Annex 3

Labour Markets

Labour markets and poverty

Well-functioning labour markets are critical to the pro-poor agenda at both the macro and the household levels.  Human capital is invariably amongst the most important of the assets available to poor individuals and families. But this asset is complex and the markets which impact on its value to the poor are varied, as are the policies and the institutions which impact that value. For example the standards of education and health available to poorer families will critically influence the value that they can derive from work. If they have uneven access then their situation is impacted adversely. But that may be the consequence of  a poor geographical distribution of relevant infrastructure including schools, medical facilities and transport. At the point of employment, segmentation of markets on the basis of location, ethnicity, gender may diminish the return to human capital for some groups relative to others and become an important determinant of who is poor.  Additionally, poor individuals and families often experience difficulties in using their labour to generate livelihoods, resulting in under-employment or unemployment.  Further, the under-utilisation of human capital will have a significant negative impact on wider economic performance.  In particular, poorly functioning labour markets will hamper the ability of the economy to respond to economic reforms or adjust to external shocks. 

In many developing and transitional countries, labour markets do not function well, either because of barriers or other inefficiencies that arise out of the specific characteristics of the economy or society in question, or out of government interventions.  Such distortions generally discriminate against the interests of poor households.  They also mean that the macro-economy is less adept at adjusting to exogenous shocks. The possible sources of inefficiencies are numerous and often derive from problems in other markets. For example, the failures of financial and credit markets may result in sub-optimal levels of educational investment in human capital, leading to reduced income levels.  Equally, a high degree of reliance on casual  labour may result in wages remaining below the efficiency wage and so in a gradually depleted level of physical capacity in some workers. As a final example, there is strong evidence from rich and some poorer countries (e.g.  many parts of the former Soviet Union)  that inflexible  housing markets can inhibit the inter-regional migration of surplus labour to take advantage of available jobs elsewhere.

The challenge for policy makers is to ensure that labour markets (and the markets with which they are closely associated) function well and operate in a pro-poor fashion.

Types of labour market.  

Labour markets tend to be complex, inter-connected, and inter-dependent.  Nevertheless, helpful distinctions can be drawn between rural and urban; formal and informal; and casual and permanent labour markets.  

· Urban labour markets can be characterised as consisting of a formal sector (large-scale public and private enterprises), and an informal sector (e.g. self employed workers and casual labour).  

· Rural labour markets generally consist of agricultural labour (whether waged labour in commercial agriculture, or those involved in small-scale agriculture), and non agricultural workers.  Both urban and rural markets also feature unpaid domestic labour
. 

· Formal labour markets are those where there is some structure and legal obligations associated with the labour contracts and above all certain rights and duties allocated to the workers such as defined hours of work, holidays, periods of notice, protection from injury via factory legislation etc. It may also incorporate pro-active collective action by workers via membership of guilds or trades-unions.

· Informal labour markets are those where these forms of structure and legal obligations are largely lacking. The boundary between formal and informal will often be fuzzy especially in developing economies – e.g. there may be widespread non-compliance with formal legal obligations to workers in some apparently regulated areas of employment. An important defining feature of informal markets is that it may be very difficult to measure the remuneration being paid for particular jobs since that remuneration may be partly paid in-kind and could also be irregular. So concepts like the “real wage” are difficult to pin down.

· Casual labour markets are common in agriculturally dependent economies where very short term employment of casual labourers provides the marginal labour input to employers not able or willing to offer year-round contracts to all their workers. Casual labour however need not be “informal” since the short-term employment contracts could be quite clearly defined and may even be subject to some regulation.

Finally, the locational distinction can also be extended to embrace spatially separated, and sometimes ethnically distinct, regions of many large economies.  Such countries often fail to achieve efficient inter-regional migration of labour.

Labour market theory

The 1954 Lewis Model, which has influenced much labour market analysis, consists of a modern sector, where payments to labour equal its marginal revenue product, and a traditional sector where the price of labour is its average revenue product.  Surplus labour in the traditional sector is released to the modern sector at a rate that depends on the rate of growth in the modern sector.  Over a wide range of activity, the labour supply curve to the modern sector is effectively horizontal implying that the wage to be paid is effectively exogenous. The Lewis view of labour markets has been developed into a more sophisticated understanding of, amongst other things, labour migration, the reasons for wage differentials between the modern and traditional sectors, and the significance and complexity of the informal sector (which provides most of the employment opportunities available to the poor).  Research into rural labour markets has concentrated on issues such as disguised unemployment, dualism, and inter-locking factor markets
.

