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Relative Earnings and Manoower Allocation
in Developing Economies

Lloyd G. Reynolds..

I. Introduction

The less developed co.untries present two kinds of challenge to economists. First,
they invite us to develop hypotheses about how economic growth begins and about struc- -
tural changes during the early decades ef growth. Second, they provide a fresh terrain on -
which functional specialists in public finance, industrial economies, er what not can test
accepted notions about economic behavior.

For investigations in labor economics; the structure of earnings brovides a convenient
starting point. (It is best to say "earnings" rather thaﬁ "wages" because most workers in
the LDC's are self-employed.) Analysis of earnings recjuires an examination of manpower
subplies and requirvemﬂents.‘ This leads int,e t»he ec.ono'xﬁiee of egriculfure, industry,éovefn—
bmen.tr, and other labor—demandihg sectors on one side, and into a study pf education aed |
other skill-producing agencies on the other. Thus by etarting wifh the earnings sf‘ructure,
one is led rather directly into the heart of the economy. |

Some readjustment of ideas is necessary at the outset in view of basic differences
between the LDC's and the advanced industrial coun_tries. Certain wage issues which are
important in Europe and the United States do not bﬁlk large in the present context. Cost-
push .pressure on the price level, and the problem of reconciling hiéh employment with price
- stability, are not major issues. The concept of income distribution as a division between
profits and wagee is applicable only within the small sector of "modern industry."” The
concept of a general wage level, with the implication that particular wages move in a

synchronized way, is not useful. The interesting problems concern relative earnings in
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iferent areas, sectors, fiims. wor occupations, i.e., they are problems in micro-economies.
A éerious difficulty is that there is no such thing as a "typical” less developed
‘country. The range of varia‘tion is much wider than in the North Atlantic world. Consider
the differences between Malawi and Mexico in income level, bomposition of output, skill- —.
distribution of labor force, weight.of govemment in the economy, wage-determining institu-
tions. In most respects the countries of tropical Africa cluster toward a "least d'eveioped"
pole, some of the Latin American countries toward a relatively advanced pole, with other
LDC's somewhere in between.
Admitting this aiff'iculty, let ué examine a fictitious or "median" LDC with the
following characteristics: |

First, it is é "mixed economy. ' Government'operates pﬁblic utility industries and
perhaps certain brgngh_eé_;ofv r_n_”a_.m_;féct»q_ri_ng in addition to producing public services.

Second, the ecénér;ly is alt an early stége of developmept, with "modern" business
enterprises producing perhaps ten percent of ﬁational output. It is nei‘ther’Malawi nor
Mexico, but more nearly liké Thailand, Pakistan, or Colombia. |

Third, the economy is growing, i.e. per capita output is rising. Ina stégnant
economy, the phenomena énalyzéd below woulld not appear.

Fourth, populaﬁtion and labor force are growing rapidly-~-say, at 2.5 to 3.0 percent per-
yvear, There is surplusmlabor, or perhaps better "laborr slack" in the economy, consisting
partly in ungtilized lak;or time and partly in wide sectoral differences in dutput per worker,
VThere is an ample supply of {untrained) blabor to ‘t‘he growth points of the economy..

The oCcupafiohal'groups_ to be analyzed are: self-—ex'nployed workers in agriculture;

self-employed workers in traditional urban occupations; low-skilled workers in "modern”

" private enterprises and in government; and white-collar workers requiring some period of
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formal education. We shall examine how the earnings of these workers are determined at a
point of time, and offer hypotheses about the probable movemant of relative earnings during
the first few decades of development. The dis»cussionnis necessarily speculative and hypo-
thetical, because reliable earnings data are rare in the less developed world, and are

usually limited to short periods of time.

II. Earnings in Agriculture

We begin with agricultural‘ workers, whose earnings are often regarded as constitut-
ing a base for the urban eamings structure. Agriculture is a diversified industry, including
many preducts and numerous forms of production organization. It may include large planta-
tions, producing for export and hiring wage labor. It includes landless laborérs on other
farms, hired on a daily or weekly basis. It includes peasant farmers, who own cr rent the
land they cultivate. So we must first decide whose incomes we are talking about and what
kind of agricultural organization we are assuming.

We limit-the discussion to peasan‘t fafmers, who may be either owners or tenanfs. We
assume that all farm work is performed by household members, and ignore the possibility
of_ hired labor. We assume also a clear separation of people and incomes betwe‘e_n country
and city. People who move to the cify settle there permanently. There are nob informal
income transfers--farm people do not ship food to relatives in town, nor do town dv.vellers
help to support rural relatives. This is meant to exclude the African migratory labor situa—/
‘tion, in which it becomes difficult to segregate and compare "rural incomes" with "urbanj
incomes. "

It is necessary next to select an aﬁproprlate income measure, Shbuid this be earn-

ings per man-hour of labor, or per farm worker, or per farm household? All adult household

members commonly do some work on the farm, and children begin to contribute at an early
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age, Farm employment is thus difficult to measure, and it is probably best to ta.ke income
per household as thev most useful figure.

At an early stage of development, farm income c;gnsists largely of production for home
use. This is not mérely food prodﬁction, but includes.almost everything the family con-
sumes--clothing, housing, fi.lrniture, personal services. Salt, .fea, shoes or sandals,
cloth, and a few metal tools and cooking utensils may be the only purchased items. The’
valuation of household production is thus of critical importance. In GNP calculations,

.foodstuffs for home consumption are usually valued at farm prices, so as not to include
“"fictitious" transport and marketing charges. But if the purpose is rural--urban Welfare
comparisons, or appraisal of inducements to migration, it would seem that farm production

should be valuéd at "city prices." To the extent that this is not done, and to the extent
_that all items of household production are not counted, the relative level of rural earnings
is understated. |

Where the peasant is an owner-cultivator, there should be a deddctic’m fpr imp\.;téd
-rent and interest in order to arrive at labor income proper. But such adjustments_ alfie
notoriously imprecise and often yield the resultthat farm labor income is very low or even
negative. In any event, gross earnings inéluding rent and interest may be more pertinent
- to analysis of rural-urban migtation and labor supply to the modern sector.

