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Primary and Secondary Labor Markets: A Critique of the Dual

By the dual literature, I refer to the theories set forth in the work of, among others, ..... These schema have become somewhat less popular recently because of the cost of administering ..... Harold W. Watts, *'Toward a Summary and Synthesis of the Evidence," in Cain and ...... University of California, Berkeley, 1974); and Alan. 
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Primary and Secondary Labor Markets: A Critique of the Dual Approach several years, a number of economists have developed what is called the "dual labor market" theory. Much of this work has been empirical or descriptive in nature and has been heavily oriented towards the specific policy problem of poverty and unemployment.^ The popularity of this theory has been fed by claims that it is nonneoclassical if not antineoclassical in substance, and that it could solve certain empirical puzzles OVER THE PAST



Note: I am grateful to the National Science Foundation and the National Institutes of Health for research support. The paper was written while I was on leave at Princeton University. Valuable comments were provided by Bennett Harrison, Paul J. Taubman, Susan M. Wachter, members of the Brookings panel, and members of the Princeton and Minnesota labor workshops. I also wish to thank James Orr, Gail Moskowitz, and Linda Martin for research assistance. 1. By the dual literature, I refer to the theories set forth in the work of, among others, Peter Doeringer, Michael Piore, Lester C. Thtirow, Bennett Harrison, Barry F. Bluestone, Thomas Vietorisz, Howard M. Wachtel, and Charles Betsey. This is not meant to be a complete list. Not all of the work of these individuals falls exclusively into the dual literature classification. Some overlaps more traditional approaches, while some intersects with the radical paradigm. No attempt is made here to analyze the radical school, since its theoretical framework is quite distinct from the dual model. The distinction between the dual and radical camps, as well as the appropriate categorization of the various authors, parallels David M. Gordon, Theories of Poverty and Underemployment: Orthodox, Radical, and Dual Labor Market Perspectives (Heath, 1972). 637
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in the poverty and xmemployment data that purportedly could not be explained by the neoclassical literature. Although research on the dual labor market has attracted considerable attention, from both economists and policymakers,^ it has not been subjected to a detailed critique by economists who have not themselves taken the approach.^ Since the model has been developed by a number of authors, each of whom has presented a unique view of the dual framework, its interpretation is subject to some confusion. In addition, the dualists have concentrated on policy issues and have made little attempt to develop an overall framework for their analysis. The purpose of Ais paper is to attempt to integrate the disparate strands in this literature and to provide a critique of the dualist model. Following the dualists' interests, I have concentrated on policy-related problems rather than on methodological concems. The model of the dual labor market rests on three general hypotheses. First, the economy contains two sectors, a primary high-wage and a secondary low-wage sector, and the behavior of firms and individuals in the two require different theoretical explanations. Second, the important distinction for econonaic analysis is that between good and bad jobs rather than between skilled and unskilled workers. Third, workers confined to the secondary sector develop a pattern of job instability, moving frequently among jobs and into and out of unemployment and labor force participation. Good jobs make up the primary sector of the dual economy, while bad jobs and the workers frozen out of the primary sector compose the secondary sector. In that sector jobs are sufficiently plentiful to employ all workers, but they are low paying, unstable, and generally unattractive. Workers are barred from the primary sector not so much by tiieir own lack of hiunan capital as by institutional restraints (such as discrimination) and by a simple 2. For example, to an extent unusual for a new set of hypotheses, it has gained a hearing from congressional committees. Its views on labor market b^iavior also provide the background for the employment and earnings inadequacy index, a new measure of labor iH-oblems offra'ed as an alternative to the traditional unemployment measures and developed by government and private research economists. See Sar A. Levitan and Robert Taggart in. Employment and Earnings Inadequacy: A New Sociai Indicator (Johns Hofridns University Press, 1974). 3. Excepticms are the radical critique by Gordon, Theories of Poverty, pp. 43-52, and an analysis of certain aspects of the dual program by Robert E. Hall, "Prospects for Shifting the PhiHips Curve through Manpower Policy," Brookings Papers on Economic Activity (3:1971). pp. 659-701. (This publication is rd'arred to hereafter as BPEA, followed by the date.) Currently, Glen G. Cain is developing a critique of the dual and radical models from a neoclassical perspective.
