
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Summary 
 
When looking for bright growth performances in the EU, the focus is often put on 
Ireland. But another interesting case in this respect is Luxembourg, which 
experienced very strong growth in output and employment over the last 20 years. 
The primary engine of growth in Luxembourg was the financial sector but other high 
value-added service activities have also flourished in the country. A favourable 
regulatory and fiscal environment as well as a tradition of social dialogue and 
consensus constituted the main factors behind this success story. Beside these 
factors, this paper stresses the role of a mild taxation of labour income (especially 
when compared with neighbouring countries). Low labour taxation contributed to 
containing the rise in labour costs while guaranteeing high net incomes to wage-
earners and thereby helped attract many high value-added activities as well as a 
massive inflow of foreign workers. The challenge Luxembourg faces in the coming 
years is to preserve the conditions of this performance – and especially the 
favourable taxation rates - in view of the tensions that demographic evolutions will 
impose on the pension system. 

 
 
 

Luxembourg’s twenty golden years 
 
Real GDP growth has been extremely strong in Luxembourg since the end of the 
recession of the early 1980s (Chart 1). 
 
Chart 1: GDP and employment: cumulative growth 1983 - 2002 (in %) 
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Between 1983 and 2002, real GDP grew by more than 175% (nearly 5.5% a year 
on average), an achievement second only to Ireland in the EU-15. Luxembourg’s 
GDP per head is now by far the highest in the EU, amounting in 2002 to about two 
and a half times the EU-25 and to more than twice the EU-15 averages1. 
 
Employment followed output growth, increasing by a cumulative 81% between 1983 
and 2002 (almost 3.2% a year on average), the highest rate inside the EU-15. It 
grew even faster than in Ireland, despite the stronger Irish performance in terms of 
GDP. Job creation in Luxembourg was especially dynamic in the late 1990s, 
reaching more than 5% a year on average. It remained strongly positive, albeit at a 
lower rate, during the recent slowdown, as had already been the case during the 
1993 recession (Chart 2). The employment performance of Luxembourg is even 
more remarkable when compared not with neighbouring countries, but with 
adjacent regions (Chart 3). 
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This impressive employment growth implied a massive recourse to foreign labour: 
non-resident workers constituted more than 36% of total employment in 
Luxembourg in 2002 (i.e. more than 105 000 out of about 270 000 workers in total) 
against less than 8% in 1974. Their share in the rise in employment in recent years 
was even higher: over 65% of net job creation from 1996 to 2002 benefited non-
residents. In fact, Luxembourg increasingly played the role of a major employment 
pole for a wider region, drawing from a very large pool of available workers as there 
are, depending on the size of the area considered, between 200 000 and 500 000 
unemployed persons in the regions adjacent to the Grand-Duchy. 
 

Chart 4: Real GDP growth differential with neighbouring countries 
1962 -2002 (percentage points) 
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Chart 2: Employment growth in 
Luxembourg and neighbouring 

countries 1983 – 2002 
(annual % change)

Chart 3: Change in employment in 
Luxembourg and adjacent regions  

1990 -2000 (1990 = 100) 
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The remarkable performance of Luxembourg is even more striking when putting it 
in an historical perspective. Before the second oil shock, economic growth was not 
faster on average in Luxembourg than in the neighbouring countries; it was slightly 
slower (Chart 4). 
 
 
 
From heavy industry to high value-added services 
 
Clearly, a structural break or a regime change occurred in Luxembourg some 20 or 
25 years ago. Up to the 1970s, the country was heavily dependent on its steel 
industry, whose troubles seemed to augur a gloomy future. The sector was deeply 
restructured, with the workforce falling by about 80% between 1970 and 2000, but, 
more importantly, the basis was set for the transformation of a heavy industry- 
based economy into a high value-added services-oriented one. 
 
The factors behind this metamorphosis are well documented (see e.g. IMF (2000) 
or OECD (2004 and previous issues)). Luxembourg had the advantages of its 
central location at the heart of the European Union of that time, of a skilled and 
multilingual labour force and of a tradition of social dialogue, stability and 
consensus. The authorities quickly realized that a flexible and favourable fiscal and 
regulatory framework could attract foreign banks and investors and initiate the 
development of an international financial centre (on the role of institutions or social 
infrastructures in explaining growth differentials, see e.g. Hall and Jones (1999). A 
list of the main measures that contributed to the development of the Luxembourg 
financial centre can be found, for instance, in IMF (2000)). Success probably 
exceeded expectations: as soon as the world economy recovered from the 
recession of the early 1980s, Luxembourg began growing much faster than its 
neighbours. 
 
The financial sector was the primary engine of Luxembourg’s “second take-off” but 
it did not walk alone: the expansion of the Luxembourg financial centre led to the 
development of a whole range of other service activities, which nowadays 
represent a substantial part of the country’s economy. In 2002, the sector “Estate, 
rental and services to enterprises” accounted for nearly 21% of total gross value-
added in the economy and for 16% of total employment, as against 34% and 12% 
respectively for the financial sector itself. 
 