Having made these d.istiﬁctions, yvhat can one say about the probable behavior of
peasant incomes? -These incomes are certainly"low" though perhaps not as low as may
appear, because of a bias toward undervaluation of household output in existing méasure—

- ments.. It is not certain either that real incomes of rural households are below those of

urban households engaged in "traditional" trade, service, and handicraft activities.

More interesting, however, is the question of movement over time. We have assumed

that per capita output in the economy is rising. It would seem, then, that per capita
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agricultural output must alsc be rising in the economy is not to run into the Ricardian food
bottleneck. While there are some possible lines of escape from this proposition, none
éppears very promising. First, a strong government miéht follow an austerity program
under which per capita consﬁmption does not rise de'spite a continuing increase in par
capita output, which would then be channeled entirely into capital formation. It is doubt-
ful, however, that many governments in the less developed world could actually enforce

such a program. Second, domestic food production per capita might be increased without

any increase in agricultural output per capita by diversion of acreage from export crops and

- non-food crops. But this does not look like a viable development path over any extended
p'eriod. Third, if the countrﬁr is able to increase non-agricultural exports rapidly, it can
import food to closé a growing agricultural deficit, But this would be feasible foronly a
-few oil or mineral éxporters.

One éould argué, indeed, tﬁat farm income per household must rise in any even#.
For suppose that agricultﬁral output rises only as fast as population, or even at some ll‘)wer
rate. Rising per capita incomes in other sectors, pressing against this limited fooéil supply,
will shift the rural-urban terms of trade in favor of agriculture. Real income per farm
household will then rise because of the terms of trade effect. It is unwise to rely on this
as more than a short-term argument, however, because such a growth path would céme to
.an end rather quickly as the classical economists foresaw.

In the general case of succeséful development along a balanc?ed agricultural -
industrial path, agricultural output per head of natic_mal population will be rising. Assum-

“ing for the moment that the distribution of population between agriculture and non-

_agriculture remains unchanged, agricultural output per head of farm population will be

rising. (If there is a redistribution of population toward urban areas, as is sometimes

assumed in growth models, the argument holds a fortiori.)
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If output and income per jarm household are rising, it seems likely that consumption
per household will also be rising. All of the increase\d income (in the case of owner-
cultivators), or a certain propértion ofrit (in the case oi tenants), accrues to the farmer in
the first insfance. Wtile he may save some of the increment, he will normally consume
part of it. Government may recapture part of the increase through taxation; but a 100 per-
cent marginal rate of taxation is scarcely feasible. Increased output requires tﬁat the
household supply increased labor inputs, learn new techniques, and assume new risks.

It seems unl_ikely thaf they v‘vouldr be willing to do ‘th'is for zero retum.

We conclude that growth models in which the “"rural wage rate" remain constant as
outputr rises are not pléusible. Instead, income and consumption per household will move
upward over time.

The rate of increase d_épends onV: (1) the rate of increase in physical output, which
depends partl& onr what gov-e‘mment does tb discéver and disseminéte new. techniqueg, and
to make available physical inputs, cfedit, and marketing faéilities; (2) land tenure- _arr:ange-
ments, wﬁich determine the share of increments in output accruing to the cultivatdf, and.
which can be altered by government through "land reform" measures; (3) the behavior of ~f.arm
prices, which is often regulated through price supports, marketing boards, or other govern-
ment purchase schemes; (4) the marginal rate of taxation on farm incomes. There is thus
nothing inevitable about the rat.e‘of increase in agricultural incomes. It is normally regu-
lated--more or less systematically, more or less wisely——bvahat :government does or fails
to do. | |

Do decisions in this sphere affect only the operation of the agricultural sector, or do
they react also on the urban wage level? In models of the Lewis or Fei-Ranis type, there

would be a direct reaction. The supply curve of labor to the modern sector of the economy
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win horizontal at a level suiliciently above earnings in agriculture to induce rural-

ol

is dr
urban migration. If, then, the level of farm earnings were to rise, the urban labof supply
curve would shift upward correspondingly. The wage of low-skilled urban labor would move
upward over time at the safne rate as agricultural eamings.

But while things might possibly work in this way, ;ﬁhey do not seem actually to work -
in this way. It seéms in fact reasonable to draw the supply curve of labor to the modern |
sectof (SS in Figure 1) as sloping upward in the usual way. Although we have spoken for
convenience of an average level of earnings in agriculture, actual earnings vary widely
because of variations in soil, climate, water availability, cropping patterns, and the
farmer's own capacity. The wage at which individuals find it worthwhile to transfer from
coﬁﬁtry to city willl vary correspondingly. Moreover, the modern sector draws only part of
its recruits from agriculture. Some come from ofher urban activities, and some are new
entrants to the labor force. ! For these people, téo, it is _reasonable to suppose that' the
higher the industrial wage, the larger will bé the number of job appliéants.

The truth behind the Lewis-type diagrams is that, at the wage—level prevailing in _the
modefn sector (OW in Figure 1), the number of workers desiring employment (ON) exceeds
the number demanded (OE). There is a disequilibrium situation. The interésting question
is how the wage OW was established, and why it does not fall in the face of a iabor
surplus. Explanatior;of this pﬂenomenon belongs to a later sectiop.