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lack of good jobs. As such, workers in the secondary sector suffer from underemployment. In analyzing the primary market, the dualists have concentrated on describing the "internal labor market," a construct that was originally sketched in the labor relations and industrial engineering literature of the 1950s. Their major hypothesis is that efficiency plays only a small part in the intemal labor market; thus wage rates and jobs are distributed among primary workers according to such factors as custom rather than productivity. A second, related, proposition is that the number of primary or skilled jobs is not responsive to the relative availability of skilled workers. This has important, nonneoclassical, implications since it suggests that expansion in human capital may not lead to an upgrading of the job structure. These issues are analyzed in the next section. The dual approach to the secondary sector revolves around four interrelated hypotheses: First, it is useful to dichotomize the economy into a primary and a secondary sector. Second, the wage and employment mechanisms in the secondary sector are distinct from those in the primary sector. Third, economic mobility between these two sectors is sharply limited, and hence workers in the secondary sector are essentially trapped there. Finally, the secondary sector is marked by pervasive underemployment because workers who could be trained for skilled jobs at no more than the usual cost are confined to unskilled jobs. In this sense emphasis should be placed on good versus bad jobs rather than skiUed versus unskilled workers. These issues are explored in the third section. The dual literature has concentrated on the nature of unemployment among secondary workers when the economy is prosperous, arguing that it is structural. But it presents a different view of structural unemployment from ttiat developed in the early 1960s. According to the duaUsts, there are more than enough jobs in the secondary market, but they are "bad" jobs, characterized by poverty wages and dead ends. Hence, the duaUsts hypothesize, the cause of the deep unemployment in the secondary sector is high turnover resulting from a lack of incentive for workers or employers to maintain stable employment relationships. The dualist model of unemployment is discussed in the fourth section. The policy prescription of creating better jobs or more "good" jobs is the central conclusion of the dual theory, and conflicts with standard neoclassical analysis. According to the duaUsts, the mab problem with the labor market is the scarcity of goorfjobs, and hence, the crucial assignment for pubUc poUcy is to create more good ones, in either the private or the
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public sector.* Policy tools, alone or in combination, are legislating higher wages and better working conditions in the private sector and increasing public service employment specifically for ^condary workers. The dualists also hypothesize that aggregate demand policies and manpower training cannot solve the underemployment problem. They argue that expansion of aggregate demand will serve only to create more bad jobs as the primary sector subcontracts work to the secondary sector. Manpower training, as they see it, is simply unnecessary. Secondary workers have the human capital they need—what they lack is acce^ to good jobs. The policy implications of Uiese dualist arguments are analyzed in the fifth section. A general hypothesis threading through the litwature is that the dual model is nonneoclassical. Moreover, dtial theorists and radical theorists seem to agree that, while their paradigms overlap, they are largely distinct. The dual literature makes little use of the mainstays of the radical model— for example, the class struggle and exploitation. The nonneoclassical claims of the various dual hypotheses are analyzed as they arise in the various sections. As is always the case, these hypotheses can be stated and interpreted more or less rigidly. A special feature of the literature on the dual labor market is its strong policy orientation; and that orientation may help to explain tlw tMidfflicy of many dualists to take a relatively rigid theoretical line. Although this paper discusses a strict dual model, it also assesses the validity and novelty of the modd when some of the strong assumptions are relaxed. My view of ^ e neoclassical labor market model is broader than the textbook competitive case.^ Institutional arrangemente do exist in the real world, and have been acknowledg«i even by the mainstays of applied 4. The dualists do support manpower training and aggregate demand policies geared to lowering unemployment, but they insist that they are not sufficient to solve the structural problems. In any case, the novel element in the dual approach is its stress on creating m(»re good jobs. 5. Although the issue of whether the dual lito'ature is nonneoclas»cal is definitional, there is an important undo'lying question. In arguing that their results are nonneoclassical, the dualists take a furth^ step and assume that no traditional model can incorporate their institutions^ or empirical findings. This asumption allows them to jump to their policy conclusions on the basis of an inccnnplete model of the labor mark^. I ask the opposite question: Can a new institutional or wnpidcal devdopment be incorporated into a broadenei neoclassical framework? In that way, one can make polkzy statements that, although not startlmg, rest on a more complete view of the economic system. Tlie concitisions, howevw, are differ«it from those proposed by the dualists.