The more recent literature has probed much more fully into the motivations underlying particular types of employment and the conditions attaching to it. One avenue has been elaborations of the early “efficiency wage” idea that the productivity of labour is crucially affected by nutritional intake. At its simplest level, this can show how involuntary unemployment can arise amongst the very poorest workers. Even if they offer their services at an extremely low (competitive) wage, they may not always gain employment. This is because employers understand that such a wage cannot provide enough nutrition to ensure a commensurate level of output. This is a clear example of a poverty-specific market failure. Elaborations on this idea have spelled out the connections between differential access to other assets (e.g. land, financial) and the levels of involuntary unemployment. 
  This introduces an important non-linearity into the minimum price that employers need to pay to gain access to one efficiency unit of labour. This is quite high for landless labourers because of the efficiency wage argument. It is lower for workers owning small plots of land – they gain basic nutrition independently of labour incomes. But it is high again for richer farmers with large blocks of land since their opportunity costs of offering labour service are so high. Involuntary unemployment still applies in this type of model to landless and some marginal farmers but voluntary unemployment may also arise in the case of larger farmers. The key policy insight is that land reform could greatly change this configuration not directly by granting the land asset to landless workers, but rather by eliminating the market imperfection in the labour market that causes the involuntary unemployment.

Other relatively recent approaches have used bargaining-game theoretic logic to capture the differential power attaching to employers on the one hand and incompletely organised and unionised workers on the other. This approach readily confirms the importance attaching to such concepts as the wage elasticity of labour demand, the relative bargaining-power coefficients of the two parties, and the worker’s reservation wage. It too is compatible with the existence of involuntary unemployment for some groups of workers. Particularly interesting is the possibility that this approach can be extended to incorporate social norms and expectations in the way in which the bargaining power is exercised. Bardahn and Udry
, for example, point out that in patriarchal societies, standards of fairness in wages and jobs as well as the social sanctions on wage undercutting may be gender specific. If both men and women in such societies internalise these cultural standards, then unfairness in employment contracts and poverty conditions for some women could be the result.

Links with other assets and markets.  

The example above is one illustration of the complex way in which labour and other markets can interact to influence poverty and the pro-poor agenda. The way that human capital is utilised by the poor to generate livelihoods may have a substantial effect on the other types of asset they have at their disposal.  For example, the net effect of migrant labour arrangements on the social and natural capital at a household's disposal may be positive or negative depending on circumstances and the scope of the analysis (in particular the timeframe used).

Equally, labour markets often have important linkages with other markets that have particular effects on the demand for labour.

· The demand for labour is derived from the demand for goods and services that labour produces.  As a result labour markets may be extremely sensitive to the wider enabling framework for economic growth and to macro-economic shocks. However, the numerous imperfections of labour markets in developing countries make it unlikely that the market will behave in a simple or orderly way to major shocks such as a cut in total demand arising from a programme of stabilisation or structural adjustment.
 The orderly response would be broad-based reductions in the real cost of labour that would minimise the loss of employment and real output. In reality, as the theoretical examples given above illustrate, there is unlikely to be an adequate decline in the real wage. Thus unemployment may rise and is likely to impact significantly on poorer workers.

· Labour is but one factor of production.  The scope for capital and labour to substitute for each other is very significant, and is influenced by a range of policies, as well as technological and institutional change.

· Required levels of private investment in human capital may require some access to credit and so are dependent on reasonably well-functioning credit markets (see Annex 2).

	Box 3.1  Labour markets and poverty in Thailand in the 1980s and 1990s

Thailand’s example illustrates several central messages: the close relationship (positive and negative) between the labour market and poverty outcomes; linkages between rural and urban labour markets; the importance of the policy environment; the effect of external shocks; linkages between capital and labour markets; and the need for, and complexity of, safety nets.  

Beginning in 1987, the Thai economy boomed. Over the decade ending in 1996, the growth of real GDP averaged almost 10 per cent per year (over 8 per cent per person per year). During this boom, the measured incidence of absolute poverty declined massively, from 32.6 per cent of the total population in 1988 to 11.4 per cent in 1996. This occurred despite an increase in inequality over the same period. The Gini coefficient of inequality at the individual level (larger numbers mean more inequality) increased from 48.5 per cent in 1988 to 51.5 per cent in 1996. That is, although the poor became better off in absolute terms during the boom period, the rich gained proportionately even more.

Real wages for unskilled and semi-skilled workers increased rapidly during the second half of this boom period.  From 1987 to 1992 large numbers of workers moved from rural to urban areas. Although the incomes of these rural-urban migrants rose greatly as they found better paying jobs, the supply of cheap rural labour was so vast that real wages in urban areas scarcely rose, despite the economic boom. This pool of cheap labour began to dry up around 1992 and real wages in urban areas steadily increased. From 1992 to 1996, manufacturing wages in Thailand increased at around 9 per cent per year in real terms.

