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ABSTRACT

We contribute to the growing literature on the empirical evidence for wage rigidity using structured
interviews for Pakistan. The novelty of the study consists of using data from a developing country
which provides the basis for a comparison with studies performed in the developed countries. Our
sample of 1189 managers finds widespread support for downward nominal wage rigidity while real
wage rigidity is less pronounced although still present. Concerns about the adverse effects of wage
reductions on effort, morale, the most productive workers leaving (adverse selection) and the
minimum-wage largely explain the presence of nominal wage rigidity. All sectors, irrespective of
time, take minimum-wage changes into account when setting wages so that the law very much sets
wage expectations.
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Non-Technical Summary

The unemployment-inflation trade-off has been the subject of unremitting interest since Keynes'
General Theory and remains at the core of monetary policy decision making. The underlying intuition
is that firms find it difficult to cut ‘nominal’ wages, i.e. nominal wage are downward rigid. The result is
that labour market adjustments to adverse economic shocks are limited because real labour costs, i.e the
real wage, are above their market-clearing levels. This effect can be self-sustaining in an economy
consisting of multiple sectors and shocks. In such a situation, inflation can unblock labour market
adjustments by increasing the range of real-wage cuts firms can implement leading to a situation of
lower equilibrium unemployment than what would prevail otherwise. In this paper, we revisit the
validity and universality of nominal-wage rigidity hypothesis but from a developing country perspective.

The current literature, largely focused on developed economies, has sought to investigate the
existence of downward nominal-wage rigidity (henceforth DNWR) using three independent avenues.
The first avenue rests on testing one implication of DNWR which is that real wages are anticyclical.
However, the empirical case for this is weak. The second avenue is more micro based and there are
essentially two categories: (a) self-reported panel data of households and (b) employee data from
establishments. Two relevant findings of this approach are: (i) nominal wage cuts are uncommon and
(i) wage growth is typically indexed to expected inflation rates. The third avenue of investigation is
based on structured surveys of (i) employees and (i) employers.

The idea of directly asking wage-setters also caught the attention of the European Central Bank
which carried out coordinated country level surveys of 17000 firms by the central banks of 17 countries
during 2007-2008.° Of interest to us is the confirmation of existence of wage rigidities across Europe,
and more so than in the U.S., with a particular emphasis on various models of efficiency-wage theory
and the fair-wage hypothesis as tangible explanations.

Cleatly, the literature focusing on the survey of employers is growing fast and this is precisely where
the contribution of this paper lies. A lack of high frequency macro and micro employee level
establishment data sets leaves us with no choice but to conduct a national survey. To our knowledge,
this is the first attempt of this nature and some parts have been harmonized with European Central
Bank survey enabling us to make direct comparisons. The survey questionnaire has questions: (i) about

the firm and its employees, (i) wage-setting and wage changes, (iii) wage rigidity and shocks (iv) wage

*The counties included are Austria, Belgium, Czech Republic, Estonia, France, Greece, Hungary, Italy, Ireland, Lithuania
and Luxembourg, Netherlands, Poland, Portugal, Slovenia, Slovakia and Spain. German survey was not fully harmonized
with the others. In 2009 similar surveys were also conducted for Slovakia, Cyprus, Bulgaria and Malta



setting for new employees and (v) the linkages with the informal economy. Here we focus on (i)-(iv)
which relate to wage setting mechanism, wage flexibility and theoretical reasons for wage changes. We
do not discuss the linkages to the informal economy in this paper.

We present the results of 1189 face-to-face structured interviews carried out in 2009 to 2011 with
entrepreneurs representing formal firms in the manufacturing and services sector of Pakistan. By
formal, it is meant that our firms are officially registered, tax liable and also report data to employment
agencies. Therefore, these firms necessarily take part in the official GDP and employment statistics.
This study is focused on regular employees and is therefore comparable to similar research work in
developed countries.

Based on the results, we establish eleven stylized facts about the labour market behaviour in
Pakistan's manufacturing and services sectors. In doing so, we make cross-country comparisons where
possible. While making these comparisons, one must bear in mind that sectors covered vary and
international surveys were conducted under different economic circumstances (European surveys were
conducted in 2007-08 and ours a year later). The facts are:

1. The implied typical wage spell for Pakistan is 13.5 months while in the Europe the range is 15-14.7
months implying the wages are marginally less rigid in Pakistan. Moreover, wages in the manufacturing
sector tend to be less rigid relative to the services sector- a fact consistent with other surveys. A direct
implication for monetary policy is that it would be marginally less effective in Pakistan than in Europe;
2. Wage rigidity is considerably greater than price rigidity in Pakistan (see Choudhary et al. (2011) for a
price-setting study of the same employers used for this study). This fact sets Pakistan apart from the
developed world where both types of rigidity are close (Taylor 1999);

3. The lower level of wage rigidity in Pakistan relative to developed economies reflects its higher
steady-state inflation of 8 per cent for the period of 2000-2010;

4. Wage cuts are found to be rare with less than two percent of firms having reported the wage cut in
the last 5 years. For Europe this number is close to 1.8-6.4 per cent;

5. In line with previous work, adverse selection (quit version), gift exchange model and relative wage
comparisons act as important deterrents for nominal wage cuts;

6. 35 and 45 per cent of wage revisions take place at the beginning of the financial and the fiscal year
respectively. While 83 per cent of wage changes are reported to take place in any given month. These
results suggest that there is some concentration in wage revisions but at economy-wide level wages are
not synchronized. A very similar is also valid for the European surveys however there are only 54 per

cent of managers admit wages change in a given month;



Now some facts particular to Pakistan

7. Wages in the services sector and for white-collar employees take the longest time to revise;

8. Relative to rare cuts in the basic wage, adjustments through the flexible component are more
common and firms vary temporary employment adjustments and working hours to trim labor costs;

9. Direct wage indexation to inflation is low but there is strong evidence for minimum-wage
indexation. This result is in contrast with previous research;

10. Wages in the manufacturing sector are lower than the services sector;

11.Main determinants of wage change are company policy and the minimum wage. Collective

bargaining remains the least important factor.



1. Introduction

The objective of this paper is to study wage setting and wage rigidity in a developing economy and
compare our results with what has been found in the developed world. The wage setting process in
Pakistan, which is our country of study, takes place in an environment which differs from that in the
developed countries where the vast majorities of studies of wage setting have been performed. In
particular, the system of unemployment benefits is absent, labour unions are very weak, a modern
welfare state is non-exisistent, there is a large underground economy and poverty is widespread.

We present the results of 1189 face-to-face structured interviews carried out in 2009 to 2011
with entrepreneurs in formal firms in the manufacturing and service sectors of Pakistan. By formal,
it is meant that our firms are officially registered, tax liable and also report data to employment
agencies. Therefore, these firms necessarily are a part of the official GDP and employment statistics.
This study is focused on regular employees and is therefore comparable to similar research done in
the developed countries. Moreover, key questions were formulated based on the pioneering works in
the area of Campbell and Kamlani (1997), Bewley (1999) and Druant et al. (2000) to faciliate a

comparison of survey results.

Literature

The current literature on wage rigidity is focused on developed economies and has sought to
investigate the existence of downward nominal-wage rigidity (henceforth DNWR) using two
independent approaches.

The first avenue is more micro based and uses either self-reported panel data of households or
employee data from establishments. Here there is weak evidence for DNWR." However, Akerlof,
Dickens and Perry (1996) track jobs instead of individuals using establishment data and find that due
to measurement errors DNWR may be more widespread than found in other work using
establishment data. Considerable DNWR is also observed by Lebow for for the U.S.> There is also a
large study of 15 European economies, and also including the U.S., by Dickens et. al (2006), which
looks at 31 million wage changes of job stayers. These authors find that nominal wage cuts are
uncommon and that wage growth is typically indexed to expected inflation rates. The latest addition

to this literature is Bihan et. al (2012) who also find support for downward wage nominal wage

4 See for example Lebow, Stockton and Wascher (1995), Card and Hyslop (1996), Kahn (1997) and McLaughin (1994,
1998) all of whom use the Panel Study of Income Dynamics data set from the U.S.
> See also Saks and Wilson (1999), Groshen and Schweitzer (1996) and Wilson (1999).



rigidity on french firm-level data. Although the extent of these rigidities varies across countries the
implications for nominal and real-wage rigidities are all too clear.

The second track of investigation is based on structured surveys of employees and employers.
Many of these studies highlight the negative sentiment attached to nominal wage cuts.’ This latter
line of research was initiated by Kaufman (1984) who asked wage-setters directly about what
prevented them from cutting wages. Notable contributions include Bewley (1999), Blinder and Choi
(1990) for the US, Agell and Lundborg (1995) for Sweden, Campbell and Kamlani (1997) for the
U.S. and more recently Zoega and Karlsson (20006) for Iceland.

Our study falls into the second class of research where the idea is to directly ask wage-setters.
We use data from a developing country and attempt to harmonize our questions with the European
Central Bank survey enabling us to make direct comparisons. This was a survey of 17000 firms in 17
counttries, performed in 2007-2008.” The results are described in Druant et al. (2009)°, Galuscak et al.
(2010), Babecky et al. (2009), and Bertola et al. (2010). Of particuar interest to us is the presence of
nominal wage rigidity across Europe and in the U.S. that can be explained with various models of
efficiency-wages.’

The rest of the paper is organized as follows. Sections 2 and 3 describe the country background
and the survey design. Sections 4 and 5 discuss wage setting and wage adjustment, Section 6
contains results for the determinants of wage decisions and Section 7 studies wage rigidity. Section 8

concludes.

2. The survey and the economy of Pakistan

Prior to going into details of the survey, we first describe the labour market and the macroeconomic
situation in Pakistan at the time when the survey was carried out.

According to the Economic Survey of Pakistan (2009/10), Pakistan ranks as having the 9th largest
labor force in the world, with 54.9 million people (77 per cent male), with an official unemployment

rate of 5 per cent under a very loose definition of employment. Figure 1 presents an overview of the

6 See, amongst others, Shafir, Diamond and Tversky (1997), Kahneman, Knetsch and Thaler (1986), Genesove and
Mayer (2001).

7'The countries included are Austria, Belgium, Czech Republic, Estonia, France, Greece, Hungary, Italy, Ireland,
Lithuania, Luxembourg, Netherlands, Poland, Portugal, Slovenia, Slovakia and Spain. The German survey was not fully
harmonized with the others. In 2009 similar surveys were also conducted for Slovakia, Cyprus, Bulgaria and Malta.

