DEVELOPMENT ECONOMICS

Annotated Outline

Session 6: Population, Labor Force, and Unemployment

Reading: Textbook GPRS Chapters 8-9

Other references (if available) 

· Michael Todaro: Economic Development, 6th Edition, Longman, 1997, Chs. 6-7

· Kaushik Basu, Analytical Development Economics, the MIT Press, 1997, Part III, the Dual Economy (Chs. 7-10)

· World Bank: World Development Report 1995: Workers in an Integrating World

· World Bank: World Development Report 1999/2000, WDI Tables 3 for basic data on population and  labor force 1980 & 1998.

· Gerald Meier: Leading Issues in Economic Development, 6th Edition, Oxford University Press, 1995,  pp. 276-286 (on population only)

I. Introduction: Labor and Employment

1. Population

a. World population (see WDI Table 3).  10/12/1999: world population 6 billion. 

b. China’s family planning:  1953 first census, China’s population 600 million. 1971 started family planning program.  1979 one child policy.  Lessons for other LDCs: strong information activities; use of various contraceptive devices; decentralization.  Pros and cons (discussion) : economic and political/cultural.

2. Labor employed in economic activity is likely to be costly (in terms of opportunity costs in alternative use) in the same way that the use of other scarce resources is costly.

3. But there are also benefits:

a. It may be possible to increase productivity through policies and technologies for LDCs.

b. Poor people can increase their share of total income through increased employment.

4. Measure problems: quality of labor or productivity, and amount of labor available.  Depend on: 

a. People’s attitudes and values toward goods and services that can be earned by working.  

b. Skills (acquired through education) possessed by the population.

c. The education, health and nutrition of the working population. 

II. Analyzing Employment Issues

1. Growth of labor supply

a. Compared to the industrial countries in the early phase of their own development, the LDCs are facing mush faster growth of labor supply.  

b. The growth rate of labor force is closely related to that of population in 15-20 years lag.  During 1980s, labor force growth began to slow down in Asia and LAC (Latin America), but remained about the same in Sub-Saharan Africa and Middle East and North Africa.  (Table 9-1)

2. Patterns of employment  in the LDCs

a. Most people work in agriculture.  Agriculture’s share of the labor force is highest in the poorest countries and declines systematically as GNP per capita rises.  (Tables 9-2, 9-3)

b. Wages are generally low compared with industrial countries.  In LDCs, labor is plentiful relative to the supply of other resources, which are scarce: capital equipment, arable land, and foreign exchange, entrepreneurship, and managerial capacity.  Low wages are also the result of low education and work experience required for high productivity.

c. Differentials among the wages received by different skills and education levels are wider in LDCs than in developed countries (DCs).  Skilled manual workers in DCs may earn 20-40% more than their unskilled counterparts.  In Asia the ratio is about 40-80%; LAC, 70-100%, Africa, 100% and above.  Earnings differentials attributable to higher levels of education are also much larger in LDCs.  

d. Widespread underutilization of the available labor supply in the form of disguised unemployment.

e. *Underutilization of labor [Edgar Edwards, see Todaro, pp.244-245]

i. Open unemployment: both voluntary and involuntary.  In 1980s most open unemployment was of the involuntary variety.

ii. Underemployment: people working less than they would like to work.

iii. The visibly active but underutilized: people who would not normally be classified as either unemployed or underemployed  by the above definitions:

(1) Disguised underemployment: People seem occupied on farms or employed in government on a full-time basis but deliver services of less than full-time.

(2) Hidden unemployment: people engaged in second-choice non-employment activities such as education or housekeeping, primarily because job opportunities are not available.

(3) Premature retirement: growing in civil service

iv. The impaired: People who may work full time but whose intensity of effort is seriously impaired through malnutrition or lack of common preventive medicine.

v. The unproductive: people who can provide the human resources necessary for productive work, but who struggle long hours with inadequate complementary resources to make their inputs yield even the essentials of life. 

f. In summary: low wages and productivity, large wage differentials, rapid growth of labor supply, and underutilization of the existing supply of labor all characterize LDCs.