An increase in agricultural earnings would shift the supply-curve leftward, say to

S;, 8 But this would still leave a labor surplus, and would not directly affect wages

1

or employment in the modern sector,

1 In a sample of 1000 new factory workers in Puerto Rico, the writer found that about one -
fifth had transferred from agriculture, two-fifths were drawn from other sectors of the
econoniy, and another two-fifths were new entrants to the labor force. See Lloyd G.
Reynolds and Peter Gregory, Wages, Productivity, and Industrialization in Puerto Rico

(Homewood, 1Ill.: Richard D.Irwin, Inc.,1965),p.209. It would be useful to have compar~
able evidence from other industrializing countries. -
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I1}. The Low—Productivity Urban Sector

Simplified models of development sometimes assume that all non-agriculturalists are -
employed in the modern sectorl. But this is actually not true. The urban population com-
~ prises two distinct areas of employment. These may be termed the traditional and modern
areas, or the small enterprise and large enterprise areas, or the low productivity and hiéh
productivity areas.

In the early stages of development, most Qf the urban labor force is in the low pro-
ductivity are;a. This includes handicraft manufacturing, retailing, labor-intensive transport
of goods and people\, domestic and personal service, and a variety of other service activi-
ties. Most of these people are srelf-employed,v resembling in this respect the agricultural
population. Entrance to the occupations in question is open. Most of them require little or
7 ﬁo skill, and also little or no capital. They thus provide a natural entry point for migra‘nts
from the cou-ntry, who win a precarious foothold in the urban economy by crowding ih‘to
petty trade, services, and other small-scale activities. Overmanning of these aciivities
contributes to low output and income per worl-<er. While most people manage to ;vork a
little and éam a little, some remain wholly unemployed. They presumably subsist by being
attached to a household which has some source of income; but their .presence reduc,;es' real
income per household member. -

Very little isl knowﬁ about rincomes in this sector. Statistical effort tends to be con-
centrated on wéges and salaries in the modern sector, and to a lesser extent on agricultuvral

earnings. Even if one had good measures of money income, it would be difficult to compare

real income levels in city and country. There are well-known pitfalls in such comparisons,

1 The original Lewis article, however, was careful not to make this assumption. Lewis
includes among his sources of surplus labor what we here term the low-productivity urban
sector.
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neluding the fact that somne items consumed in the city are not available in the country.
One is in the end comparing two different styles of life._

Suppose, however, that these difficulties céuld bé overcome, What would one
expect to be the relation, in equilibrium, between real earnings in agriculture and in
traditional urban activities? The equilibrating factor would be ru';al—urban migration. So
the question rﬁay be put in this form: what assumptions about migration would lead one to
expect income parity between agriculturalb and (traditional) urban occupations?

"One wogld have to aséume that eVeryone growing up in the countryside has fhe option
of remaining in agficulture (no one is literally pushéd out by land scarcity); that the only
alternative to agricultural employment is employment in the low-p_roducti-vity urban sector
(which ignores fhe chance to secure employment in the high-wage modern sector); that
differences in real household income are the only determinant of migration (the "bright
lights" and other presumed attractions of city life are not relévant); that whole Households
~ migrate; that accurate information is available, and that migration costs are zero. lU»nderr
these conditions one might expect real incbmes to tend toward the same level in botf;
sectors.. Any disruption of equilibrium resulting from differing rafes of population growth in
couritry and city, or from differing rates of i.ncrease’in labor demand,v would be speedily
corrected by net migration.

Migrétion is clearly mbre, complex than this, and we do not know much about it.
i_.abor market information is poor, and the .costs and risks of migrétion are substantial. On
these counts it is often >argued. that the equilibrium level of real income will be somewhat
.higher in the 'city. But there are also forc;.?é working in the opposite direction. If rural
p_opulation growth is rapid and land scarce, people may bé forced out of agriculture willy-

nilly. City life also has considerable non-monetary attr_‘actions: enlarged opportunities



-11-

for social contact, incivding & broader marriage market for young people; greater variety of
recreational opportunities; the possibility of learning new skills and moving up the econ-
omic ladder; b_ette; educational opportunities for one's children. Moreover, there is in the
. City a médem high—wage sector alongside the traditional sector. The actuarial likelihood
of getting employment in this sector has a value which must be added to the other attrac-
tions of city life. This consideration is especially important for young people with above-
average education. Much of the country-city migration consists of such people rather than
of whole fami;ies.

One can readily argue, then, that the equilibrium level of real income in tréditibnal
urban activities may be below that in agriculture. Or to put the point differently, income
par@ty in the two sectors will lead fo substantial country-city migration. This hypotheses
can be tested, however, only through country-by-country investigation.

Whatever the equilibrium income relation may be—?and supposing. thatrequvilibrium is
once established--changes in the earnings level in traditional urban activities should
tﬁénceforth parallel those in agriculture. If real income per farm household rises grédually
over time, as we argued earlier it should do in a growing econdmy, one would expect a

" similar movement of earnings in traditionallurban activities.

A word may be added on urban unemployment. In méhy of fhe less developed
countries, the number of rural-urban inigrates has recently exceeded the increase in urban
-labor demand, leading to growing unemployment and underemployment in the cities. While

this is indeed a serious problem, one may speculate that unemployment will not increase

indefinitely, It tends to reduce real income per household member in the cities relative to
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that in agriculiure; and it reduces the probabilitylof new migrants being able to find jobs in
the modern sector. Both effects are unfavorable to migration. At some level of unemploy—
ment, therefore, nevt migration will fall to the rate at vs;i'lich new urban jobs are being |
created. Unemployment will then have reached an equilibrium level, and will not increasé
further.