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neoclassical economics, the Chicago school. Indeed, the classic text on the empirical impact of labor unions has been written by H. Gregg Lewis and tiie initial seminal work on discrimination was done by Gary Becker.^ At times, the dual literature seems to imply that the very existence of institutions such as labor unions or of discrimination makes the neoclassical model irrelevant. To be sure, some orthodox economists argue that such institutions have relatively small effects; for example, while they Tecognize that unions may raise wages, they insist that the effect is muted by the tendency of firms to raise their hiring requirements in response. In any case, that is not the position taken here, nor is it a necessary feature of neoclassicism. I use the neoclassical label as a shorthand definition for that group of economists who, while recognizing the impact of institutions and viewing the economy as built of industrial and demographic segments, integrate these elements into labor market models in which maximizing behavior and traditional price theory are central.^ The lineage begins with the classical economists, Adam Smith and John Stuart Mill, and mcludes a diverse group of modem economists who have been concemed with labor market problems, such as John T. Dunlop, R. A. Gordon, Charles C. Holt, and Albert Rees.^ My terminology thus contrasts with that of othere, who de6. H. G. Lewis, Unionism and Relative Wages in the United States: An Empirical Study (University of Chicago Press, 1963); Gary S. Becker, The Economics ofDiscrimination (University of Chicago Press, 1957). 7. Most labor market analysis over the past several years has utilized one of three modes of structuring the model. The continuous-queue model is perhaps the most widely utilized in theoretical work, especially in the search literature, and posits the existence of a continuum of workers and firms. In empirical work, segmented models tend to dominate. The effect of segmentation is to interrupt the continuum. Studies that place firms and workers in discrete geographical, industrial, occupational, skill, race, sex, or age categories essentially are utilizing segmented markets. The advantage of segmented markets over a continuous queue is that the former saves on scarce or unavailable data. Segmented models are most useful where the discrete s^ments are actually important dividing markers. Two-sector models have appeared in both theoretical and applied work. In this research the dichotomization is almost invariably viewed as an abstraction from a multisector world. One distinguishing future of the dual literature is its serious attempt to describe the labor market as a two-sector market. Although some segmentation is permitted within each of the two sectors, the boundaries between the two are quite rigid. 8. For eJtample, Adam &nith, The Wealth of Nations (Modem Library, 1937), especially Book 1, Chap. 8, "Of the Wages of Labour," and Chap. 10, "Of Wages and Profit in the different Employmoits of Labour and Stock"; and John Stuart Mill, Principles of Politicai Economy (Appleton, 1877). The roots in antiquity of the dual and radical models
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fine the neoclassical position as focusing on competitive labor market models that are undisturbed by institutional reaUties. Although this paper is aimed at the dualist literature, I hope to make clear that that model impUcitly provides a useful critique of the competitive labor market model. I will distinguish among (1) the "dual" model, (2) the competitive model that rules out institutional barriers and industrial and demographic segmentation and in which human capital considerations are dominant, and (3) the neoclassical model as defined above.



