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The role of minimum wage in Thailand ∗ Warangkana Imudom Macroeconomy Analysis and Policy Team Domestic Economic and Policy Department



Introduction The International Labor Organization or ILO has defined minimum wage as “level of wage that render workers sustainable social well beings”. Without doubt the core of minimum wage serves (1) social equality by maintaining standards of living and purchasing power and (2) fare share from economic prosperity. Minimum wage policy, however, cannot serve both objectives. To fully enforce minimum wage as to stabilize living standards do increase cost of production. In return, lay off and prices will rise which hinder a country’s world competitiveness. Therefore, striking a balance between optimal level of economic expansion and appropriate employment while pegging standards of living is very important. Conflicting ideas surround minimum wage. It’s tampering with real wage adjustment is claimed to hinder employment. On the other hand, it is believed not only to have any effect but also can induce additional hiring. This study aims to trace on the determinants of Thailand’s minimum wage and its purpose. First, we address the factors and methods used in establishing minimum wage. Second, we focus on the achievement of minimum wage in distributing economic welfare. Third, we study how minimum wage involves in standard of livings. Fourth, we explore if minimum wage help in promoting labor efficiency. Fifth, we examine the effects of minimum wage on employment. Finally, we introduce the newly enforced 1998 royal decree of determining minimum wage.



1. Procedure of determining minimum wage. Legislature on minimum wage1 was first passed in 1973. A three party panel was formed comprising of representatives from the government sector, employees and employers to decide on the rate. By law, minimum wage was defined as “ the payment2 sufficient for the employer and two additional family member to dwell in the society”. The law excluded employment in agricultural sector and self employed. In 1976, an amendment redefined minimum wage only to be suffice for the employed person only in order to reduce the burden of entrepreneurs and create equality between labor factions. Then, minimum wage had three rates diversified by economic and social classifications3. The underlying assessment was imperfect labor mobility caused by skills, geological dwellings and asymmetric information. As a consequent, different minimum wage was a stimulant for reallocating human resource and enhancing productivity.
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The views expressed are those of the author and do not necessarily represent those of the Bank of Thailand. The author wishes to thank Dr. Parisun Chantanahom, Team Executive of Macroeconomy Analysis and Policy Team and Dr. Noppadol Buranathanung, Economist of Macroeconomy Analysis and Policy Team for useful suggestions and comments. 1 Minimum Wage Act was enforced under ministerial declaration of the Ministry of Interior in 1972. Subsequently, it was transferred to be enforced under ministerial declaration of the Ministry of Labour and Social Welfare in 1972. 2 Excluding payments in kind such as clothes and food 3 Zone 1 includes employment in Bangkok, Samutprakarn, Nonthaburi, Pathumthani, Nakhonpathom Samutsakorn and Phuket Zone 2 includes employment in Chonburi, Saraburi, Chiangmai, Nakhonrajsima, Ranong, and Phang-gna. Zone 3 includes employment in the rest.



2 The wage committee negotiated an appropriate minimum wage in accordance with economic growth and inflation. Historically, there was no clear schedule for adjusting minimum wage and for some year, there had been more than one adjustment4. Such practice disturbed business investment and confidence in the government policy. In the following section, we focus the effect of minimum wage on producing fair share for labor form economic growth.



2. Minimum wage in sharing the benefit of economic growth. During 1993 – 1998, minimum wage failed to assure fair labor income. We found that in many years minimum wage increased less the appropriate rate formulated according to economic theory. Let’s assume that business hires capital and labor to engage in profit maximization activity. The relationship between wage, unit labor cost, and production can be expressed as, Y = F ( K , L) (1) ( 2) π = PY − LW − KR Max = PY − LW − KR (3) P∂Y −W = 0 ∂L P∂Y P∆Y ≅ W = ∂L ∆L P∆Y P∆Y Y L = ∗ ∗ W = ∆L Y L ∆L ∆Y PY L ∗ ∗ W = Y L ∆L %∆GDP NGDP ∗ W = L %∆L
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= Out put = Capital = Labour



= W = R = GDP = NGDP =



Profit Wage per one unit of labour Cost of Capital Gross Domestic Product (at constant prices) Gross Domestic Product (at current price)



Therefore, fare wage varies with the proportion of product that each labor produce. In other words, in real terms, return to labor must grow at the same rate as economic growth holding labor productivity constant. In figure 1, we compare the growth rate of minimum wage with the increase in economically fair increase during 1991 – 1999. We found that increase in minimum wage was below fair rate. It was obvious that minimum wage increase reflected only real GDP growth and inflation while leaving out rising labor’s contribution.