3. Structure of labor markets

a. Labor markets are usually imperfect and wages are not entirely determined by competitive forces.  A typical LDC could be represented by a three-tiered employment structure: urban formal sector, urban informal sector, and rural employment.  (Fig. 9-1)

b. Urban formal sector.  Includes government and large-scale firms (banks, insurance companies, factories, and trading houses).  Modern facilities, highest wages, steadiest employment.  Most employees are university- and secondary-school-educated.  They get higher pay because of their efficiency.  Have a queue of workers (E-L in Fig. 9-1A) if wages are held above market clearing levels. Job opening announcements may attract many applicants.

c. Urban informal sector.  Easy to enter such as street venders, with little capital; or work for others with low wages and harsh working conditions, such as domestic servants.  Informal workers often migrants from rural areas who regularly remit substantial sums to relatives left behind in the villages.  This sector provides jobs for many workers at earnings levels that compared favorably, on average, with what the same workers could earn in the formal  sector.  However, their activities are often suppressed by municipal authorities.  The informal sector tends to be in equilibrium because of its easy entry. (Fig 9-1B)

d. Rural labor market.  Employment outside the cities, with wages lower than those earned by the urban informal sector.  Urban people have to pay higher living costs than rural people do.  But even after the allowance has been made for differences in living costs, most urban people are better off than all but the wealthiest rural residents.  Labor supply in rural areas is usually plentiful and there are a large or small number of people who are forced to depend on wage employment if they have no land to farm or not enough to support their families.  These rural laborers typically make up the very lowest income group in a poor country. (Fig. 9-1C)

4. Measuring labor supply and utilization

a. Concepts that are relatively straightforward in DCs are difficult to apply to LDCs because of the structural complexity of labor markets in LDCs.  Question: How to determine the labor supply. 

b. In DCs:  Labor supply is measured through the labor force concept.  The labor force includes everyone who has a job or is actively looking for job. 

i. Its size is determined by three factors:

(1) The size of population

(2) Its composition in terms of age groups and sexes

(3) The labor force participation rates of these groups, which reflect social factors such as educational patterns and the willingness of women to work outside the home.  The size of labor force can be a constraint on economic growth.

ii. Labor underutilized is measured by unemployment, defined as those who do not have a job but are actively looking for one.  Rate of unemployment is total unemployment as a percentage of the labor force (*using survey methods).

c. In LDCs:  

i. The size of labor force is generally not a constraint on development.  Typically more people would like to work than are working, and many who are working are underutilized.  The meaning of “having a job” or “actively looking for job” is harder to define in LDCs.  Many people have multiple jobs or part-time jobs.  Large reserve of female labor at low level of development.

ii. The rate of unemployment understates labor underutilization, often by large factor.  For example, India’s unemployment rate is reported to be lower than the US, but underutilization of labor supply is much larger in India than in the US.  The unemployed, as measured by surveys, tend to be those who can afford remain unemployed while they search for the type of job in the urban formal sector that they want according to their educational levels.  The very poor may appear less often in the unemployment statistics.  They must accept almost any job that becomes available, even if the job is a temporary one.  

iii. It is ironically observed that in poor country unemployment is a luxury.  It becomes complex to measure unemployment and underemployment for LDCs.  Table 9-4, types of underutilization in LDCs, including visible and invisible unemployment as well as underemployment.  Urban area’s visible unemployment is usually very high in poor LDCs.

iv. The many difficulties of defining labor and measuring labor utilization make it uncertain just how overall degree of labor utilization varies with the level of economic development.  Rate of unemployment and underemployment in LDCs might be high.  However, because nearly everyone in LDCs must work to live, the main issue, therefore, is not how many job seekers find employment, but rather what kind of work they find to do.

III. Labor Reallocation

1. Issue under debate

a. An issue under debate: how can underutilized labor be used in a development strategy?  During 1950s, economists (Ragnar Nurkse and W. Arthur Lewis) asserted that large numbers of people engage in work which adds nothing to national output.  Nurks saw the reallocation of surplus labor to more productive uses, especially labor-intensive construction projects, as a major source of capital formation and economic growth.  Lewis saw a similar reallocation process from rural areas to the industrial or capitalist sector.

b. The above approaches opened up a debate on two issues: What extra laborers actually contribute to LDC agricultural production and how readily any excess labor can be mobilized in industry or construction projects.  Three conclusions emerged from the debate:

i. Because marginal productivity of labor is almost always positive, extra laborers do increase agricultural production (contrary to the assumptions used by Nurkse and Lewis).

ii. Even if foregone outputs were zero or small, there would be other costs associated with the physical movement of labor from agricultural sector to industry or construction.

iii. Although long-term growth consists of reallocating labor or to more productive uses, there are no free, or even very easy, gains to be had in the short run.

c. A more positive restatement of this conclusion is that in almost all countries and times there are opportunities to work at some positive wage and marginal product.  If workers remain unemployment, the most likely reason is that they reject the wage offered as too low to compensate for their loss of leisure or chance to search for a better-paid job.