The currency crisis of 1997 had a profound effect on Thailand's labour markets, with real labour earnings contracting by about 8 per cent between 1997 and 1998, with wages declining much more for the less well-off groups than for the better-off.  From 1996 to 1999, the incidence of poverty rose from 11.4 per cent to 15.9 per cent.  The severity of the impact of the crisis on the poor highlighted the need for government efforts to protect the most vulnerable.  However, the main programme, employment generation through public spending, only came to be implemented in 1999, two years into the crisis.

Source: Warr (2000)


Globalisation and labour markets.

Increasing international trade, improved and cheaper communications, and competition for foreign investment, have been two important factors in the internationalisation of labour markets in the developing world.  This has raised many issues about how this intensified globalisation has impacted on the poorer segments of society.

As regards the greater integration of international commodity markets, the conclusion from standard trade theory is that freer trade should increase the demands for unskilled labour. This in turn should raise both the levels of employment and the remuneration of lower paid groups in developing economies. In short, it would be strongly pro-poor. 

There is no real dispute about the general income-raising and efficiency effects of more liberal trade but the simplistic early view about their distributional and poverty-group impacts is subject to  dispute. Various mechanisms have been uncovered which cast doubt on the earlier conclusion. The WDR 2000 refers to three:

 The pre-trade reform situation in some developing countries has been characterised by significant protection of labour-intensive activities as well as activities more in need of protection. Hence, as protection has been unwound, some unskilled workers have suffered losses of both income and employment

 Some liberalising economies in both developing and transition economies cannot really be characterised as being abundant in unskilled labour. They may instead have an abundance of land (Africa) or skilled labour (the former Soviet Union).  If unskilled labour is in fact scarce, trade reform will have less impact on poverty.

 Third and most important, the trade reforms of the past 20 years have occurred at the same time as crucial technological developments that have favoured skilled over unskilled labour. The losses of income and employment seen amongst unskilled labour in some developing countries is explained by the pervasive technological shifts – the trade reforms are the means whereby these have been enabled to have greater and more rapid effects. This is especially true in those countries where the formalisation of labour and the granting of increasing rights and protection to labour have raised the costs of employment most significantly .

As regards factor markets that are complementary to the labour markets themselves, there is an even stronger backlash emerging against unqualified liberalisation. This is true in particular of financial and capital markets. The volatility and major crises associated with particular packages of reform (e.g. near full liberalisation of financial and external capital markets while exchange rates remain pegged) are now widely seen as a basic cause of the worsening living standards for the poor in countries such as Mexico and Thailand in the mid to late-1990s.  In Mexico in particular, the short term gains in the period 1988-1993 from a pegged exchange rate (e.g. lower inflation and large portfolio capital flows), were cruelly paid for in the years after 1994 when the economy needed to make a painful adjustment to the 1994 crisis and the instantaneous cessation of capital inflows. This example illustrates the non-symmetry in gains and losses between different income groups in the two phases just described: boom and bust/adjustment. In the adjustment phase, the labour markets were quite incapable of making a large enough adjustment to avoid serious increases in unemployment. The problems for the poor thereby created were further exacerbated by the rapid increase in most prices as the price discipline of the pegged exchange rate needed to be abandoned.   

In addition, even when the basic logic for financial market liberalisation is impeccable, the transition difficulties for both financial and labour markets  may be acute especially if liberalisation occurs after lengthy periods of financial repression  and high or seriously repressed inflation (see also Annex 2 on Financial Markets). Damagingly high real interest rates in that transition period are likely to have severe negative effects on the employment and living standards of poorer workers.

As regards labour markets themselves,  the increasing integration of international capital and product markets contrasts markedly with the international market for labour (especially unskilled labour). The latter is notable for the degree to which it is poorly integrated. The international labour market is characterised by a high degree of segmentation – skilled labour for example being far more mobile than unskilled – and by ubiquitous national government regulation of  immigration. There is currently an active debate about the benefits to low income countries of allowing significant outward migration of their specialist skilled labour while unskilled labour remains heavily restricted. At first glance this type of development must lead to short term losses of growth potential for the low-income countries and probably to indirect damage to poorer households in those communities. But this is not a proven proposition since large-scale international remittances and other mechanisms could serve to mitigate such effects.