4



For some year, there had been more than one minimum wage adjustment. For example during 1974 minimum wage was increased for 3 times due to high inflation (24.3%) and political pressure. During 1989 minimum wage was increased for 2 times due to high economic growth (12.2%).
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Figure 1 Changes in Minimum Wage and Economically Fair Rate
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Source: The Wage Committee, Ministry of Labour and Social Welfare



Furthermore, figure 2 reveals that increase in real minimum wage5 was even below real GDP growth confirming non conformity with the fair raise. It can be said that the enjoyment of industrial expansion and foreign direct investment was at the expense of seductive labor cost. Low agricultural price was a key factor which made such pay scale bearable. During the crisis year 1997 – 1998, contradictory, real minimum wage did not reduce as it ought to be. Labor was partially protected from the economic and social turmoil. As the economy improved in 1999, the government still pursued expansionary fiscal and monetary policy. Hence, without little choice minimum wage had to comply and it was kept constant. Figure 2 Changes in Real Minimum Wage and Gross Domestic Product (at constant prices)
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Sharing of economic growth was probably not the only purpose of minimum wage especially for the year 1997 and 1998. It appeared that minimum wage setting had abandoned its initial motive in 1972 the time of extreme social and political pressure for equality. This makes minimum wage the prime instrument for maintaining labor’s standard of living.



3. Minimum wage as an instrument for maintaining standards of living and purchasing power. Adam Smith (1776) stated in The Wealth of Nations that labor must receive a suitable share from the benefit from his or her contribution such that he or she can live properly in the society. For Thailand, minimum wage can partly claimed for stabilizing the standards of living and purchasing power. It is found that during 1976 – 1999, increase in minimum wage was above inflation for the extend 1978 – 1996 , figure (3). There was no evidence that raising minimum wage had any 5



Nominal minimum wage deflated by inflation



4 effects on inflation6, direct or indirect. Increase in labor productivity caused by capital investment had relieved inflation from minimum wage. Figure 3 Changes in Minimum Wage and Inflation percent 30 Minimum wage
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During the crisis years 1997 – 1999, pegging minimum wage resulted in deteriorating purchasing power. Fortunately, surprising low inflation helped standards of living to remain relatively unchanged. Under the circumstances, preventing a fall in minimum wage ,which interfered with real wage adjustment in labor market, can cause excessive unemployment. To get the fact straight, maintaining standards of living is not the same as increasing minimum wage at the same or about the same rate with inflation. Consumer price index is upward biased7 and therefore overestimate the cost of living. Low income consumer price index is more suitable but lack of details and sufficient methodological basis prevented further analysis.



4. Minimum wage and labor productivity. Wage is a crucial incentive for increment in productivity of labor. Reaso nable pay raise produces quality of life, a motive of enhancing capability and deterring labor turnover which causes uninterrupted production. Simultaneously, labor productivity dictates wage increment also. During 1972 – 1993, figure (4), increase in minimum wage correlated with labor productivity. From 1994 to 1995, change in minimum wage was non accommodating and push labor productivity downward.
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Figure 4 Changes in Minimum Wage and Labour Productivity
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According to the Bank of Thailand's macro economic model, elasticity of minimum wage to inflation is 0.1. 7 In general CPI is upward biased through substitution new product bias, and quantity change bias associated with fixed weight, frequency of survey, and revived data.



5 5. Minimum wage and unemployment. In theory, wage controls hinder real wage8 adjustment which produces unbalanced demand and supply creating excessive unemployment. In Figure (5), real wage is higher than the equilibrium rate; demand for labor DL is less than supply SL. Downward wage rigidity has produce unnecessary unemployment equals to N1N2. Figure 5 W/P
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The effects on unemployment is contingent of the level and magnitude adjusted wage. Figure (6) real wage W1 is higher than the equilibrium rate, raise in minimum wage makes real wage to move up to W2 and raises unemployment from N2N3 to N1N4. On the contrary, Figure (7) real wage is below the equilibrium wage and increase in minimum wage has no impact on unemployment but rather increases the employed number.



Figure 6 W/P
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Figure 7 W/P
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Factors that lead to real-wage rigidity are minimum wage, monopoly power of union, and efficiency wage.