8 For detailed country-by-country results see the literature therein.

9 In particular the shirking model of Shapiro and Stiglitz (1984) and Weiss’s (1980) adverse-selection models and the fait-
wage hypothesis of Solow (1979) and Akerlof and Yellen (1990) provide possible explanations.



employment distribution in Pakistan. Employment is predominantly agriculture based, 41.66 per
cent of the total labour force, followed by the service sector with manufacturing being the third
largest. Overall, about 77% of the labour force works in the informal sector, assuming that
agricultural sector employment is part of the informal economy.

The survey took place in Punjab and Sindh between December 2009-March 2010 and June
2010-October 2011 respectively. The macroeconomic situation of Pakistan at the time of the
interviews (Dec 2009-Jun 2011) was dire. In November 2008, Pakistan entered a 23 month IMF
program (the 11th since 1988) after a balance-of-payments crisis in May 2008. The average
annualized inflation rates for Pakistan during the three months of the interviews in Punjab was
12.5%, and during the one year of interviews in Sindh it was 14%; which is 4-6% above Pakistan’s
50 year trend. During the fiscal year 2010 (i.e. July 2009-June 2010) real GDP was projected to grow
at 4% and the annual unemployment rate was 5.5%. Monetary policy was conducted under a dirty-
float with implicit inflation and money growth rate targets of 9% and 3.3% respectively.

The survey was carried out in collaboration with the statistical agencies of Pakistan. As explained
earlier, a lack of high-frequency macro data and employee level data made employer-structured
interviews necessary. We avoided approaching CEOs through email or mail because this would have
been culturally inappropriate. To carry out the interviews, we selected experienced interviewers with
local know-how and provided them with specialized training, both theoretical and practical. The
Central Bank also conducted a pilot study before launching the formal interviews. For a further
quality check, economists from the Central Bank randomly audited 10% of live interviews.

Turning to the questionnaire, it covers a wide range of characteristics including labour
composition, employment size, remuneration structure, cost-cutting- and hiring strategies, measures
of and reasons for wage rigidity and links with the informal sector'’. We also queried about factors
determining wage changes and typical propagation lags.

The questions were directed at regular employees defined as workers on formal contracts,
registered with social-security or the Employment and Old Age Benefit Institute (EOBI), and recorded in
firms’ official documentation. For the service sector, regular employees are defined only on the basis
of formal contracts. The narrow focus on regular employees increases our confidence in the
responses.'' Furthermore, we suspect a fraction of the labour force may be unregistered. Therefore,

querying about temporary employees would run the risk of higher refusal rates.

10 . . . .
The informal sector is not discussed in the paper.
11 Bewley (1999) shows that the wage-setting behavior differ between employees in long-term and temporaty jobs.



To bring more focus and substance to the questionnaire, key questions were designed with
specific reference to the main socio-occupational group of regular employees — the type of
employees representing the highest proportion of workers in firms. This practice is consistent with
Campbell and Kamlani (1997) who show that the remuneration structure and the degree and reasons
for wage rigidity differ across socio-occupational status. We, therefore, asked CEOs to break down
their labour force into three socio-occupational categories: (i) white collar, (i) skilled blue collar and
(iii) unskilled blue collar. Irrespective of the occupational category, a total of 66 per cent of regular
employees comprised the main occupational group in our sample. In particular, skilled blue collar
employees (63 per cent) account for the main occupational group in the manufacturing sector while
in the service sector it is white collar employees (62 per cent), see Table 1. Looking at the data by
firm size we find that small and medium sized firms employ mostly skilled blue-collar workers while

large firms employ mostly white-collar workers as regular employees.

3. The sample

The focus of this paper is formal-sector manufacturing and services which together account for
18.32 per cent of the labour force. We further focus on wage-earners and it turns out that this is the
top work-type category, excluding agriculture, accounting for 33.84% of the labour force in Pakistan
(see part b of Figure 1). Therefore, our survey focuses on the top two non-agricultural sectors in the

formal economy and the top work-type category.
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There is also the issue how broad-based our sample is, that is the sample of wage earners in the

formal sector in manufacturing and services. To answer this question, we compare the sub-sector

coverage of wage earners in our survey with that of Pakistan’s labor force. Figure 2 provides a

snapshot of the distribution of wage-earners by sub-sector as well the percentage covered by our

survey. First, we cover about 57% of the formal wage-earning labour force. Second, within the

formal wage-earner category we cover 82% of the manufacturing sector and and 69% of the service

sub-sector. The wide coverage of our survey sets it apart from the studies that have been conducted

in the developed counttries.
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Turning to representation in terms of GDP, we focus on formal sector entities in the

manufacturing and service sectors. At the national level the formal manufacturing and service

sectors account for 71.4 per cent of GDP. We concentrate on the two largest provinces, i.e. Sindh

and Punjab while the other two provinces, Khyber Pakhtun-khuwa and Baluchistan, are not a part

9



of the study due to security issues. The manufacturing sample is drawn from data registers
maintained by the Bureau of Statistics of Punjab and Sindh for census of manufacturing industries (CMI).
The manufacturing sample covers firms with economic activity codes from 15 to 36 (excluding 30
since this sector (office equipment and computers) does not have any private firm) according to the
Pakistan-Standard-Industrial-Classification (PSIC) system.'>" Similarly, firm size in the manufacturing
industry was defined on the basis of employment; firms in the manufacturing sector were split into
three employment brackets: 10-50, 51-250 and more than 250 employees defined as small, medium
and large sized firms respectively. Based on these criteria, a random sample of 1200 manufacturing
firms was drawn from 63 mutually exclusive strata, along with a 50 per cent extra replacement
sample.'*

Pakistan has no formal database for the service sector that can used as the main population
frame for our survey. To overcome this issue, we decided to use the database of the Securities and
Excchange Commission of Pakistan (SECP) which maintains a list of all firms registered with them. Yet,
the SECP register has its own limitation; it lacks information on firm size and whether firms are
dormant or non-dormant. Before utilizing the SECP database we applied filters to circumwent this
limitation. For example, to minimize the chance of selecting dormant firms from a very large
database, we only selected firms that had been registered within the last ten years and if registered
before that time period have reported to the SECP at least once in the last ten years."” Also to avoid
too many small firms, firms with paid-up capital of more than RS. 2,000,000 (USD 23500) were
selected. Our final service sector sample of 270 firms includes firms from transport and
telecommunication, hotels and restaurants and education and health care services, while
construction, real state, financial services, wholesale and trade sectors were dropped due to the
problem of defining main service.'®

With population frame, economic activity and firm size serving as pivots, we draw a stratified-

12'The activities are: 15-(food products & beverages), 16-(tobacco products), 17-(manufacture of textiles), 18-(wearing
apparel), 19-(leather products), 20-(wood & wood products), 21-(paper & paper products), 22-(publishing, printing &
reproduction), 23-(petroleum), 24-(chemicals & chemical products), 25-(rubber & plastics products), 26-(other non-
metallic mineral products), 27-(basic metals), 28-(fabricated metal products), 29-(machinery & equipment N.E.C.), 31-
(electrical machinery & apparatus N.E.C.), 32-(radio, TV & communication equipment), 33-(medical & optical
instruments), 34-(motor vehicles & trailers), 35-(other transport equipment), 36-(furniture).

13 These economic activities are in line with the International Standard Industrial Classification (IS1C).

41n case of non-response, a firm from a particular stratum was randomly replaced by another firm from the same
stratum to maintain an unchanged sectoral representation.

15 Every firm registered with SECP has the obligation to report statistics on an annual basis but few do so on a regular
basis.

16 Indeed, this is because we used the same sample for a separate price-setting survey where it was necessary to include
firms involved in economic activities when it was possible to cleatly identify their main product/setvice.

10



random sample for each sector. The selection rests upon per strata shares to population. However,
sample size was deliberately increased for the smaller strata to raise the power of the statistical
inference. In the end, we carried out 1189 structured interviews. In total, 86 per cent came from the
manufacturing sector of which Sindh province represented 28 per cent of the firms sampled. In the
services sector, Sindh province accounted for 37 per cent of the sample. Clearly, our survey under-
represents the service sector, also common in related studies, on the basis of both GDP and
employment shares. With these limitations, the results for the service sector should be interpreted

cautiously as they only reflect wage-setting behavior for selected services.

Table 1
Sample Details
Manufacturing Services Total
Overall economy
% GDP shares in Pakistan 2009 18.3 53.1 71.4
% of employment share” 13.2 14-16.4 27.2-29.6
Sample
% of GDP represented in sample * 12.2 13-15 25.2-27
% of sector representation in sample 86 14 100
Sindh Representation 28% 37%
Small 55.9 62.8 56.9
Medium 28.4 24.4 27.8
Large 15.7 12.8 15.3
White Collar 10.7 62.2 32.8
Skilled Blue Collar 63.4 33.3 50.5
Unskilled Blue Collar 25.9 4.5 16.7

a: This percentage is used for reweighting the manufacturing and services sector estimates

b: These employment estimates include informal employment

To draw valid inferences from the population, we do post stratification to control for closure,
non-responses and possible economic activity shifts. We have also dropped observations when firms
were pure exporters since we are only concerned about price setting in Pakistan. The reasons for
dropping export-only firms are discussed in detail in Choudhary et al. (2011). Furthermore, large
firms suffered from a low response rate but their decisions are likely to be more important. As a
result, the observations required adjustment for firm size as well. These adjustments were done
differently for the manufacturing and service sector because the frame came from separate sources.'’

Finally, estimates for the aggregate economy are presented as weighted averages based on the

17 Appendix C presents the post-stratification schemes.

11



sectoral contribution of manufacturing and service sectors to GDP. Generally, the manufacturing
and service sectors combined accounted for 71.4% of GDP in 2009, while taking only into
consideration the sub-sectors covered in our interviews. Our sample is a good representation of
decision-makers that produce 25.2-27 per cent of GDP and that of formal sector wage-earners in
our chosen sectors. Specifically, out of 1189 respondents, the sample of 1025 in the manufacturing
sector is 9 per cent of the target population, but the sample from the service sector is smaller and
based on a derived population. We use final post-stratification to reduce sectoral bias as per their
contribution towards GDP. Interestingly, the employment shares of these two economic sectors are
consistent with their GDP shares, hence all the estimates reported can be interpreted as both
weighted by respective shares in GDP and/or employment.

In terms of an international comparison this study is the seventh largest with a respectable
response rate. Table 2 provides a comparison. To date our study entails one of the largest number of
structured-interviews at the national level. To conclude, given the attention paid to various aspects
of sample selection, we believe that our survey gives an accurate picture of the wage-setting behavior

of the private formal sector manufacturing and service-sector employees in Pakistan.

