Does productivity help or harm
» employment growth?

2.1. Introduction

One of the core elements of the International Labour Organization’s Global
Employment Agenda addresses the twin issues of promoting higher productivity
and creating employment opportunities in order for countries to improve stand-
ards of living for their citizenry and obtain long-term sustainable growth.! Thus,
the ILO is not just concerned with the creation of employment, but that of pro-
ductive employment, making the distinction between the creation of low-quality
jobs and the creation of decent-quality jobs.

In their national agendas, both developed and developing countries focus
on improving worker productivity as a means to achieving these goals. At the
same time, however, there is often fear among workers that increases in produc-
tivity are synonymous with the substitution of capital-intensive production tech-
niques for labour, leading to mass destruction of jobs. How then can these two
issues be reconciled?

There is no escaping the fact that productivity gains can lead to job losses as
technological progress improves the efficiency of the production process, allow-
ing firms to produce more output with fewer workers. At the same time produc-
tivity gains lead to employment creation as well, since technology also creates
new products and new processes, which lead to the expansion of markets and
additional job opportunities. This creative destruction of employment means that
less productive firms will leave the market, and new more productive ones will
take their place, perhaps in different industries, different sectors and even differ-
ent locations. Thus, analysing what is gained as opposed to what is lost as the
result of increasing productivity becomes critically important and the basis for
developing responsible employment policies.

In this regard, the growth effects of employment shifts between sectors are
as significant as the growth within sectors.? In all regions of the world a shift in
employment has been taking place — away from agriculture towards non-agricul-
tural sectors. On balance, the increase in sectoral employment has been most
dramatic in the service sector, which accounts for over two-thirds of employ-
ment in developed economies and between 10 and 80 per cent (and rising) in
developing economies. Although jobs in the service sector fall on both sides of

1 Core element 2 of the ILO’s Global Employment Agenda calls for “Promoting technological change for higher
productivity and job creation and improved standards of living” (ILO, 2003c).

2 See, for example, Baily et al., 1992; Pieper, 2001; Piacentini and Pini, 2000.
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the “decent work” spectrum, productivity and employment growth have been
increasing rapidly in some of the service industries, leading to a win-win situ-
ation for the economy as a whole.

In order to harness the development potential of structural changes, how-
ever, developing economies, in particular, must focus on a two-pronged strategy
of improving the productivity of workers in dynamic niche industries and, at the
same time, focusing on those sectors of the economy where the majority of
labour is concentrated. This focus would give them the tools to move from low-
to high-productivity activities. Raising productivity in burgeoning industries,
such as those in information and communication technology (ICT) is important
for economic growth, but neglecting segments of the economy with greater con-
centrations of labour can lead to widening inequality. Along these lines, the
informal economy, which can constitute a large number of hidden employed per-
sons in the service sector, should not be neglected.

This chapter addresses the specific issue of employment trade-offs in prod-
uctivity growth. It provides a framework for the analysis by focusing on the time
dimension of productivity growth in dynamically changing economies. Its
hypothesis is that there will be trade-offs between productivity growth and
employment, due to structural and frictional changes — which lead to the dis-
placement of workers at the sectoral level. But, over the longer run — and at the
aggregate level — markets have historically compensated for these changes, as
higher rates of productivity growth have been accompanied by higher rates of
employment growth. Thus, during the medium run it is essential to develop pro-
growth progressive policies at the micro- and macro-levels — to ensure growth in
the long term — while at the same time providing adjustment strategies (in the
form of financial assistance and retraining) for displaced workers.

Section 2.2 provides an overview and conceptualization of the productivity—
employment relationship and sets the conditions for a trade-off by focusing on
specific time horizons (i.e. short, medium and long run). In section 2.3, this trade-
off i1s examined in a developing-country context of labour surplus and the role of
the informal economy is assessed. Section 2.4 shifts to a sectoral analysis in high-
lighting employment—productivity dynamics. Section 2.5 gauges the contribu-
tion of the service sector to aggregate employment productivity growth. Finally,
section 2.6 draws the chapter’s conclusions.

2.2. How does productivity growth affect employment?

This question has concerned economists and the general public for centuries.
There is no denying that rapid and sustained productivity growth has lifted
advanced industrialized nations to their present-day standards of living and, by
any historical standards, has allowed them to eradicate mass poverty. However,
the very technological innovations and capital-intensive investments that are the
mainsprings of this productivity growth are constantly feared as instigators of
mass job destruction — a description for which they have often, and rightly, been
held responsible. Economic growth continues to go hand in hand with structural
change, which often entails a fair amount of “creative destruction”3 as old jobs



Does productivity help or harm employment growth? 79

are lost in declining industries and new jobs are created in the expanding sectors
of the economy. It is a point of history that economies adapt to such changes, but
there are particular costs for workers that cannot and should not be ignored.
And the minimization of these costs in order to ease the transition of workers
should be the focus of policy.

Workers once feared they would be replaced by machines, as they now feel
threatened by computer technology. In the 1800s, at the dawn of the Industrial
Revolution, a group of English workers (known as the Luddites) launched a cam-
paign to destroy the machinery that was putting their jobs at risk and undermining
their way of life. Although these protests were ineffective in slowing the pace of
industrialization, they brought to light a number of issues concerning the plight of
workers. The demonstrations against the Industrial Revolution were not only con-
cerned with the rise of mechanization but also with the deterioration in workers’
rights — decreasing minimum wages, the banning of trade unions and an overall
decline in their working conditions. Politically, the Luddite protestors of 1812 were
successful in sparking public debate on the negative as well as the positive dimen-
sion of the Industrial Revolution. Similarly, today’s “anti-globalization” protestors
have successfully called for open debate on the “winners and losers” dimension of
technological progress and productivity growth.4

In our global society, with the asymmetries that characterize globalization, we
cannot ignore the dual side of productivity gains or gloss over the fact that produc-
tivity gains often lead to job loss. Since 1995, 3 million jobs per year have been lost
in the manufacturing sector worldwide — due in large part to productivity in-
creases.” In order to increase the acceptance of change among workers, there must
be a fair distribution of these gains so that society as a whole is better off — not just
a privileged few.

This Report acknowledges that the world cannot and should not stop the
forces of technological change leading to productivity growth. What society can
achieve is to ensure that the worker has a smoother transition and protection in
the form of security, opportunities, basic workers’ rights and representation, the
four main dimensions of decent work.

The link between employment and productivity

Employment, productivity and aggregate output are linked to each other, as
follows:
Output = Employment x Productivity.

This equation means, for example, that any given level of output can be
achieved either with high productivity and low employment (in which case the
employment intensity of economic growth is said to be low) or, conversely, with
low productivity and high employment (a high-employment intensity).

3 Joseph Schumpeter coined the phrase “creative destruction” in his seminal work, Capitalism, Socialism and
Democracy to denote a “process of industrial mutation that incessantly revolutionizes the economic structure from
within, incessantly destroying the old one, incessantly creating a new one”.

4 For a more elaborate discussion on the dimensions of globalization, see World Commission on the Social
Dimension of Globalization, 2004.
5 Alliance Bernstein, 2003.
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Thus, the question “As enterprises become more productive, do they need
fewer workers and thus shed them?” has no straightforward answer. Four general
points can be made, however. First, there is a range of sources of productivity
increase that may have no direct or indirect effect on reducing the level of employ-
ment. Increases in product quality, greater capacity utilization, the more efficient
use of materials and the better organization, training and treatment of labour are
changes that can increase productivity without causing declines in employment
levels. Second, a productivity increase that leads to expanded market share and
therefore employment creation at the enterprise or country level can prompt an
employment decrease in competing enterprises or countries. This is the displace-
ment effect and would need to be factored into any analysis of net employment
effects. Countries are constantly concerned with the loss of industry competitive-
ness and market share because of their effects on employment and output.

Third, productivity increase based on mechanization and robotization can
reduce the demand for labour. At the enterprise level, the net employment
effect will be determined by market demand. More specifically, it will depend on
whether the reduced demand for labour in per unit output is offset by an increase
in labour demand due to output expansion. Finally, a decrease in labour demand
due to productivity increase may be offset by the increased demand for labour in
the same or other sectors, as a result of the creation of new products or the
expansion of markets. In developed countries, for example, the decline in rural
employment due to tractorization and other advances was offset by increased
demand for workers in urban manufacturing and services.

Thus, although the immediate impact of productivity gains can lead to labour
displacement in one sector, over the longer term the market can compensate with
gains in another sector, depending on the evolution of product demand and output
expansion. However, this may take time as labour markets adapt to structural
changes. Consequently, many of the misgivings about the relationship between
employment and productivity are based on generalizations concerning trade-offs
that occur often but not always in the short run between these two variables in a
given sector.® A more robust evaluation of the relation between employment and
productivity growth must be sensitive not only to the timeframe considered, but
also to the ways in which markets, actors and institutions respond to the growth of
productivity. Such “compensatory mechanisms” and their interrelation are vital to
an understanding of how productivity growth at one location in an economy
affects employment and output growth at the aggregate level.

A highly stylized view of these compensatory mechanisms is described in
table 2.1.7 A subsequent discussion in this chapter will dwell in greater detail on
how reality often stands at some distance from a theoretical or mechanistic view.

6 The distinction between short, medium and long run varies considerably by industry, but usually constitutes a
period of time when certain factor inputs (such as size of the plant) are fixed. Most economists agree on the definition of
3-5 years for the short run, 5-20 years for the medium-long term and 20+ for the very long term.

7 For a more elaborate discussion of compensatory mechanisms, see Pianta, 2000; Spezia and Vivarelli, 2002; and
Vivarelli, 1995.
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Table 2.1. Theoretical benefits of productivity growth: Compensatory mechanisms
of an economy

Declining product prices Productivity increases could allow products to be produced at lower
cost which, in turn, could result in lower prices. Lower prices could
then increase demand for the product, (as well as result in higher
real incomes for consumers). However this virtuous scenario
assumes that product prices respond to productivity gains and that
consumers respond to such price changes through an increase in
demand. Suppose, for example, that the demand response is weak
compared to the decline in prices, too weak to compensate for the
labour-saving effect of productivity increases. Employment would
then decline.

Increased wages The producer could pass along some of the increased profits from
productivity gains in the form of higher wages. This, in turn, could
boost purchasing power and increased demand for goods and
services, not only in the sectors in which the productivity gains have
occurred, but in different sectors of the economy where employ-
ment growth would as a consequence be stimulated. These benefits,
however, assume that producers do not appropriate all of the gains
of productivity growth in the form of higher profits.

Increased investment Not all the gains of higher productivity are likely to be distributed as
lower product prices or higher wages. Some gains will be in the form
of higher profits which could be reinvested and create more em-
ployment opportunities. In a globalizing world, however, the ques-
tion arises of where the profits have been made, and where the pro-
ceeds are reinvested.

Increased employment overall Even with job displacement in some industries, higher productivity
resulting in higher real incomes could lead to shifts in product de-
mand and result in employment creation. Shifts in product demand,
however, might not be confined to the domestic market.

New products Productivity improvements result from product innovations as well
as process innovations. The former leads to the creation of new and
improved products, expanding output and creating employment
opportunities. The latter, however, lead to improvements in the
efficiency of production, which can be labour-displacing.

Employment and productivity over the business cycle

For the most part, both employment and productivity growth are pro-cyclical,
increasing during boom times and decreasing during recessionary periods. How-
ever, due to costs incurred when adjusting their workforce, firms may not react
immediately to business cycles, causing employment, including lay-offs and
rehiring, to operate with a lag. In an attempt to smooth these costs, changes in
employment do not fluctuate as greatly as output.

This lag causes productivity growth to respond in a somewhat inverse man-
ner to employment: productivity may decline more than employment at the
onset of a recession, whereas productivity may rise more than hiring in an
upturn. One reason for this is that during economic recoveries employers are
often hesitant to rehire workers until they are sure the recovery can be sus-
tained; and they will squeeze as much work out of the current workforce as pos-
sible. In this case productivity will increase, while employment is stagnating or
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even declining. One example is the stagnation in the United States labour mar-
ket during the recent economic recovery. Although the recession was short-lived
(from March to November 2001), employment growth remained weak through
the first half of 2004 because employers, unsure about the future, refrained from
hiring permanent employees. Using a number of cost-cutting strategies, US com-
panies were able to increase output, with the same number or fewer workers,
causing productivity to increase considerably over this period.