There are important policy problems in this area. Assuming that many LDC's will
have substantial under-employment for some decades to come, is it better for people to be
under-employed in the country or thé city? Should cityward migration be encouraged or
discouraged? What policy instruments are available? Purthér investigation of migration

behavior and relative income levels might contribute to resolving such questions.

IV. The Modern Sector: Low-Skilled Labor

The modern (or high-productivity) sector embra;:es governrhent service, factory
industry, commercial constrﬁcﬂon, mechanized trané.poriation, import and éxport trade,
banking and finance, electric power ahd other public utilitie's. In some ec_:ono_mies it'

» incl-udes also large mining or petroleum industries.

The wage rate of orimary concern is ihe hiring rate for unskilled labor; but w&e use the
broader term "low-skilled labor" to include semi-skilled operatives in manufacturing and
comparable groups in other indus_'pries. These jobs require only a short training period, and.

are usually paid at not much more than unskilled labor rate.

lCalculation of this probability requires assumptions about the working of the urban labor
market. One might assume, for example, that new migrants take their place at the tail of

a queue and are hired only after the existing unemployed have been absorbed. Alternatively,
it could be assumed that a new migrant has precisely the.same chance of employment this
month as do the existing imemployed, i.e., that selection by employers is random as
regards date of migration. Under either assumption, a higher level of unemployment will
reduce the prospects of the new migrant.
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The limited statistical evidence suggests two observations concerning these rates.
First, they seem to vary considerably more among estaplishments than is true in more
developed countries, suggesting greater imperfection of the labor market (including. the
widespread prevalence of underemployment and surplus labor). This variation is ebserv—
able, for exe_ample in data on wage rates by size of manufacturing establishment. "It is
normal everywhere for smaller enterprises to pay less than larger ones; but in the more
developed countrie”s the differenfial is moderate. Taira fouﬁd that in the U.S., Britain,
aﬁd five WestrEurolpean countries, manufecturing plants with 50-99 employees typicélly
paid 80'—90 percent as much as establishments with 1,000 employees and over, But the
smaller enterprisee pay only S5 bercent as much in Iﬁdia and 65 percent. as much in thev
United Arab Republic. 1

The second strikiﬁg fact is that’'wage levels in the modem seetor seem very high
relative to earnings ‘in traditional activities. Instead of the modest 30 or 40 percent
ﬁremi_um hypothesized in some growth models, they are often 2 to 3 times as high. -‘:Poreign--
owned 0il and mineral companies seem particularly prone to pay wages much aboveltradi—

tional levels. Evidence is available from areas as diverse as Jamaica, Puerto Rico,

_ | 2 ,
Zambia, Uganda, Lebanon, Iraq, and Iran.. While more evidence is needed, it is a

! Koji Taira, "Wage differentials in developjng countries: a survey of findings."
International Labour Review, March 1966, pp. 281-301. The data for most countries are
from the era 1955-60. In some countries, though not all, they represent comparison of
different enterprises in the same industry, which is of course much to be desired.

2In addition to Taira and Reynolds and Gregory, see Elliott J. Berg, "Major Issues of Wage
.Policy in Africa, " - Arthur M. Ross (ed.), Industrial Relations and Economic Development
(London: Macmillan, 1966); Elliott J. Berg, "Wage Structure in Less-Developed Countries, "
forthcoming in a symposium volume on Wage Policy Issues in Economic Development, to be
published for the International Institute for Labor Studies; and J. B. Knight, "The determina-
tion of wages and salaries in Uganda, " in Bulletin of the Oxford Instituie of Economics and
Statistics, Vol. 29, No. 3, 1967. ‘
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pl.auSible hypothesis that industrial emplovers throughout the less developed world
typically pay more than the supply price of low—skil].e_c_i labor, i.e., that the labor market
situation i§ as sketched in Figure 1.

Why should employers behave in this way? There are several bossible r’eaéoné.
Firét, a high-wage policy offen costs very little. In capital-intensive manufacturing and
extractive industries, labor cost is a small percentage of value added. Moreover, if the
company's profits are taxed at, say, 50 percent, half of any waée premium is paid by
government. | |

Second, a high-wage policy has productivity advantages, and so again costs lesé
| than it may appear to cost. It enables the employer to skim the cream 6f the local labor
force, to secufe workeré of relatively low age, superior phyéique and intelligence,
above-average education, stable work habits, good scores on tests of manual aptitude.

It helps-to r'educevturnover and absenteéism. It enables supervisors to demand a good pace
of work plus attention to qﬁality of product and care -of machines. Higher wages‘may aiso
add to workers' strength and efficiency by permitting better nutrition and health caré.

Third, there are less tangible but important a‘dvantages in the company's public
relations. In the ideological atmosphere of most LDC's, high profits are viewed with
suspicion and may lead to demands for nationalization or heavier taxation. Foreign-owned.
enterprises are espgciélly vulnerable to political attack;_ Profit-sharihg through an
obviously generous wage level may seem good long -ranée strategy.