Tbe PriffiiuT Sector



The central hypothesis of the dual mcxiel is the existence of two sectors of the economy; a high-wage primary and a low-wage secondary sector. The fonner is composed of industries orfirms^—or,more precisely, of their components—that have internal labor markets. STRUCTURE



It is generally agreed, by both dualists and neoclassical economists, that the intemal labor market consists of a set of structured employment relationships within a firm, embodying a set of rules, formal (as in unionized firms) or informal, that govern each job and Uieir interrelationdiips.^ These are stressed by Shra-win Rosen in his book review of Gordon's Theories of Poverty and Underemployment in Journal of Political Economy, Vol. 82 (March/April 1974), pp. 43739. The current modding of segmmted m^ke^ in a neoclassical mocM is carried furthest by Charles C. Holt and his associates at the Urban Institute. See, for exan^le, Charles C. Holt and othra-s, The Unemployment-Inflation Dilemma: A Manpower Solution (Urban Institute, 1971). 9. The workings of the internal labor market were studio intaisively in the late 1940s and 19SOs by researcho's in industrial relations and labor econi:»mcs. Although much of the literature was concerned with the impact of industri^ unions, a new phenomenon at the time, the issues involving structured labor markets were not new and had been studied in a nraiunion context as well. See, for Kcample, Clark Kerr, "The Balkanization of Labw Markets," in Labor Mobility and Economic Opportunity, Essays fay E. Wight Bakke and others (Technology Press of MIT and Wil^, 1954); and John T. Dunlop, "The Task of Contemporary Wage Theory," in George W. Taylor and Frank C. Pia-son (eds.), New Concepts tn Wage Determination (McGraw-Hill, 1957). A theOTetical foundaUon for the study of intranal markets was provided hy Gary S.fock«9:*sclassic study, Human Capital (ColumHsi University Press for the National Bureau of Economic



Michael L. Wachter



643



rules, for example, cover job content and wages, opportunities on the promotion ladder, and grievance procedures. A complex employment relationship has developed primarily because of the elaboration of tasks that are specific to a job and hence require specific training, often acquired on the job. Because of these institutional realities the competitive model's description of a labor market based on demand and supply for each job does not apply. Most jobs are unique and lack an extemal market. Hence, the labor market is far from a bourse. New workers are used principally to fill entry jobs, while most higher-level positions arefilledby promotion from within. Ports of entry are likely to be open to the unskilled, and to those who have the lowest semiskills, craft-oriented skills, and certain managerial and staff talents. As a consequence of specific training, workers already in a firm have an advantage over outsider, and in a sense, enjoy a degree of monopoly power over their jobs. At the same time, the firm's potential control over the worker also grows, since the worker's specific training is most worthwhile to his current employer. The dualist interpretation of tiie intemal labor market is open to disagreement. One general claim it makes is that, although efficiency factors are relevant to managerial decisionmaking in the intemal labor market, they are not dominant.^^ More specifically, they claim that productivity or a high wage adheres to the job rather than to the worker; that the wage structure is dominated not by efficiency considerations but rather by custom and habit; and that good jobs go to people who are already with thefirmby methods of promotion that largely reflect institutional arrangements. Consequently, the distribution of jobs and income in the primary sector is not dictated by ability and human capital. In addition, the dualists argue that the number of jobs in the primary sector is unresponsive to the availability of good workers, and buttress that claim with the empiricalfindingthat it is invariant with respect to the relative factor price of good workers." Apart from that issue, however, the dual literature contains little empirical work on the primary sector. Research, 1964). The industrial relations and human capital literature have been pulled together by Peter B. DoCTinger and Michael J. Piore, Internal Labor Markets and Manpower Analysis (Heath, 1971), to form an overall analysis of the internal labor market. 10. The dual position on the primary sector is developed largely by Doeringer and Piore, Internal Labor Markets. U. Michael J. Piore, "The Impact of the Labor Market upon the Design and Selection of Productive Techniques within the Manufacturing Plant," Quarterly Journal of Economics, Vol. 82 (November 1968), pp. 602-20.
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The dualists do not propose any motive that substitute for efficiency. This is a serious gap in their analysis, especially given their policy orientation. It leaves them unable to predict the response of high-wage firms to various policy programs aimed at creating more "good" jobs. I take a different approach and view the internal labor market as an efficiency-oriented institutional response to the market forces generated by idiosyncratic jobs and the technology of on-the-job trafning.^^ The efficiency argument can be summarized in the following manner: Idiosyncratic jobs that require specific training present a pervasive problem of bilateral monopoly. An important purpose of the internal labor market is to neutralize the issue so that it does not absorb the resources of the firm to the detriment of both workers and management. Accomplishing this aim involves minimiang bargaining and turnover costs; encouraging workers to exercise their specific knowledge; and ensuring that investments of idiosyncratic types, which constitute a potential source of job monopoly, are undertaken without risk of exploitation by either side. Contrary to the dualist argument, important features of the employment relationship encourage efficiency: first, although firms attach wage rates to individual jobs and not to workers, they do so to reduce bargaining costs, and to further the proper functioning of the organizational structure; second, except for entry jobs, the firm fills jobs by promoting meritorious workers through the organizational stmcture as they acquire training. High-wage jobs do not make high-wage workers; rather, the internal market screens workers and places the good ones in good Jobs. The differences between the dualist approach and the efficiency argument are discussed below. THE INTERNAL LABOR MARKET



Internal wage structure. Doeringer and Piore stress the role of such factors as community wage surveys, individual merit ratings, and job evaluation schemes in determining the wages attached to particular jobs. The surveys and ratings are clearly neoclassical forces; the former measure competitive market forces in general and the latter weigh the value of the individual worker. Doeringer and Piore, however, choose to interpret the 12. The elBciency position is discussed in greater detail in Cttiver E. Williamson, Michael L. Wachta, and Jeffrey E. Harris, "Unda^tandris the Employment Relation: The Analysis of Idiosyncratic Exchange" (University of Pomsylvania, 1974; processed), forthcoming in Bell Journal of Economics and Management Science.