A market selection process can also occur during recessions, forcing the
more unproductive firms out of the market and leaving only the most efficient
firms — those that are able to produce more with the same or fewer resources. In
an attempt to increase their competitive positions and consolidate their share in
the market, firms trim and re-organize their staff. Firm restructuring of this kind
can boost aggregate productivity growth, even though output and employment
are declining, creating a counter-cyclical relationship. For example, a study in the
United Kingdom presents evidence showing that productivity growth for dying
firms was less than that of firms that remained (and those that entered) during
the recession of the early 1980s, lending support to the idea that the process of
restructuring can increase aggregate productivity growth.?

Another, more debatable issue is how business cycles are influenced by
structural as well as cyclical factors taking place in the economy, such as stock
market crashes or political shocks. Cyclical changes involve temporary shocks in
the economy, which can affect demand. These factors can lead to temporary loss
of jobs until the economy starts to recover, at which point workers are reinstated
in their previous positions. Structural factors, on the other hand, involve more
permanent changes in the economy, such as technological changes and changes
in the structure of consumer demand. When workers lose jobs as a result of
structural change, their jobs are permanently removed and they must seek work
in other industries or sectors.

Whether employment gains or losses are cyclical or structural in nature can
often be difficult to discern: employment fluctuations that might initially seem to
be short run in nature (lasting 3-5 years), could actually be part of a longer term
adjustment in the economy. A recent study by the Federal Reserve Bank of New
York suggests that both structural and cyclical changes contributed to stagnant
employment growth during the most recent recession in the United States (see
box 2.1).9 The bias towards job losses in the manufacturing sector since 2001
gives this idea strong appeal. As shown in figure 2.1, employment in the manu-
facturing sector declined by 17.1 per cent between the first quarter of 2000 and
the first quarter of 2004, a loss of close to 3 million manufacturing jobs. In con-
trast, in the service sector, employment increased during the same period by
2.2 per cent, a gain of 2.3 million service jobs. This scenario in manufacturing is
indicative of the general falling trend in manufacturing employment worldwide.

8 Disney et al., 2003.
9 Groshen and Potter, 2003.
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Box 2.1. Jobless growth in the United States

Much attention has been given to the “joblessness” of the economic recovery in the United States
following the country’s recent recession. While the impact of the recession on GDP growth was
brief and relatively mild,! its effect on employment has indeed been far more serious and pro-
nounced. Since the onset of the US recession in March 2001, real GDP has recovered and grown
by over 7 per cent from its pre-recession level. Employment growth, on the other hand, has only
recently begun to recover. An analysis of the causes reveals that the lack of employment growth
during the period was of both a cyclical and structural nature.

In the context of the current situation in the United States, it is clear that several cyclical factors are
affecting the country’s labour market. Most notably, the recent recession was marked by substan-
tial declines in business inventories and investment, a severe correction in the stock market, and a
collapse in venture capital and other forms of business and entrepreneurial financing. The initial
recovery period in 2001-2002 showed rapid labour productivity gains, despite sluggish growth in
output. This was mainly the result of a decline in employment growth (see graph below). Even as
output increased after 2002, employment growth continued to be sluggish until early 2004, imply-
ing that firms worked off inventories and increased production with existing workers rather than
hiring new employees.

Structural changes are also playing an important role in the ongoing employment stagnation in the
United States. A recent study by the Federal Reserve Bank of New York?2 notes that an increasing
number of lay-offs in the previous two recessions have been permanent, indicating that structural
changes such as permanent declines in demand, increasing international outsourcing of employ-
ment, technological change and production reorganization are taking place in many industries. As
the permanent lay-offs characteristic of periods of increasing structural change force the unem-
ployed to find new jobs (often requiring new skills), longer average job search times and slower
employment growth result. Workers in the country’s manufacturing sector have been hit the hard-
est. These workers, whose jobs have been permanently eliminated, need assistance in the form of
unemployment benefits, but also access to education and training programmes, so that they can ac-
quire the education and skills needed to move into those industries experiencing job growth.

Employment vs. GDP growth in the United States, 1994-2004 (index, 1994 = 100)
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Figure 2.1. Employment in services and manufacturing (in thousands), United States, 2000-2004
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A longer-term perspective: Adjusting to structural and frictional changes

An analysis of the trade-offs between employment and productivity growth
would be limited unless it looked beyond the short run to a longer-term horizon,
in which firms have adequate time to adjust to the demand requirements of the
economy. In the short run, labour market disturbances tend to be governed by
the business cycle. Over the medium and longer term, labour market institu-
tions, technological change and aggregate demand policies play a greater role in
determining the demand and supply of labour. Trade-offs between employment
and productivity growth are quite common during business cycles and to some
extent even during the medium term, as labour continues to adjust to structural
changes in the economy. But over time, most countries show a positive relation-
ship between productivity and employment growth. The reason for this is deter-
mined by a number of factors, but one primary reason is that output in an econ-
omy is not fixed. An exclusive focus on the supply-side dimension of
employment ignores the fact that changes in demand occur over time, increasing
output growth and creating jobs to meet a growing demand. This is the case
because technological progress ultimately leads to the expansion and creation of
new markets. For example, there is now demand for products that were non-
existent 15 years ago — and labour markets inevitably adapt to these changes.
Thus, while not elaborated in this chapter, the demand-side aspects — including
macroeconomic policies and conditions, the overall environment for innovation
and investment (and the relation between the two) — would be necessary for a
fuller understanding of the link between labour productivity growth and long-
run sustainable growth.

The income levels of consumers are a prime determinant of the structure of
product market demand. When income per capita increases, people change their
tastes and develop new demands directed towards luxury goods and services.
Particularly important in this respect is Engel’s law, stating that with an increase
in income people spend comparatively less on primary products, creating
demand for manufacturing and service goods. The shift in consumption towards
service goods has been particularly pronounced in developed economies. 10

Demand patterns heavily influence structural change and employment
dynamics, since labour shed in one sector can be absorbed in other sectors. The
process is of course not instantaneous and frictions in the market (e.g. skill
matching, wages, differences in labour and product market regulation) mean
that labour requires time to adjust. This is one reason why it is not surprising in
a climate of rapid structural change that a maximum level of employment may
be difficult to attain. It is also a strong argument for the role that labour market
institutions must play in improving the efficiency of labour markets and provid-
ing security for workers.

The employment impact of outsourcing

Outsourcing (the contracting out of business functions previously performed
in-house) has heightened concerns among workers about job security. More

10 Schettkat and Russo, 2001.
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particularly, the increasing trend of offshoring (the contracting out to foreign as
opposed to domestic affiliates) has prompted many to suggest that the phenom-
enon is leading to a reallocation of jobs from developed to developing econ-
omies. Newspapers in some industrialized economies carry headlines warning
workers of “Jobs Lost Abroad” and cite alarming statistics on job flight to for-
eign destinations.!! One study noted that, in the ICT-using sector, “3.3 million
jobs in America will move offshore by 2015”.12

Whether these warnings are justified depends on many factors, but two
events that have fundamentally changed the way labour markets function will
help put the debate into a better perspective. 13 First, technological change in the
form of information and communication technology has increased the number
of jobs that can be moved to offshore locations—meaning that the outsourcing
phenomenon is no longer limited to the manufacturing sector but also includes
the outsourcing of highly skilled jobs in the service sector. Second, the opening
up of labour markets in China and India has brought a vast number of low-wage
semi-skilled workers into the global production system.

The implication of these two events is a heightened sense of competitive
pressure on employees as labour markets become increasingly more integrated
on a global scale. This has increased anxiety among workers, particularly those
who cannot easily relocate in order to find employment (older workers and
single parents with children, for example). At the same time, the globalization of
production has helped to drive down wages in certain sectors of developed econ-
omies, as they face increased competition from labour in lower-wage economies.

It is certainly true that many multinational firms have shifted production
facilities to developing economies to take advantage of lower labour costs — yet
it would be an overstatement to assert that a large share of developed economy
jobs have gone overseas. Recent statistics based on job losses due to outsourcing
in some of the developed economies illustrate the previous point:
® Inthe United States, by far the largest outsourcer of the industrialized econ-

omies, estimates of job losses due to outsourcing represent only a small frac-

tion of jobs lost in a given period. For example in the first three months of

2004 less than 2 per cent of mass lay-offs in the United States were due to

outsourcing (this includes domestic outsourcing). 14
® In Europe the outsourcing phenomenon is not yet as widespread as in the

United States. Germany is by far the largest outsourcer in Europe, perhaps

due to its proximity to Eastern Europe. Outsourcing in Germany resulted in

a loss of roughly 8,000 jobs per year from 1990 to 2001, mainly to Eastern

Europe. This figure represents only 0.2 per cent of Germany’s labour force,

which comprises 40 million people. It is also a small fraction of total jobs lost

on a yearly basis.

11 See, for example, an article in The New York Times dated 15 February 2004.
12 See Forrester Research, 2002.

13 For a more detailed discussion, see Polaski, 2004.

14 See box 1.10 in Chapter 1 of this Report for further discussion.
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® Additionally, outsourcing is a two-way street: economies might lose jobs
due to outsourcing, but they also gain jobs as the result of insourcing.
Another study based on the United States shows that its economy insources
far more business than it outsources: in 2003, it outsourced approximately
US$77 billion worth of “business, professional and technical services” to
foreigners and insourced over US$130 billion. 15

But statistics can only give a partial picture, and if one downplays the cur-
rent statistics and focuses instead on the increasing trend in jobs being out-
sourced then a different depiction of the phenomenon emerges. For example,
half of the major companies in the United States currently engage in some form
of outsourcing and more expect to do so in the coming years.1© Additionally the
expansion of outsourcing across occupational groups, including highly skilled
jobs in the service sectors suggest that all phases of the production process can
be “globalized”. As one study notes:

Even if many of the outsourced jobs are low-skilled call centre positions, reports of soft-
ware programmers and ... analysts being outsourced creates in millions of workers the fear
that a college education and a professional job are no longer enough. 17

There is also a growing concern that the quality of jobs being created in the
developed economies has been declining over recent years — due mainly to out-
sourcing. The concern is that growth in employment is being driven by jobs with
less decent working conditions (in terms of pay and job security) than those that
have been lost. The evidence regarding this is mixed. A study by the OECD
shows that over the past ten years part-time employment has accounted for half
of total employment in the OECD economies.!® In addition, there has been
strong growth in temporary employment. The trend in part-time and temporary
employment has been particularly strong among women and youth — and
accounts for their growing numbers as employed. The determination of whether
this trend represents a decline in working conditions depends on whether part-
time and temporary work represents a “choice” or “an option of last resort”.

The OECD study also adds that “there is little to support the notion that
increased employment is the result of a proliferation of low-paying jobs”. Since
1993 in the European Union as a whole and in the United States, employment has
grown more in industries and occupations with above-average wages, than those
with below-average. The study finds, however, that although earnings inequality
has remained low and relatively stable in many of the EU economies and in Japan,
in fact it has widened in the United Kingdom and in the United States.

Exactly how outsourcing will ultimately impact on growth and employment
in developed and developing economies remains to be seen. Sentiment is strong

15 See Parry, 2004. Business, professional and technical services refer to computer programming, telecommunica-
tions, legal services, banking, engineering, management consulting, call centres, data entry, and other private services.

16 Sperling, 2004.
17 Tbid.
18 OECD, 2003.
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among those in the business community that in spite of today’s low figures on
outsourcing, the future may bring a massive transformation in how goods and
services are produced.!® The challenge for economies will be how to integrate
themselves into the global production process in order to create decent employ-
ment opportunities for those seeking work. For developing economies it
undoubtedly will require increasing the absorptive capacity of their labour force
and institutions — the ability to utilize technology transferred from the devel-
oped economies. For developed economies it requires a stronger focus on inno-
vation and expansion into new markets.

The benefits from outsourcing can be derived through a number of channels
— global linkages in the supply chain have created opportunities for increased
income in the developing economies, which has increased demand for more
skill-intensive products in developed economies. The challenge for both the
developed and developing economies, however, is to adapt to the rapid changes
in technology, which are speeding productivity gains and the rate of job creation
and destruction, and to provide social safety nets for workers who are displaced
during the process.