4. Wage setting and levels

We find in Table 2 that 2 per cent and 91 per cent of firms ranked unions and company owners as
either important or very important for wage-setting respectively, which provides a justification for

asking CEOs about wage setting and wage rigidity.

Table 2
How important are the following in wage related decisions in your company?
Mean Score % important”
Owners of the company 1.41 91.1
Executive management of parent company 2.79 45.4
Unions 3.92 2.2

2 <

a: 1,2, 3 and 4 denote “very important,” “important,
b: percentage of firms responding “important” or “very important”

EENNTS

of minor importance” and “unimportant”

We asked CEOs to indicate the wage bracket of their main occupational group. Results in Table 3

show that a majority of firms choose to reward their employees close the minimum-wage level

12



announced by the government.'"We also find that mean manufacturing sector wages are lower than
average wages in the survey. In particular, we find that the wages of 70 per cent of firms in
manufacturing are clustered close to the minimum wage level. In the service sector however, the
wage distribution has a higher variance as well as higher average wages. Although the official
minimum wages is binding in Pakistan we observe that 10.2 per cent of firms admitted paying wages
lower than the official minimum wage rate. Notice that the bulk of employees in the minimum-wage
category are unskilled workers of small firms.

Furthermore, wage comparisons across the main occupational groups reveal interesting,
although not unexpected, results. The white-collar group has the highest wage of 15-25 thousand
rupees while the average wages of skilled and unskilled blue-collar are in the lower brackets. Notice
how the wages of skilled blue-collar employees are concentrated near the minimum wages (for 67

per cent of firms). The dispersion of the average increases positively with firm size.

Table 3
Average (monthly) Wage Distribution (Percentage)
Average
Wage in thousand Rupees <6 6-10  10-15  15-25 > 25 Wage
Group
Pakistan 10.2 52.7 15.7 14.6 6.9 10-15
By Socio-occupation
White collar Employees 1.3 24.7 21.9 33.2 19.0 15-25
Skilled-Blue Collar 98 670 147 13 1.2 6-10
Employees
Unskilled-Blue Collar 8.8 64.6 6.6 0 0 6-10
Employees
By Economic Activity
Manufacturing 17.4 09.1 10.5 2.8 0.3 6-10
Services 0.8 31 22.5 30.2 15.5 10-15
By Firm Size
Small 111 55.8 14.6 14.9 3.5 10-15
Medium 7.1 51.8 22.4 7.1 11.8 10-15
Large 4.3 26.5 19.7 17.9 31.7 15.25

Other than the basic wage, we also asked firms about the use of bonuses in their organizations.

About 57 per cent of firms reported giving bonuses to their employees. We then asked CEOs about

18 In the Punjab sutvey, the minimum wage limit is rupees 6000, while it was revised to 7,000 at the time we started
doing the Sindh sutrvey. We therefore, revised upwards the lower two brackets wage to: 7000 or below and 7001-10,000
while the remaining categories remained unchanged.
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the reasons for using such incentives. The most common reason these firms cited for giving bonuses
is the sharing of profits. Around 36 per cent of firms give bonuses based on profits and this is more
popular in firms with a large number of employees. The second most common reason given for
paying out bonuses, cited by 29 per cent of firms, is the celebration of religious festivals irrespective
of profits and individual performance. Finally, a quarter of bonuses are linked to individual
performance. These performance-based bonuses are more common for production workers, 34 per
cent skilled blue collar employees whose output is easily observable getting them.. Annual traditional
bonuses are more common for unskilled workers with 43 per cent of such workers being rewarded

this way.

5. Wage Adjustment Decisions

Wage adjustments play a pivotal role in determining the effectiveness of monetary policy
transmission as the more frequently wages are revised the less tempting it becomes to exploit the
unemployment-inflation trade-off. The main questions on wage dynamics in our survey are centered
on the frequency of wage changes, their timing, key reasons and rapidity with which wages respond

to shocks.

5.1 Frequency of wage adjustments

Managers were asked to state the frequency of wage changes as either (i) quarterly (i) bi-annually (iii)
annually (iv) once in every two years or (v) never. We also asked managers to assign a frequency to
each of the following reasons: Inflation, tenure or other (such as productivity, profits and turnover).
Our frequency variable is non-continuous and a composite one and it is deliberately designed this
way so that a comparison could be drawn with other similar studies, such as Druant et al. (2009).
Table 4 shows two measures of wage rigidity. The first method uses the distribution of wage
changes from our menu of frequencies and compares it with countries in Druant et al. (2009). Wages
are relatively rigid as nearly 85 per cent of firms reported changing their wages only annually. This
figure is higher in Pakistan than in both the euro and the non-euro European economies where only
60 per cent of firms change wages annually. However, more than twice as many firms in the
European countries admit revising wages after a year, 28.3 against 12.5 per cent. The overall
implication is that wage rigidity appears greater in the developed economies than in Pakistan.

The literature has developed an alternative measure of nominal wage rigidity, known as wage-
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duration, which estimates the length of time for which wages are fixed. Frequency of wage changes
along with wage duration can give a better estimate of DNWR. There are two distinct
methodologies to derive wage duration and they make use of the composite frequency of wage
changes we discussed earlier along with additional assumptions about the distribution function of
wage changes. For the sake of completeness we provide the wage duration using both
methodologies.

The first methodology follows Druant et al. (2009). Here, wage change frequencies are split into
three broad categories: more frequently than a year, annual wage changes and less frequently than a
year. These divisions are based on assumption that the underlying duration is log normally
distributed. The deep parameters of the log-normal distribution are estimated by observing the wage
frequencies from the survey results and wage-duration for each time interval are then obtained using
conditional expectations (see Druant et al, (2009) for details)."” The longest wage spells are for white-
collar employees and the service sector, while the shortest spells are for unskilled workers whose
wages change almost annually. An analysis of wage duration across firm size shows that wages are
more rigid in large firms, while the shortest wage spells are in medium size firms where wages
change every 12.5 months.

An alternative methodology was developed by Montornes and Sauner-Leroy (2009). They
assumed that wage changes are uniformly distributed across time intervals so that quarterly, biannual
and annual changes are translated into wage change frequency of 4, 2 and 1 respectively. Similarly,
once in every two years is translated into 0.5 changes per year and for the option ‘never’ we assume
0.4 changes per year implying one wage change in 4 years. The duration of wage spells is then
directly calculated using the inverse of these frequencies. Based on this, the estimates of wage spells

in Pakistan is 14.1 months.*

19 A technical document is available upon request.
20 We do not report the detailed results for this method as euro and non-euro area statistics for comparisons are available
for the first method only. However, details are available upon request.
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Table 4
Frequency of Wage change

Less Annual Greater Wage Wage Wage
than than Duration®  Duration ® cuts
Annual Annual
Euro area 11.4 59.5 26.4 15.0 1.3
Non-Euro area 14 59.5 23.2 14.7 6.4
Total EU? 12.1 59.7 28.2 14.9
By Economic Activity (all EU)
Manufacturing 12.3 59.1 26.5
Services 10.9 59.8 23.1
Pakistan” 2.7 84.8 12.5 141 13.5 1.8
Reasons
Inflation 1.8 53.5 44.8
Tenure 0.4 79.1 20.5
Other, e.g. profits, 0.8 55 467
turnover
By Socio-occupation
White collar 1 73.8 25.1 16.5 15.2 1.5
Skilled blue collar 3.2 90.6 6.2 12.9 12.7 2.4
Unskilled blue collar 5 88.9 6 12.8 12.6 1.0
By Economic Activity
Manufacturing 3.5 89.8 6.6 13.0 12.7 1.2
Services 1.6 78.1 20.4 15.6 14.5 2.5
By Firm Size
Small 2.4 85.2 12.3 14.1 13.5 2.0
Medium 8.2 85.9 5.9 12.6 12.5 1.2
Large 0.9 80.3 18.8 15.3 14.2 0

a: Bstimates from Druant et al. (2009), pages 6-7.

b: Figures weighted by employment weights, rescaled for non-responses.

b: Each firm was assigned the highest frequency of wage change for any reason.
c: Wage spells with uniform distribution.

d: Wage spell with log-normal distribution.

Results show that (see Table 4) on average wages revisions occur every 13.5 months in Pakistan. A
comparison with Druant et al. (2009) reveals that, as expected, this wage duration is a little shorter
than both in the euro area (15 months) and in the non-euro area (14.7 months). In terms of sectoral
differences, wages are revised after 12.7 months in the more flexible product market of the
manufacturing sector, for the services sector the average duration is 14.5 months. In Pakistan the
frequency of price changes in the manufacturing sector is three times hjgher21, hence more flexible,

when compared with the service sector where price changes occur twice a year. In contrast however

' see Choudhary et al. (2011).
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the results in Druant et al. (2009) show no significant differences in wage duration between the
manufacturing and service sectors. This finding compares favorably with studies such as Cecchetti
(1987), Fregert and Jonung (1986), Card and Hyslop (1997) who observe that higher inflation (i.e.
lower price rigidity) and lower wage rigidity go hand in hand. However, it remains a remarkable find
that even with a sready-state inflation of 7-8% in Pakistan, wage durations exceed a year which is not
too far from Europe.

In our line of inquiry, we also asked managers about the most common reason for the frequency of
wage changes discussed above. Almost 90 per cent of the managers cited tenure as being the reason
and 89 per cent of these managers also admitted changing wages at an annual frequency. Tenure
based wage changes are less common for white-collar employees and large firms (78 per cent).
Inflation based wage revisions were observed for 60 per cent of the firms and most of these are
conducted at an annual frequency (87 per cent of firms). Here again white-collar employees are less
likely to be compensated for inflation (52 per cent of managers admitting to it). In contrast, Druant
et al. (2009) shows that wage changes are most commonly due to inflation especially in Austria,
Belgium and Spain where 80 per cent of firms change wages annually or more frequently due to
inflation. We should note that these countries differ from Pakistan in that they are among the richest
countries in the world measured by GDP per capita, have lower levels of steady-state inflation and
strong labour unions whereas Pakistan is around 150™ place in income per capita, has high inflation
and almost very limited labour union power In sum, there are wage rigidities in Pakistan but wages
are less rigid than in the developed economies. Wages are more flexible in the manufacturing than in
the service sector.

Before turning to the next Section, it is worthwhile to note that our findings on wage stickiness have
important implications for policy-making in Pakistan in that monetary policy is expected to be less
effective in Pakistan due to its greater wage flexibility. This argument is demonstrated in detail in

Appendix 12.