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job evaluation scheme as not strongly influenced by efficiency considerations. Their view is that although market forces impose lower limite on the wages in certain jobs, management has substantial discretion in setting rates. Essentially, an infinite number of equilibrium intemal wage structures exist, and efficiency does not determine the one that prevails. The efficiency approach agrees that the firm has considerable flexibility in setting its relative or internal wage structure so long as the average wage is sufficiently high to attract the necessary labor supply. The extemal market does impose some constraints on relative wages, because the firm hires workers in several generally distinct occupational labor markets. For example, it may hire unskilled workers to do janitorial work, semiskilled workers to operate machinery (and perhaps eventually to be promoted and trained as skilled operators), skilled craftsmen (such as electricians), clerical workers, and managerial personnel. This, however, does not force the firm's wages for entry jobs to equal those elsewhere; it requires merely that the expected discounted value of the job-eamings stream, including promotion possibilities, be high enough to attract the necessary workers.^^ In general, then, the competitive market does not determine any individual wage rate witiiin the firm (except for an entry job that is not part of a promotion ladder). Even so.firmscannot set their relative wages arbitrarily. As the literature on job evaluation schemes emphasizes, they are designed to advance intrafirm efficiency. For example, the wage structure attaches sufficient wage increases to promotions to make them sought after. Authority relationships are cemented by paying a worker more than those he supervises. As Meij summarizes, "the internal wage-structure [is] the value dimension of the organization-structure."^* 13. More specifically, the workers need to find the wage attractive. Thus, a firm that had a reputation for good promotion possibilities could pay a lower entry wage. The difficulty in communicating its wage structure, as well as its promotion ladders, to a general, extemal labor market is an important reason why a firm tends to hire through referrals from its current workers. Established workers can transmit the complex employment reUitionship to potential new workors much less expensively than other advertising methods can. 14. J. L. Meij, "Wage-Structure and Organization-Structure," in J. L. Meij (ed.), Internal Wage Structure (Amsterdam: North-Holland, 1963), p. 115. Actually, much of the analysis of the dualists can be reinterpreted in an efficiency context. Piore describes the role of sociological factors in determining the interactions of workers with each other and with management. Although Piore considers his model development nonneoclassical, a more accurate statement is that these factors have not traditionally been modeled by neoclassical economists. A profit maximizer setting up an intemal wage structure would do well to take into account the factors described by Michael J. Piore,
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In this context, it is important to determine whether the internal wage structure is responsive to government pressure. Could attempts to equalize incomes focus on intemal differentials? Thurow and Lucas suggest a policy of altering the "sociological judgments about 'fair' wage differentials."^^ But a number of problems would limit the effectiveness of this approach. First, job evaluation schemes have the strongest impact within promotion ladders. Although a lower-skilled entry worker might eventually rise into management, the promotion ladders for blue-collar production workers and management tend to be separate. Each has its own entry jobs, drawing on distinct external labor markets. Hence, one could alter the relative wages of different grades of machine operators, but the existence of separate markets for broader categories of workers such as semiskiUed workers and managers interferes with attempts by firms to alter their relative wages. Second, even within promotion ladders, job evaluation plans attempt to weigh various factors so as to promote intemal efficiency. If semiskilled helpers eamed only a little less than their skilled supervisors they would have little hicentive to absorb the training that provides the firm with its skilled blue-collar workers. These issues are at the core of the interpretation of the internal wage structure. Internal relative wages may serve a purpose even though a perfectly competitive market does not detennine each wage.^^ The "sociological" factors of Piore and Thurow are essentiaEy the "taste" variables of the efficiency model that determine the attitudes of workers toward training and the nonpecuniary aspects of jobs. Custom, inertia, and attitudes must be weighed in establishing an efficient wage structure.