Another very important component in the current debate regarding labour markets and globalisation is that relating to possible core labour standards.  The basic objectives underlying the advocacy of such standards are universally accepted. They include the elimination of forced labour and slavery; the abolition of the exploitative forms of child labour; the elimination of many forms of labour discrimination based on ethnicity, gender etc., and the establishment of humane working conditions for all. However, the methods whereby such standards are internationalised and the precise institutional arrangements put in place can critically determine whether these constraints on markets work to improve or worsen the lot of the poorest families. In almost all cases – child labour, collective bargaining rights, non-discrimination in wages – there are invariably adverse effects for the poor that can arise as well as the expected beneficial results.
 The imperative to attract international capital has encouraged national governments to adopt investor (and employment) friendly policies, that contribute to a stable macro-economic environment and do not increase the price of labour.  Set against this is the concern that governments may be reluctant to introduce and enforce basic rights for workers.

Past interventions and lessons learned

Demand for the labour of the poor, being substantially derived from the demand for the goods and services they produce, is intimately linked to the performance of the wider economy.  The labour market is also closely bound up with other factor markets on whose performance it depends.  The labour market's poverty-reducing effects are therefore not separable from the effectiveness of measures to improve the wider economy and to strengthen pro-poor growth patterns.  Government interventions affect the workings of the  labour market in many different ways. These include:

· the often unintended  effects on the incentives for labour market segmentation and the capacity of the informal sector to absorb labour; 

· the indirect effects of actions directed at markets related to labour; 

· the effects via labour market-support institutions.

· The distribution of public goods of direct relevance to human capital enhancement

Incentive structures

Minimum wage legislation, if effectively enforced, may benefit the individuals directly concerned, but there is a risk of undesirable side effects. These are well documented for rich and poor countries and can include  significant reductions in employment in those sectors where the legislation is enforced; changes in employment patterns with, for example, younger and less experienced workers losing ground; distortions as non-regulated labour is substituted for the more expensive regulated variety; and other spillover effects on sectors where the legislation  is not applied.  

Both theory and international experience suggests that the adverse employment consequences of tight fiscal policy and trade liberalisation are less severe when accompanied by greater labour market flexibility. But there are several cases where stabilisation and adjustment programmes have been accompanied by policy measures that  have served to increase rather than reduce labour market rigidities and harm the incentives for employment.
  While the motives behind this are entirely understandable, the consequences for the incomes of poorer workers may nonetheless be damaging.  Similar comments apply to official efforts to bring more of the so-called informal sector under tighter regulation in order to enhance the welfare of the workers engaged therein.  The dilemma facing the authorities is also a difficult one in this case. This is because, in many developing countries the informal sector is not subjected to consistent regulation.  Instead it often experiences regular, probably corruptly-motivated harassment from the authorities.  This increases costs and risks and acts as a disincentive for the informal sector to maximise its absorption of labour. In these cases, official actions to formalise the sector are at best ambiguous as regards incentives and the welfare of poorer workers.

If public sector pay levels are significantly out of line with market rates this will give rise to a misallocation of resources.  If public sector pay is too high then it will result in government attracting and retaining the country's most able workers to the detriment of the private sector.  If it is too low then it may result in low standards of public sector service delivery and resource allocation, as well as rent seeking behaviour by government employees. Certainly, in many developing countries, the state sets a standard of remuneration which can impact some other branches of employment. In too many cases, the state also plays the role as a reservoir to absorb significant quantities of surplus urban labour at low rates of pay. In general, the state can play its role better if its reforms itself with a smaller but far more productive and well-remunerated civil service.

Labour migration has a critical role to play in the diversification of livelihoods.  Nevertheless, some countries have sought to control the extent of domestic (inter-regional) labour migration, so exacerbating the extent of labour market segmentation, and reducing the livelihood strategies open to the poor.  Others have sought to facilitate the temporary exportation of migrant labour to neighbouring countries or overseas, with positive effects on the ability of governments to manage macro-economic reforms (e.g. in Bangladesh). In a number of cases, the income transfers from relatively well-paid migrants (to urban jobs or to abroad) have played a critical role in financing productivity-raising investments in traditional agriculture (e.g. migrants to Nairobi from the Central Province of Kenya)  and, more frequently, in directly raising incomes of family members who stay behind.

Interventions in related markets

In many developing countries, various combinations of different instruments such as export taxes, quantitative export controls and over-valued exchange rates have all resulted in a bias against the tradeable (and especially agricultural) sectors, and therefore those people who work, or might otherwise work in those sectors.  The cocoa sector in Ghana in the 1970s is one egregious example of  how seriously these interventions can tax the labour and other inputs of workers in the sectors of a country’s comparative advantage. Numerous other examples are to be found in the extensive literature on trade and related reforms of the past 20 years.