5.2 Rules for and Timing of Wage Revisions

We now turn to the pattern of wage changes, which determines the way nominal disturbances are
incorporated into wages which in turn determines the persistence of real effects of aggregate
nominal perturbations. The results in Table 5 indicate that almost 77 per cent of firms use purely
time-dependent rules and an additional 13 per cent follow these rules under normal circumstances.

This finding is consistent with Euro-area surveys but there 61 per cent used time-dependent rules.
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However, in the non-euro area the picture is different with only 34 per cent of managers claiming to
follow these rules. Our finding of time-dependant rules fits well with the previous section where we

found that tenure accumulation is most often the cause of wage revisions.

Table 5
Time and State Dependent Wage Revision Rules
(percentage)
Time State
Dependent Dependent Both
Pakistan 77.3 9.8 12.9
By Socio-occupation
White collar 73.8 12.9 13.4
Skilled blue collar 79.1 9.3 11.5
Unskilled blue collar 78.9 5.1 16.1
By Economic Activity
Manufacturing 80.3 5.0 14.7
Services 73.1 16.3 10.6
By Firm Size
Small 76.6 10.9 12,5
Medium 83.7 7.0 9.3
Large 77.6 2.6 19.8

The existence of time-dependent rules implies that wage changes may be concentrated in
specific months. This is important, as the exact timing of wage decisions and shocks co-determine
the strength of shock transmission. Olivei and Teneryro (2008) find that the adjustment to shocks
actually depends on the timing of wage changes and economic disturbances. They show that
monetary policy innovations in Japan that occur during the first half of the year, when most wages
are reset, have a relatively smaller effect on output than those occurring later in the year.

Relative to other surveys, there is strong evidence for the concentration of wage changes. Indeed
83 per cent of firms revise wages in a given month whereas only 54 per cent of firms do so in
Druant et al (2009). We also asked managers exactly which months they prefer the most and the
results show that wage changes are clustered around July (the start of fiscal year) or January (the
beginning of the financial year).

To sum up, we learn that wages are rigid in Pakistan but less so than found in comparable
surveys in the European economies. Nominal wages in the manufacturing sector are less rigid than
in the services sector. When wages do change, they do so at a 12 month time interval and on a set

date typically at the start of the financial (January) or the fiscal year (June).
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6. Determinants of Wage Decisions

We now turn to the factors that influence wage decisions.

6.1 Main Factors

Managers were given a list of possible factors, chosen from the literature, that are likely to impact
wage-setting, and we report the responses in terms of mean score, rank and the percentage of
managers choosing factors as being important or very important in Table 6. The top three factors
cited as the most important are company-policy, that is firm- or employee-specific factors (76.8 per
cent), the minimum wage (73.9 per cent), and labour productivity (57.1 per cent). The informal

sector (4.2 per cent) and trade unions (2.5 per cent) ranked lower for wage setting.

Table 6
Importance of factors driving Wage Revisions

Reasons Mean Score® % Important b
Firm- or employee specific factors 1.9 76.8
Impact of minimum wages on all 5 73.9
employees

Increase in worker productivity 2.5 57.1
Increase in profits 2.6 56.8
Increase. in wages of competing 26 553
companies

Increase in turnover 2.7 46.1
Inflation level 3 36.8
Increase in wages in public sector 3 36.4
Increase in price of your product 3.1 27.3
Contract renewal 3.3 24.7
Demand and supply of labour 3.3 25.3
Informal sector 3.8 4.2
Union pressure 3.9 2.5

a: 1, 2, 3 and 4 denote very important, important, of minor importance and unimportant.
b: percentage of firm said important or very important

Table 7 shows that when it comes to asking about actually passing on the shocks, the minimum
wage ranked first, wages of other firms second, and public sector pay came in third. Although, the
mean lags indicate that most of these factors are incorporated within a one year interval,
corroborating our frequency results in Section 5, the impact of the minimum wage stands out. This
comes to us as a surprise with more than half of the managers claim to incorporate it within 3

months — twice as fast as any other factor.
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We followed up this question by asking about the time it takes for each of the above factors to be
incorporated into wage revisions. The managers were presented with a menu of 1, 3, 6, 9 and 12
months which we gave the weights from 1 through to 5 respectively to obtain an appropriately

weighed aggregate measure for the mean lag.

Table 7

Lags of Adjustment for Factors Driving Wage Revisions
Time Lag Mean Lags ® Within 1 Month”  Within 3 Months"
Impact of minimum 39 351 185
wages on all employee
Increas§ in wages of 44 3.7 122
competing companies
Incréase in wages in 46 13.4 93
public sector
Incréase in worker 49 29 43
efficiency
Rise in labour demand 5 0.7 52
Increase in profits 5.1 0.3 1.8
Increase in turnover 5.1 0.7 1.6
Fall in labour supply 5.1 6.1 5.1
High inflation level 52 0.7 2.4
Increase in price of 53 12 10
your product
Low inflation level 5.5 0.5 1.1
Increase in wages in 56 12 17

informal sector

a: 1, 2, 3, 4 and 5 denote wage revisions within 1, 3, 6, 9 and 12 months, while 6 represents no change.
b: percent of firms revising their wages within 1 and 3 months respectively.

6.2 The Role of the Minimum Wage

Another important determinant of wages in Pakistan hat has received scant attantion is the
minimum wages. In Appendix 13 we explore a brief history of the minimum-wage and its
consequence on labour force evolution.

In our survey, the results show that 73.9 per cent of managers have selected minimum wages as
either an important or a very important factor for wage-revisions and the top ranked factor forcing
speedy wage adjustments. The emphasis is stronger for the manufacturing sector where this law

applies more and where wages tend to be clustered near the minimum-wage floors as documented in
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Table 4.” This goes to suggest that the announcement of the minimum wage seems to work beyond
a wage floor, it rather acts as a reference point for setting wages and wage levels end up clinging to
these official wage floors where they are applicable.

Moreover, for overall low wage levels, especially in the manufacturing sector, the magnitude of
increase in minimum wages is also likely to determine expected wage growth. Similar results, but using
employee-level data, are observed for Mexico (see Estevao and Filho, 2012). A related observation is
that for the service sector the changes in the official minimum wage are not binding in that average
wages are higher than the minimum wage. Yet, 60.1 per cent of the service sector employers admit
to incorporating minimum-wage changes into wage revisions (See Table 8). Our interpretation of
these observations is that though minimum-wage levels are not relevant for the service sector, the
growth in the minimum-wage is and it is likely to play an important role in anchoring nominal-wage
growth expectations

To assess the minimum-wage indexation argument in our data, we disaggregate by looking at the
timing of wage changes of 73.9 per cent of managers who consider the minimum-wage as the 2nd to
top factor for wage determination. Doing so, we find in Table 8 that 27 per cent, 39 per cent and 20
per cent of these managers revise wages in January, July or at some other time of the year
respectively. For the 39 per cent of the firms the timing of wage revisions coincides with minimum
wage announcements, it would be interesting if the announcement of minimum wages still remains
important for firms where the two time points do not overlap. To test for this we divided the firms
into two categories (i) where wage revisions typically happen in July and (ii) where typical wage
changes do not happen in July. We rework the percentage of firms ranking minimum-wages as being
important or very important for wage revisions. This goes to show that the consequences of
minimum-wages for wage changes go well beyond the month of July, where the timing of wage
changes coincides with minimum-wage revisions. This fact is supported for socio-occupational
cadres as well as sectors showing the importance of the minimum-wage factor in Tables 6 and 7.

To sum up, these findings suggest that wage levels in Pakistan are indexed to the minimum wage
level where this law applies, and changes in minimum wages build an expectation for wage revisions

robustly for all occupational groups and economic sectors.

22 Interestingly, despite its significance the minimum wage laws are not ‘practically’ enforced, as 10.3 percent of
employers in Pakistan admit paying a wage lower than the official wage. The fact applies especially to the manufacturing
sector but it is unskilled blue collar workers- the cadre 1969 ordinance is designed to protect.
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Table 8
The Impact of the Minimum Wage (percentages)

Important or very Important

Overall July Only” Non July*
Pakistan 73.9 28.9 45
White collar 59.1 18.5 40.6
Skilled blue collar 81.3 31.9 49.3
Unskilled 79.2 39.1 40.1
Manufacturing 83.9 38.9 45
Services 60.1 15.1 45

a: Percentage of managers treating minimum-wage as being important or very important.
b: Percentage of managers typically change wages in July

C: Percentage of managers typically change wages in month other than July

7. Sticky wages

Thus far, we have discovered that over a one-year horizon nominal wages are inflexible without

considering the underlying reasons. We now turn to this question for both nominal and real wages.

7.1 Nominal wage stickiness

In this section we consider four issues. First, in what direction do wages tend to change? Second, do
managers use indirect methods to curb labour costs? Third, are there structural impediments to
wages being revised in a certain direction? Fourth, which non-structural reasons explain the overall

wage inflexibility?

7.1.1 The first ingredient: Direction of Wage Changes

We ask managers if they had cut wages in the last five years, and if they had what dictated that
choice.” Results in Table 9 are remarkable and show that wage cuts are a rarity with only 1.8 per
cent of firms having reported a wage cut in the last five years. A further breakdown shows that these
reductions were mainly implemented by smaller firms, especially in the services sector. On the other
end of the scale, we know from Table 4 that 88 per cent of firms revise wages upwards annually or
more frequently. The European surveys pose a similar question and there 1.3 per cent and 6.4 per

cent of firms reported cutting wages in the last five year in the euro and non-euro areas respectively.

23 Most of the survey literature on nominal wage rigidity takes into account both wage cuts and wage freezes as rigidity
measures, however, we did not include any wage freeze questions in our questionnaire.
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However, looking closer, relatively more manufacturing sector firms in the Euro-area surveys
reported trimming wages (see Babecky et al. (2008) for the euro area and Table 9). The difference is
explained by the fact that in Pakistan wages in the manufacturing sector are not only close to but
also allegedly indexed to minimum wages.

Instead of trimming wages, 41.7 per cent of firms in Pakistan admit using other cost-cutting
strategies. Interestingly, this number is significantly smaller for both Euro and Non-euro area

surveys. We next turn into a detail discssuion on these strategies.