Once a sizeable wage differential has appeared, for whatever reasons, it tends to
- harden into custom. There develops, in g sense, a dual labor market. To the extent that
employérs are competing, not for labor in general, but for workers already accustomed to

empioyment in the modern sector, they may be expected to offer what other modern-sector
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employers are paying. This can e rationalized partly by arguing that the productivity of
experienced industrial workers is higher than that of new, untrained workers, they contain

more efficiency units per man. Perhaps more significant, however, is that their wage

expectations are decidedly higher as a result of theif past earnings experience.
Wage levels are not deter;nined simply by market pressures and employer poiicies.
Trade imions are typically not very conséquential in the LDC's, operating mainly as
political pressure groups rather than as bargaining organizations. ‘Government wage regu-
lation, however, is quite important. In most LDC's the political climate is welfarist and
egalitarian. The urban employees, including government employees, the university
students, the writeré and intellectuals are a force to be reck_oned with if a (frequently)
 insecure government is to remain in power. Given the obviously high wage-paying ability ‘
- of .modern industry, it is entirely natural for governments to pursue a high-wage policy |
(h_igh, that is, relative to earnings in traditional activities, though still low on an
absolute basis or relative to mbre developed countri_es).
Government policy operatés, first, through the wage level it sets for its own |
employees. GoVe_mment departments and state enterprises employ a considerablé share,
often 20. to 40 percent, of the workers in the modern sector. So it can, ra.nd frequently
‘does, act as a wage leader for this sector. 3
The other main device is minimum wage. legislation, v&hich is widespread in the LDC'é
and usually exerts éubstantial pressureron the wage structure. Even if the initial mini-mum
is rgasonably in line with traditional e'émings, there ié a strong tendency toward frequent
.and large increases. One can always shbw that existing wages are too low to suppbrt a 7 |
"decent" standard of life, and it can be ;rgﬁed plausibly that employers will somehow |

absorb the higher labor costs. In Uganda, for example, the minimum wage in government ?

-
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employment was tripled between 1954 and 1864, a period during which the average incomes
of peasant proprietcrs rose very little. In Puerto Rico? too,‘ minimum wages in manufactur-
ing almost tripled between 1950 and 1963, 1 Increases of 10 percent a year are not unvcom—
rhon in other countries.

The effect of the minimum wage system is thus quite different from its effect in more
developed countries. In the United States, for example, the federal minimum wage lags
the upward movement of wage ;ates. “When the minimum is raised every five years or so,
this affects only a few ‘percent of the labor forc‘e,b and sérves mainly to tidy up the ragged
| lower fringe of the wage stfucture. In the LDC's,on the other hand, the minimum actually
determines the earninés of low=-skilled labor, and forces: them incréasingly abovg the
supply-price of such labor.

Given this kind of split-level wage structure, it seéfns likely .that the earnings gap
between the modern: and traditional sectors will widen over the early decades of develop-
ment. An important consideration here is that value added pler worker in the modern sector
is likely to rise quite rapidly ovér time--partly through "learning" by both workers"énd
managers which is normal in new enterprises, paftly through othér tvnes of techhical
progress. |

The fact that output per worker is rising does hot_pp_r_g_e provide any reason for wage )
increases, since wages are alre'ardy above the supply price of labor. Eut if wage rates
were actually held stable, or at least held stable relative to prodﬁc::t prices, profit margins
would widen ‘continuously. This is politically unacceptable for reasons suggested earlier,
“and there will be strong pressure to keep;_ wages moving upward.

Earnings in traditional activities will also be rising, because of our basic assumption

of agricultural progress; but they are likely to be rising quite gradually. It is thus a

1 See the Knight and Reynolds-Gregery studies cited previously.

-



-7 -

a reascnable hypcthesis that the wage level in the modern sector will diverge farther and
farther above earnings in traditional activities.

A rough test of this hypothesis may be had by comparing the movement of real wages
in each countrﬁz with that of real product per capita. This indicates whether emp'loyees are
improving their position relative to the population in general. The data are very unsatis-
factory. A study by A. D. Smith suggests, however, that in tropical.Africa the rate of
wage increase has everywhere outpaced that of GNP increase. This has also been true
generally in Central and South America, though Brazil and Peru may constitute exceptions.
In Asia, the picture is mixed. Wages have advanced méterially faster than output per
capita in Ceylon, but at about the same raté in Pakistan, and less ;apidly in Iﬁdia and the
Philippines. 1

It is interesting to speculate on the main consequences of this kind of wage
behavior. First, how is continual forcing up of the unskilled labor rate likely to affecft the_
earnings of higher'gr‘ades of manual labor? As regards semi-skilled workers,"thereis a
tendency toward compression of skill differentials. When the minimum wage is raised,
workers who are only a shoft distance above tﬁe minimum usually receive increases as |
well. But these are often not equal in absolute terms, and still less in percentage terms,
to the increase in the minimum wage. If, héwever, the shrinkage of differentials reaches

the point of interfering with incentive to learn and perform semi-skilled jobs, the employer

has the o tion of widening them once more. These rates are market-determined in that the

premium over the common labor rate must be sufficient to call forth the required supplies.

From ahother standpoint, since the common labor pate itself is artificial, the structure of
‘rates above it may also be considered artificial.

1A. D. Smith, "A Conspectus ¢f Wage Trends in Developing Countries, " to bz published in
the International Institute of Labor Studies symposium previously cited. Data for most
countries cover the years 1956-64.
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The wages of skilled manual workers are also market determinad, and their premium
over uniskilled labor is considerably larger than in more developed countries. In Pritzin and
Western Furope, skilled men typically earn 20 to 30 pé}cent rﬁore than the unskilled. 1In the
LDC's, however, they almost invariably1 earn at least SQ percent more, and quite often eérn
two fo three times the laborers’ wage. 2 The movement of skilled rates over tixﬁe depénds
mainly on the relative rates of increase in demand and supply. In a growing economy, with
considerable investment in infrastructure and industry, demand for skilled tradesmen will
b_e rising quite rapidly. The fesponse of supply is lagged because of the length of the train-
ing period. in some newly-~independent countries, where skilled work was formerly done
by expatriates or by rethnic groups regarded as "fdreign, " nationalization of these jobsr méy
also restrict supply for the time being.

| . On balanqe, skilled rates seem likely to advance rapi'dly in economies which are
really progressing. The minimum rate for the unskilled is being pushed up meanwhile ‘by the
non-market pressures noted earlier. W‘hethe; the skilled-unskilled differential wider_xé*or
narréws over time depends on the arithmetic balance of these two sets of force;, Jthh have
nothing directly to do with each other. The evidence assembled by Berg sugg-;ests: thzt there

has been some tendency toward compression of skill differentials in the post-World II period;

IIn Chilean manufacturing, Gregory found that skilled workers earned on average only 42
percent more than the unskilled in 1963. (Peter Gregory, Industrial Wages in Chile, Ithaca:
New York State School of Labor and Industrial Relations, 1967), p. 88. Argentina seems
also to have only moderate skill differentials. These two countries, of course, are semi-
industrialized and not really typical of LDC's in general.