As mentioned earlier, it is certainly true that globalization has been the
cause of the loss of competitive advantage in certain labour-intensive industries
in the industrialized economies, leading to a loss of jobs.20 But there has been no
net transfer of jobs to developing economies — and studies have shown that the
decline in industrial employment across economies is due more to gains in
the efficiency of production than to the loss of jobs to developing economies — a
trend that has been occurring worldwide.?! Innovations in the production
process have increased efficiencies in traditional industrial sectors, not only in
developed economies but also in the developing economies, as increasingly
more output can be produced with less workers. According to one study,
“between 1995 and 2002 roughly 22 million jobs were lost globally, a decline of
11 per cent. Yet over the same period, global industrial production increased by
more than 30 per cent — a remarkable gain in productivity”.22

In addition to social protection for workers, international labour standards
are necessary in order to ensure that low-cost labour is not synonymous with the
exploitation of labour — and that decent work prevails. Some developing econ-
omies that have entered into the global supply chain have done so through the
“low road” option to development. These economies compete based on low-cost,
low-skilled labour — a growth strategy that is not sustainable, because it often does
not lead to productive work. For example, although the quantity of work has been
increasing in the manufacturing sector in Mexico with the rise of the magquiladoras
(maquila factories), the quality of employment has not improved, leading to a
“decent-work deficit” (see box 2.2).

19 McKinsey and Company, 2004.

20 See, for example, Kucera and Milberg, 2003.
21 See, for example, Ghose, 2003.

22 Alliance Bernstein, 2003.
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Box 2.2. Decent work and maquiladoras in Mexico

Mexico’s recent labour market experiences highlight the distinction between the
quantitative and qualitative elements of job creation as noted in the ILO’s Global
Employment Agenda. In purely quantitative terms the Mexican labour market has,
for the most part, been able to absorb its increasing supply of labour. Yet, despite
economic restructuring and policy reforms, the Mexican labour market continues to
be hampered by a decent work deficit. Although participation rates are comparable
to other Latin American countries and unemployment is low, most Mexicans are
employed in poorly paid jobs (in both the formal and the informal economy),
characterized by stagnant or declining wages, little job security, inadequate social
protection and a lack of training.

One illustration of Mexico’s labour market is the growth of the maquila economy.
During the 1990s, the maquila’s size in Mexico’s manufacturing sector expanded
tremendously in terms of output and employment. Output expanded nearly 40 per
cent annually between 1990 and 1999. By 2000, the sector was exporting US$80 bil-
lion worth of goods, a figure larger than that of Brazil’s total exports (Palma, 2003).
Employment nearly tripled from 446,436 in 1990 to nearly 1.3 million in 2000.

Yet, despite its enormous increases in production, the maquila economy continues
to have few linkages with the rest of the Mexican economy. Maquila (which means
literally in-bond plants) factories were initially developed to allow American com-
panies to take advantage of Mexico’s low-cost labour in order to assemble products
for re-export to the US market. This was done through a provision that allowed
American firms to be taxed only on the value-added component of the imported
assembled goods, thus removing any incentive to establish linkages with Mexican
industries. For example, under this programme, United States car manufacturers
could send unassembled car parts to maquila factories in Mexico for assembly. The
assembled car would then be exported back to the United States for sale there and
abroad. The US company would only be taxed on the value-added to the car parts
during assembly, which was minimal. The strong dependence on imported inputs
means that the maquila still adds very little value to the goods being produced. Thus,
gross output per employee has increased, but productivity (measured as value added
per employee) has not. As a result, wages have remained stagnant (see accompany-
ing graph in this box).

The magquila sector’s principal benefit to the Mexican economy is as an employer of
mostly unskilled and relatively cheap labour. Recently, however, competitive pressure
from other low-labour-cost countries and the slowdown in economic growth in the
United States has led to a decline in maquila employment of more than 15 per cent
between 2001 and 2003, because large numbers of factories have relocated to China.
Preliminary evidence shows that between June 2001 and June 2002, 545 maquila fac-
tories left Mexico, equivalent to one in every seven (Palma, 2003).

The future for the maquila economy is tied to its ability to remain internationally com-
petitive without relying on “low-road” development practices. With this aim, second-
and third-generation maquila factories have moved away from simple assemblage to
manufacturing and knowledge-intensive product design. The shift in work structure
has lead to an increase in the skill intensity of maquila labour, as some plants are using
more skilled workers and providing more training for current employees (Carillo,
2003). This “high road” competitive strategy has the potential to defray low-cost com-
petition and develop greater linkages with the domestic economy.

(continued overleaf)
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Output, productivity and wage growth in maquiladora factories, 1990-2002
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Empirical evidence on employment and productivity growth

Figure 2.2 provides a snapshot of the long-run interaction between employment
and productivity growth from 1980 to 2000.2 Although a weak negative relation-
ship between productivity and employment growth can be distinguished, the global
picture is quite diverse. More than two-thirds of the countries are in the northeast
quadrant, exhibiting both productivity and employment growth. Within this group
there is no positive or negative relationship between the two variables.

A closer look at figure 2.2 suggests a distinctive concentration of specific
“country clubs”. For example, the four countries in the northwest quadrant (Bul-
garia, Czech Republic, Poland and Hungary) and the country in the southwest
quadrant (Romania) are all transition economies that experienced a sharp fall in
employment during the 1990s, after the collapse of the Soviet Union. The deep
transitional crisis and subsequent large structural changes in these economies
greatly affected the labour markets of this region. Firms closed, many people

23 These data are taken from the Groningen Growth and Development Centre (GGDC), Total Economy Database
(2004) for a cross-section of 66 countries, in which all parts of the world are included. See also ILO, 2003b, Chapter 18.
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Figure 2.2. Relation between average annual growth rates of employed persons and labour
productivity, selected economies, 1980-2000
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lost their jobs, and only the most productive businesses survived. On the whole,
the growth rates of output and productivity turned negative or at best remained
modestly positive. Hence the loss of jobs during the previous decade was not the
result of productivity growth but of stagnating productivity levels during the
communist era (see case study on Hungary, box 2.3).

The southeast quadrant of figure 2.2 shows a fair number of economies with
positive or even very high growth rates of employment but negative productivity
growth. These countries are mainly located in sub-Saharan Africa, Latin Amer-
ica (Brazil, Venezuela and Peru) and the Middle East and North Africa. The high
employment growth in these economies is primarily explained by high popula-
tion growth and growing informal economy activity. Some resource-rich econ-
omies such as South Africa and Venezuela also belong to this group because, in
spite of their resource abundance, these countries fail to create enough pro-
ductive jobs to raise average income levels. Because of factors such as political
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Box 2.3. Case study: Labour productivity and employment in Hungary

The Hungarian economy provides an interesting example of employment—productivity
trade-offs incurred as the result of intense structural transformation due to the change from
a centrally planned to a market-oriented economy. As in all centrally planned economies,
full employment was achieved and maintained through huge amounts of hidden unemploy-
ment. From the beginning of the transition in 1992 until 1997, nearly 2 million jobs were lost.
Though output decreased, it was not in proportion to the employment declines, causing
labour productivity to increase considerably. Economic growth improved after 1997, leading
to a period of employment creation which was also accompanied by continued productivity
growth.

Hungary’s experience can roughly be divided into two phases: from 1992 to 1997 and from
1998 to 2002 (see the following graph). During the first period, employment declined at the
expense of labour productivity gains, owing mainly to the effects of downsizing public enter-
prises and the need to make them efficient. Unemployment continued to rise during the
economic downturn of the early 1990s and even the recovery that followed was unable to
create employment opportunities.

Labour productivity and employment (in thousands) in Hungary
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The government introduced a controversial austerity programme in 1995, aimed at speeding
up the privatization process and reducing government debt in order to bring interest rates
and inflation under control. The reforms encouraged foreign direct investment and stimu-
lated exports, one of the main engines of growth, which increased considerably after 1997
with the devaluation of the Hungarian forint. Although initially employment continued to
decline, a closer look at the sectoral composition of employment during this period reveals
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an increase in employment in construction, financial services, retail trade, catering, and the
transport and communication industries.

By establishing itself as part of the European production network through foreign direct
investment, Hungary has been successful in obtaining high growth rates since the mid-1990s,
which has also translated into employment creation. At the same time, businesses have
adopted more efficient practices, leading to gains in productivity growth.

Although Hungary has achieved impressive labour productivity over the decade, the em-
ployment rate is still relatively low. In 1992, employment as a share of the working-age
population was 50 per cent. Additionally, rising domestic labour costs mean that Hungary is
losing its competitive edge in low-skilled industries. Some multinationals in low value-added
industries are already relocating further east to Ukraine, some to Asia (mainly China). To
maintain its growth, Hungary needs to improve the skills of its labour force and upgrade its
knowledge base through increased investment in research and development (R&D), to be
more competitive in higher skilled industries.

Source: Roman, 2003.

instability and inequities in the economy many of the jobs created are also in the
less productive informal economy.

The upper northeast quadrant is dominated by the high-growth economies
of the Asian and Pacific rim (e.g. China, the Republic of Korea, Singapore).
Their high growth in productivity and employment can be explained by an
export-led growth strategy using an abundant and increasingly skilled workforce
that was able to take advantage of its relatively low labour cost to increase its
competitiveness and expand into new markets.

In the lower part of the northeast quadrant is a heavy concentration of
industrialized economies, showing no discernable pattern between employment
and productivity growth. Productivity levels in this region are the highest in the
world, which accounts for slower growth than that of the East Asian “catch-up”
economies. At the same time, considerable diversity is present in this region, as
it comprises economies both within and outside Europe. In essence, nothing has
done more to keep the notion of a trade-off between employment and produc-
tivity alive than the comparative evolution of these two key variables in
the European Union and the United States. This phenomenon, known as “the
Atlantic Divide”, is discussed in more detail below.24

Employment/productivity trade-offs in Europe and the United States:
The Atlantic Divide

Table 2.2 separates the growth of aggregate output into the contribution of em-
ployment growth and labour productivity growth in Europe and the United
States. From 1970 to 1990, the rate of annual output growth was similar
in Europe (2.8 per cent) and the United States (3.2 per cent). However, whereas

24 The European-US employment and productivity differential has generated a large literature. A particularly
perceptive analysis is given by Gordon (1997). Various issues of the World Economic Outlook by the International
Monetary Fund (1995, 1999) have also addressed this topic.
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Table 2.2. Employment and productivity in the United States and Europe, 1970-2000

(percentage)
Economic region 1970-1990 1990-2000
United States
Employment 2.1 1.3
Productivity 1.1 1.9
Output 32 32
Europe (EU 11)
Employment 0.4 0.6!
Productivity 2.4 1.51
Output 2.8 211

Note: Annual growth rates (in per cent).

11991-2000. For Europe, the growth rates are from 1991 to 2000 rather than from 1990 to 2000 in order to eliminate the
only substantial (but artificial) one-time upward shift in the employment series: the inclusion of some 10 million East
Germans in the employment statistics.

Source: OECD, various years.

Europeans relied almost exclusively on productivity growth to increase their out-
put, American output growth in the same period was much more labour-
intensive, with employment growth contributing two-thirds of output growth.
Europe achieved much higher productivity growth than the United States in
1970-1990, which can mainly be attributed to the process of “catching-up”. Dur-
ing the catching-up process countries tend to have really high growth rates, then
once they catch-up (i.e. their levels converge to the leaders), growth will slow.
Part of the strong growth in Europe’s productivity during this period was
undoubtedly due to its efforts to attain productivity levels similar to those in the
United States. During this period, however, Europe was much less successful in
providing its slowly growing labour force with jobs (as evidenced by the 0.4 per
cent growth rate over the period) than the United States was at integrating a
much more rapidly expanding labour force into the labour market. This suggests
a trade-off between employment and productivity growth in the two regions. 2
The numbers for the 1990s, in which the relative productivity performance of
the European Union and the United States underwent a fundamental change trig-
gers doubts about the idea of an employment—productivity trade-off. Particularly
in the second half of that decade, the United States experienced a marked accel-
eration of productivity growth, which is widely attributed to the growth of the
“new economy” through information and communication technologies. For
the first time in the post-war era, the United States outperformed Europe in terms
of productivity growth. This “productivity miracle” in no way put an end to the
“employment miracle” of the preceding decades. Employment growth slowed
somewhat, but this was clearly due to slower labour force growth, as evidenced by

25 One issue not dealt with here is that a comparison of labour productivity growth and changes in unemployment
will easily do away with the trade-off hypothesis on the Atlantic Divide. Whereas productivity growth slowed down, and
labour input growth slightly accelerated, unemployment rates in many European countries — notably Germany — have
continued to rise (Landmann, 2004, figure 2).
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the almost continuous fall of the unemployment rate throughout the decade: from
5.6 per cent in 1990 to slightly more than 4 per cent in 2000. Not surprisingly, Euro-
pean productivity growth decreased (as levels converged to those in the United
States). The productivity slowdown had no noticeable effect on employment
growth and was translated almost entirely into slower output growth.