Table 9
Wage cuts and other strategies

Small Medium Large Pakistan Euro Non Euro

Wage cuts in 5 yearsa 2 1.3 0 1.8 1.3 6.4
Manufacturing 2.5 2.8
Services 1.2 3.1

. :

/o flexible wage 6.2 9.4 23.5 8.2

Components

Cost minimizing 43 38.4 345 417 64.5 60.4

strategy

a: Percentage of firms

7.1.2 The second ingredient: Cost-minimizing strategies

Nominal wages are clearly downwardly rigid. However, managers may use other cost-cutting
measures during times of distress. We asked managers if and how they attempt to shed labor costs.
The list and the results are shown in Table 10. About 42 cent of managers admitted using at least
one of the listed cost-cutting measures, the laying off of temporary employees being the top choice.
As shown in the table, Pakistani firms are more likely to adjust work hours than their counterpart in
the euro and non-euro area and significanly less likely to use early retirements. They also reduce
temporary employment to a much greater extent. In the case of the euro and non-euro area 63 per
cent of managers report using at least one of the listed strategies with hiring of cheaper staff coming
on top for curbing costs (see Babecky et al. (2009)). In contrast, Bewley (1999) reports that in the

U.S. managers mostly use smaller bonuses, layoffs and frozen pay in bad times.
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Table 10
Cost Reducing Strategies

Pakistan Euro area  Non-euro area Total EU

Reduction of bonuses 20.6 20.5 26.7 20.5
Reduction of non-pay bonuses 17.1 14.6 14.9 14.7
Adjustment of work hours 20.6 21.2 16.3 19.1
Slow promotions 12.3 24.6 13.4 20.6
Cheap hires 26.2 38.7 20.7 32.3
Early retirement 5.6 20.3 9.7 16.5
Reduced temporary employments 57.7

Used at least one strategy 41.7 64.5 60.4 63.1

Data source: Babecky et al. (2009)

In Pakistan a large fraction of labour force in temporary employment because it is difficult to fire
formal workers, impossible to fire permanent workers. In particular in the public sector and in the
private sector litigation is necessary.

Smaller firms are more likely to be affected by an economic downturn and hence, in theory,
should display lower downward wage-rigidity and more willingness to use alternative cost-
minimizing strategies. Results are consistent with this fact as both the frequency of wage cuts and
the percentage of managers admitting using at least one cost-cutting strategy are inversely correlated
with firm size. Larger firms, having a higher proportion of flexible-wage components in their wage-
bill tend to adjust labor costs by changing such payments. Furthermore, white collar employees with
highly rigid wages are faced with a significantly higher probability of having bonuses cut and also

non-pay benefits but have a lower probability of the temporarily-employed being laid off.”

7.1.3 The third ingredient: Structural impediments to DNWR

We now turn to structural impediments to wage reductions in the labour market. In the previous
section we described minimum-wage indexation in Pakistan. Moreover, we discussed that as far as
manufacturing sector goes and in particular those firms paying their workforce close to the
minimum wage, minimum-wage indexation plays a leading role in determining wage levels and their
growth. We also showed that managers not bound by the minimum-wage law also tend to pay
attention to minimum wage shocks. Therefore, this feature of Pakistan labour market is an

important structural element that explains DNWR.

24 Results are available upon request.
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7.1.4 The final ingredient: Non-structural impediments to DNWR

We now address reasons for wage rigidity that are independent of the minimum wage. For this
assessment, we have the benefit of decades of research on wage rigidity. In most cases, the empirical
validity of these theories is not easy to assess as the available data is often not sufficient to
distinguish between individual theories. For example it is not possible to quantify the notion of
morale, shirking or fairness. As a result, Kaufman (1984) and Blinder and Choi (1990) initiated a
distinct strand of literature by asking wage-setters directly about what prevents them from cutting

wages, based on a selection of theories proposed by economists.”

Asking about Wage Rigidity
Based on these theories, we presented managers with a series of short statements in common
language and asked them to rank the importance of those statements from very “important,”

2> <«¢

“important,” “of minor importance” to “not important” (scaled from 1 to 4 respectively) for the
decision not to cut wages. The statements are taken from Druant et al. (2009) in order to facilitate a
comparison with studies of more developed countires. Table 11 reports the weighted mean scores

along with an international comparison.

Table 11
Rating Theories on Wage Stickiness

i EU-Mean
Theories Mean Score® % important”  p-value® S d
core
Adverse selection (quit version) 1.8 84.2 0.000 1.7
Gift exchange 1.9 81.7 0.016 2
Relative wages 2.0 81.1 0.937 2.4
Efficiency wages — effort 2.0 79.8 0.000 1.9
Adverse selection (hire version) 2.3 59.3 0.972 2.2
Insider-outsider theory 2.3 61.7 0.009
Turnover model 2.4 56.6 0.000 2.2
Implicit contracts 2.5 54.6 0.000 2.6
Collective agreements 3.1 33

a: 1, 2, 3 and 4 denote very important, important, of minor importance and unimportant.

b: Percentage of firm rating the theory as important or very important.

c: Refers to the null-hypothesis that theory s mean score is equal to the theory just ranked below.
d: Excludes Germany and Greece. Source: Montornes and Saures-Leroy (2009), P. 43.

% Other notable contributions using this methodology, mostly for developed countries, are Capmbell and Kamlani
(1997), Agell and Lundborg (1995) for Sweden, Babecky et al. (2009) and Druant et al. (2009) for Europe wide surveys
and Zoega and Karlsson (20006) for Iceland.
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The overall results indicate that the efficiency wage model, in particular adverse selection (quit
version), considerations of moral (gift exchange), relative wages and the shirking models as the top
three deterrents to cutting wages. However, a detailed look at the data reveals other interesting
results.

The adverse selection model remained the most important for wage revisions, with 84.2 percent
of firms ranking it as a high importance factor (either as important or very important). These firms
avoid lowering wages out of fear of losing their better workers. However, we found less success with
the hire-version of the adverse selection model, coming in at fifth place, still around 60 percent of
firms considered it a high importance factor. Labor morale, which includes the gift-exchange model,
is the second highest ranked theory preventing wage cuts, 81.7 per cent of firms ranked that either
important or very important . The third and fourth relevant theories are relative wage concerns and
the wage-effort relationship; the two theories are statistically indistinguishable. Collective wage
agreements received the weakest support of the models and this supports the conventional wisdom
that wages are predominantly negotiated in an individual wage-bargaining’ system. The turnover-
training model came third last, which implies that concerns about keeping productive individuals
override a desire to save on training costs overall.

The reasons for wage rigidity may vary across different occupational groups, firm size and
economic activity in the product market (see Campbell and Kamlani,1997, and Agell and Lundborg,
1995). The adverse selection (quit version) received top rank for not cutting wages except for
unskilled blue-collar employees. This is to be expected as wages for such workers are covered by the
minimum-wage law. The quit-version of the adverse selection theory also remains a top ranked
theory for the higher cadre pool i.e. white collar and skilled blue collar employees. Overall however,
the top four theories remain robust among all the sub classification of size, occupation and
economic sector, with minor changes across groups, see Table 12 below. Interestingly, the shirking
model is more relevant for skilled blue-collar workers where output is not easily observed. Relative
wages are more relevant for white-collar workers for whom there exist usually few options within

firms so they have very few people to make intra firm comparisons (see Agell and Lundborg, 1992).
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Table 12
Ranks for Wage Stickiness Theories

Overal WC SBC UnS Small Medium Large Manuf

Collect Wage Agreements 9 9 9 9 9 9 9 9 9
Efficiency Wage Theory 4 4 3 4 4 4 4 4 3
Gift Exchange 2 3 2 3 2 3 3 3 2
Adverse Selection (Quit) 1 1 1 2 1 1 1 1 1
Adverse Selection (Hire) 5 5 6 7 6 7 5 5 6
Turnover model 7 7 7 6 7 5 6 7 7
Implicit Contract Model 8 8 8 6 7

Comparative Wages 3 2 4 1 3 2 2 4
Insider-Outsider Theory 6 6 5 5 8 8

WC: White Collar; SBC: Skilled Blue Collar; UnS: Unskilled

Table 11 lists nine reasons for wage rigidity. In this table they are ranked so that the number 9 implies that the listed
reason is least important and the number 1 implies that it is the most important reasons. For example, adverse selection
(quit) is the most important reasons for all groups except unskilled workers where it is the second most important
reason.

Bewley (1999) carried out a similar study for US firms and his non-structured survey showed a
strong concern about fairness when lowering wages. We find interesting differences in the literature
between countries in the validity of the adverse selection model (hiring and quit versions). While
most of the supporting research seems to be related to adverse selection for quits as in Campbell
and Kamlani (1997), * the evidence for the hiring version in Pakistan is not as strong as found by
Blinder and Chio (1990) and Agell and Lundborg (1995).” In our survey we probed both the ‘quit’
and the ‘hire’ versions of the adverse selection model by inquiring if cutting wages would (i) imply
that the most productive workers may quit their jobs or (ii) would create difficulties in attracting
employees. While we have strong evidence for the adverse selection prediction for quits, 84 per cent
of firms ranked this option as either important or very important, the hiring version of the theory
got somewhat lower support i.e. from 60 per cent of employers.

We also asked an underbidding-productivity question in parallel to both Blinder and Choi (1990)

26 Campbell and Kamlani (1997) show strong support for adverse selection.

27 Adverse selection in hiring does not get any support in Blinder and Choi (1990), while data in Agell and Lundborg
(1995) supports adverse selection with similar questions. The conflicting evidence for adverse selection can be explained
by the categorical nature of the answers; contrary to the yes/no options in Blinder and Choi (1990), Agell and Lundborg
(1995) asked questions allowing different levels of agreement and found results to be supportive of the adverse selection
model even at the entry level. More importantly, around 67 percent of responses lie between the lukewarm support
categories that are lost in the binary categories.
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and Agell and Lundborg (1995). The respondents can answer only in yes or no. Results show that 79
per cent of firms categorically deny any relationship between underbidding and the productivity of
workers at entry level. Though the strength of this wage-productivity denial in our survey is less than
in Blinder and Choi (1990) the evidence is still not supportive of adverse selection at the hiring level.

Turning to the remaining international results, Radowski and Bonin (2008) for Germany show
that employees’ morale, labor regulations and collective agreements are most important reasons for
wage stickiness. Relative wage and motivational issues are important deterrents for wage cuts in a
sample of 179 firms from Swedish manufacturing industries in Agell and Lundborg (1995). Agell
and Bennmarker (2007) also reveal how the nature of wage rigidity depends on firm size. Zoega and
Karlsson (2006) use data from Iceland and find support for the quitting version of the adverse-
selection model — cutting wages will cost the firms its better employees as well as raising the quit rate
overall. In the case of Europe-wide surveys in Druant et al. (2009) the fairness-theory and the
efficiency wage type argument based on morale and productivity explain downward rigidity as can be
seen in Table 11. Babecky et al. (2009) also find support for the insider-outsider model in addition to
efficiency wage models in Europe with the difference being that their survey was conducted before

the 2008 crisis. The insider-outsider theory came in sixth in our survey.”