 

A virtuous fiscal circle 
 
Among the set of factors that helped create the conditions for the Luxembourg 
success story, there is one which certainly is less often mentioned than, for 
instance, the favourable legislation on banking or investment funds but which, 
nevertheless, probably played a significant role, namely the relatively low taxation 
of labour income, at least by European standards. 
 
Contrary to a relatively widespread belief, the total tax burden (including social 
security contributions) is not particularly low in Luxembourg: at 41.9% of GDP in 
2002, it was even slightly higher than the EU-15 average of 40.5%. The share of 
direct taxes in GDP is significantly higher than the EU average but only because of 
the very high revenues from corporate tax (which amounted to 8.6% of GDP in 
2002, by far the highest in the EU). The effective top statutory tax rate on corporate 
income is neither very high (30.4% in 2002 compared to an EU average of 31.4%) 
nor exceptionally low (12.5% in Ireland). The implicit tax rate on capital computed 
by the Commission services amounted to 24.3% in Luxembourg in 2002, 
significantly higher than in Belgium (18.9%), France (19.6%) or Germany (16.9%). 
However, one should not conclude too quickly that the Grand-Duchy has no fiscal 
advantage in terms of capital taxation. In the case of Luxembourg, this implicit tax 
rate on capital is probably biased upwards because, due to data unavailability, the 
tax base could not be corrected for dividends paid abroad and earnings on foreign 
direct investments. In a very small economy with a large financial sector, these 
flows are far from negligible. 
 
On the other hand, personal income tax and social security contributions are 
clearly low by European standards and even very low when compared to 
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neighbouring countries (Chart 5). Actually, Luxembourg has one of the lowest 
levels of taxation on labour income inside the EU, and the lowest one after UK and 
Ireland among EU Member States with the highest GDP per head. Both the tax 
wedge and the implicit tax rate on labour income are significantly lower than in 
most EU countries, especially Belgium, France and Germany. Taxation of labour 
income was already relatively low at the beginning of the 1980s and has 
systematically been reduced since then, while, in neighbouring countries and in the 
EU as a whole, it generally (and sometimes considerably) increased2. 
 

Chart 5: Tax wedge for a worker at average earnings 1979 – 2003 (%) 
single worker married worker, 2 children 
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Source: OECD 
 
Wage increases were strong in Luxembourg over the period (Chart 6) but, thanks 
to even faster productivity growth, they were in fact slow enough to allow real unit 
labour costs to decrease more than in neighbouring countries with the sole 
exception of the most recent years (Chart 7)3. The rise in wages was thus in a 
certain sense rather restrained since it was significantly slower than the rate of 
increase that productivity growth would have warranted without raising real unit 
labour costs. 
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The moderate taxation of labour income in Luxembourg probably helped dampen 
the rise in wages. Even if this issue is still debated (see e.g. Nickell (2003)), several 
authors (including Daveri and Tabellini (2000), Liebfritz et al. (1997) and Nickell et 
al. (2003)) have found significant effects of the tax wedge on labour costs: higher 
taxes do not completely fall on the shoulders of wage-earners, which implies that 
they raise costs per employee, reducing firms’ demand for labour. Conversely, low 
and/or decreasing taxes will drive costs down and, ceteris paribus, increase 
employment. 
 
At the same time, a high or rising tax wedge will also decrease the labour supply 
from individuals by reducing after-tax income. The opposite actually happened in 
Luxembourg. People from abroad went to work in the country because gross wages 

Chart 7: Real unit labour costs 
(1980=100) 

Chart 6: Nominal compensation per 
head: LU minus average of BE, DE, FR 

and NL (in % of this average)
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were high and net wages even higher compared to neighbouring countries (and 
also because jobs were being created there). 
 
It is thus likely that the low taxation of labour income played an indirect but 
significant role in the location in Luxembourg of several types of economic activities 
in which the Grand-Duchy a priori had no specific comparative advantage. Low tax 
and contribution rates contributed to attracting new high value-added activities and  
fostered the development of existing ones, thus generating an above-average 
growth in output and employment and increasing the tax base. This resulted in 
buoyant revenues, which, in turn, allowed to keep the rates low or even to lower 
them further without jeopardizing public finances. As long as the favourable initial 
conditions can be maintained and public finances remain sustainable, this kind of 
simultaneously reinforcing virtuous circle may continue, maintaining or even 
strengthening the country’s initial advantage. 
 
 
 
Is the success story set to continue? Risks and 
challenges 
 
The growth and employment performance of Luxembourg over the last twenty 
years is impressive. Maintaining the conditions that made this performance 
possible is essential, especially for a small, very open and extremely specialised 
“niches economy” like Luxembourg, which is highly vulnerable to changes in the 
international environment. But, beside the exogenous risk factors, which are 
numerous and for a large part unpredictable, there is certainly also an endogenous 
and largely predictable one. Up to now, the pension system could easily be kept in 
balance – and even in surplus – because of rapid employment growth. However, 
the current ratio between contributors and beneficiaries will most probably 
deteriorate as the strong job creation of the last twenty years necessarily translates 
into a similar rise in the number of pensioners in the coming decades. A major, if 
not the most important, challenge for Luxembourg in the coming years will be to 
address this problem without raising drastically the tax burden and especially that 
on labour, which would put at risk the foundations of the country’s performance. 
 