2See a summaty of the available evidence by Berg, in the I.1.L.S. paper previously cited,
As Berg points out, however, it is not easy to identify the rate for a certain category of
“skilled labor. There is usually a wide variety of rates for any job title. One reason is that
the classification itself is heterogeneous, comprising some people who are truly all-round
craftsmen along with a larger number with less skill and training. The gap between the
laborer and the true creftsmen is considerably wider than is suggested by studies which
use median earnings of all those classified as skilled. . '

L
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Sut that this tendency is not as sirong or as uniform among countries as one might have
expected a priori. Of ’13 LDC's for which data were available in the early 'fifties and in
the early 'sixties, skill differentials seemed to have fallen in 8 and risen in 5; but in
several cases the degree of change was too small to be significant in view of the crudeness
of the data.

The fact that the modern sector waée level is abnormally high, in part because of
non-market pressures, has other consequences which can be me‘ntioned only briefly. The
tendency for the profit share of national income to rise sharply during early development is
retarded, thréugh the transfer of potential profits to wage-earners. Investment in the
modern sector may be reduced, both by a reduction of reinvestible eamings énd of the .
profit margins which are the incentive to investment.

| Rising wages may have favorable productivity effects. In addition to the possible
| effects already noted on workers' -physical capacity there is something to the "shock effect"
6n management. New enterprises setting up in a country where manual labor seems véry
cheap are likely to use it wastefully. Wage pressufe forces them 'tove»conomize labo'; in an
effort to maintain rproﬁt margins. To the extent that these efforts are successful,.' the
impact on industrial profits is reduced; but the negative impact on industrial employment
becomes more severe. *

WaQe pressure in the modem sector increases the inethuality of labor income in the
economy. It creates a high-wage island in a sea of agriculturalists and self-employed or
unemployed urban workers living at much lower income levels. This must makg it harder
for government to apply any general policjof restraining consumption for the sake of
investment. Farmers or others who are s'.queezed by such a policy can point to the -rapid

rise of industrial wages and demand similar ireatment.

-
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Not unimportant is the squeeze on the government budget. A rapid rise of wages in
the public sector means lerge built-in increases in the current budget, of which two ~thirds
or so is payment for labor services. ‘

Sﬁppose GNP is rising at 5 Vpercent per year, and that the tax system has unit income
Velasticity, so that revenues are also riSinQ S percent per year. Then if the govermment
wage level is also rising § percenﬁ per year, it is clear first, that thé numbers employed in
providing current government services cafmot be increases; and second, that there can be
no increase in the proportion of the budget devoted to investment.r The investmént propor-
tion can be increased only through some combination of: a tax structure which yields a
revenue elasticity greater than one; frequent imposition of new taxes so that, even if the
elasticity of existing taxes is less than one, revenues wiil still rise faster than GNP; a
rate of increase in government sala;y scales below the rate of GNP increase; or a reduction
of current services. The less the success on the wage front, the greater the pressure oh
other fronts. In some countries wage pressure has contributed to a growing encroachment
of the current budget on the capital budget, contrary to the requirémeﬂt for suc'cessfull '
development. |

This leads to the émployment effect of rapid wage increases. If we assume that the
. amount which govemmént can budget for labor services is independent of the wage level,
the elasticity of demand for labo_r in the public sector is -1. Elasticity in the modemn
business sector is harder to estimate, but mqst also be negative and substantial. Wage
piéssure leads to efforts to economize labor, both through better management and through
'capital-labor substitution. This ié certainly one reason, though not the only reason, why

manufacturing employment in Puerto Rico rose only 65 percent between 1950 and 1962,
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1

althoush valze added in manufacturing increased more than fourfold. 1 A similar cicis grovrin

i

of industiial employment, despile large increases in inaustrial output, is repcrted from
many LTCC's. 2

"A final effect of rapid wage increases in the modern sector is to stimulaie reral-urbon
migratioi:. The higher the wage level in the modern sector the greater, other things equal,
will be the volume of migration; and the higher also will be the equilibrium level of wrban
viempioyricn:.

These surmises about wage-employment behavior in the modern sector are swanarizod
in I'igz:re 2. The subscript 1 denotes an initial situation while subscript 2 indicates the
situation, say, five years later. Because of the assumption that earmings in 2griculture
and oiner iraditional occupations are rising, the labor supply curve 82 starts 6ut ot a higher
- level than Sl‘ But it bends outward to the right because of the growth of population and
-Yabor force. Thz demand curve for iabor is shifting rightward because of expuinsion in botl:

the busines--and government sectors. The wage-level is assumed to have siilied unward

to Wy for reacons suggested earlier.

1 S N -
Lut by con-

n the new equilibrium, employment in the modern sector has increased,
sicerabls less than the rightward shift of demand. Unemployment and undereincloyiizat,

shown by the distance E, NZ’ have also increased. This may be a rather tyrical situa-

tion for high-population-growth countries during the early decades of developi.ent.

