led growth strategy is feasible.

THE STRUCTURAL SHIFT IN THE DISTRIBUTION
OF INCOME AND FAIRNESS

The relation between the average real wage and unemploy-
ment shifted during the period of 2012: Q3-2015: Q3 (figure 1,
shift from line AA’ to line BB’) indicating a devaluation of la-
bour. In other words, since the third quarter of 2012, for any
given value of the unemployment rate, the average real wage
is now lower than before. This structural shift created a gap
between the average real wage and labour productivity (fig-
ure 2), leading to a dramatic redistribution of income: the in-
come share of labour has been reduced, and the profit share
has been increased by 4 percent points of GDP (figure 3), leav-
ing nevertheless fixed capital accumulation rate at low levels
(Cyprus Labour Institute PEO, 2019, p.70). It is thus a matter of
fairness to design and pursue a redistribution of income in fa-
vour of labour. This cannot be obtained by decreasing unem-
ployment rates; it is only reform of labour market institutions
(Howvell, 2019) that could reverse the structural shift and boost
thus the effectiveness of wage-led growth (King 2019). We do
not see the redistribution of income in favour of labour and
corresponding structural reform of the labour market simply as
a matter of fairness, but also as active constituent parts of a
wage-led growth process (Stockhammer, Onaran and Ederer,
2009), which can end the recession and drive the economy to
maximum utilisation of its idle resources under the bal-
ance-of-payments constraint.
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Figure 1.
Average Gross Real Wage vs Unemployment Rate
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Figure 3.
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THE VIRTUOUS CYCLE OF WAGE-LED GROWTH

We argue that under present economic conditions, it is feasi-
ble to implement a virtuous cycle of wage-led growth produc
ing sustained increases in demand in the medium term until
capacity utilisation reaches its maximum level (under the bal-
ance-of-payments constraint). The argument runs as follows:

1. Private consumption changes depend heavily on changes
in the sum of real wages (that is the average real wage
multiplied by the number of employees) (figure 4)2.

2. The GDP rate of change is correlated with private
consumption changes (figure 5).

3. Labour productivity depends on GDP growth (figure 6)
(McCombie, 2002) and on fair wages (Bowles et al.,
1984; Akerlof and Yellen, 1990).

4. The average real wage depends on the unemployment
rate and labour productivity. Real wages depend on the
average real wage and employment.

Considering all other factors (fiscal policy, propensity to con-
sume etc.) are unchanged, these correlations taken together
constitute a virtuous cycle of wage-led growth. Shown in
figure 7, the path of the cycle (in red colour) is formed by the
sequence of nodes 1-2-3-4-5-1: A higher average real wage
(node 1) increases the sum of real wages (node 2), which leads
to a rise in private consumption (node 3), then in GDP (node 4)
and in labour productivity (node 5), which positively affects
the average real wage (node 1), triggering thus a new cycle
following the same path until the system meets its bal-
ance-of-payments constraint. Three secondary virtuous
cycles operate simultaneously in interaction with the main
cycle of wage-led growth:

Figure 5.
Private Consumption and Gross Domestic Product
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2 Allfigures are from the annual report on the economy and
on employment by the Cyprus Labour Institute PEO (2019).

1. The GDP-employment cycle, where growth consecutively
increases employment, thus the sum of real wages,
private consumption and GDP.

2. The GDP-unemployment cycle, where growth decreases
unemployment, enhances the bargaining power of
employees and increases, thus, the average real wage.

3. The productivity-wage cycle, where higher real wages
enhance motivation and effort of employees, thus
boosting labour productivity.

Figure 6.
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As the main and the three secondary cycles operate, higher
aggregate demand emanating from higher wages reactivates
idle resources up to the point of maximum capacity utilisation
under the balance-of-payments constraint.

Still, the above dynamics of the wage-led virtuous cycle has no
internal driver; it has to be triggered from an external impulse.
There are at least two ways to trigger and accelerate the wage-
led growth process:

1.

The introduction of the national minimum wage in the
institutional framework of the labour market can act as
the driving force of the process (provided the initial level
of the minimum wage is set at the appropriate level), as
higher wages of the minimum wage beneficiaries should
be expected to have a spill-over effect on the wages of
other workers and therefore on the average wage in the
private sector.

Structural reform of the labour market enhancing the
bargaining power of workers in the private sector can
trigger the process and increase the dynamism and the
persistence of the wage-led process (King, 2019).

THE FEASIBILITY OF THE PROPOSAL

1.

The objection can be made concerning the feasibility of
our proposal, that higher wages resulting from the
wage-led recovery could, presumably, reduce
profitability and therefore investment. Profitability,
though, (i.e. the rate of return on capital) is not
determined solely by the average real wage but also by
labour productivity, capacity utilisation rate and the
product/capital ratio. Certainly, profitability declines as a
result of higher real wages, but this is simply the direct
impact, which should be examined in conjunction with
the effects of higher wages on the other determinants of
the rate of return (which are the capacity utilisation rate,
productivity of labour and the product/capital ratio).
There are at least three beneficial effects that wage-led
growth can produce:

Firstly, it increases labour productivity, with workers’
motivation and better quality of work emanating from
higher wages, on the one hand, and with the decrease
of the ratio of overheads to prime costs, on the other.
Secondly, it increases the capacity utilisation rate, with
private consumption and aggregate demand rising as a
result of higher wages.

Thirdly, it increases the product/capital ratio as
economies in the use of capital (Marx, 1975[1867]) are
obtained with enhanced workers’ motivation and effort.
Summing up, in the specific context of deep recession,
when the negative effect of rising wages on profitability
is jointly taken into account with their beneficial effects,
it is ambiguous whether profitability increases or
decreases in the process of wage-led growth (Storm and
Naastepad, 2011). We consider the reversal of the
undervaluation of labour not only as a matter of fairness
but also as an effective policy for restarting the economy.

It is only when full capacity utilisation is exceeded that
the process of wage-led growth could generate negative
effects on profitability.

Concerning investment, when income is at very low
levels, as it is at present, investment becomes insensitive
to profitability changes because

(a) there is a huge amount of excess capacity, and

(b) conditions are where “the facts of the existing
situation enter, in a sense disproportionately, into the
formation of our long-term expectations” (Keynes,
1936).

Under certain circumstances, a large influx of imports
fuelled by rising demand could emanate from the
wage-led recovery, leading to a balance of payments
deficit, hindering the economy from moving to full
utilisation of its potential (McCombie and Thirwall, 1994).
The expansionary policy would have then to be reversed.
Consequently, the rise in demand should proceed at a
gentle pace (Kaldor, 1986) otherwise the increase in
demand, after a run-down of stocks, would give rise to
undesirable trade balance deficits or to increases in the
price of some domestically produced services, and unless
capital inflows are attracted by growth prospects,
structural policies should be implemented to prevent the
formation of excessive trade deficits. Therefore Cyprus's
exporters, mainly tourism producers, should be
encouraged by competitiveness policies, possibly
financed by EU funds, to succeed in creating conditions
enhancing both their price competitiveness and
structural (non-price) competitiveness, increasing the
income elasticity of exports.? Reducing import
propensities would also be an important task of the
government. In any case, whether under a wage-led or
another economic strategy, the constraint of the balance
of payments will be an important problem to solve as
soon as possible.

. The successful implementation of wage-led policies

requires social consensus between firms, the
government and labour organisations (Gouzoulis and
Collin, 2019, Kalecki, 1943).

3 Higher real wages can also be an important element in

improving structural (non-price) competitiveness.
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