In sum, the Luxembourg success story is very peculiar: it crucially hinges upon the 
country’s status of highly specialised “niches economy” which was able to make 
the right choices at the right moment. This experience could probably not be 
repeated on a larger scale. However, the favourable effect on growth and 
employment of a low taxation on labour income might constitute a lesson for other 
countries, where labour taxation is much higher. Of course, Luxembourg was able 
to use the wide room for manoeuvre created by exceptionally sound public 
finances (government debt amounted to some 11% of GDP in 1980 and 
continuously decreased to about 5% in 2003) to pursue this strategy on a scale 
which is probably out of reach for countries where public finances are in deficit and 
government debt is much higher. Moreover, if the lowering of taxation on labour 
were applied more generally, then the positive effects on employment would 
probably be somewhat smaller than in a country which follows this strategy alone. 
However, taking into account the extremely high levels that the taxation of labour 
has reached in many EU Member States and the distorting effects this certainly 
has on employment, it is probably advisable for other countries to follow the 
example of Luxembourg at least on this specific point. Actually, since the mid-
1990s, some of them have already embarked on such a policy (see e.g. Carone 
and Salomäki (2001) and European Commission (2004)). 
 

Low labour 
taxation certainly 
is a major asset 

for attracting 
foreign investment 

The key challenge 
is to keep taxation 

low despite the 
rising pressures 
on the pension 

system  

Luxembourg’s 
experience is 
unique but its 

emphasis on low 
labour taxation 

can be an 
example for other 

countries 



ECFIN Country Focus  Volume 1, Issue 15 Page 6 

 
 
References 
 
Als, G. (1991), Histoire quantitative du Luxembourg 1839 – 1990, Luxembourg, 

STATEC 
 

Bouchet, M. (2003), The sustainability of the private sector pension system in a 
long term perspective: the case of Luxembourg, Banque centrale du 
Luxembourg Working Paper No 6 

 

Carone G. and A. Salomäki (2001), Reforms in tax-benefit systems in order to 
increase employment incentives in the EU, European Commission Economic 
Paper No 160 

 

Daveri F. and G. Tabellini (2000), “Unemployment, growth and taxation in industrial 
countries”, Economic Policy, Vol. 30, pp. 49 - 90 

 

Disney R.(2000), The impact of tax and welfare policies on employment and 
unemployment in OECD countries, IMF Working Paper No 00/164 

 

European Commission (2004), Structures of the taxation systems in the European 
Union edition 2004, Luxemburg, European Commission and Eurostat 

 

Hall R. and C. Jones (1999), “Why do some countries produce so much more 
output per worker than others?”, Quarterly Journal of Economics, Vol. 114, pp. 
83 – 116 

 

IMF (2000), “Why is Luxembourg growing so fast ?” in Luxembourg: Staff Report for 
the 2000 Article IV Consultation - Selected issues, pp. 6 - 14 

 

IMF (2004), “Pension system projections and policy options”, in Luxembourg: Staff 
Report for the 2004 Article IV Consultation - Selected issues, pp. 24 - 31 

 

International Labour Organisation (2001), Évaluation actuarielle et financière du 
régime général d’assurance pension du Grand-Duché de Luxembourg,Geneva, 
ILO 

 

Liebfritz W., J. Thornton J. and A. Bibbee (1997), Taxation and economic 
performance, OECD Working Paper No 176 

 

Nickell S. (2003), Employment and taxes, CES Info/ Venice Summer Institute 2003, 
Working Paper no. 1109 

 

Nickell S., L. Nunziata, W. Ochel and G. Quintini (2003), “The Beveridge curve, 
unemployment and wages in the OECD from the 1960s to the 1990s” in: P. 
Aghion, R. Frydman, J. Sitglitz and M. Woodword (eds.), Knowledge, 
Information and Expectations in Modern Macroeconomics: in Honor of Edmund 
S. Phelps, Princeton, Princeton University Press 

 

OECD (2004 and previous issues), Economic Surveys, Luxembourg, Paris, OECD 
 

OECD (2003 and previous editions), Taxing Wages, Paris, OECD 
 

STATEC (2000),“Incidences macro-économiques des mesures fiscales annoncées 
par le Gouvernement luxembourgeois: un inventaire“, Note de conjoncture, No 3 
chapter C 

                                                 
1 GDP per head is amplified by the very large number of border workers (see further in the text). However, GDP per person 
employed is also much higher, about 63% above the average for EU-25 and 45% above that for EU-15. 
2 The latest episode to date in this policy was the lowering in two steps of personal income tax by about 1.1% of GDP in 2001 
and 0.8% in 2002. Simultaneously, taxes on corporations were also reduced in 2002 by about 1.7 percentage point of GDP. 
 
3 Wages kept rising fast in recent years. Simultaneously, GDP growth slowed markedly while employment kept growing 
relatively fast, following output developments with the usual lag. As a result, value-added per person employed dropped, which, 
together with the continued rise in wages, resulted in a surge in unit labour costs. 
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