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Abstract

This paper exploits the introduction of the National Minimum Wage (NMW) in
Britain and subsequent increases in the NMW to identify the effects of minimum
wages on productivity. We find that the NMW increased average labour costs for
companies that tend to employ low paid workers, both upon the introduction of the
NMW and more recently following the Great Recession when many workers
experienced pay freezes or wage cuts, but the NMW continued to rise. We find
evidence to suggest that companies responded to these increases in labour costs by
raising labour productivity. These labour productivity changes did not appear to
come about via a reduction in firms' workforce or via capital-labour substitution.
Rather they were associated with increases in total factor productivity, as theories
of organisational change, training and efficiency wages would suggest.
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1. Introduction

Standard neo-classical theory predicts that minimum wage floors will reduce labour
demand, but to date the empirical literature continues to debate whether in practice
this actually occurs (see e.g. Neumark, Salas and Wascher, 2014; Allegretto, Dube
and Reich, 2011; Ropponen, 2011). In the UK the large number of studies examining
the employment impacts of the National Minimum Wage (NMW) suggest that labour
demand has remained broadly unchanged despite this legislated rise in earnings for
the lowest paid (see e.g. Stewart, 2002, 2004a, 2004b; Dickens, Riley and Wilkinson,
2012; Dolton, Rosazza Bondibene and Wadsworth 2010, 2012; Bryan, Salvatori and
Taylor, 2013).1 This paper suggests that one of the reasons the employment
impacts of the NMW have been muted is that firms managed to contain unit labour

costs through increases in the efficiency of production.

! There is some evidence that the introduction of the NMW led to a reduction in the average hours worked
of the lowest paid, particularly for men (Stewart & Swaffield, 2008), and a reduction in employment
retention for female part-time workers (Dickens, Riley and Wilkinson, 2015).
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