1 Greater detail is presented in Reynolds and Gregory, op. cit., C'h\s. 1-3. Strictly manu-

facturing output should be valued in constant dollars. The Puerto Rican pricz leve’ rose
mederately friem 1950-62, in line with that of the U.S. mainland. Even on this bacis,
however, there would remain a gross discrepancy between output and employr:ent-trends.

2 See on tnis point Werner Baer and Michel Hervé, "Employment and industrizlization in
ceveloning countries, " Quarterly Tournal of Economics, February 1966, pp. 88-107.
o ;

Figure 2 does not show directly the number of unemployed. Some of those arrayed zlong
the distance E3 N, are wholly unemployed; some are partially unemployed who wor't a shc:t
week; most are disguisedly unemplecyed,i.e., working normal hours but producing and earn-

ing belcw what they Could earn in "modern" activities. It seems plausible that, as tne cig-
tance Ep N3 lengthens, its three components increase more or less proportionciesly. 3ut
this hypothesis wolld requirerasizempirical test. N
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V. The Modem Sector: Fducated Labor

Our explorations in this area must necessarily bg brieff We consider only white~
collar occupations, and we assume that some degree ofreducation is required for unemploy-
ment in these occupations. Initially, we shall assum: that there is only one grade >f
- "educated labor, " characterized by secondary-school graduation. We assume also that
educated labor is produced and employed wholly within the country, i.e., we ignore the
possibility of hiring expatriates, and the reverse possibility of "brain drain" losses to
more advanced cduntries.

Figufe 3 ilhistrates wage determination for the single category of secondary-school
graduates. The stock of such people is fixed in the short-run at OE. The demand curve D,
in conjunction with the fixed supply, determines a wage OW. The potential supply curve,
S, may be presumed to start near the unskilled wage level in the modern sector, 2 and to
slope upward in the usual way. This curve does not affect the wage level because Of, the
supply bottleneck imposed by the educational system. Educated labor earns a rent equél
to the area betwgen the wage line and the supply curve.

Rental incomes are apt to be viewed with suspicion. Wha-t would happen if efforts
were made to eliminate this type bf rent? One might reason that lthe proper wage is OWl,
at the intersection of the D and S curves, and might try to impose a ceiling at this level. |
The- first effe_ct of _thi;, however, would be to create excess demand of EE). There would
be competition for educated labor among government departments, ﬁublic enterprises, and
private industry. Unless workers could b_e allocated among employers, the wage line OWl

" could not be held.

1 The complications arising from expatriate labor are explored in an interesting unpub-
- lished paper by Dharum Ghai, "Some Notes on Labour Markets in East Africa" (Nairobi:
Institute for Development Studies, University College, Nairobi 1967 (mimeo)

2 Not at the unskilled level, if decisions are rational, because of foregone income and
educational expenses during the training period.
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The basic remedy, clearly, is to increase educational capacity. But by how much?
Should one aim at a target on ON, which would Itake care of all those willing to apply for
education at the prevailing wage? This would oversho;)t the mark. A supply of ON, in
conjunction with the demand curve D, would in a competitive market cau‘se earnings of
educated people to fall substantially, and many of those who had chosen education would
be disappointed. Or, if the wag.e OW is rigid downward for institutional reasons, there
would be "educated unemployment" of EN.

Because of the time required to expand educational capacity, such overshooting is
unlikely in practice. But setting educational targets is clearly a complex problem, and
any target which may be selected has wage implications which are not alv;/ays rec:ognized,1

Figure 3 assumes, that at the outset of development, educational facilities are
likely to be so restricted as to produce substantial rents for school graduates. The actuai
situation will of course differ from country to country. There are indications, however,
that large wage differentials for educated white-collar wor‘kérs are common in the LDC's.
In Chile in 1960, the monthiy earnings of manual workers in manufacturing avera_gé;:i about

: 5
65 escudos, while office workers averaged 163 escudos. 2 In Uganda, in 1965, when the_

rate for unskilled government employees of whom no education is required was E90 per

year, holders of a Junior Leavers' Certificate (8 years of education) were averaging E204

1 The complexities, indeed, are not fully revealed by Figure 3. Labor quantities such as
OE and ON are stocks at a moment of time. The output of the educational system, however,
is a flow per unit of time. The time needed to raise the stock OE to ON will depend on the
annual output capacity of the educational system and on attrition rates. Since time is
required, the demand curve (and probably the wage rate) will meanwhile have shifted to a
new pgsition. The problem of educational target-setting must thus be set up albegraically
with a time dimension. '

2 Gregory, op.cit., pp. 37 and 81." The figures for both groups include wage supplements
as well as basic rates.
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.per yest in the civil service, while holders of School Certificates (12 years of education)
earned an average of ES56 per year. 1 Taira presents data on relative earnings of unskilled
labor and bank tellers in -9 more developed countries a.x‘md 15 less developed countries. 2 In
the MDC's the ratio of tellers to laborers' earnings ir 1963 varied from 0. 8 in New Zealand
to 1.7 in Australia. In the LDC's, hcwever, tellers typicaily ea‘med 2 to 4 times as much
as laborers, the ratio rising as high as 5.9 in Chile, 6.1 in Kenya, 6.5 in Nigeria, and

6.9 in Guatemala. Whilé such large differeptials may contain a conventional element, they
seem to be mainly market-determined, with educational subply restriqtions playing a key
role.‘ |

How will the prerium for educated manpower behaﬂ'e over time? This clearly depends |
on the relativé rates of increase in demand and supply. Even without expansiQn of educa-
tional faéilities, E will move rightward if the annual output of graduates exceeds attrition
through death and retirament. But the higher the rate of expansion in school capacity, the
more rapidly the stock of educated manpower will rise. The rate at which the demand curve
shifts to the right _depends 6n the rate at which output is rising in the modern seqtér, and
on their inpu-ts of educated labor per unit of output. ' The input coefficient is no doubt
~adjustable, but not indefinitely; and in the public sector custem may enforce educational
onalifications for each civii service grade' regardless of job content.

