Wage Differentials in the Labour Market


As recipients of popular media we are constantly bombarded by reports noting the startlingly high salaries of some select individuals and the economic plight of masses of others who are much less fortunate. The underlying, and often taken for granted, theme of such reports is that incomes vary enormously.


Most everybody accepts these varied incomes, or wages, as the natural result of living in a competitive capitalist economy. But why do these differences occur? For some time economists have noted these “wage differentials” and sought to explain the them. While some features seem to signal differences and degrees of variation such as profession and education, no conclusive and fully accepted theories or explanations have emerged. In this paper I survey the most prominent explanations proposed by labor economists and also more recent explanations that are being given increasingly more consideration. I begin with neoclassical explanations.

Neoclassical Explanations for Wage Differentials

Neoclassical economists first began trying to explain wage differentials because the most basic neoclassical model of the labour market suggests that wages should be equal. This was based on assumptions of perfect competition, profit maximization, and homogeneity of workers. Contrary to the basic model, there are clearly differences among the wages of individuals. There are three main neoclassical arguments explaining the difference seen among workers’ wages: the Theory of equalizing differences, Human Capital Theory, and Efficiency Wage Theory. With these three theories neoclassical economists relax the strict assumptions found in the basic model. 

Theory of Equalizing Differences

The Theory of Equalizing Differences identifies wage differentials as the result of intrinsic properties of specific occupations that require wage compensation for negative job traits or are compensated for with non-pecuniary positive traits. The Theory of Equalizing Differences, often referred to as compensatory differences, can be traced directly to Adam Smith’s, The Wealth of Nations. Since these properties are still at the root of contemporary compensatory theory they are worth noting in detail.

The Agreeableness of the Job. Compensatory theory argues that preferable working conditions will lead an individual to accept lower wages for their labor because in a non-pecuniary form they are being compensated. Likewise, unpleasant work will have a higher wage.

Ease of Learning the Employment. Compensatory economists argue that jobs that are difficult or time-intensive to learn will pay more. Those who invest the time are being compensated for their additional effort with higher wages. The opportunity cost of forgoing the time-spent training will be compensated for through higher wages.

Consistency of Work. Those workers who face only partial or inconsistent employment throughout the course of the year, such as seasonal workers of agriculture, must be paid more for their labor. Their wages carry them not only during times of employment, but also during times of unemployment. Contrary to this presumption is that agricultural workers are among the lowest paid workers in most developing economies.

The Degree of Responsibility. Compensatory argues that individuals who have high levels of responsibility will be compensated with higher wages. The risk created by additional responsibility is what is being compensated.

The Probability of Success. This is the “entrepreneurial compensation.” Employment where the chance of success is high will be paid lower than those who take risks in the probability that their work will be successful. If individuals were not compensated for risk there would lack an incentive to seek employment that may not be successful.

Compensatory theory is one of the fundamental defenses of the neoclassical model of wage differentials. However, attempts to provide evidence for compensatory theory have not had great success. I will discuss these shortcomings after reviewing other neoclassical theories.

Human Capital Theory

Human Capital Theory seeks to explain wage differentials as a consequence of differing human capital stocks that determine an individual’s marginal productivity. Human capital stock is defined in Fundamentals of Labor Economics, as “the stock of knowledge, skills, aptitudes, education, and training that an individual or a group of individuals possess.”
 The theory addresses the heterogeneous nature of the labor market, relaxing the basic model assumption of homogeneity.

Human Capital Theory explains wage differentials as a byproduct of productivity differentials. Looking at the basic neoclassical labor market model, we see that wages are paid on the basis of the marginal product of labor. Human capital disparity transfers into variable productivity. Therefore it follows that workers earn different wages.

It is well documented that, of average, those workers with more education earn higher wages. Human capital analysis explains this as the increased productivity of those more highly trained workers. Individuals who invest money and time (which can be evaluated monetarily by the opportunity cost of forgoing work options) gain skills that improves their human capital and ultimately their productivity.

Efficiency Wage Theory


Efficiency Wage Theory seeks to explain why wages are above the equilibrium wage and result in unemployment. The theory was initially created in the 1950s to explain why, in developing countries, firms paid above equilibrium wages to employees. The conclusion was that equilibrium wages were not always high enough to provide basic health for the workers. Therefore by paying more the worker’s health would improve and along with it their productivity. This theory has been adapted to be relevant in developed countries. Efficiency Wage Theory explains wage differentials as a consequence of employers seeking to discourage shirking, reduce turnover, and to attract superior employees. 


Shirking is discouraged because it results in lost worker productivity as a result of poor effort. It stems from a problem of imperfect supervision of employees by employers. Instead of facing unfeasibly high supervision costs, firms may offer employees a higher wage. As a result, the workers’ opportunity cost of losing work becomes higher, decreasing the probability of shirking.