7.2 Real Wage Stickiness

According to Tobin (1972) worket’s resistance to nominal wage cuts in a low inflation environment
may result in higher unemployment. We have found such resistance in Pakistan. In the presence of
nominal wage rigidity, the inflation can then facilitate labor market adjustment by reducing real
labour costs (Akerlof et al, 1996). We would like to explore whether real wages are rigid in Pakistan.
Following Druant et al. (2009) we define real-wage rigidity on the basis of the direct indexation to
inflation, though real wage rigidities may also arise even if wages are only partially tied to inflation.

Wage indexation is especially relevant when (i) wage negotiations are costly and (ii) when

28 Finally, an interesting theory for the existence of wage rigidity that we do not directly discuss with managers but is
indirectly not accepted by our data is the intertemporal model of Elsby (2009). Here, workers dislike wage cuts making
wage increases irreversible. Knowing this, forward-looking firms refrain from large wage increases to cover against the
possibility of future wage cuts; in other words downward wage rigidity may cause wage compression. In fact, Dickens et
al. (2007) using wage change distributions in 31 different data sets of 16 countries have found no evidence of such
compression. In our survey, we find no significant differences in average wages paid by firms that experienced wage cuts
compared to firms who never experienced wage cuts during the last five years (p-value= 0.545). Furthermore, we applied
an alternative test by comparing the wage-setting behavior of managers who reported being more forward-looking than
others. We classify managers using forward-looking information to set the price of their main product as forward-
looking managers. Using this distinction we were unable to statistically distinguish forward-looking managers from
backward looking ones in terms of wage rigidity.
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workers are more risk averse than employers as in the implicit-contract theory (see Keeney and
Lawless, 2010). Costly negotiations usually increase the time between two negotiations that may
erode the real value of earnings between negotiations. So even when wages are negotiated optimally,
the actual real wage level will be set above the optimal real wage at the beginning of the contract but
will be below the optimal level at the end of the contract period. Typically, well-informed workers
value their real earnings and demand complete indexation to negotiation costs. The second reason
for wage indexation is the risk distribution between employers and workers. Implicit contract theory
assumes that workers are more risk averse than firms, so they demand a risk premium against the
unexpected variation in inflation. Employees become more concerned about relative wages and cost
of living when high inflation erodes nominal wages. Empirically, wage indexation is an important
component of wage-setting arrangements in some countries (e.g. Belgium, Italy, Malta and Cyprus
and most of Scandinavian countries in the 70s and early 80s), while in other economies wage
indexation is very limited (e.g. the US) or even prohibited by law (e.g. Germany). In Pakistan there
exists no official wage indexation policy but there exists the Cost of Living Allowance Ordinance’ 1973,

which the government uses to adjust wages interrnittently.z9

Table 13

Wage Indexation
Pakistan Euro area Non-euro-area Total
No Indexation 64.0 70.3 63 68.3
Indexation 36.0 29.7 37 31.7
Complete indexation 7.0 17.3 8.1 14.8
Partial Indexation 29.0 12.3 28.8 16.7
Past® 67.3 73.0 66.7 71.1
Expectedb 32.7 27.0 33.3 28.9

a: Data Druant et al. (2009)
b: Estimates of past and expected inflation are given combinations the option with their respective
weights

We asked managers about the extent to which wages are indexed to past or expected inflation.
The responses indicate strong similarity of indexation behavior of Pakistani firms with ‘non-euro’
area countries in Druant et al. (2009). In our survey 36 per cent of firms admit to indexing their
wages, either completely or partially, to inflation; this proportion of indexation is very close to non-

euro countries (37.2 per cent). But a large majority, 76 per cent of firm, claim that wages are not

2 There is evidence in the 1985-1986 budget that Government indexed wages to 80% of the prevailing inflation. See
Khan (1988).
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inflation-indexed implying that real wages are mostly flexible in Pakistan. For the euro-area countries
around only 30 per cent of firms index their wages to inflation. Similarly, as in the non-euro area, the
percentage of firms with ‘complete’ indexation is less than half compared to euro area (7 per cent in
Pakistan, 8 in non-euro area against 17 per cent in Euro Area). Juxtaposing the results of indexation
with reason for wage revisions shows that although the majority of firms report wage changes on the
basis of tenure, yet a higher degree of wage indexation implies that inflation considerations are
indeed embedded indirectly into their wage negotiations.

The choice of a reference inflation rate for indexation has important policy implications. Earlier
literature on wage indexation assumed that wages were indexed to current inflation (see Gray,1976,
and Fischer, 1977). Both studies, while studying the effects of wage indexation on the magnitude of
macroeconomic fluctuation, found stabilizing effects of full indexation from monetary disturbances.
Later research which included inflation lags in indexation shows the negative consequences of
lagged indexation for macroeconomic stabilization (see Simonsen,1983, Fischer (1985, 1988) and
Jadresic, 1996). Perez (2003) found a higher degree of contemporaneous inflation explained by past
inflation, hence the inflation series may behave as if there were backward-looking expectations in the
presence of lagged wage indexation (see Vargas et al, 2009; Fraga et al, 2003). Backward-looking
indexation is not very surprising for developed countries with a stable inflation rate over time,
however it is more important for developing countries where wage indexation is found to be more
common than in developed economies (see Moreno, 2009, Lefort and Schmidt-Hebbel, 2002, and
Druant et al, 2009).

To analyze reference inflation for indexation, we asked managers to select from past or expected
inflation or a combination of the two. The results reveal that 55 per cent of managers index wages to
past inflation exclusively while 19 per cent index to expected inflation and 26 per cent said they
considered a combination of both past and expected inflation. Our survey also inquired about the
weight given to past and expected inflation for indexation. Table 13 reports the weight given to past
inflation is surprisingly very close to non-euro area countries where two-third of decisions are based
on past inflation. In the euro area the wage indexation to past inflation is even higher (73 per cent)

and this high backward-looking nature can be explained by their low steady-state inflation level.

8. Stylised facts

Based on the results, we establish ten stylized facts about the labour market behaviour in Pakistan’s
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manufacturing and services sectors. In doing so, we make cross-country comparisons where

possible.” The facts are:

The implied typical wage spell for Pakistan is 13.5 months while in Europe the range is
14.7-15-months implying that wages are marginally less rigid in Pakistan. This is remarkable
given 7-8% steady inflation in the country. Moreover, wages in the manufacturing sector
tend to be less rigid relative to the service sector; ot

Wage rigidity is considerably greater than price rigidity in Pakistan;* This fact sets Pakistan
apart from the developed world where both types of rigidity are close (See Taylor 1999);
Wage cuts are found to be rare with less than two percent of firms having reported a wage
cut in the last 5 years. For Europe this number is close to 1.8-6.4 per cent;

In line with previous work, adverse selection (quit version), gift exchange, shirking and
relative wage comparisons act as important deterrents to nominal wage cuts;

We find that 35 and 45 per cent of wage revisions take place at the beginning of the financial
and the fiscal year respectively. While 83% of wage changes are reported to take place in any
given month. These results suggest that there is some concentration in wage revisions but at
economy-wide level wages are not synchronized. A similar pattern is found in European
surveys where however only 54 per cent of managers admit wages change in a given month;
Wages in the services sector and for white-collar employees are revised least frequently;
Relative to rare cuts in the basic wage, adjustments through the flexible component are more
common and firms vary temporary employment and working hours to trim labor costs.

The level of direct wage indexation to inflation is low but there is strong evidence for an
idexation to the minimum wage.

Wages in the the manufacturing sector are lower than the services sector.

The main determinants of wage changes are company policy — that is firm- and worker-
specific factors — and the minimum wage. Collective bargaining remains the least important

factor in contrast to what has been found in many developed countries.

30 While making these comparisons, one must bear in mind that sectors covered vary and international surveys were

conducted under different economic circumstances (European sutveys were conducted in 2007-08 and ours a year later).

31 This finding compares favorably with studies such as Cecchetti (1987), Fregert and Jonung (1986), Card and Hyslop

(1997) who observe that during periods of high average inflation a smaller proportion of employees experience a
duration of wage spells greater than one year.
32 See Choudhary et al. (2011) for a price-setting study of the same employers used for this study.
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9. Conclusions

The survey results support reveal downward nominal wage rigidity in Pakistan with less than 2% of
managers ever cutting wages over a period of five years and 85% of firms fixing nominal wages for a
12-month interval. Real wages on the other hand are found to be less rigid with 64% of managers
not indexing wages to inflation. Those mangers indexing wages to inflation tend to largely use lagged
inflation as a reference point. Efficiency wage theory (shirking and adverse selection), gift exchange,
relative wages and indexation to the minimum-wage for employees at the margins of the minimum-
wage are found to be the prime explanations for wage rigidity in Pakistan. Beyond a certain level,
wage-setting in Pakistan appears to be largely based on ‘individual-bargaining,” but the extent of
government intervention for the group at the fringes of the minimum wages is impressive. This
tendency acts as a drag on the options of service sector wage-setters as well as for those managers
not setting wages in the month of July when minimum-wage changes take effect. The implication is
profound in that minimum wage revisions are likely to affect expectations of future wage growth.

At the disaggregate level, our results reveal that levels of average wages in the manufacturing
sector, where minimum-wage law largely apply, are lower than in the service sector and at the margin
of the minimum wage. In real terms, this implies that real wages have been falling in the former
while the latter has benefited from a higher relative real wage, which partly explains the growth of
service sector employment in Pakistan. It is also true that wage spells are relatively longer in the
service sectof.

In comparision with studies done for developed countries several similarities and differences
have emerged. Similar to what has been found in these studies we have found for Pakistan that
downward wage rigidity can be explained by concerns about losing the more productive workers,
affecting workers’ loalty through gift exchange, concerns about effort and concerns about relative
wages. Among differences we can list the importance of minimum wages for wage setting, not just
for the lowest paid but also for workers higher up in the wage distribution. In contrast collective
bargaining is not important in Pakistan. There is also a difference in that wages are more rigid than
prices in Pakistan. Finally Pakistani firms vary temporary employment and working hours to trim
labor costs while European firms tend to use eatly retirement, cheap hires and slow promotions to a
greater extent and in the US managers mostly use smaller bonuses, layoffs and frozen pay in bad

times.
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Appendix

10. Questionnaire

Preliminary Remarks:
This survey intends to find out about your wage setting behavior.