2. Costs and benefits of reallocating labor

a. An employment creating development project may be a good way to reallocating labors from rural sector to urban informal sector,  and to urban formal sector.  Opportunity cost: social cost of any input, including labor.  

b. Opportunity cost for replacement:  Some argue for using wage paid to casual agricultural laborers as a measure of the social cost of unskilled labor (on output foregone due to reallocation).  But this measure may understate the true social cost of employing labor.  Other components may also be important.

i. Induced migration is such a component.  John Harris and Michael Todaro developed a model of rural-urban migration. It implies that migrating workers are essentially participants in a lottery of relatively high-paid jobs in the towns.  When new urban jobs are created, the lottery becomes more attractive to potential migrants.  It is possible more than one worker will migrate for each job created.  If so, output foregone may be more than one worker. 

ii. Cost of urbanization:  Internal costs (higher cost of food, housing, and other items in the town), and external costs that are borne by the society as a whole (social services, pollution, congestion etc.) 

iii. Reduction in national savings.  Increased food consumption in urban sector would reduce national savings. 

c. Benefits of urban employment

i. Added output.  A highly productive project can easily repay all the costs discussed above, but low-productivity make-work projects in urban area may incur more costs.

ii. Providing training in skills.  Every one gains with improved skills.

d. Conclusion:  Developing through the reallocation of low productivity labor is more complex than Nurkse and Lewis imagined in the 1950s.  Any development project that can create jobs with a marginal product of labor above its social costs can achieve objectives of increasing output and redistribution of income.

3. Migrations

a. Internal migration: most of the internal migration that occurs in the course of economic development is from rural to urban areas.  The Harris-Todaro model of rural-urban migration found wage differential as the motivating force behind migration.  But many other factors are also important: the surrounding countryside conditions; reverse migration (from town to country, usually people earned enough money and went back to rural areas to invest in land, farm improvement, or marriage.) 

b. International migration:  Skilled labor and unskilled labor have different opportunity costs.

i. Highly skilled or educated labor migrates  from LDCs to DCs.  

(1) Such people are one of LDCs’ scarce resources.

(2) In most cases their education has been time-consuming, expensive, and heavily subsidized by the state.  If they migrate to other countries, their service are lost, and a high cost will be incurred to train replacements.  Nonmarket (political, e.g.) may be a factor to keep their salaries low in their own lands. 

(3) International migration of high skilled labor worsens the distribution of income between rich and poor countries.

ii. Unskilled labor migration can be beneficial to the country of emigration through remittances and training.  Unskilled labors are plentiful so the loss is small.  

IV. Employment Policy

1. The main cause of the employment problem in LDCs has been the rapid growth of the population and labor force relative to the natural resource base and the stock of physical capital.  Even when capital stock has risen faster than labor force, it has often been deployed in ways that kept labor absorption well below its potential.  Experience has shown that although industrial-sector employment has grown rapidly in many cases of import-substituting industrialization such as India and LAC, it has been unable to absorb the expanding labor force.

2. Labor absorption through industrialization

a. Industrial sector in most LDCs absorbs only a fraction of the growing labor force.  The amount of industrial employment growth expected from a given rate of output growth can be expressed by 



                              (Eq. 9-5)

where 

=annual employment growth in industry, expressed in % of labor force growth;  

=an elasticity relating the growth of employment to the growth of value-added in the industry sector; 



= growth in industrial value-added, in %.