Productivity growth and better jobs

Another issue in the relationship between productivity and employment con-
cerns the quality of jobs being created. Productivity growth might be related to
the creation of more jobs, but if these jobs are of lower quality, for example, with
lower skill levels, then a quality trade-off with potential impact on slower income
growth may be the result.

Labour quality can be measured in various ways. One way is to measure the
labour skills in terms of literacy and educational attainment of the labour force.
Measures of labour force quality conclude that the quality of jobs has substantially
increased over time, although the direct impact on productivity is hard to show.26
Another direct measure of labour quality concerns the payment to labour.

Unfortunately, comprehensive measures of real wages (covering the total
economy, all occupations and including all components of labour compensation)
can only be obtained for a limited number of countries, mostly for the OECD
region. Figure 2.3 shows the relationship between the growth in labour productiv-
ity and real labour compensation per hour from 1985 to 2000. A clear positive rela-
tionship between the two variables can be seen, strongly suggesting that in the
long run, higher productivity is accompanied by higher labour compensation.

2.3. Productivity and employment in developing economies

The preceding discussion argues from the standpoint of both theory and evi-
dence the conditions under which employment and productivity growth go
together. Often, when economists talk about workers moving into other sectors
after job loss, they assume that certain mechanisms are in place to ensure that a
beneficial outcome occurs. Unfortunately this is not always the case. For example,
the worker who loses her job in the garment industry might be able to find a job
of equal or better conditions in the service sector, provided, of course, that suf-
ficient demand exists, that she possesses the adequate skills or can quickly obtain
them, that she has access to labour market information, that there is no discrim-
ination in the labour market, and that there are no barriers to mobility. In short,
the various “compensatory mechanisms” discussed earlier in section 2.2 and
table 2.1 often remain at the level of theory, rather than reality. A case study was
done by Karadmerlioglu and Ansal (2000) based on the experiences of Turkey to
understand how these “mechanisms” might work in a developing country with
some agricultural and industrial research capacity. The results of the study are
summarized below in table 2.3.

26 See, for example, Van Ark et al., 2004.
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Figure 2.3. Relation between growth in labour productivity and real labour compensation,
1985-2000 (in 1990 US dollars)
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In general, national socio-economic factors affect employment creation. The
macroeconomic conditions, industrial structure and firm characteristics all deter-
mine how productivity gains will impact on employment creation. For most devel-
oping countries, reality is often marked by substantial unemployment, underem-
ployment, and poverty — and stalled “structural transformation” out of low-paying
activities to higher value-added ones. The reasons are manifold: indeed, to address
them is to review the voluminous history of development economics, which is well
beyond the scope of the present chapter. The central question, however, is
whether the analysis in section 2.2 applies equally well to developing countries,
characterized by labour surplus and a variety of institutional shortcomings. Given
that in the short term, when output is fixed, a focus on productivity growth could
be at the expense of job creation, the question is: Does the productivity—employ-
ment trade-off apply equally to developing countries with underutilized or unused
labour?

The answer must clearly be in the affirmative for at least four reasons.

1. The first is the general point that no country can afford to neglect improving
the productivity of its workforce since productivity drives wage increases and
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Table 2.3. Productivity growth and “compensation mechanisms” in developing countries

Does productivity growth Scenario in developing economies

Evidence from the Turkey case study

lead to:

Declining product Although productivity gains may lead to Productivity gains often led to an in-

prices? lower product prices, this may not result crease rather than a decline in prices of
in increased demand from consumers the product — because of the new
and businesses. Firstly, because user and features and higher quality of produc-
buyer industries do not always exist in a tion. When demand did increase as in
developing economy, which limits the the case of manufacturing, where de-
scope for increased demand from mand increased by 211 per cent from
industries in the supply chain. Secondly, 1981 to 1995, the employment gains
the slow growth rates in many devel- were minimal.
oping economies suggest that consumer
demand may respond weakly to price
changes. In this case no additional em-
ployment gains will result.

Increased wages? Initially any increases in wages will be There were productivity gains in manu-
much lower than the productivity gains, facturing during 1980-89,but this did not
and may also be biased towards those lead to sectoral wage increases — in fact,
with specific skills. Based on these real wages in manufacturing declined
limitations there may not be sufficient during this period.
increased demand to stimulate addi-
tional job creation.

Employmentcreation The gains from productivity are not Investments were generally in the form

from increased always reinvested back into the business. of capital intensive/labour-saving tech-

investment? Profits may instead be consumed or nology, which did not result in employ-

reinvested in other ventures, often mentgains.

outside of the local economy. Addi-

tionally, when reinvestment in the firm

does occur it can often be in the form of

capital-intensive/labour-saving technol-

ogies in a drive to increase competitive-

ness.

Employmentcreation  Since most of the new technology in The majority of new technology was

from new products? developing economies is imported, they imported and only negative employ-

do not benefit from employment gains
that generally are associated with new
product innovation — developing econ-
omies are technology imitators, not
technology creators at initial stages.
Additionally, most of the technology
comes to developing economies once it
has matured in developed economies so
they experience the mainly negative
employment effects that are associated
with process innovation.

Source: Karadmerlioglu and Ansal, 2000.

ment effects were experienced. Often
industries had license agreements with
multinationals restricting independent
new product development. In few cases
where there was new product inno-
vation no significant employment im-
pact occurred.

thus brings about an improvement in the standard of living of a country.
Moreover, as the rate of economic growth increases, the “lion’s share” of this
higher rate of growth is typically accounted for by productivity improve-
ment.2’ The employment-displacing effects of productivity growth can in

27 Due to diminishing returns of capital and labour.
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some instances not be avoided: indeed, they ought not to be as they are part
of the structural transformation to becoming a wealthier country.

The second reason is that no enterprise that operates on global markets,
regardless of where it is located, can afford to forego productivity increases,
irrespective of their employment consequences. With the exposure to compe-
tition that comes with the greater integration of global markets, a company’s
autonomy to pick and choose its production technologies declines.

Strong empirical support is behind the third reason, and that is that produc-
tivity and employment growth can go together. The development of the
East Asian “miracle economies” with their export-oriented development
strategy is, of course, instructive in this regard. Three observations are of
particular note here. It will be recalled from figure 2.3 that a positive rela-
tion generally exists between productivity and wage growth. A closer look
reveals that the relationship is not one-to-one. In fact, over the past decades,
labour’s share in national income has been declining in many countries.
Having wages grow, but grow with a lag, or grow at less than the rate of pro-
ductivity growth, has in fact been a hallmark of the export-oriented East
Asian miracle economies. Limiting wage growth was a means of ensuring
the external competitiveness of export industries which, in turn, allowed for
expanded market share and thus continued employment and wage growth.
Box 2.4 describes the experience of the Republic of Korea in this regard. As
a strategy for employment-absorbing output growth, but one that also
allows for rising wages and also profits for reinvestment, it proved effective.
The second observation is, quite simply, that structural transformation does
not happen overnight. The Asian model was characterized by the substan-
tial intervention of the State and well-functioning institutions in the promo-
tion of key industries and, indeed, key firms within those industries. Rapid
growth nevertheless coexisted with underemployment and poverty, much
as it does at present in China and India. Indeed, even an advanced economy
such as Japan combines a highly productive export-oriented manufacturing
sector with a relatively low productive and domestic-oriented service sec-
tor. The third observation is that early industrialization in the successful
Asian economies was based on their factor endowment, the abundance of
low-cost labour. While low-cost, labour-intensive production might appear
to be the antithesis of a productivity-led growth strategy, such a conclusion
would be erroneous. Why? Because even relatively unskilled industrial
employment in the early stages of the export-oriented strategy was more
productive than its pre-industrial alternative. The message here is that a pro-
ductivity strategy need not be one that ignores the factor that developing
countries have in abundance — labour. And, as mentioned in box 2.2, a low-
wage, low-skilled development strategy is unsustainable in the long run: it
can only be viewed as the starting point for the transition to higher value-
added activities (by establishing linkages with other sectors of the economy
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and upgrading the skills of the workforce) which, again, describes the tra-
jectory associated with the Asian miracle economies.

4. The fourth reason is even more compelling. The magnitude of underem-
ployment and poverty in the developing world is a reflection, not of the
absence of economic activity of the poor, but of the unproductive nature of
that activity. It stands to reason that a focus on improving the productivity
of the working poor (those who work but still earn less than US$1 a day) is
a direct route to poverty reduction. Evidence of this last-mentioned claim is
shown in table 2.4. Chapter 3 of this Report further elaborates the linkage
between productivity and poverty reduction.

Table 2.4 presents an empirical exercise undertaken for this chapter in
order to investigate the link between productivity and poverty reduction. 28 This
exercise examines the relationship between productivity and poverty from 1970
to 1998 and also addresses the link between inequality and poverty reduction.
The results show that both productivity growth and levels are strongly, nega-
tively associated with changes in poverty rates. In the case of US$2 a day pov-
erty, productivity appears to have a relatively stronger impact on reducing
poverty, whereas in the case of US$1 a day poverty, the impact of productivity is
slightly less. The income inequality coefficient has the expected sign, but is not
statistically significant in any of the cases.

All else being equal, over a period of 28 years,a US$1000 per worker increase
in labour productivity will reduce the US$1 a day poverty rate by 1.5 percentage
points. In terms of US$2 a day poverty, the same increase in worker productivity
levels is associated with a 2.6 percentage point reduction in the poverty rate.

The results are similar when one examines the impact of productivity
growth on poverty over the same period. The estimates predict that, all else
being equal, for every 1 per cent increase in the rate of productivity growth, the
US$1 a day poverty rate will be reduced by 1.75 per cent. Slightly more robust
results are obtained when using the US$2 a day poverty rate; a growth in worker
productivity is associated with a 2.8 per cent reduction in the poverty rate.

In general, the main reason why productivity growth impacts poverty is
because productivity is the main determinant of income growth. Gains in prod-
uctivity mean that there is more real income in the economy that can be distrib-
uted to workers in the form of increased wages. This analysis shows that in devel-
oping economies it is not only employment that is necessary for poverty
reduction, but also productive employment — employment that leads to increased
wages, allowing workers to rise above the poverty level.

It is also important to note that there is a two-way relationship or virtuous
circle between productivity growth and poverty reduction.?® Productivity growth
raises incomes and reduces poverty. But the reduction in poverty can in turn
loop back to improved productivity performance as those that move from poor

28 For a detailed methodology, see appendix 2.1 and Sharpe, 2004.
29 For a discussion of this relationship, see Sharpe et al., 2002.
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Box 2.4. The wage-productivity gap in the Republic of Korea and the role
of social dialogue

The Republic of Korea has a history of strong trade union activism dating back to the late 1940s.
In particular, its experience in dealing with unions is interesting because of the relationship that
unions had with the Government, which in the past exerted considerable wage leadership, and
tied growth in wages to growth in productivity.