Along similar lines, Efficiency Wage Theory emphasizes that firms attempt to reduce turnover. High turnover results in significant costs towards recruitment and additional training. To limit and discourage turnover, the firm will pay relatively high wages. As in the case of shirking, the opportunity cost of job loss rises, decreasing turnover.


Superior labor quality translates into higher productivity. By offering higher than equilibrium wages the firm assures an increased applicant base and can employ the more productive workers.

Alternative Theories of Wage Differentials


Recent research has led to alternative explanations to the neoclassical rationalization for wage differentials. In recent years, continued research into the explanation for wage differentials has led to a new set of theories. In this section I will review three: the Internal Labor Market Theory (ILM), the Segmented Labor Market Theory (SLM), and Devaluation Theory. 

Internal Labor Markets


Internal Labor Market Theory (ILM) focuses on the long-term relationships of employers and employees and the gains to be made by both parties by continuing to operate with one another. Decisions by the firm are governed by a long-term considerations. This model differs from neoclassical models because it does not assume perfect competition in the labor market. 

Characteristics of ILMs

ILM theory argues that firms benefit from maintaining good relationships with their employees and visa versa. Similarly, costs can be incurred through the loss of an employee, which differs from the neoclassical model that assumes perfect substitutability of labor. Training, recruitment, matching, supervision, and bureaucratic costs all lead to a large expense in finding and training new labor. 

ILMs often exhibit job hierarchies and promotion incentives for employees. Current employees normally receive ILM firm promotions. Low-level position employment is the main conduit between the firm and the outside labor market. These positions are called “ports of entry,” and consist of entry-level jobs. 

ILM firms benefit by avoiding the costs listed above. At the same time, employees benefit from improved employment stability and the chance for increased wages and promotions.

Implicit Contract Theory


Implicit contracts are a core feature of ILM firms. They are the contracts informally agreed upon between employees and employers. The terms are for employees to continue work and perform productively and employers to informally guarantee employment with the chance of promotion and raises.


Perhaps the most interesting thing to note about implicit contracts is the very fact that they are implicit. For one, the firm may have trouble negotiating a contract and then supervising the explicit details of performance. This could ultimately result in difficulty enforcing the explicit contract, which is the tangible benefit of creating one in the first place. Second, there is an asymmetry of knowledge at the time the contract is written. The employee knows more about his ability than the firm, and therefore it may possible for one side to try and take advantage of the other in the formality of an explicit agreements. 


The nature of the implicit contract is one that focuses on self-regulation by each respective party. Implicit contracts provide inherent incentive to abide by the terms of the contract. Supports of ILM model believe that implicit contracts can promote stronger relationships than relationships forged through lengthy and explicit writing. The difficulty of forming explicit contracts is apparent in many union-negotiated contracts.

Wage Determination


A final note regarding the difference between neoclassical models of labor and that of the ILM concept is wage determination. ILM Theory suggests that there exists defined and significant costs of worker turnover and thus, wages cannot be determined by supply and demand of labour. Wage under the ILM Theory is determined institutionally, by factors like tenure and position 

Segmented Labor Market Theory


Continuing to move away from neoclassical wage models emphasizing productivity, Segmented Labor Market (SLM) Theory argues that institutional structures and features determine wage rates and job opportunity, rather than the marginal productivity of workers. The basic model divides the labor force into two sectors: the primary labor market and a secondary labor market. The primary labor market is characterized by higher wages and longer tenure at a firm, while the secondary labor market is typified by workers poor tenure and slim chance of promotion.  

Devaluation Theory


The last theory I examine, Devaluation Theory, explains wage differentials as a result of biases towards those employed and earning wages. This theory has been researched most heavily with regards to differences in the wages of men and women. Devaluation Theory suggests that the wage difference stems from the bias of the wage payer, the firm. Bias from those gauging productivity could result in women earning less. 

Empirical Evidence and Recent Research


In this section I focus on research that has provided empirical evidence on labour market structure. Each paper reflects a key theme and I have reviewed in theory. The first, written by Marianthi Rannia Leontaridi, stresses the existence of segmented labour markets and their reasons. The second is written by Ronald Schettkat and focuses on Compensatory Theory and how it holds empirically. The third, written by Marta Elvira and Mary Graham, looks at the wage gap between men and women and which theory(s) can best explain it. 

“Segmented Labour Markets: Theory and Evidence”

Segmented Labor Market Theory (SLM) suggests that, not only is there a heterogeneous labor force, but also that workers are divided involuntarily into different and non-competitive labor segments. Marianthi Leontaridi of the University of Aberdeen writes that, “segmentation theory…argues that the labour market is not a single competitive market, but is composed of a variety of non-competing segments between which rewards to human capital differ because institutional barriers prohibit all parts of the population from benefiting equally from education and training.”
 While some neoclassicalists acknowledge that segmentation in the labor force occurs they usually attribute that to such factors as geographical boundaries, biological reasons, and age. 