= industrial employment as a fraction of total employment.

b. Example: Industry absorbed 9% of the labor force in low-income countries in 1965.  During 1965-83, value-added in industry grew at an average rate of 7.1% per year.  But employment growth in the industrial sector grew only about 4.3%, or 60% of its value-added growth rate.  Therefore, annual employment growth in industry expressed in % of labor force growth is:



, i.e., only 0.39% of the labor force was absorbed by industrial expansion each year (namely only 39 laborers out of every 1,000 total labor force entered the industrial sector annually).  But labor force grew at 2.1% a year from 1965-1983.  

c. The above shows only direct employment creation in industry.  Some additional indirect job creation may be added in sectors with forward or backward linkages to the industrial sector such as service activities.  Secondary job creation also occurs as workers employed in high-paying industrial jobs spend their incomes.  

d. Industrial jobs are often among the most productive and best paid in the economy.  Raising 

requires increasing 

,

, and/ or 

.  East Asian countries have been able to create more jobs by exporting labor-intensive products.  They raised 

 and achieve high values of 

(using plentiful labors in the beginning). In higher income countries, 

is higher.

e. The above discussion can be expanded to other urban formal sectors such as large trading companies, financial organizations, transport and communication facilities etc.

3. Elements of a solution

a. Labor supply grows steadily.  The only realistic supply-side potential is to reduce the growth of labor supply in the long-run by limiting population growth.  Given the limited potential for correcting labor market disequilibrium by working on the supply side, policy must concentrate on the demand side.  

b. Two different approaches to employment creation:  to stimulate output, especially in relatively high productivity and high wage sectors (Chs. 17, 18, 20);  and to increase the amount of labor used to produce a given amount of output; i.e., to make production more labor-intensive: 

i. to alter relative prices and thus create incentives for businesses to substitute labor for capital (*e.g., forced by union’s bargaining activities)

ii. to develop technologies more appropriate to the factor proportions prevailing in LDCs.

4. Factor price distortions in LDCs

a. Prices of labor and capital are often distorted by making capital artificially cheap relative to labor.  Some adverse impacts on labor absorption at different levels: 

i. Sectoral level: Promote capital intensive industries in place of labor intensive ones.  

ii. Inter-firm level: promote plants using capital intensive technologies and accelerate the decline of more labor intensive units.

iii. Plant level, promote the use of machines in places of people

b. These factor price distortions usually result from some form of government action.  Includes minimum wage laws, payroll or social security taxes, restrictions on firing workers.  Usually these actions are on formal sector.  Special interest group (e.g., unions) are often behind these actions.  Other examples are interest rate ceiling, import licensing, investment incentives, and overvaluation of domestic currency, all making capital relatively cheap. 

5. Correcting factor price distortion

a. The most straightforward approach to correct factor price distortions is ffor governments to avoid price-distorting policies, or government to deregulate as soon as possible if they have done so.  Liberalization is a trend, but many governments today remain reluctant to deregulate out of concern for the welfare of workers or fear of political power of those who have already benefited. (*populist state，媚民政府)

b. Price distortions that cannot be removed can in theory be offset by taxes or subsidies.  Economists have argued that the artificially high labor costs faced by modern-sector employers should be countered by a wage subsidy.  A few countries have adopted investment incentives that depend in part on the number of jobs an investor creates.

c. How much employment can be created by correcting factor distortions depends on the elasticity of substitution, defined as



  where K is the amount of capital, L, labor, w, wage rate, r, the cost of capital.  W/r is wage-rental ratio.  The elasticity of substitution is the % change in the capital/labor ratio that results from a given % change in the ratio of the labor price to capital cost.  Thus, a 10% decline in wage-rental ratio leads to a 5% fall in the capital-labor ratio, then the elasticity of substitution is 0.5.  namely, a 10% decline in wage-rental ratio would mean that in the future it would take 5% less investment (capital)to employ a given amount of labor.  Alternatively, a given amount of investment would employ 5% more workers.  Average value of ( = 0.5~1.0. (Fig. 9-2, 9-3)

d. Debate over the efficiency of employment creation through the correction of factor price distortions range elasticity optimists against elasticity pessimistic.  Optimists: the employment effects tend to be large, because investors  will use more labors when faced with cheaper labor relative to capital.  Pessimists argue that the response to a change in the wage-rental ratio may be small or non-existent, because in some modern industries technology permits little substitution of labor for capital.  

e. The debate between optimists and pessimists is not so easily resolved.  However, there remain good reasons for believing that the relative prices of capital and labor can make a significant difference for employment creation.

i. Whatever the range of technologies available for producing a particular item, factor prices can have an important influence on employment by affecting the choice of goods to be produced.  

ii. Even if the technology of a core production process is fixed and capital intensive, opportunities exist for using large amounts of labor in subsidiary operations such as material handling.

iii. Employers are far more responsive to relative factor prices when they are forced to sell their products in competitive markets than if they can sell in protected markets.

iv. In conclusion: open competition promotes appropriate factor choices.  It can also reduce factor price distortions.