The active involvement of the State

The Republic of Korea was concerned with minimizing capital-labour conflict to secure indus-
trial peace, and motivating workers to improve productivity. The Government initiated a proce-
dure for announcing wage guidelines in the late 1970s which strongly influenced decision-making
by firms. The major purpose of the guidelines was to prevent wages increasing faster than prod-
uctivity. Although there was no mechanism for enforcement, state control of the allocation of
cheap credit and scarce foreign exchange forced compliance from many of the larger firms.
Labour costs decreased rapidly due to the Government’s direct intervention (which could not
have happened in a competitive market). The liberalization of political institutions, which started
in 1987 and subsequently led to an explosion in wages, strongly suggests that wage repression was
indeed part of the labour market scene prior to this date.

The importance of having a high rate of output growth

As an export economy, the Republic of Korea had to be competitive in international markets,
especially in terms of its unit labour costs. Additionally, with such a competitive advantage, the
Republic of Korea had a very high rate of output growth, which allowed it to absorb excess labour
from other sectors of the economy (such as agriculture). The rate of wage growth was based on
labour productivity and the Government was in favour of distributing the profits to workers in
terms of wage increases. The State also encouraged firms to provide more social benefits to
employees. The rate of real wage increase was 5.7 per cent a year from 1981 to 1986.This rate grew
significantly from 1989 to 1992 (as a result of liberalization) and continued to increase through
1996. The productivity gains and increased demand in manufacturing goods lead to substantially
higher wages for manufacturing workers and increased employment creation in this sector.

The wage—productivity gap in Korean manufacturing

The “wage—productivity gap” (defined as the difference in the percentage growth rate of annual
real wage and real value added per worker in manufacturing sector) is shown in the graph oppo-
site. For most of the two decades covered, wages increased slightly below the productivity growth
rate and never produced wage inflation, except during the industrialization phase of late 1970s,
when the Republic of Korea pushed ahead with an ambitious programme of heavy industrializa-
tion, and at the same time there was a serious tightening of the labour market due to massive
migration to the Middle East. In 1974 there were 395 Korean workers in the Middle East; by
1981 this number had expanded to 162,000.!

Another element in Korean wage history is the sharp fall in the share of wages in each of the two
periods following the oil shocks. In order for the economy to rebound after the two oil shocks,
there was a sharp fall in wages, which lead to a reduction in unit labour costs. Here again state
paternalism was important, since it ordered labour inspectors to ensure that wage increases were
accompanied by productivity increases.2

After 1997

After the economic crisis and the subsequent programme imposed by the International Mon-
etary Fund, relations with the Government and the social partners were strained, which lead to
the signing of the Social Pact (1998). This three-way dialogue at the national level facilitated
the adoption of a set of economic and social measures to cope with the crisis, as well as maintain-
ing social stability in a situation of severe economic downturn. However, once the crisis was over,
this tripartite dialogue was abandoned, which lead to new industrial conflicts. Due to the eco-
nomic buoyancy after 1999, unemployment decreased, but the mistrust between Government
and social partners remained. As seen in the graph opposite, after the economic crisis of 1997 real
wages decreased considerably and have not kept pace with productivity growth.
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The wage-productivity gap (%) in the Republic of Korea, 1967-1994
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1 Migration News, http://migration.ucdavis.edu/mn. 2 In 1974 and 1975, the LCSPNC (Law concern-
ing the special measures for safeguarding national security), which was enacted in 1972, expanded
the scope of compulsory arbitration to all industries.

Sources: ILO, 2003b; Mazumdar, 2004.
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Table 2.4. Some determinants of changes in US$1 and US$2 a day poverty rates, 1970-1998

Variable name Change in US$1 a day poverty ~ Change in US$2 a day poverty
rate rate

Levels

@) Labour productivity levels ~ —0.0015(0.000)** -0.0026(0.000)**

2) Gini coefficient 0.0676(0.318) -0.0623(0.376)
Constant 24.857(0.044)* 58.389(0.000)**
R-squared 0.41 0.61

Growth rates

(1) Labour productivity growth —1.754(0.686)* -3.471(1.043)%**

2) Gini coefficient 3.299(2.166) 2.763(3.294)
Constant —4.910(2.284)* -8.191(3.474)*
R-squared 0.26 0.32

Note: Standard errors in parentheses.
* Significant at 5 per cent. ** Significant at 1 per cent.
Source: See appendix 2.1 for details regarding data sources and estimation methodology.

to non-poor status enjoy better health and acquire more education. Both these
developments enhance productivity growth.

The results of this analysis provide support for the view that productivity
growth is essential for poverty reduction and should be a priority for developing
countries. Consequently, the challenge developing countries face is to promote
higher productivity growth for long-run sustainable growth while at the same
time offering short- and medium-term solutions for providing an abundance of
labour with decent employment opportunities. In principle, public policy could
play a role by compensating the losers of the growth process, through such
avenues as income support and retraining programmes. But in many developing
economies there are significant barriers to the development of such pro-
grammes, including high cost and ineffective government structures. In these cir-
cumstances, most especially, providing employment opportunities for the poor is
essential in order for them to “work themselves out of poverty”.

The foregoing discussion is consistent both with observed practices in
developing countries and, indeed, with ILO policy advice in the area of employ-
ment-intensive infrastructure projects. These are self-targeting, poverty reduc-
tion projects that are characterized by their more intensive use of labour than
equipment. While it cannot be argued that labour-based methodologies are
always appropriate, they could be so in certain circumstances. For example, in
less competitive contexts, such as in economic activities that are more sheltered
from market competition, where capital is excessively expensive relative to the
returns on the project, and, of course, where income-generating activities are
needed for the poor. Box 2.5 elaborates the concept of employment-intensive
methodologies.

Are employment-intensive infrastructure projects a prescription for favour-
ing “employment” over “productivity”? Here, too, such a conclusion would be mis-
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Box 2.5. The macro-impact of labour-intensive employment programmes

The critical importance of infrastructure in catalysing development is well known.
Opening up and linking isolated rural areas, roads and improved transport may play
a critical role in facilitating the growth of poverty-reducing non-farm activities. From
the point of view of poverty reduction, there are at least two more reasons for pro-
viding particular attention to investment in the infrastructure and construction sec-
tor. The first relates to the large size of this sector in a typical developing economy
and the second to options available in terms of choice of production technology.

The macroeconomic case for using labour-based — instead of equipment-intensive —
technology in the infrastructure and construction sectors has been made in many
developing countries on a number of grounds. Labour-based programmes provide
lower unit costs, increased employment generation, higher contribution to GDP,
higher multiplier effects, higher levels of household income and consumption,
reduced foreign exchange requirements and, hence, reduced import dependency.
These conclusions apply to countries characterized by surplus labour, low wages and
weak local industrial capacity (in tools and equipment production). The labour-
based approach should be considered as a strategy for the short and medium term.
When a country achieves a certain level of development and the surplus labour
becomes exhausted, such an approach should no longer be required.

Although more comprehensive and longer term analysis of the impact on poverty of
employment-based investments is required, macroeconomic comparative analyses
of labour versus equipment-based investments clearly show that for a given invest-
ment, the labour-based approach yields better results on household income and con-
sumption (which increases by at least twice as much). Programme benefits include:

e Stimulating employment in low-income groups by providing at least three times
more employment for unskilled labour.

* Spending about 50 per cent more on local resources and at least twice as much
on local wages.

e Generating about twice as much indirect employment — mainly through the
increased use of local resources and hence strengthened inter-sectoral linkages.

¢ Saving foreign exchange, improving the current account.
Concrete investment—employment—poverty linkages thus achieve much higher

multiplier effects for the economy, and in particular for the poor and low-income
groups, than policies that do not explicitly address these linkages.

Labour-based approaches are not limited to rural projects and could also be applied
in urban situations where they would contribute simultaneously to an improvement
in the living conditions of the urban poor and improvements to the urban environ-
ment. Upgrading urban slums (clearing and paving of roads, improving drainage),
and management of solid wastes are examples of such activities.

Source: ILO, 2004, p. 5.

leading. First, participants in employment-intensive infrastructure projects are
employed at a higher level of productivity than their alternative economic activities
could provide. The self-selecting nature of their participation in such projects can
be taken as a proxy for this. Second, as noted in box 2.5, the multiplier effects of
such projects have a more direct and positive spillover effect on the communities
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in which poor people live. As a result, employment-intensive infrastructure
projects can overcome difficulties in the transmission from sectors where produc-
tivity is growing to sectors where poor people live and work. Moreover, the effects
are quantifiable, as figure 2.4 shows in a comparison of economic outcomes of
employment versus equipment-based production methods in Uganda. The labour-
based method yields three times the impact on employment creation and twice as
much effect on generating GDP in the economy. Through direct and indirect chan-
nels the employment created using labour-intensive methods is estimated to be
107,657 compared to only 36,418 using the equipment-based approach. The reason
for the higher GDP impact in the labour-based methodology is that a higher pro-
portion of income and consumption remains in the local economy.

Even in developing economies characterized by underutilized (or unuti-
lized) labour, the statement that countries should focus on employment at any
cost, irrespective of productivity, is misguided. Were a country to do so it would
be a prescription for widening inequality between it and wealthier countries,
where the main source of economic growth and growth in standards of living is
through productivity increases. Rather, policy focus needs to be on both employ-
ment and productivity growth. That said, two principles are of relevance. First, as

Figure 2.4 Comparison between equipment and labour-based investment project, Uganda, 1996
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Note: These are study estimates from a macroeconomic simulation of public investment of 30 million Ugandan shillings in feeder roads
rehabilitation and maintenance. GDP figures are in millions of Ugandan shillings.
Source: Taylor and Bekabye, 1999.
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the successful economies in Asia have shown, industrialization begins by capital-
izing on the abundant factor — low-cost, unskilled labour. It makes economic and
social sense to build an economy on the factors in which a country has compara-
tive advantage. Experience has shown, however, that such a strategy is transi-
tional, and that the route to greater wealth and higher incomes is by increasing
the productivity of the labour force.

The second principle is that both the labour intensity of early industrializa-
tion and the employment bias in employment-intensive infrastructure projects
cannot be taken as evidence of opting for employment growth over productivity
growth. Such a conclusion neglects the lower productivity associated with alter-
native economic activities. As the sectors in which productivity is growing most
rapidly are unlikely to be those in which productivity growth would have the
greatest impact on poverty reduction, it makes sense to focus attention on
employment and productivity growth on the sectors and areas where they can
have the greatest impact on poverty. This idea is now followed up in more depth
by looking at the informal economy, where most underemployment is concen-
trated. The issue here is: Are productivity improvements in the informal econ-
omy feasible and do they constitute a meaningful contribution to structural
transformation?

The role of the informal economy in structural change

As noted above, structural transformation is both time-intensive and occurs in
an unequally distributed fashion in developing countries. The time-lag for struc-
tural change to impact on growth, in combination with the effects of demo-
graphic transition, has resulted in an explosive growth of urban sprawl in cities
such as Mexico City, Jakarta, Calcutta, and Lagos. As a result, these economies
are confronted with large labour surpluses of underemployed people who find
their way into informal employment, largely in the service sector. Developing
economies have only been partly able to absorb these surpluses by creating new
employment opportunities.

This section deals with the specific role of the informal economy in the pro-
cess of structural change. The crucial question is: Can the informal economy pos-
itively contribute to the dynamics of structural change? This section presents the
conditions under which this might be the case.

The expansion of the informal economy 30

With respect to the productivity—employment trade-off, the informal economy is
typically biased towards employment growth at the expense of productivity
growth. Consequently, the informal economy is characterized by substantial
economic activity and substantial underemployment. The informal economy is
also heavily biased towards unskilled labour. Despite these drawbacks, it has

30 This section is based on the ILO’s work on skills development in the informal economy. See http://www.ilo.org/
public/english/employment/skills/informal/who.htm
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also become increasingly recognized that the small-scale enterprises character-
istic of the informal economy have substantial growth potential. These informal
small-scale enterprises provide many jobs and are an important source of
income, as they are easy to start up and rely primarily on unskilled labour. Fur-
thermore, they are a source of capital formation for small entrepreneurs. Facili-
tating small-scale entrepreneurship by reducing entrance costs for informal
economy workers can be considered a labour-biased development strategy to
offset the distortionary tendencies (underemployment) of capital-biased tech-
nological change.3!

Only recently have labour statisticians began to capture the informal econ-
omy in quantitative terms. Still, there are some problems in defining informal
economy employment, and statistics often lack comparability.3? Nevertheless,
some preliminary results and estimates have been published by the ILO, includ-
ing a percentage share of employment in the urban informal economy in total
urban employment, as shown in table 2.5.

