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Outline 

• How a labor market is expected to work under 
purely competitive conditions  
 

• Reasons why the labor market, even if 
competitive, it may not produce desirable 
economic and social outcomes 
 

• Why and when wage (and employment) policies 
are desirable and what they can do 
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Wages can be set …. 

• Bilaterally  
– Individual contract between an employer and a worker 

• Nationally 
– Single rate applies to all workers in the whole country  

• Regionally 
– Capital city, urban areas, rural areas etc 

• By sector 
– Agriculture, manufacturing  and services or various sectors within them 
– Public, private, state owned enterprises 

• By occupation/profession 
– Welders, printers, teachers, doctors, lawyers etc 

• By type of work 
– Part-time, full-time 

• By age (and historically by sex) 
– Youth/ adults (women/men) 

 

• But no matter how wages are set, they can have implications for: 
– employment (labor demand)  
– workers’ welfare (labor supply)  
– and ultimately economic growth (the overall prosperity of the country) 
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Minimum relative to average wages of full-time workers in OECD countries, 
2000-2010 (average 36%) 
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IMF: Minimum wages are around 30-40% of average wage in middle-and high income 
countries but lower that that in low-income countries 
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WORLD BANK: The min. wage to GDP is high in low income countries  
and at high levels compliance tends to be weak 
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Some wage theories 
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Wage Determination in Competitive Labor Markets (1) 
Level of Wages 
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Wage Determination in Competitive Labor Markets (2) 
Relative Wages (e.g Between Educated and Uneducated Workers) 
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What we have learnt  
from theory 

• At higher wages 
– More individuals are induced to 

supply their labor (higher 
benefits from work) 

– Less workers are demanded by 
firms (lower profits) 

 

• Because increases in 
productivity are costly 
– Workers demand higher wages 

(to recoup the costs of 
investment in education) 

– Employers are prepared to pay 
higher wages for more 
productive workers  

 

What can happen 
in practice 

• Increases in productivity may not 
lead to increases in wages 

– In labor surplus economies 

– Asymmetric bargaining 
power between employers 
and workers 
 

• The educated may be paid less 
than the less educated 
– If there are too many educated 

workers and too few “less 
educated but hands on” 
workers 

– Much depends on the relative 
supply of these two groups  
relative to their relative 
demand  
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When there is excess labor,  
increases in productivity do not increase wages 

Labor Supply 
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When there are too many educated workers , 
they may have lower wages than the less educated 

Wage 

W Uneducated 

W Educated 

Low Productivity 

Uneducated Educated 

High Productivity 

Large Labor Supply 

Low Labor Supply 
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Some elaborations 
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When labor costs go up …  

Employment will be reduced more: 
 
• If it is easy to replace workers by other factors of production 

(technological substitution) 
– For example, capital 

 

• When other factors are easy to get  
– Available and cheap (economic substitution) 

 

• The product market is competitive 
– High costs -> High prices -> Low sales 

 

• Labor costs are a big part of total costs  
– “The importance of being unimportant” (e.g pilots) 
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Wage differences 

• Can be justified  
– If they are determined by the market under pure 

competitive conditions where employers and workers have 
the same information and bargaining power 

• May not be due to employer discrimination 
– Customer or fellow worker discrimination; differences 

among workers (preferences); compensating differentials 
(better work conditions, benefits etc),  

 
• And wage equality may mask discrimination 

– Next slide 

15 



Equality does not mean lack of discrimination, and inequality does not mean discrimination 
(Kuwait F/M relative wage = 65%) 
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Effects 
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The effect of min. wage depends on the wage distribution 
(height of the distribution: share of workers) 
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Effects on … 

• Employment  
– all, youth, adults, women, minorities 

• Distribution of wages  
– low-paid and high-paid workers  

• Distribution of incomes  
– low-income and high-income families 

• Skills of workers  
– through employer training and job seekers deferring of 

work to acquire education 

• Prices and profits 
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What is the evidence?  

Meta analyses (summary of existing studies):  
• 1995: Card and Krueger. Clear evidence of publication bias  (in favour of studies 

that found a statistically significant negative employment effect).  
• 2005: Stanley confirmed evidence of publication bias; correction of this bias shows 

no relationship between the minimum wage and unemployment. 
 
Surveys among professional economists (in high income countries, mainly the US): 
• Until the 1990s: most economists generally agreed that raising the minimum wage 

reduced employment, especially for young workers and the unskilled (80 percent 
of economists). .  