6. The role of technology

a. LDCs face a paradoxical situation: they must depend on the DCs to provide modern technology, yet most of DCs can offer is inappropriate for use in countries with plentiful labor and scarce capital and skills.  DCs’ technologies have been developed out of saving labor because of labor shortage.  Technologies have also been designed for larger scale of operations.  

b. Despite of all these dimensions of inappropriateness, rich countries remain source of technology for poor countries.

7.  Technology policies 

a.  How can technology available from DCs be adapted to LDCs?  Four possible methods:

i. Make modifications to suit LDCs situations (e.g., material handling)

ii. Borrow old technologies, which may be appropriate for some LDCs’ use today

iii. Selective borrowing from DCs – from Japan, and now even from Taiwan, Korea  (especially former colonial countries)

iv. Do their own R&D for local uses.

b. Larry Westphal: LDCs need a broad-based acquisition of technological capacity, which can only be developed thorough learning by doing. (Korea).  Few countries have succeeded in making he development of appropriate technology a dynamic force in their economic development. (Taiwan, Korea, Singapore are good examples).

c.  Frances Stewart (she): Three broad schools of thought on technology policies for LDCs:

i. Price incentive school:  Getting prices right.   Factor costs reflecting  social costs will develop efficient technologies.

ii. Technologist school: invest more in technological development.

iii. Radical reform school: takes a broader view of the issue based on different social systems.  Massive redistribution of income through social revolution so that people can enjoy mass consumption. 

8. Other employment policies

a. Improving income distribution would accelerate job creation. Goods consumed by poor people tend to be more labor intensive.

b. Investments that complement labor rather than substitute for it.  For example, in agriculture, mechanization of the planting and harvest functions may displace massive quantities of labor, but investments in irrigation actually create employment by making it possible to cultivate the same land more intensively and through a greater proportion of the year.

c. Increase capacity utilization: put idle capacity to work.

d. Small informal-sector establishments use less capital and more labor to produce a given type of output than larger formal-sector firms.

e. Finally, food-for-work program to provide at least part-time or temporary employment.

V. Employment Creation Strategies

1. The importance of employment as an objective of development policy and planning has received full recognition only since 1970.

2. The size and economic structure for a particular LDC makes difference for the kind of employment creation strategy to be pursued. (e.g., Korea and other Asian countries promoting exports)

VI. Homework for Next Week.

1. Read Chapter 10 (Education), skim through Chapter 11 (Health and  Nutrition), with  Study Guide Chapters 10 and 11, self-test

2. Study Guide for Chapter 9

a. Read Worked Example  and do Exercise 1, 2, 4

Table:   Estimated World Population Growth through History

	Year
	Estimated Population (Million)
	Estimated Annual Growth Rate %

In the intervening Period

	10,000 BC
	5
	

	AD 1
	250
	0.04

	1650
	545
	0.04

	1750
	728
	0.29

	1800
	906
	0.45

	1850
	1,171
	0.53

	1900
	1,608
	0.65

	1950
	2,576
	0.91

	1970
	3,698
	2.09

	1980
	4,448
	1.76

	1990
	5,292
	1.73

	10/12/1999
	6,000
	*

	2000 (Projected)
	6,260
	1.70 (1990-2000)


Source: Todaro, p.191.  * United Nations’ announcement

� Confusion is raised in Equation 9-5, textbook page 237.  It can be re-written as follows:


� EMBED Equation.2  ���


where,





� EMBED Equation.2  ��� = increase operator


� EMBED Equation.2  ��� labor force in industry sector


� EMBED Equation.2  ���=total labor force


� EMBED Equation.2  ���=value-added in industry sector
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