Self-employed workers comprise the majority of employment in the infor-
mal economy. In many developing countries, the number of self-employed in
non-agricultural activities has been increasing as workers are attracted by the
possibility of greater opportunities in urban areas. As a consequence, a substan-
tial proportion of urban informal activities are located in the service sector, a
topic that will be discussed later in this chapter.

During the 1990s, own-account and family workers33 represented nearly two-
thirds of the total non-agricultural labour force in Africa, half in South Asia, a
third in the Middle East, and a quarter in East Asia and Latin America. A
dramatic increase in self-employment has also marked the transition process of
the former centrally planned economies of Europe. In the 1990s, own-account
workers made up a quarter of total employment in Poland, one-fifth in Romania
and one-tenth in the Czech Republic, Hungary and Slovenia.

In Latin America the urban informal economy was the primary job gener-
ator during the 1990s; informal economy employment increased by 3.9 per cent
a year, while formal economy employment grew by 2.1 per cent. On average
60 per cent of new jobs were created by micro-enterprises, own-account workers
and domestic services. Urban informal employment in Africa was estimated to
absorb about 60 per cent of the urban labour force and generate more than

31 For further discussion, see Little, Mazumdar and Page, 1987 and Vandenberg, 2004.

32 The Resolution concerning statistics of employment in the informal economy, adopted by the Fifteenth Inter-
national Conference of Labour Statisticians, defines the informal economy as “a group of production units, which form
part of the household sector as household enterprises or, equivalently, as unincorporated enterprises owned by house-
holds ....” Within the household sector, the informal economy comprises (i) “informal own-account enterprise” that is
owned and operated by own-account workers, either alone or in partnership with members of the same or other house-
holds, which may employ contributing family workers and employees on an occasional basis, but do not employ em-
ployees on a continuing basis; and (ii) “enterprises of informal employers” that are owned and operated by employers,
alone or in partnership with members of the same or other households, which employ one or more employees on a con-
tinuous basis.

33 Self-employed workers can be separated into employers, own-account workers and unpaid family workers.
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Table 2.5. Percentage of total employed in the urban informal economy, selected countries,
selected years

Country Year Total Male Female
Benin 1999#* 46.0 50.0 41.0
Ethiopia 1999* 49.2 37.1 64.0
South Africa 1999*%* 21.3 16.1 28.4
Tanzania 1995%* 67.0 59.7 85.3
Brazil 1997#* 27.3 27.4 27.1
Mexico 2000%* 19.4 17.8 222
Peru 1999* 53.8 48.9 60.6
India 2000%* 513 53.7 40.6
Nepal 1999*%* 64.8 64.1 60.7
Pakistan 2000%* 63.8 64.1 60.7
Philippines 1995%* 17.3 15.8 19.4
Georgia 1999%*%* 14.2 20.7 7.4
Lithuania 2000%* 413 49.6 26.5
Russian Federation 1999* 4.5 44 4.7
Turkey 2000* 10.2 104 9.4
Ukraine 1997#* 4.9 4.5 53

* According to the ILO’s harmonized definition. ** According to the national definition.
Source: KILM 7a and 7b — Employment in the Informal Economy. ILO, 2003b.

93 per cent of all new jobs in the region in the 1990s. In Asia, it was estimated
that the informal economy absorbed between 40 and 50 per cent of the urban
labour force, before the 1997 financial crisis, displaying large differences across
countries in the region. In the newly industrializing Asian economies, the infor-
mal economy accounted for less than 10 per cent of labour absorption, while in
countries such as Bangladesh, Nepal and Pakistan it grew by over 60 per cent.

Large share of women in informal employment

There is also a gender-specific dimension to informal employment as repre-
sented by the large share of women who hold informal jobs. Women comprise
between 60 and 80 per cent of total informal employment and tend to be concen-
trated in a narrow range of activities in lower-skill, lower-pay tasks (food
processing, garment sewing and domestic services). Moreover, in addition to
constraints faced by workers and producers in the informal economy with regard
to access to assets, markets, services and regulatory frameworks, women face
additional gender-specific barriers, which include restrictions to entering into
contracts, insecure land and property rights and the constraints of household
and childcare responsibilities. The recent widespread strategy of firms in the for-
mal economy of advanced and developing countries to subcontract production
to family enterprises has helped to link women’s home-based labour to the for-
mal production system under informal, flexible employment arrangements.
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A potential positive contribution for creating better jobs?

The expansion of employment in the informal economy in many developing
countries is directly linked to imbalances in the process of structural change.
Thus, the challenging task ahead is to transform this large pool of human poten-
tial into a more productive one. Increasing the productivity of the informal econ-
omy workers will mean higher incomes and subsequently improved working
conditions and living standards.

In this regard, it is worthwhile to distinguish between informal activities that
are complementary (those that play a role in the vertical chain of formal produc-
tion) and those that are substitutes for, and thus competing with, formal activ-
ities. Examples of the latter are food stalls, street vending, the production of low-
quality apparel and shoes or simple mechanical work. These activities are some-
times perceived as a threat to their formal economy counterparts. On the other
hand, activities that are considered to be complementary to formal production
processes play a different role in the economy. Take, for example, informal trans-
port services, the production of intermediary goods or informal types of educa-
tion and learning, which are not available in the formal sector and are required
to smooth the vertical chain. Lowering entrance costs for these small-scale
enterprises, either in the formal or the informal economy, may create beneficial
spillover effects for the formal economy.

For small businesses to develop they must gain access to important facilities
such as capital loans, market information, simple technology and sufficient pro-
tection of property rights. Once this occurs the urban informal economy may
even achieve a modest surplus that can be used to develop business linkages with
the formal economy. Ultimately, this upgrading will lead to a decline in inequal-
ity, and will help to create a sizeable middle class that can stimulate social and
political stability and enhance aggregate domestic demand.

Clearly a large informal economy is not a sign of favourable economic devel-
opment. On the contrary, it points to the existence of a dual economy. But, given
the existence of the informal economy and the problems of matching demand
and supply of labour in the formal economy, the only option is to focus on the
growth potential of the informal economy as an additional means of fighting
poverty. The challenge then becomes one of providing assistance and improving
the productive performance of these informal small-scale enterprises. Funda-
mental to this strategy is lowering the costs of formalizing business and building
commercial and financial institutions to enhance economic integration of small-
scale enterprises (see box 2.6).34 For more on small-scale enterprises, see Chap-
ter 5 of this Report.

Section 2.4 now discusses the policy strategies conducive to breaking or
reducing the trade-off between productivity growth and employment in order to
realize long-run growth potential.

34 For additional literature, see de Soto, 2000.
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Box 2.6. Formalizing the informal economy: The role of the National Productivity
Institute in South Africa

The burden of turning informal business activities into formal ones lies in the cost of
becoming formalized, a process that can be frustrating because of excessive rules and
regulations. Formalization often requires the entrepreneur to accept and apply regula-
tions concerning, among other things, the organization of the production process, the
hiring and firing of labour, minimum wages, business administration, insurance and
responsibility. Implementation of these laws can be costly and at times prohibitive.

The administrative abilities of the entrepreneur are also often unequal to the legal
requirements necessary for registering (as a cook, a hairdresser, or a carpenter, for
example) in the formal economy. In addition, in many countries, a reliable, extensive
network is at least as important as personal or entrepreneurial capabilities in gaining
access to the formal sector (de Soto, 2000).

Responding to this need, the National Productivity Institute (NPI) in South Africa
developed a programme to help build productive capacity by working with informal
businesses — particularly small, medium and micro-enterprises (SMMEs) — and help-
ing them to become formal businesses. The main aim of the NPI is to build the coun-
try’s productive capacity, by taking into consideration the interests of its three social
partners: government, labour and business.

In order to meet the productivity needs of the SMMEs, the NPI instituted the Pro-
ductive Behaviour and Competencies Programme (PBCP). Its purpose is to provide
education and training to small-business owners in order to reduce waste, improve
efficiency and utilization of resources, and improve product and service quality. The
programme targets key areas of the economy that would most benefit from produc-
tivity gains: manufacturing, tourism and hospitality, agriculture, and services.

One outstanding example of the programme’s work is with The Sweet and Chocolate
Factory in Atteridgeville (Pretoria district), which started as a community project
supplying sweets and chocolates to schools and the local community. The PBCP pro-
gramme aided the factory’s managers in a more efficient reallocation of resources,
by helping them to keep records and identify and correct production-related errors.
These small changes, by reducing wastage and allowing managers to keep a closer
track of production, have almost quadrupled the factory’s daily output.

Source: National Productivity Institute, 2003.

2.4. Focusing on sectors where employment is concentrated

Increasing productivity and employment for long-run sustainable growth
requires a twin strategy of investing in dynamically growing sectors while at the
same building capacity in sectors where the majority of labour is employed. A
strategy of investing only in dynamic sectors in attempts to “leapfrog” may not
be enough to reduce poverty, mainly because the fastest growing sectors may
often not be where the majority of the poor are employed and may require skills
and training that the poor do not possess. The growing ICT sector in India (as
described later, in box 2.8) is a case in point. Currently India’s ICT sector
employs about 800,000 people, a figure that is expected to increase to 2 million
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by 2008.35 But job growth in the rest of India’s economy has not been sufficient
to provide adequate employment opportunities for the over 400 million people
who make up the labour force, two-thirds of whom are located in the rural sector
and lack the education and skills to compete for these ICT jobs. The challenge
then is to broaden the dynamic sectors of the economy, such as ICT, while deep-
ening their linkages with other sectors in the economy — sectors where the majority
of labour is employed. At the same time, it is paramount to ensure that workers
can be provided with skills and training for labour absorption in these growing
areas of the economy, a strategy that requires increasing the productivity of
workers in labour abundant industries.

This strategy will have the largest impact on workers’ lives not only in the
short and medium run, but also in the long term. In the short and medium term
it will provide workers with decent employment opportunities, defined by secur-
ity, opportunities, basic workers’ rights and representation; in the long term,
workers will be equipped with the necessary skills and training to compete for
job opportunities in a dynamic economy.

A dynamic economy is exemplified by a great deal of “job churning”, mean-
ing that jobs are created and destroyed on a continuous basis. This process takes
place both within (intra) and between (inter) sectors. Understanding employ-
ment dynamics at the sectoral level is helpful to appreciate how trade-offs
between employment and productivity growth at the sectoral level may or may
not exist at the aggregate level.

Table 2.6 illustrates the trend in sectoral employment growth by world region
from 1950 to 1990. In all regions a considerable shift has been taking place away
from agriculture towards the non-agricultural sectors of the economy, i.e. indus-
try and services. On balance the service sector attracted the largest share of the
increasing pool of labour, whereas the employment trends in industry diverged
quite substantially between the advanced regions on the one hand, and develop-
ing regions on the other.

The shift in employment towards services is a “stylized fact” of post-war eco-
nomic development. Table 2.7 shows that as an economy becomes more devel-
oped (i.e. moves towards high income) the contribution of its service sector to
GDP increases. Nevertheless, compared to productivity growth rates in industry,
the service sector trailed industry in most countries. Labour apparently does not
exclusively shift towards the productivity champions as most theories on struc-
tural change predict. In spite of lower productivity growth rates, the service
industry was the largest contributor to net employment creation. How can this
be explained?