All over the world there are examples of government interventions which have, however unwittingly, subsidised the use of (often scarce) capital instead of labour.  The workings of the Food Self Sufficiency Programme in Lesotho during the 1980s and early 1990s provides one example (see Annex 5). 

Labour market support institutions

Some forms of labour market institution are unambiguously desirable and beneficial to most categories of labour including the poorer amongst them . This is true, for example, of labour exchanges and other similar organisation that can provide information and networks of mutual support in finding work. It is true also of retraining activities for retrenched workers. All these public goods serve to enhance the flexibility for labour markets and increase their ability to respond smoothly to economic shocks. Policy prohibitions applied to labour markets can also play a role in reducing some of the imperfections on those markets. For example, prohibitions on ethnic and gender discrimination in employment should work in this manner. Prohibitions of child exploitation in labour markets falls into the same category. 

More difficult are those policy interventions in labour markets which direct benefits at one sub-set of workers and which can have negative side effects for other sub-sets. The promotion of trades unions is an obvious example. The activities of trades unions can inhibit and even block important structural reforms, and result in improved pay and conditions for unionised labour at the expense of entrepreneurs, consumers, and non-unionised labour. However, there is also widespread recognition of the positive role that can be played by organised labour.  Trades unions balance the power of employers, may contribute to improved productivity and work place safety, and oppose discriminatory employment practices. Similar comments apply to the adoption by developing countries of factory and other similar standards of benefit to workers of the type advocated by the ILO. These interventions will typically enhance the welfare of some group of workers while creating some undesirable side-effects for workers in informal employment. The issue here is not whether these actions are desirable – clearly they are. The dilemma for policy is how quickly they can be adopted in any particular circumstance

Public goods -  a source of  help to enhance the value of human capital

The introduction to this Annex noted the important role in labour market performance played potentially by  pro-poor public expenditures in areas such as education and health provision as well as in supporting infrastructure such as transport. Social expenditures in these areas, if targeted explicitly on poorer families can have a significant impact on the ability of poorer workers to participate more effectively in labour markets. Additionally, specific subsidies to the nutrition of poorer families will enhance that participation and lessen involuntary employment by achieving marginal increases in productivity. The policy agenda in many developing countries is to seek far greater efficiency in the provision of these public goods. This should increasingly enlist market mechanisms to deliver education and health services to those who are better able to pay for these. This would then enable a greater part of scarce public resources to be allocated to poorer households and workers thereby giving them improved opportunities to participate effectively in labour markets and with higher levels of remuneration.

Future approaches of governments and donor agencies

Government initiatives to improve macro-economic stability, policy coherence and credibility, and initiatives to introduce policies that strengthen the efficient operation of markets (such as reducing transaction costs - legal, information etc) may encourage positive impacts of globalisation on the operation of labour markets.  Governments need to regularly review all their policies and programmes to ensure that they are not encouraging the substitution of capital for labour, whether directly or indirectly.

Donors also need to be consistent in their approach, and support developing countries in processes that affect the global governance of international factor and product markets.  They need to embrace the need for their own economies to reform and adjust, in particular those sectors (such as agriculture and textiles) producing labour intensive products.  

At the same time donor governments need to be forthright in contradicting some of the messages presented by elements of civil society that threaten the livelihoods of the world's poor.  NGOs can play a valuable role in publicising some of the negative effects of globalisation.  However, some campaigns may be counter-productive, and may play into the hands of domestic vested interests.

� The New Economist Guide, DFID, explores labour market typologies.


� Ibid.


� see for example, Dasgupta and Ray (1986)


� Bardhan and Udry (1999).


� In this context, the sources of  imperfection which are well documented for developed economies also apply. These include the impact of trade-union wage inflexibility; wage-indexation; minimum wage legislation; and unemployment benefits.


� Examples include the diversion of child labourers into illegal and even more harmful occupations such as prostitution when their employment in legal activities is prohibited; the forcing of some families into destitution when children are forced to extend the length of their schooling rather than seek paid employment; and the loss of trade competitiveness and jobs when labour higher labour standards are adopted. 


� In South Africa's case, demand constraining fiscal and monetary policies and tariff reductions have been accompanied by new protective labour market legislation and the extension of minimum wage coverage across the country.  In 1996, the government extended minimum wages to the old homeland regions, where a low wage environment had previously encouraged very low cost labour-intensive clothing firms to locate.  Many of these firms responded by shutting down operations and relocating in neighbouring countries.  The result has been that some of South Africa's poorest regions have experienced a net decline in employment, so impoverishing them even further.  (Nattrass 2000).