• In a 2000 survey of American economists less than half (46%) fully agreed with the 
statement, "a minimum wage increases unemployment among young and 
unskilled workers", 28% agreed with provisos, and 27 disagreed.  

• Another survey in 2006 among American PhDs found that 38% of respondents 
supported an increase in the minimum wage, 14% wanted it kept at the current 
level, 1% wanted it decreased, and 47% wanted it completely eliminated.  

• Today's consensus, if one exists, is that increasing the minimum wage has, at 
worst, minor negative effects. Minimum wage acts as:  
– a transfer of income from employers to workers 
– a factor equalizing bargaining power between them in the labour market.  
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When the effect of minimum wages on employment is small … 
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ILO: No relationship between low pay and minimum wages (ILO: 27 countries): 
Two questions (a) are the low paid poor? and (b) are the poor low paid? 
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Why have policies? 
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Post-2010 Measures  
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From an economic perspective … 

Purely market set wages can be economically sub-optimal because of 
imperfections both in the labor market and also in other parts of the 
economy: 
• Product markets may be monopolistic/oligopolistic  

– Excess profits by employers -> lower employment (wages?) 

• The labor market may be monopsonistic (single buyer) 
– Asymmetry in bargaining power  

• Imperfect information 
– Among employers or about the employer’s ability to pay 

• Costly and lengthy adjustments  
– Education, housing, mobility … 

• Labor is a “peculiar” factor of production 
– See next slide 
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From a social policy perspective … 

 

 

• Labor cannot be separated from the seller (worker): Labor is not sold but hired 
– When a car is sold, the seller (manufacturer) does not care what the buyer does with it 

(relevance: work conditions) 

• Labor cannot be stored, is perishable commodity, life is short:  
– The sellers of labor cannot withhold labor from the market for long 

• The supply of labor cannot be decreased or increased quickly 
– A fall or rise of wages does not allow adjustments in the labor market as in other markets 

• Labor is not as mobile as capital 
– Language, customs, information, costs etc restrict mobility of workers from one place to 

another 

• Labor quality can not be upgraded easily  
– Investments in education or retraining to take up new opportunities take long time and are 

costly  

• Labor is not only a factor of production but a source (at times, the only one) of 
household, family or individual income 
– Labor is about humans and this has social implications 
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Minimum Wage Fixing Convention, 1970 (No. 131) 

Article 1: Each Member of the International Labour Organisation which ratifies this 
Convention undertakes to establish a system of minimum wages which covers all 
groups of wage earners whose terms of employment are such that coverage would be 
appropriate. 
 
Article 3: The elements to be taken into consideration in determining the level of 
minimum wages shall, so far as possible and appropriate in relation to national 
practice and conditions, include: 
(a) the needs of workers and their families, taking into account  
• the general level of wages in the country,  
• the cost of living, social security benefits, and  
• the relative living standards of other social groups; 
(b) economic factors, including  
• the requirements of economic development,  
• levels of productivity and  
• the desirability of attaining and maintaining a high level of employment. 
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Employment Policy Convention, 1964 (122) 

Recommendation (R122, Annex) states that the attainment of 
the social objectives of employment policy requires co-
ordination of employment policy with other measures of 
economic and social policy, in particular measures affecting:  

– Investment, production and economic growth;  

– The growth of wages 

– The distribution of incomes;  

– Social security;  

– Fiscal and monetary policies, including anti-inflationary and foreign 
exchange policies, and  

– The promotion of freer movement of goods, capital and labour 
between countries 
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Conclusions 

• The market works up to a point: 
– It can produce desirable economic outcomes that may nevertheless 

have undesirable social implications 
– It can result in one good outcome at the expense of another 
– It does not take into account the asymmetric power between 

employers and workers. 

 
• Polices can be useful when they are: 

– Properly analyzed to take into account the reaction of the markets 
– Accordingly designed balancing the interests of employers, workers 

and the country as a whole 
– Correctly implemented and continuously monitored 
– Adjusted, as needed, in view of the evidence from evaluations. 
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Final word: 
There is a difference between .. 

Perfectly competitive market 

Theoretical 

No unemployment 

“Fair” ( in a libertarian sense)  
No excess/monopoly profits 

Wages = productivity  

End of story 
No need even for public goods 

 

And the market 

Real world 

Unemployment 

Inequitable  
Excess profits  

Wages lower than productivity 

Need policies 
Regulatory, social services 
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