The attraction of labour by services is a very diverse process. First, economic
growth in general implies the increasing contribution of services as a response to
an increased demand for trade, transport, communication and social services.
This service—employment growth effect can be considered partly as a classic type

35 The Economist,2004.
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Table 2.6. The sectoral distribution of employment, according to region, 1950-1990

Total employment(thousands) Percentage distribution

Agriculture  Industry Services Total Agriculture  Industry Services
World
1950 809864 179 203 217 457 1206524 67 15 18
1970 930196 317957 408 001 1656154 56 19 25
1990 1225709 500702 779 448 2505859 49 20 31
Europe
1950 100 360 81015 72072 253447 40 32 28
1970 64120 123563 116 581 304264 21 41 38
1990 42496 126 345 179 878 348719 12 36 52
North America
1950 9389 26 711 36 767 72867 13 37 50
1970 4518 31731 61922 98171 5 32 63
1990 4128 37003 101 348 142479 3 26 71
Oceania
1950 1737 1678 1975 5390 32 31 37
1970 1964 2499 3865 8328 24 30 46
1990 2563 2857 7419 12839 20 22 58
East and South-East Asia, excluding China
1950 95191 15 007 24729 134927 71 11 18
1970 104 620 34240 54793 193653 54 18 28
1990 135283 62 191 108 063 305537 44 20 35
Asia
1950 578 785 51 688 79 082 709555 82 7 11
1970 699 140 124 841 167 168 991149 71 13 17
1990 964963 263750 331787 1560500 62 17 21
Latin America and the Caribbean
1950 32573 11 559 16 015 60147 54 19 27
1970 40 107 21145 34140 95392 42 22 36
1990 44 515 41 364 89 326 175205 25 24 51
Africa
1950 87 020 6553 11 547 105120 83 6 11
1970 120 347 14178 24 324 158849 76 9 15
1990 167 043 29 384 69 391 265818 63 11 26

Source: ILO, 2003a.

Table 2.7. Share of the service sector in economy, according to income level, 1980-2000

Income level

Services share (% of GDP)

1980 2002
Low-income countries (<$735) 38 46
Lower middle-income countries ($736-$2935) 39 56
Upper middle-income countries ($2936-$9075) 48 60
High-income countries (=$9076) 58 711

Note: $ = USS.
12001 value.

Source: World Bank, WDI, 2004.
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of economic development based on the integration of markets, the increase of
scale-enhancing specialization and the division of labour. As a result, many ser-
vice activities have become independent activities, outsourced from agriculture
and, to an even larger extent, the industrial sector in which they were once
embedded.

Secondly, employment growth in the service sector can be a residual — and
result from a lack of productivity growth in the rest of the economy. In particu-
lar, demographic pressures in rural areas, which lack sufficient employment
opportunities, have caused large flows of rural-urban migration. These migrants
are mostly absorbed by the urban informal service sector. The service sector is
much more able to absorb hidden unemployment than the industrial sector,
because of the possibilities of small-scale production and less capital-intensive
work.

Many service activities are labour-intensive and, as noted above, the possi-
bilities of raising productivity may be limited. Debate is ongoing on just how lim-
ited these possibilities are. Although the service sector has the most employment
and represents the lion’s share of output in developed economies, it has histori-
cally been characterized as technologically non-progressive, with little opportu-
nity for productivity growth and facing relative constraints on wages and prices
of goods in the sector.3¢ An even more dire view was that the expansion of the
service economy was akin to an urban crisis, as in Baumol’s much-cited 1967 arti-
cle, “Macroeconomics of unbalanced growth: The anatomy of urban crisis”. 37

It should be noted that productivity levels in some service sectors are
already fairly high, particularly in many modern business service sectors. The
inherent problems of measurement in this industry have caused productivity in
many of the service industries to be underestimated (see box 2.7). Evidence is
mounting that other “more traditional” industries in the service sector (such as
distribution, retail, and transport and communication) are profiting from tech-
nological and organizational innovations in the economy, and also exhibiting
substantial increases in productivity growth. Contrary to Baumol’s view, more
recent studies38 have shown that rapid changes in ICT have expanded the pro-
ductivity and marketability of many service industries that serve as the primary
employer for a large proportion of the labour force. Not only are some service
industries the highest productivity performers in the economy but also the most
progressive, as they are the strongest users of ICT and have greatly expanded
their market size and tradability by e-commerce.

36 Adam Smith, in Wealth of Nations in 1776, and Karl Marx, in Das Kapital in 1873, adopted the physiocratic con-
cept of productive and unproductive labour; neither gave the service sector an explicit treatment as a distinct activity. In
this framework, the service sector was implicitly viewed as immaterial and unproductive, because it could not reproduce
the economic system or create wealth for nations by adding value to materials (as could agriculture and manufacturing).

37 Baumol, 1967.

38 Miles and Kastrinos, 1995; Triplett and Bosworth, 2003; Andersen and Corley, 2003.
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Box 2.7. Productivity measurement in the service sector

One of the most interesting debates surrounding productivity measurement involves
the apparent productivity paradox. The term derives from Robert Solow’s cele-
brated 1987 phrase, “You can see the computer age everywhere but in the productiv-
ity statistics.” This paradox arose because those industries using new technology the
most seemed to have the lowest levels of measured productivity. Numerous reasons
have been advanced for this apparent paradox, one explanation being that the
attempts to measure productivity in these industries were (and for the most still are)
based on flawed statistics. This has been particularly the case in the ICT-using indus-
tries in the service sector.

As productivity statistics are derived from output measures, any errors in output will
automatically feed into productivity measures. Measurements of output in the ser-
vice sector do not fit the standard definitions, which were derived based on concepts
for the manufacturing sector. Three issues underlie the problems in measurement of
output and productivity in the service sector: definition, aggregation and quality
consideration.

Defining the service and its output

Often, service sector production is not as clearly definable in tangible terms as in, for
example, a “goods”-producing sector such as manufacturing. The intangible nature
of some service industries makes it difficult to quantify (and sometimes even iden-
tify) an industry’s output. For example, what is the output of a bank? Is its primary
service the provision of customer accounts, or loans, or an optimal portfolio? How
the primary service is perceived will determine a different mix of outputs (and
inputs) that will alter the productivity measurement.

Another difficulty in defining a service is the role of customer involvement. “Goods”-
producing industries produce an output, which is then sold to the market. Even if no
one purchases the product, the industry has still generated an output, which can be
stored in inventory. But what happens in the case of a service where the role of the
consumer is implicit in determining output? A teacher, for example, is teaching — to
an empty classroom. Here there is no output because there is no consumer involve-
ment. But place just one student in the classroom and an output is produced. It is the
same teaching, the same service, but without a consumer involved in the process, no
output is generated.

Aggregation

Another issue in defining a service is the heterogeneity of units within types of ser-
vices. Service transactions are generally not as homogeneous as manufactured goods
because of the personalized aspects of the service sector (e.g. banking and finance)
and consumer services (e.g. medical care, cleaning, and computer services). This is
especially a problem when aggregating the number of transactions undertaken. The
concept of aggregation of heterogeneous services is referred to as “bundled ser-
vices”. The difficulty in their measurement lies in first identifying and then finding
some way of aggregating these diverse units. To return to the example of the banking
industry, a bank account may provide services such as online banking, the use of
ATM and bankcards, or safekeeping of funds. All these services must be aggregated
to take account of their heterogeneous nature.

(continued overleaf)
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Quality considerations

Finally, conventional measures of output and productivity do not capture the effect
of quality changes in a good or service, unless this effect shows up in the price meas-
ure. And conventional measures of price movements (consumer price indices, pro-
ducer price indices) do not consider changes in the quality of a good or service. A
classic example here is the personal computer, whose prices have decreased steadily
but whose quality continues to increase over the years.

This has lead to the concept of hedonic pricing, which takes quality into considera-
tion. This statistical technique derives the relationship between a product’s price and
its characteristics. It is used to adjust the price index so that it removes the effects of
variation in quality over time. Not applying hedonic prices will underestimate the
output measure based on the volume of goods and services produced if there has
been an increase in their quality. This is of particular importance in the increased
quality of the healthcare industry and the computer industry, for example, both of
which have been underestimated.

Hedonic pricing is more widely used in the United States to deflate output in indus-
tries (such as health services and telecommunications) where rapid technological
changes have occurred. Thus, when estimating productivity for these industries, a
more realistic picture is derived of changes in output, which is reflected in higher
productivity figures. The effect is also to raise the average rate of productivity
growth for the country. Such measures are not generally taken into account in many
countries, which may be one of the reasons their economies seem to lag behind the
United States in terms of productivity growth. For example, the British Office for
National Statistics (ONS) recalculated productivity growth in the computer industry
using hedonic pricing and found that growth rates had tripled.

Source: Andersen and Corley, 2003.

A word of caution should be noted here, because this does not apply to all
service industries. Employment in this sector comprises the dual sides of the
decent work spectrum: both high-skilled, high wage jobs and low-skilled, low
wage components. The interesting question of how the sector has contributed to
productivity growth for the economy as a whole is explored in section 2.5.

2.5. The impact of service sector growth
on productivity growth

The service sector is important for a policy focus because it represents an over-
whelming majority of output and labour in most developed economies. Addi-
tionally, in the developing economies the growth of services is expanding rapidly
in terms of output, employment and in some cases productivity. Thus, both
employment and productivity gains can be achieved in this rapidly expanding
sector, warranting further investigation into the impact of the service sector
expansion on the total economy.

As mentioned above, employment in this sector lies at both ends of the
decent work spectrum. In some economies, the growth in services is attributed to
a lack of employment in agriculture and industry, which pushes labour into less
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productive urban service sector jobs, such as those in petty trade and personal
services.

In other economies, labour is pulled by high productivity service sectors.
The impressive growth in India’s service sector is one example (see box 2.8). In
sum, increasing service sector employment can either indicate a successful tran-
sition of the economy towards higher productivity levels, or reflect high numbers
of hidden unemployed people in low-productivity services.

To delve deeper into this issue, the contribution of service sector productiv-
ity and employment to growth in the economy as a whole is examined. This is
done based on calculations of employment and productivity differences by sec-
tor. First, the difference between productivity growth in the service sector and
the total economy is calculated, which tells us whether sectoral growth is con-
tributing positively or negatively to growth in the economy as a whole. Next,
employment is calculated similarly to determine whether those sectors that
exhibited above-average productivity increases also saw increases in employ-
ment. This exercise is done for a sample of countries that had service productiv-
ity data available in the ILO’s KILM database. The countries available represent
both developed and developing economies.

Figures 2.5a and 2.5b give the results of calculations for two service indus-
tries (transport and communications, and wholesale and retail trade), as well as
the manufacturing sector, for two periods: 1980-2001 (figure 2.5a) and 1995-2001
(figure 2.5b). Although the figures obtained do not cover all the sectors in the
total economy, transport and the retail trade industries represent approximately
25 per cent of employment in the economies analysed.3? Figures 2.5a and 2.5b
demonstrate i) the contribution of the service sector to productivity growth for
the economy as a whole, and ii) whether or not there are employment—produc-
tivity trade-offs.

Figure 2.5a shows that, in transport and communications, all 15 economies,
with the exception of Indonesia and the Republic of Korea, have above-average
productivity growth, meaning that productivity gains in this industry contributed
positively to growth in the economy as a whole. Additionally, in over two-thirds of
the economies that showed gains in productivity growth, this was accompanied by
gains in employment. Thus, in these cases, employment was pulled into high-pro-
ductivity activities in the service sector. An impressive employment performance
in transportation and communication services can be seen in India. Contrary to its
recently lagging industrial development, high employment and productivity
growth in this industry indicate that India’s service sector can be a vital source of
employment creation. In stark contrast to India, employment in Indonesia is being
pushed into low-productivity services as employment has failed to rebound from
the impact of the Asian crisis in 1997 (for more on South-East Asia, see Chapter 1
of this Report).

39 Additionally, these figures do not include the community and personal services industry, which was the main
focus of Baumol’s analysis. However, Triplett and Bosworth (2003) and the US Bureau of Labor Statistics calculate
labour productivity for personal services in the United States, obtaining figures of 1.8 per cent and 1.7 per cent respec-
tively for 1995-2000, which was higher than growth for the total economy during that period (1.2 per cent).
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Box 2.8. Growth in India’s software industry

The service sector in India has recently been dominated by growth in the infor-
mation and communication technology (ICT) sector. Numerous American and
European companies are increasingly shifting their ICT services (back-office
and call-centre operations, long-distance sales, insurance and medical data entry
services) to India, either by opening their own businesses there or by out-
sourcing processes to Indian service providers. The ICT sector has become an
oft-repeated success story and has placed the country on the global map of
rapidly growing industry.

India’s service sector is the most dynamic sector in the economy, primarily due
to growth in the ICT sector, which accounts for 20 per cent of goods exported
and over 3 per cent of the country’s GDP.