After providing a thorough look at the history of segmentation theory, Leontaridi discusses recent version of segmentation theory noting how varied it has become. However, he also notes that, “straddling these differences is the emphasis placed on the existence of the within-firm labour market as the central decision making body for issues such as hiring, pay, job rewards and on-the-job training.”
 

Two economists, Piore and Doeringer pioneered the fundamental dual-market theory which I described above, but later revised their model to include a segmentation of primary sector work – which they divided into tiers. They found that many members of the upper tier primary sector actually exhibited frequent job change. They attributed this to a “mobility chain,” a non-random, horizontal channel through which primary sector workers transferred jobs.
 This differed from lower tier primary sector workers in that the lower tier exhibited tendencies for fewer chances at promotion, but more stability. 

Leontaridi concludes by summarising the status of SLM Theory: “It can be argued therefore that the labour market is segmented and this is an established fact. What still remains to be proven though are along what lines.”
 His critique is that empirical analysts of segmented labor markets have presupposed the number of sectors before conducting research and hence produce varied and consequently unreliable work. 

“Compensating Differentials? Wage Differentials and Employment Stability in the U.S. and German Economies”


In this paper Ronald Schettkat investigates the validity of the SLM model versus neoclassical compensatory theory and concludes that SLM Theory provides a more accurate depiction of the labour market. His work focuses on the idea of compensating versus the SLM suggestion that wages and job traits cumulate based of one’s position. 


Schettkat compared the claims of the opposing theories. He sought to find linkages between wages and quit rates, wages and separation rates, and wages and non-pecuniary compensation.


According to compensatory theory, higher wages should, all else controlled, have higher turnover rates. What Schettkat found however was that occupations that exhibited high wages often had the additional benefit of being more “agreeable” and has fewer turnovers.


Next, he looked at wage rates and separation. According to compensatory theory, wages should be higher for jobs with high job separation – that is involuntary job turnover. This occurs for similar reasons as those found for voluntary turnover. Schettkat found that, contrary to compensatory theory, low wages were accompanied by higher involuntary job loss.


Schettkat’s work provides evidence that job traits cumulate – high wages, stability, conditions, and other positive traits are found in accord.
 He attributes the accumulations to institutional wage determinants. 

“Not Just a Formality: Pay System Formalization & Sex-Related Earnings Effects”


Marta Elvira and Mary Graham researched the reason for the evident gap in wages between men and women. They looked at how three different models attempt to explain wage differentials between men and women: neoclassical, ILM, and devaluation models. They focused mainly on payment structure and its implications for determining wage.


The neoclassical theory suggests that wages are determined by individual productivity. Women go into fewer jobs and therefore the wages reflect the relatively lower productivity of workers - not necessarily women - in the jobs they go into. ILM Theory explains the gap as a result of a lesser necessity for organizational success in a female-dominated workplace environments. Devaluation Theory explains the gap as a result of gender bias – advertent or otherwise.


Elvira and Graham then sought to identify the consequences of payment structures, notably regarding formalization of pay. The highlighted that many firms rely partially on performance-contingent pay. This structure allows managers to personally choose individuals to receive bonuses based on performance. Elvira and Graham argue that having performance-contingent pay contributes to the wage gap because men are more likely to receive these types of payments.

They researched an individual firm, defending this choice by saying that focusing on a single firm allows one to gather detailed information regarding individual data, and because human resource records evaluate the demographic compositions of a firm, data which helps control for cross-industry differences.


They compiled their results into five findings
:

I) The proportion of women in a job is negatively associated with total compensation: base salary, incentive bonus levels, and probability of receiving bonuses. 

II) The higher the proportion of women in a job the lower the number of incentive bonuses received.

III) The higher the proportion of women in a job the lower the monetary value of incentive bonuses received.

IV) Controlling for all but gender, women are slightly more likely to receive bonuses, but receive 25% less value from those bonuses.

V) The individual sex variable (the variable which looks at women in exactly comparable job positions as men) accounts for 26% of the male/female wage gap and sex composition for 13% when regarding bonuses.

Elvira and Graham’s research supports their hypothesis of devaluation. Important to note is that only finding “V” directly supports devaluation. “I-IV” can still be described using neoclassical and ILM models; the existence of wage gaps and implications of performance-contingent pay is shown here.

Elvira and Graham assume generalization with respect to their findings, assuming other industries and firms will reflect similar gender biases and wage gaps.

Summary


I have outlined and summarized what I feel are the most important components and explanations of wage differentiation. Wage differentiation is still being debated and refined every year, and no widely accepted consensus has arisen as to the exact reasons for these differing wages. The more accepted reasons include human capital theory and efficiency wages, however within these models there exists much debate as to the specifics. Many of the recent theories, including SLM Theory and Devaluation Theory have growing support, but are not accepted as definitive models of wage differentials. There will undoubtedly be much additional research into this field of labour economics.
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