It focuses on Regular employees (the ones with a formal contract) of manufacturing and services
firms. However, towards the end of the survey there are questions that link Formal and Informal
economies.

REGULAR EMPLOYEES: Employees with formal contracts, registered with Social Security
and, or, EOBI, and mentioned in official documentation of the firm. However, for services only
formal contract matter.

Some of the questions below pertain to the largest group of REGULAR employees in Q.2
whereas the others marked as GENERAL in brackets cover all the REGULAR work force.

State Bank of Pakistan guarantees that your answers will be treated with high degree of
confidentiality and will only be used for research purposes. The information collected will be
shared/used at the aggregate level rather than at the firm level.

Q.1: How many REGULAR employees on average worked in your company in 2009?

(ONLY REGULAR/PERMENANT EMPLOYEES)
Q.2: What is the composition of employees in your company in the following categories? (Mark the
largest group)

2.1 Office or service

level employees (White Collar) % o Nos.
2.2 Skilled workers (Blue Collar) o, or Nos.
2.3 Unskilled workers (Blue Collar) o or Nos.

CHECK 1+2+3=100%

Q.3: What is the average gross wage of main workers in Q.2 in your company?

¢ Up to Rs. 6000
Rs.6001-10000
Rs.10001-15000

Rs. 15001-25000

Rs. 25001-50000

Rs. 50001 and above

AUl hA DN -

Q.4: On average what is the proportion of basic salary in the total gross salary of the largest workers

group in Q.27
%
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Use Govt. example. If no basic, then 100% gross (example)

Q.5: What is the level of wages of the main class of workers in Q.2 relative to your competitors?

Higher than average 1
Average
Lower than average 3

Q.6.1: (General): Do your employees receive bonuses?

Yes 1
No 2 (Go to Q.7)

Q.6.2: (General): If YES what are they based on? (Circle all relevant options)

6.2.1 Performance

6.2.2 Profit

6.2.3 Turnover

6.2.4 Others (Please specify)

O LN
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Q.7: (General): How important are the following in wage related decisions in your company:

. Not
Very Important  Important Of Minor Importan
Importance
7.1 Owners of the company 1 2 3 4
7.2 Executive management of the 1 5 3 4
parent company
7.3 Union e.g. CBA 1 2 3 4

Q.8: When are the wages of the main group of workers in Q.2 reviewed? (Circle one only)

8.1 Only after a certain period of time 1
8.2 Only after certain events (performance, profits etc) 2
8.3 After certain events as well as after certain time 3

Q.9: (General): Are the wages of all employees in your company revised at the same time?

Yes 1
No 2

Q.10: On average, how frequently the wages of employees belonging to main occupation group in
Q.2 typically change in your firm?

Once every

Quarterly Bi-annually  Annually fwo years Never
10..1 nge changes due 1 5 3 4
to inflation 5
10.2 Wage changes due 1 5 3 4
to tenure 5
10.3 Wage changes other
than tenure and/ or
inflation(Example 1 2 3 4 5
productivity, profit. high
turnover)
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Q.11: (General): Under normal circumstances, in which months are wages usually revised? (You can
circle more than one month if you need to do so.)

January 1 May 5 September 9
February 2 June 6 October 10
March 3 July 7 November 11
April 4 August 38 December 12
There is no 13

fixed time

Q.12.1: (General): Is there any sort of indexation between inflation and wage revisions?

¢ Complete 1
* Partial 2
* None 3 (Go to Q.12.3)

Q. 12.2: (General): If the above answer is (1. Complete) or (2. Partial) then how are wages indexed
to Inflation?
(Please circle one option)

* Past Inflation 1
* Expected Inflation 2
e If a combination of above then specify the respective 3
percentages:
a. Past Inflation % 3.1
b. Expected Inflation % 3.2

(Sum should be 100%)

Q. 12.3: (General): If the answer to Q.12.1 is NONE, by how much, on average, were the wages
revised in 2009?

¢ Increase by more than 20 percent
* Increase by 16-20 percent

* Increase by 11-15 percent

* Increase by 6-10 percent

* Increase by up to 5 percent

* Remained the same

* Decreased by up to 5 percent

* Decreased by 6-10 percent

¢ Others, Please Specify

O 0 I ONUt B~ WD

Q. 13: (General): How does your company plan to revise wages in the next 12 months?

* Raise wages 1
* Reduce wages
¢ No change 3
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Q. 14: (General): How important are the following for decisions making purposes in wage revisions?

Very
Important

Of Minor
Important

Not

Importance Important

.1) Change in turnover

.2) Change in prices of your product/setvices

.3) Change in worker efficiency

4) Change in profits

.5) Changes in wages of competitive companies
.6) Changes in wages in the informal sector

.7) Change in inflation

.8) Company policy

.9) Main Period of the year when Contracts
Expire and are up for Renewal

.10) Change in Public Sector Wages

11)Union Pressures

12)Demand and supply of labour

13)Impact of change in Minimum Wage Level on
the wages of all employees

1

—_ e e e e e e

—_ = =

[\

3

DN DN DN
W L LW W WL L L W

DN DN
L LW WL W

4

O N N O N N NN

F N NN

Q.15: (General): How quickly do the following influence your wage revisions Upward?

Within

Within 3  Within
Months Months

1
Month

6 Within 9  Within
Months Year

No Change

1)  Change in
turnover 1
2)  Change in
prices of your 2
product/services

3) Change in
worker efficiency 1
4)  Change in
profits 1
5 Changes in
wages of
competitive 1
companies

6) High inflation
level 1
7) Low in inflation
level 1
8) Rise in Demand
for Labour 1
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9) Fall in Supply

of Labour 1 2 3 4 >
10) Increase in

wages in  the 1 2 3 4 5
informal sector

11) Increase in

wages in  the 1 2 3 4 5
Public sector

12)Impact of

change in

Minimum  Wage 5 3 4 5

Level on the 1
wages of all
employees

Q16: (General): Over the last 5 years have the wages of employees in your company ever been cut/
reduced?

Yes 1 (Go to Q.17)
No 2 (Skip Q.17)

Q. 17: (General): How quickly do the following influence your wage revisions Downward?

No
Within 1Within 3Within  6Within 9Within = 1Change
Month Months Months Months Year
1) Decrease in turnover 1 2 3 4 5 6
2) Decrease in prices of your 1 2 3 4 5 6
product/services
3) Decrease in worker efficiency 1 2 3 4 5 6
4) Decrease in profits 2 3 4 5 6
5) Decrease in wages of competitive 1 2 3 4 5 6
companies
6) Fall in Demand for Labour 1 2 3 4 5 6
7) Rise in Supply of Labour 1 2 3 4 5 0
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Q. 18: (General): How important are the following in preventing wage cuts?

Very Important  Of Minor Not

Important Importance Important
1) Collective agreements prevent wages from 1 2 3 4
being cut
2) It would reduce employees’ effort, resulting in 1 2 3 4
less output or poorer service because outside
opportunities appear more attractive
3) It would have a negative impact on 1 2 3 4
employees’ morale and loyalty to the firm
4) In the presence of wage cut, the most 1 2 3 4
productive employees may quit the firm
5) It would create difficulties in attracting new 1 2 3 4
workers
6) A wage cut would increase the number of 1 2 3 4

employees who quit; increasing the cost of

hiring and training new workers

7) Workers dislike unpredictable reductions in 1 2 3 4
income. Therefore, workers and firm reach an

implicit understanding that wages neither fall in

recessions nor rise in expansions

8) Employees compare their wages to that of 1 2 3 4
similarly qualified workers in other firms in the

same market

9) Fear of non-cooperation by existing 1 2 3 4
employees prevents average wage reduction

Q. 19: (General): Has any of the following strategies ever been used in your firm to reduce labor
costs? (Please circle all options applicable to your firm.)

19.1 Reduction or elimination of bonuses.

19.2 Reduction or elimination of non-pay benefits.
19.3 Adjustment of hours worked per employee.

19.4 Slowdown or freezing of promotions.

19.5 Recruitment of new workers at lower wage in
place of those who left/retired.

19.6 Use of eatly termination of contracts/eatly
retirement policies to reduce the number of 6
REGULAR employees.

19.7 Reduce the number of temporary employees. 7
19.8 None 8

U AN -
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Q. 20.1: (General): If your sales turnover increases next month, which of the following strategies
will you use?
lease circle all options applicable to your firm.
p pp y

20.1.1 Hire new REGULAR employees

20.1.2 Hire new TEMPORARY employees

20.1.3 Re-organize work and/or use overtime work
20.1.4 No change

AN LN~

Q. 20.2: (General): If your sales turnover falls next month, which of the following strategies will you
use?
(Please circle all options applicable to your firm.)

20.2.1 Reduce REGULAR employees
.2.2 Reduce TEMPORARY employees

.2.3 Re-organize work and/or stop using overtime work
.2.4 No change

B NS I S

Q. 26: (General): Let us assume two people with equals skills, education and experience apply for
the same position. The first applicant accept the offered wage, the other demands higher wage.
Would you assume that the person demanding a higher wage is more talented and would work more
efficiently?

Yes 1
No

Q. 28: (General): Do you employ REGULAR workers who, before joining your company,
worked in the informal sector?

Yes 1
No
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11. Post Stratification

In the case of the manufacturing sector, the observations are adjusted using the procedure in Kwapil
et al. (2005) and Martins (2005) where data points were re-weighed by sub-sector of economic
activity and firm size in that

=
1
w ‘jm|'u ‘;U

where,W,, P,, P, S, and S denote the weight of the hth stratum, the number of employees in the

population in stratum h, the total number of employees in the population, the number of
employees in the firms interviewed in stratum h and the total number of employees in all the
responding firms respectively.

Post-stratification is more complex for the services sector because the SECP database does not
include information on employment. However, we had information of authorized paid-up capital
from SECP database which can be used as a proxy for firm size. We therefore split firms in services
sector on the basis of authorized paid-up capital as small, medium and large firms according to less
than Rs.15000000, Rs.15000000-50000000 and greater than Rs.50000000 respectively.”” The
responses for the services sector in this paper are therefore reported by post stratification using the
following weights

where W,, wC,, C 0, and 0 denote hth stratum weight, the paid-up capital of the firm in the

population in stratum h the total paid-up capital of firms in the population frame, the paid-up
capital of the firms interviewed in stratum h and the total paid-up capital of the firms in the sample.