^^ "Fragments of a 'Sociological' Theory of Wages," in Ame-ican Economic Association, Papers and Proceedings ofthe Eighty-fifth Annual Meeting, 1972 {American Economic Review, Vol. 63, May 1973), pp. 377-84. 15. Lester C. Thurow and Robert E. B. Lucas, "The American Distribution of Income: A Structural Problem," A Study Prepared for the Use of the Joint Economic Committee, 92 Cong. 2 sess. (1972), p. 44. 16. The importance of intrafirm wage differentials in encouraging workers to accept training and promotions is stressed in the literature on wage structures in ccMnmunist countries. The efficiency orientation of the internal labor nmrket has a long tradition in this litH-ature. For a western intwpretation, see Harold Lydall, The Structure of Earnings (Oxford University Press, 1968). 17. In some cases payment by result is instituted as a direct way of providing incentives. These schema have become somewhat less popular recently because of the cost of administering them and their disruptive effects if they are not closely managed. Demoralization can easily arise from initially successful plans as a consequence of the slow but ccmtinuous teclmological change that alters the structure of jobs. Prcmiotions can serve the same purpose of providing a pecuniary advantage to superior performance on the job.
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Internal mobility. Dualists and more traditional economists agree that the intemal labor markets of the high-wage sector assure that most upward mobility will be accomplished through internal promotions ratker than by changing firms. The shifts among firms disproportionately involve young workers who have not yet advanced on the intemal promotion ladder. Once a worker has mounted a ladder, moving to another firm becomes costly: it means losing his place on the ladder, since firms generaUy hire only at the entry rung. The promotion ladder has important functions in an efficient internal labor market that are neglected by the dualists, who view promotions as dominated by seniority and by institutional and social arrangements in general. First, it serves to reward meritorious performance and to reduce turnover. Although almost all jobs carry a salary range within which raises are possible, it is necessarily limited, and hence the opportunity to promote workers to higher-ranking jobs is desirable. As Becker and others have pointed out, specifically trained workers must be paid more than their opportunity costs to other firms in order to discourage quits. As a worker moves up a promotion ladder, the gap between his opportunity wage, at the entry point of an alternative firm, and his actual wage widens. A second advantage of promotion ladders is that workers may acquire not only specific information about their own jobs, but also specific training for higher-level jobs in the firm. Simple physical proximity, or the opportunities provided by the lines of authority within a firm to observe the job content of those higher on the ladder, abets this process. In other words, training for advancement is a joint product with the firm's output as workers perform their jobs. Promotion ladders also provide a screening mechanism within the firm. That tiie performance of a worker on the job, rather than straight seniority, is important in promotions is illustrated in a recent study by the Bureau of Labor Statistics, which found that fewer than 2 percent of workers were covered in major collective bargaining agreements in which promotion was based on seniority alone.^^ Ability and performance are likely to be even more dominant in the nonunion sector and in clerical and professional jobs. Recent theoretical literature on screening has stressed that, because both workers and firms possess only imperfect information, the wage distribution will depend on the distribution of information as well as on native 18. U.S. Bureau of Labor Statistics, Major Collective Bargaining Agreements: Seniority in Promotion and Transfer Provisions, Bulletin 1425-11 (1970), p. 5.
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ability, schooling, and the Uke.^^ The arbitrary nature of any wage distribution appears to support the spirit of the dual model. Whereas the dualists (and some of the analysts of screening) argue that multiple equilibria resiUt from the operation of the intemal labor market, I disagree. In my view, an important purpose of the interaal labor market is to provide a continuous screening function. Credentials acquired elsewhere are evaluated at the hiring point; but thereafter, in a technology that requires specific and on-thejob training, an intemal labor market may well be the most effident apparatus for collecting and analyzing data on individual performance. This interpretation has tbree aspects: Firet, if screens, such as educati 
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