There is a distinct péssibility that the differential for educated manpower will widen
for quite some time. This is especially likely in countries which entered a phase of
acceleréted growth with a small educational base.

Matters become more complicatedyvﬁen one recognizes that there are several levelé

of educated manpower. There are primary graduates, secondary graduates, and university

Knight, op. cit., p. 255

Z Taira, & cit. pp. 288-289
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1

graduates (even overlooking dgropouis ot intermediate levels.) The behavior of supply at
these various levels, and the conseguent behavior of earnings differentials, will depend
on the strategy of-educational expansion.

The allocation of sécondary school graduates is particularly crucial. They are
demanded from three sides: as teachers for primary sch_ools, as employees in other public
and private sector activities, and as inputs (students) to the university system. Different
allocations imply a different development of the earnings structure. Suppose, for example,
that there is a massive push to enlarge primary education with a view to early achievement
of universal liiniacy. A high proportion of secondary graduates is ploughed back into
primary teaching by squeezing the members entering other emploYments and going on to
university. The consequence may be a rise in relative earnihgs of secondary and university
-gltaduate__s, possibly accompanied by & decline in relati\}e earnings of primary graduates.

. A_Suppose, on the other hand, that without much enlargement of secondary education
the proportion going on to universities is increased sharply. This will again raise the.
earnings premium for secondary graduates, since it reduces the supply available for
i-mmediatel employment. But if the rise in university outputs outpaces the rise of demand
at that level, the relative earnings of university graduates will fall. Thus it is quiie
possible that differentials for some ed}ucational‘levels may be widening while others lare
declining. -

A further compiication is that university education comprises numerous spéciélties.
Depending on training capacity for each specialty relative to demand movements, the prices
of different skills may move in different directions. Relative earnings of.engineers may rise
while those of philosophers fall.

These complex issues cannot be pur'sued hete, budi': several things should be clear,

First, future requirements for different levels of educated manpower cannot be calculated



-28-

independently of market prices. Second, sirategy should be guided, not by the present
structure of relative earnings, but by the structure as it may "appear ten or twenty years
hence, on the basis of explicit assumptions about d_em.and elasticities and demand shifts.
Third, the actual movement of earnings for different levels of educated manpower will be
heavily influencéd by educational decisions. Earnings structure, manpower allocation,
and educational expansion are aspecrts of a single interdependent problem,

VI. Some Implications for Policy and Research

It is not the purpo‘se of this paper to explore; wage policy. We may note, however,
séveral policy issues which stand out clearly from the discussion.

(1) What is the primary function of the earnings structure in early economic growth?
~ This structure serves a variety of_purposes. It distributes income between capital and
labor, and within the wbrking population. It provides an indicator of relative skill
scarcitie: % influ.ences the allocation of labor to industries, occupations, and regi_Ons.
It affects rkers' effort and productivity. Which of these functions should be given "
heaviest weight in judging Whether a particular earnings structure is optimal?

(2) At what rate should real income per farm household iﬁcrease over time? This -is
mainly a matter which concerns the agricultural sector; but it also influenées rural-urban
migration and the earnings level in traditional urban ac’_civitiés. 7

(3) Given th§t"ihe1_'e will be considerable underemployment of labor during the early
decades of development, what is the best distribution of t*.=s u.nde‘r-employment between
town ang countrv?  Should rural-ur-s o L .ovakion Le discouraged, and if so by what means?

(4) Iiew 72v stouid wages of low-skilled workers ir: the modern sect“or be permitted |
+- =< @bove earnings in agricultufe aﬁd other traditional activities? It méiy. well be |
impossible to avoid undesirably wide differentials; but it is still worthwhile f:t;"define' what

wage behavior would be optimal if it could be achieved.
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(5) What is the optimal size of the educational budget, and the joptimal allocation
of this budget among levels of education and specialized training courses? This is basic-
ally a problem in manpower economics, involving _relative earnings as well as physical
manpower flows?

(6) To what extent can large market differentials be eroded by progressive income
‘taxation? Can one assume that, the higher the wage or salary level, the larger the rental
element which can be recaptured without affecting su_pply? Can one assume also thaf the
groups involved will not seek to festore their post-tax position by a further widening of
pre-tax differentials?

It should be clear also that no LDC, even if it could define objectives and had
effective policy instruments, presently has enough knowledge to devise opti_mal policies.
The following may be suggésted as high—pvriority research problems for any developing |
country:

i. Measurement of the main dimensicns of earnings étructure, and of how it has
chaﬁged over time. This wi.ll usually require major improvements in the statistic_s'bn wéges
and income.

ii. Farmers' production and consumption responses to increases in real househoid |
income. .

ili. The volume, in_cidencé, and determinants of rural-urban migration.
iv. The rate zciwi sov:C23 Gl prouuctivity .increase in the modern sector, inclhding

tlie role of wages and the implications for employment.

v. Elasticity of demand for labor in modern employment, private and public.:

vi. The interaction between earnirigs differenti=!z for "hicli~ievel ma}xpower" and the
structure of the educational systeis. , o '
vii. Proiecii=i vi supplies, requirements, and prospective earnings in occupations

requiriv~ ~xtended education.

viii. Optimal educational strategy, viewed in the light of such projections.