 This categorization has correlation coefficient of 0.5 with classification of employment for the observed sample.

47



12. Supplementary Tables

Table 2
A Comparison with European Surveys
Country Sectors Firm Size  Sample Size ~ Observations Ad hoc Agency Geography Mode
Austria Manufacturing* +5 3,500 557 Ad hoc CEXternal No Tradition
ompany )
al mail
Construction (16 %) (WIFO) Internet
Trade
Market Services
Fin. Intermed.
Ad hoc on
the
Belgium Manufacturing* +5 4,100 1,431 business NBB No Tradition
survey al mail
sample
Construction (35 %)
Trade
Market Services
Fin. Intermed.
C;:;h Manufacturing +20 1,591 399 Adhoc  CNB Branches No Internet
Construction (25 %)
Trade
Market Services
Estonia Manufacturing +5 1,400 366 Ad hoc CExternal Yes Internet
ompany
Construction (26 %)
Trade
Market Services
France Manufacturing +20 6,550 2,029 Ad hoc B Local Yes Phone
ranches
Trade +5 (31 %) Tradition
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Germany

Greece

Hungary

Market Services

Non-market
Services

Manufacturing

Market Services
Non-market
Services

Manufacturing

Trade
Market Services
Non-market
Services

Manufacturing*

Construction

Trade
Market Services
Fin. Intermed.

All

All

4,600 1,832
(40 %)

5,000 429
9 %)

3,785 2,006
(53 %)

Attached
to IFO

business
survey

Ad hoc

Ad hoc

IFO Yes
External )
Company All regions
External )
Company All regions
stratified bu
NUTS1
regions

al mail
Face-to-
face

Tradition
al mail

Tradition
al mail

Face-to-
face
Interview
S
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Table 2. Contd

Country Sectors Firm Size  Sample Size  Observations ~ Ad hoc Agency Geography Mode
Ireland ' +5 - 4,000 085 Ad hoc External No Trachgonal
Manufacturing* Company mail
Construction (25 %) Phone
Trade
Market
Services

Fin. Intermed.
Non-market

Services
Italy Manufacturing +5 4,000 953 Ad hoc CExternal Yes Internet
ompany
Trade (24 %)
Market
Services
Fin. Intermed.
Lithuania . All 2,800 343 Ad hoc External No Traditional
Manufacturing* Company mail
Construction (12 %) Phone
Face-to-
Trade face
Interviews
Market
Services
Fin. Intermed.
Luxembour . +1 > 7,000 701 Ad hoc BCL No Email
g Manufacturing*
Construction
Trade
Market
Services

Fin. Intermed.
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Netherlands ~ Manufacturing

Construction
Trade
Market
Services
Fin. Intermed.

Poland Manufacturing*

Construction

Trade
Market
Services
Fin. Intermed.
Portugal Manufacturing*
Construction
Trade
Market
Services
Fin. Intermed.
Non-market
Services

+5 2,116 1,068
(50 %)

All 11,600 1,161
(73 %)

+10 15,000 1,436
(29 %)

Ad hoc

Ad hoc
+
attached
to the
Labour
market
survey

Ad hoc

External
Company

National Bank
of Poland

Banco de
Portugal

All regions

Internet

Traditional
Mail

Traditional
Mail
Internet
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Table 2. Contd
Country Sectots Firm Size  Sample Size  Observations Ad hoc Agency Geography Mode
Slovenia Manufacturin +5 13,000 666 Ad hoc Bank'a.t No Tradltl'onal
o Slovenije Mail
Construction (22 %) Internet
Trade
Market
Services
Fin.
Intermed.
Spain Manufacturin All 3,000 1,835 Ad hoc Hxternal No Tradmonal
o Company Mail
Trade (61 %) Internet
Mar.ket Phone, Fax
Services
Provincial Sindh and Face-to-
Pakistan Manufacturin +10 2,100% 1,1892 Ad hoc Bureau of Puniab face
g Statistics unja Interviews
Services (57 %)
a: We contacted 2,100 firms (sample + replacement) to reach a final sample of 1,189 respondents.
Source Draunt et al. (2009)
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12. Policy Implications in a DSGE Model

To explore policy implications in detail, let us make the assumption that all features of the
Pakistani economy resemble those of the Euro Area economies with the exception of the frequency
of wage changes as reported in Table 4 and price rigidities from Choudhary et al. (2011). The latter
reports the latest publicly available information on price rigidities in Euro Area and the U.S as well
as results for Pakistan. We plug this information into a dynamic stochastic general equilibrium
(DSGE) model of the Euro area such as Smets and Wouters (2003). Apart from wage rigidity, this
model also contains price-rigidity, habit-persistence in consumption and investment adjustment
costs, in addition to standard ingredients such as monopolistic competition in the product market, a
monetary policy rule and a balanced budget. In Fig.3 we present model-based simulation of the
impact of a one standard-deviation interest-rate shock on the output gap. The flat horizontal
asterisks-marker line represents the classical position where no wage and price rigidities exist, i.e.
monetary policy is irrelevant. Ceteris paribus, we then introduce sticky wages alone and compare the
results with having only price rigidity, i.e. the diamond-marker against the continuous solid line in
Figure 3. Here, we find the well known result of Smets and Wouters (2003) that price stickiness is
more important than wage stickiness for monetary policy having an impact. The result is in contrast
to what is found in Christiano et al (2005) for example. This is because the latter incorporates the
cost channel; highlighting the role labour costs and how these are financed.

Now let us move to the interesting experiment of comparing Pakistan with the Euro Area,
represented by the dash and the dotted lines respectively. To repeat, the idea is to plug price and
wage rigidity parameters of the relevant country while calibrating the remaining parameters to those
of the Euro Area.” It empirically turns out that price and wage rigidities are lower for Pakistan than
the Euro Area. We find that the real impact of a policy shock on output for Pakistan is far smaller
than in the Euro Area, both on impact and in the dynamic sense. Indeed, in the Euro Area output
falls 0.4 below its potential and effects of a policy shock dies out (with 5 percent recovery remaining
to be precise) only after the 20th quarter. In the case of Pakistan output drops by 0.29 and the

majority of recovery happens by the 11" quarter.

3 We adopt this approach as it allows a direct model-based comparison and data issues for other calibrated parameters
are immense for Pakistan.
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Figure 3. The Impact of an interest-rate shock on the output gap (y-5*).

This exercise goes to show that given the caveat of assuming that the economic structure of Pakistan
mimics the Euro area of Smets and Wouters (2003) with the exception of price and wage rigidities,
monetary policy is effective for Pakistan but its initial impact on output is smaller and the effect lasts

for a shorter period.

13. The Minimum Wage

It is instructive to breifly digress here and overview the historical evolution of the minimum wage.
The law for setting minimum-wage in Pakistan, known as Pakistan Minimum-Wage Ordinance of 1961,
allows ‘minimum-wage boards,” a provincial body, to set minimum wages for specified sectors; state
employees, coal and the agricultural sector are excluded from this ordinance. These boards are made
up of representatives from the private (employers and employees) and public sectors. These boards
meet upon the request of the provincial government to suggest a level for the minimum wage. These
recommendations are not binding. A further important point to note is that the federal government

can independently announce revised minimum wage levels for the lowest cadre, i.e. the unskilled
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workers using the 1969 Unskilled Workers Ordinance.” This by default becomes the lower bound for
the minimum wage at the country level. Recently, the government has adopted the practice of
announcing wage regulation through the yeatly Finance Act under the 1969 Unskilled Workers
Ordinance, applicable usually from the start of the fiscal year i.e. the 1st of July.

To date the minimum-wage boards set minimum wages for 51 and 36 industry categories in the
Punjab and Sindh respectively (Hisam et al. 2010). Interestingly, employees in the agricultural sector,
41.66 per cent of total labour force, are excluded from all minimum wage regulations. Minimum
wages are set and announced for sweepers, peons, attendants, fitters, cable operators and so on.”
Turning to the actual minimum wage-levels set for unskilled employees by the government, it was
first set in 1969 for unskilled workers at Rs. 140 per month for Karachi, Rs. 125 per month for other
industrial areas and Rs. 115 per month for backward areas Khan (1988).

Another regulation that has implications for the wage structure is the 1973 Employee Cost of Living
Allowance Act that allows nominal adjustments to be applicable to minimum-wages. This focus on
labour laws is understandable because in early 1970’s a socialist government swept into power for
the first time since Pakistan’s independence in 1947. Minimum wage revision were most pronounced
in 1992 (to the level of Rs. 1500 per month, see Kardar (2005), Irfan (2009) and Hisam et al. (2010)),
however a study by the Labour Education Foundation associates a wage level of Rs. 1500 with the year
1985” but we do not consider this as the original source as the information therein could not be
substantiated. From 1992 onwards, data and information on minimum-wage laws are consistent and
available in Khan (2008). In Figure 3, we plot, on the right-hand-side, the ratio of the real minimum
to mean wages in Pakistan and in the left-hand side panel the share of the total labor force receiving
the minimum wage.” To convert the minimum wage series into real terms we use the GDP deflator
from the International Financial Statistics with base year 2008. Taking 1992 as the reference point (the
peak of real minimum wages in relative terms), it is plain that in real terms the minimum wages have
fallen substantially. In fact, a back-of-the-envelope exercise shows that to return to the 1992 levels in
real terms, the nominal minimum-wage for unskilled workers have to be revised to Rs. 9100 in 2008

prices.

% The ordinance was later amended in 1993 and 2001. Prior to 2001, this ordinance was applicable to firms with greater
than 50 employees; the size qualifier was removed in the 2001 amendment.

36 The Labour Human Resource Department of Governments of Sindh and Punjab announce these lists. Further information
is available on www.paycheck.com

37 see www.lef.org.pk

*® We have used CPI index to obtain real minimum- and real mean wages.

55



Pakdstan Sectoral Shares of Emploved Persons: Relative Real Minimum and Mean Wages 1992-2010
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Figure 3. Sectoral Employment Shares

Falling minimum real wages as shown in Figure 5 have gradually affected the evolution of
sectoral employment in Pakistan by inducing workers to move away from a sector where workers
are paid the minimum wage. This can be observed in initially falling and later stagnant employment
shares in the industrial sector in the left-hand-side pane of Figure 3. For completeness, an
important question is how has the minium-wage survived as an achor for such a long time for the
indusrtial sector? Part of the explanation is that a large reverve of labour force from the agriculture

sector has kept nominal wages low.
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