The Indian software industry has grown by roughly 50 per cent in the past
6 years. Although this constitutes only a small fraction of total employment, the
number of jobs in software and related industries jumped from just over 500,000
in 1999 to 700,000 in 2004.

India’s success in the ICT business has been principally due to domestic capabil-
ities and domestic entrepreneurs. Conventional explanations for the country’s
success in this industry highlight the comparative advantage argument. The soft-
ware industry uses those resources (low-cost, high skilled human resources) in
which India has international comparative advantage (and uses less physical
infrastructure and financial capital where it has a comparative disadvantage).
For example, the annual average wage for computer professionals is 10-20 per
cent of that in the United States. This wage factor is one of the main reasons for
this boom; India’s wages are lower than their counterparts both in the United
States and Europe. In addition, India has one of the largest reserves of English-
speaking scientists and engineers in the world.

On the supply side, India is the largest producer of human capital for the soft-
ware industry, producing over 100,000 ICT professionals in the late 1990s and
over 65,000 engineers annually. In addition, over 200,000 Indian expatriates are
working as ICT professionals in the United States as part of the H-1B visa pro-
gramme. This undeniably helped India in establishing networks between Amer-
ican and Indian companies. As in all success stories, a little luck is always
involved, which came in the opportune form of the ICT industry boom and the
liberalization of the Indian economy in the early 1990s. Another plus is
the difference in time zones, complementing India’s working hours with those of
the United States and allowing round-the-clock project work between the two
countries.

Finally, the spread of the Indian diaspora in the United States, particularly in
Silicon Valley, was instrumental in the development of this sector. First, it cre-
ated networks that facilitated economic exchange and increased the transfer of
knowledge between the two countries. Second, the “brain drain” has evolved
into a vital mechanism for India’s booming ICT sectors, with Indian workers
being trained in software development in the United States.

Source: Arora et al., 2001.
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In the wholesale and retail trade industry, a different scenario is found to
that of the transportation and communication industry. Over half of the econ-
omies had productivity growth that trailed growth for the total economy. In
some economies, such as Brazil and Mexico, employment growth accompanied
negative labour productivity growth, resulting in a (reversed) employment—
productivity trade-off. This can be explained by labour flowing in the direction of
the low-productive urban service sector, as a result of increasing population
pressure and lagging employment opportunities in (rural) agriculture and
(urban) industry. In other words, labour is not pulled by high service sector
productivity growth, rather it is being pushed by lagging dynamics in other sec-
tors. The United States, Sweden and Taiwan, China, were the only economies
having both above average gains in productivity and employment growth in this
sector.

Performing a similar analysis for the manufacturing sector provides a useful
benchmark for comparison across sectors. As expected, productivity growth in
this sector has contributed positively to productivity growth for the economy
in all of the countries in the sample. At the same time, the gains in productivity
have accompanied trade-offs in employment in all economies, with the excep-
tion of India and Indonesia.

An interesting note is that productivity growth in the transport and commu-
nication industry is just as high as in the manufacturing sector, suggesting that
growth in employment-intensive service industries can substitute for employ-
ment losses in the manufacturing sector — without fear of negative long-term
effects on wages and sustainable growth.

How has the situation changed over time? Figure 2.5b presents the same
analysis performed from 1995 to 2001 to see if these relationships have held over
time.

In the transport and communication sector there was a substantial increase
in productivity gains. Most economies still had productivity gains that were
above average for the economy, while two-thirds of those economies also had
above-average gains in employment. Japan, the Czech Republic and Indonesia
were the only three economies with productivity gains less than the average for
the total economy. During the 1990s, India also showed a slowdown in employ-
ment growth in this sector, possibly as the result of increasing gains in produc-
tivity. Across the board, however, employment gains remained above average
for most of the sample economies.

In the wholesale and retail sector there was an increase in productivity
growth from the previous period. Half of the economies have above-average
productivity growth and, of those economies, about three-quarters also have
above-average growth in employment. Mexico, which had negative productivity
growth in the 1980-2000 period, is characterized by a significant increase in both
productivity and employment growth. At the same time, the considerable
increase in productivity in the United States (which can partly be explained by
the ‘Wal-Mart effect”, i.e. the presence of big-box retailing which came onto the
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scene in the 1990s pushing out many of the smaller, boutique-style establish-
ments) appears to have had almost no impact on job creation in the trade sector.
This is arguably a cyclical phenomenon and can be explained by the recession of
2001, which led to a decline in employment for the economy as a whole. During
the 1990s a reverse pattern is also observed in Brazil. Employment shifts out of
services towards industry, indicating that labour is released from the low-
productive service sector as industrial activity picked up. However, in most
economies with below-average productivity growth, there is higher than average
employment growth, suggesting that employment is being pushed into low-
productive jobs.

Again, in the manufacturing sector, productivity gains are well dispersed
across the regions, but the trade-off is still quite strong, and a number of econ-
omies became productivity laggards in this sector. In descending order of mag-
nitude, Canada, Australia, Taiwan (China) and Mexico all had productivity
growth less than the total economy average during this period, while India saw
a reversal of its above-average employment gains from the previous period.
Canada, Taiwan (China) and Mexico showed higher than average employment
gains. Mexico’s astounding growth during this period can be linked to growth in
the maquila sector, which doubled from 1,703 establishments to 3,590 between
1990 and 2000 (INEGI, 2002).

Thus, although labour has been pushed into low-productive services in some
instances, the majority of cases show that employment has been drawn to service
employment that is highly productive. Why has productivity and employment been
on an increasing trend in this sector and become stronger over time? One reason
is the rise in incomes in many countries. As income rises, earners spend more on
leisure and service-related activities such as health, education and financial ser-
vices, many of which are still mainly provided by people — thus leading to employ-
ment creation. Additionally, advances in ICT have deepened connections within
the sector, having a strong impact on productivity in the service industries and
increasing their tradability and expanding their market share by e-commerce.
Consequently, the results show that service sector expansion can have a positive
impact on productivity and employment growth for the economy as a whole.

2.6. Concluding remarks

This chapter addresses the existence of trade-offs between employment and pro-
ductivity in both developed and developing economies, using a framework that
focuses on the relationship over the short, medium and longer term, and pays
specific attention to employment—productivity dynamics as the result of struc-
tural change.

Trade-offs between employment and productivity growth exist, most often,
in the short and medium term as the result of short-run deviations and structural
and frictional changes in the economy. Structural change in the form of shifts in
employment across sectors is part of the “creative destruction” process and is
necessary to achieve long-run sustainable growth.
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In the longer term, in most economies, productivity and employment growth
go hand in hand. This is particularly the case in the industrialized economies of
Europe, North America, and many parts of Asia. This has not been the case in
developing economies in either the African or Latin American regions where
growth in employment and productivity has followed different trajectories, sug-
gesting that a focus on productivity gains is a prescription for low employment
growth.

The analysis in this chapter has shown that such a suggestion is not war-
ranted. The presence of long-run trade-offs between productivity and employ-
ment in developing economies does not mean that this theory is not applicable
to developing economies, but rather that there are inadequacies in the markets,
conditions and institutions which block these economies from experiencing such
gains. No country can afford to neglect to focus on improving the productivity of
its workforce. Productivity is the engine that drives wage increases and leads to
improvements in the standard of living of a country. At the same time a strategy
focusing on maximizing employment does not have to mean a sacrifice in pro-
ductivity — as the experience of employment-intensive investment programmes
has shown.

A policy strategy for increasing productivity and employment over the long
run should therefore entail a dual strategy of investing in dynamically growing
sectors of the economy while also building capacity in sectors where the majority
of labour is employed. Focusing on sectors where the majority of labour is
employed is one way to bridge the gap between trade-offs in the interim and
long-run growth in both. This has significance for both developed and develop-
ing economies alike. For developing economies, this entails investing in strategic
growth sectors by acquiring and internalizing the knowledge developed else-
where if they are to “catch up”, while at the same time improving worker pro-
ductivity in traditionally low-productivity sectors, such as in the informal econ-
omy. It also means establishing forward and backward linkages in the supply
chain between fast-growing sectors and those in which labour is dominant. For
developed economies, it entails being at the forefront of knowledge expansion
and innovation in order to create new technology, which provides workers with
opportunities to expand into new markets and, at the same time, maintaining the
employability of those workers in declining markets.

History shows that economies adapt to structural change. However, in order
to increase the acceptance of change there should be a smoother transition for
workers and a distribution of productivity gains from the “winners” so that society
as a whole is better off, rather than a small segment of the population. This strategy
calls for additional measures such as compensation for dislocated workers during
periods of loss, skills retraining and employability — for example, making training
systems more demand-driven and facilitating self-employment and business start-
ups through interest-free credit programmes for those who have difficulty relocat-
ing. In developing economies where such programmes cannot be made available,
providing technical assistance to informal entrepreneurs, facilitating the legalities
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of becoming formal businesses and providing productive employment opportuni-
ties (through labour-intensive programmes) are essential in order for the poor to
“work themselves out of poverty”.
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Appendix 2.1

Methodology and sources for section 2.3 of Chapter 2

The results in table 2.4 of the chapter examine the relationship between produc-
tivity, poverty and income distribution. The first step in constructing the data-
base needed to undertake multivariate analysis of the relationship between pov-
erty, labour productivity and income inequality was to select match countries
from the Penn World Table and World Income Inequality databases for which
Sala-i-Martin (2002) provided poverty rate estimates. The countries for which
Gini coefficient time-series were available were then retained for at least ten
years. There were only 27 countries left after the selection: 12 in Latin America
(Brazil, Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, Jamaica,
Mexico, Panama, Peru, El Salvador, Venezuela), 13 in Asia (Bangladesh, China,
Hong Kong, Indonesia, India, the Republic of Korea, Sri Lanka, Malaysia,
Pakistan, Philippines, Singapore, Thailand, Taiwan (China) and two in Africa
(Ethiopia, Tanzania).

Initially, the intention was to undertake a cross-sectional analysis for the
years 1970 and 1998 using levels of each of the three variables. But because of
the incomplete Gini coefficient time-series, a cross-sectional analysis for the
earliest year for which the Gini coefficient was available (and closest to 1970)
and another one for the latest year (and closest to 1998) was done. Associating
labour productivity levels to Gini coefficients was easy because labour produc-
tivity estimates are available for each year from 1970 to 1998. But this was not
the case for poverty rates. Therefore, poverty rates had to be assigned to Gini
coefficients on the basis of closeness to the years of availability. For example, if
the earliest year of availability of a Gini coefficient was 1972, it was assigned the
1970 poverty rate. The Ordinary Least Square procedure and linear functional
form were then used to estimate the coefficients.

To study the relationship between variations over time in each variable, the
earliest and latest year available were used to calculate average annual growth
rates for labour productivity and Gini coefficients and percentage change for the
poverty rates. Therefore, the growth rates for some countries were for shorter
periods than for others. Then the same statistical procedure was used as that for
level comparisons. Some similar regressions were also run with World Bank data
for both levels and growth rates, with results broadly supporting those discussed in
section 2.3 of this chapter.
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Appendix 2.2

Methodology and sources for section 2.5 of Chapter 2
The difference between industry and total economy annual growth rates in

productivity and employment was estimated by:

1. Calculating the compounded annual average growth rate in employment
and productivity in the particular industry and in the total economy for the
same period.

2. Subtracting the growth rate of the total economy from the growth rate of
industry to determine the sector’s contribution to the total economy.

Thus, the sectoral contribution was obtained as follows:
LYiC—TC = (L?fc - LYTC); and EiC—TC = (Efc - ETC)’

where LY = growth in productivity, £ = growth in employment, i = each sector
(transport, trade, manufacturing), T = total economy, and C = particular country.

The above calculations were made for countries with sectoral data available
during the period 1980-2001. For some economies data were not available for
these specific years, in which case the closest year that data were available was
used (see table A2.1).

Table A21. Sectoral data available by country

Sector Country Latest year data available
Transport and communication Australia 1998
Brazil 1996
Canada 1998
Czech Republic 1998
France 1998
United Kingdom 1999
Trade Australia 1999
Brazil 1996
Canada 1998
France 1999
Japan 1998
United Kingdom 1999
Manufacturing Australia 2000
Brazil 1998
China 1999
Czech Republic 2000
India 2000
Spain 2000

Sweden 2000
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