6 Card and Krueger (1994) substantiated that increasing minimum wage not only has no negative impact on employment but also help hiring more labor. The study give minimum wage policies in many countries a theoretical background. The frame work was built on labor demand under monopsony with one firm. Firm was then able to pay workers below their contribution; marginal cost of labor was below marginal revenue product. Consequently, rising minimum wage can induce additional employment as long as the cost of adding the marginal unit of labor is below marginal revenue. Increase in minimum wage can also be thought of as a shock to businesses and forces firms to adopt new production technology and management to control overall cost; for instances, increase in production efficiency, reducing labor turnover and improve personnel controls. Such improvement will stimulate more labor demand. Furthermore, raising pay scale will result in the total purchasing power of labor and increase consumption. However, the argument is based on the ability of businesses to manage production cost to offset labor cost. Opponents of minimum wage argue that wage shock has temporary effect. In the long run, increase in minimum wage reduces employment and causes chronic unemployment. The counter argument is the impact of minimum wage on overall employment is not large. Labor market is segregated; each section has its own demand and supply functions. Substitution of labor among different skills is the main driving components of hiring. Skilled labor has low substitutability and earns much higher wage than minimum wage. Higher minimum wage may cause employers to lengthen working hour and give higher pay for skilled worker while lay off unskilled. The unskilled labor, whose minimum wage is designed to protect, may be the group that is mostly affected by layoffs. However, when consider the overall labor market, change in minimum wage does not make significant contribution. For Thailand, during 1991 – 1999, the effect of minimum wage on unemployment was not obvious, Figure (8). Figure (9) indicates that averaged wages classified by industries were above minimum wage in all industries with the exception of agriculture. Thus, minimum wage had been raised in accordance with productivity. And it is being used as only a benchmark of actual wage structure. Figure 8 Changes in Real Minimum Wage and Employment in Non-agriculture sector
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Figure 9 Monthly Average Wage Classified by Industries and Monthly Minimum Wage Baht/Month 9,500
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Figure (10) reflects that average wage had higher fluctuation than that of minimum wage and acted as a cushion to absorb disturbance in employment. Moreover, increase in minimum wage tended to hurt new entry labor force and unskilled workers as they normally receive wage less than minim wage. However, insufficient data prohibited in detail substantiation of the preceding claim. Figure 10 Changes in Minimum Wage and Monthly Wages Classified by Industries



percent 35 30 25



All industries



Minimum wage



Agriculture



Manufacturing



Services



20 15 10 5 0 -5 1991



1992



1993



1994



1995



1996



1997



1998



1999



Source: The National Statistical Office



6. Implementing minimum wage under the 1998 legistlation. Under the 1998 labor protection law, minimum wage administration is decentralized. The purpose is to develop Thailand’s wage structure and allow minimum wage in each province to reflect the cost in that area. In the end, this will enhance provincial investment. Minimum wage administration is divided into 2 levels. (1) National level. The minimum wage committee comprised of representative from the government, employees and employers will advice the cabinet on wage policy, restructuring of wage system, and suggest basic minimum wage9. (2) Provincial level. The minimum wage committee by law will endorse provincial minimum wage sub-committees which have the same composition of members. The subcommittees have the responsibility of determining minimum wage in their respective provinces.
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Basic minimum wage means minimum amount of payment that is sufficient for employee to dwell in the society.



8 Nonetheless, the rage set must not be below the basic minimum wage. Under the circumstance that no minimum wage is set in a province, basic minimum wage will be mandatory enforced.



Conclusion. Minimum wage policy during its 20 years history has achieved to a certain degree maintaining the standards of living for labor. Though minimum wage did not result in vast unemployment, most businesses used it as a bench mark for their annual pay raise. Therefore, minimum wage paved a path for fair treatment of labor as well as stabilizing purchasing power. Nevertheless, minimum wage fails to assign equal share of economic prosperity for workers. Labor is still being unfairly exploited. We suggest that GDP growth in nominal term must be used together with GDP growth in real term. In other words, give labors their proportionate contribution to productivity. The effect of minimum wage on overall employment figure remains unsettled. Without doubt, new entrance to the labor force and unskilled labor will suffer the consequence as producers can substitute skilled labor in replacement which deters hiring more workers. The ability of average wage to adjust more freely than minimum wage perhaps softens the number of layoffs. In addition, the large informal agricultural sector can normally absorb termination of hiring caused by raising minimum wage. Nonetheless, the new minimum wage administration procedure under the 1998 act demonstrate the government’s intention to change its wage policy and restructure the wage structure along with minimum wage calculation. Such movement shall benefit the developing social and economic fundamentals and guarantee equality to labor. The means is to inform and educate both agencies and parties involved to carry out the main policy to better serve the people.



9 References Apichai Pantasen and Jiraporn Unkaseam, " Minimum wage: definition and trend", 1988. Card, D. & Krueger, A.B. 1994, “Minimum wage and employment: A case study of the fast-food industry in New Jersey and Pennsylvania”, American Economic Review, vol. 84, no. 4, pp 772-793 Dawkins, P. 1997, “The Minimum Wage Debate and Policy Development in Australia, The UK and the USA: An Introductory Overview”, Australian Economic Review, vol. 30, no. 2, pp188-193. Lewis, P. 1997, “ The Economic of the Minimum Wage”, Australian Economic Review, vol. 30, no. 2, pp204-207. Mankiw, N. Gregory 1997, “Macroeconomic”, Third Edition, pp 123-145. Pranee Tinnakorn & Chalongphob Sussangkarn 1998, “Total Factor Productivity Growth in Thailand: 1980-1995”, Thailand Development Research Institute Foundation. Seltzer, A. 1997, “An Evaluation of the International Evidence on the Employment Effects of the Minimum Wage Legislation”, Australian Economic Review, vol. 30, no. 2, pp208214.
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