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Growth in Chinese manufacturing has been the critical element in that na-
tion’s ability to achieve average annual real GDP growth rates of approxi-
mately 10 percent since the early 1980s. And it has been “cheap labor”,
more than anything else, which has fueled China’s competitiveness and
growth in this sector. Higher profile strikes and rapid wage gains in China
over the past year have given analysts speculation that the era of cheap la-
bor may finally be coming to an end. In its study we find that China’s wages
remain very competitive against many other emerging market economies.
Moreover, Chinese manufacturers, unlike those in many other developing
economies, like Vietnam and India, possess many other advantages (like
higher productivity and deep supply chains) that have largely offset the
rapid wage gains in recent years. The study also finds that China’s working-
age population will not peak until around 2020, providing China with suf-
ficient labor input.

The highlights of the report include:

e Taking into account the increasingly large number of workers em-
ployed in the “informal” economy, China’s average wage levels in
manufacturing currently remains competitive against most other Asian
developing countries.

e  SIEMS’ estimate for the average hourly compensation in China’s man-
ufacturing sector is RMB 7.1 in 2010 (or $1.05 at the current exchange
rate), with the corresponding monthly compensation running RMB
1,652 ($244).

e  Chinese real wages in manufacturing, after accounting for inflation and
labor productivity gains, are actually lower now than they were in 2001.

e  While China’s supply of 15-24 year-old workers (the ideal age for the
lower-end manufacturing that China’s has specialized in) has recently
peaked at 228 million in 2010, the total labor supply in this age cohort
is estimated to be a solid 200 million by 2015, more than they num-
bered in the year 2000.

e  China’s working-age population (16-59) will not begin falling until 2020,
providing China with sufficient surplus labor and keeping a lid in the
growth in labor compensation over the next decade.

e  China’s “interior” provinces, possessing lower wages than the coastal
regions and endowed with a large labor reserve, is likely to become
the most immediate recipient of global manufacturers looking for com-
petitive locations.

That said, the report also notes that China’s labor share of nation in-
come, now at record lows, is poised to begin rising rapidly over the next
decade. These gains will eventually cause some of China’s most labor-
intensive sectors, such as apparel, to become uncompetitive, forcing relo-
cation to new venues, such as Vietnam and Bangladesh.
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China’s recent labor strife has gar-

nered a great deal of media atten-— \|~3r10y-medium term trends in the

tion. Honda was required to almost

double wages in several factories - (LNINESE €CONOMY favor the retention
to keep production going and labor Of J[h|8 \O\/\/—\/\/ag@ mOd@\ |

strikes have plagued the country

with increased frequency. Many of

China’s larger provinces have significantly raised their minimum wages over
the past year. This begs the question whether China’s model of cheap la-
bor, which has fueled much of its economic growth during the past three
decades, is finally beginning to crack. Some multinational firms, both foreign
and Chinese, are reportedly considering relocating their production facilities
from China to other emerging economies, particularly China’s Asian neigh-
bors, such as Bangladesh, Cambodia, India, Indonesia and Vietnam.

While China is bound to eventually lose its competitive advantage as
a low-wage producer as it continues developing and moves toward higher
“value-added” manufacturing and the production of services, the fact re-
mains, however, that it is far from reaching that stage. And this is fortunate
because China currently lacks real advantages in higher education, efficient
markets and enterprise and a capacity for innovation and still requires low
wages to drive economic growth.

Fortunately, the recent wage increases have not changed the basic
cost structure of the Chinese labor market. In fact, real wages, after ac-
counting for inflation and labor productivity gains, are lower now than they
were in 2001. Moreover, near-to-medium term trends in the Chinese econo-
my favor the retention of this low-wage model.

This paper tries to shed some light on whether the recent wages hikes
mark the beginning of the end for the low wage economic model in China
and whether other developing countries throughout Asia are likely to be-
come China’s heir.
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During past two decades, China’s manufacturing sector averaged annual
growth of approximately 12%, even faster than the 10% clip its overall econ-
omy averaged over the same period. Not surprisingly, its share of GDP,
hovering around one-third, is quite high by global standards. Its share of
GDP rose last decade from 32% to 34%. Manufacturing’s share of GDP in
many of the other emerging market economies is much smaller, averaging
in the range of the high-teens. Indonesia’s share at 28%, is the one notable
exception. India’s service sector dominates its economy and manufactur-
ing only accounts for approximately 16% of GDP.

MANUFACTURING’S VALUE ADDED AS A SHARE OF GDP

Country 2000 2008
Bangladesh 15.23 17.83
Cambodia 16.87 16.40
China 32.12 34.38
India 15.60 15.82
Indonesia 27.75 27.87
Sri Lanka 16.83 17.95
Vietnam 18.56 21.10

Source: WDI

World manufacturing centers
throughout history were typically
determined based on technologi-

cal advancements. For example,
the United Kingdom became the
world’s first workshop as a result
of the industrial revolution that
started there. In turn, the US and
Germany hegemony in high-end
manufacturing was directly related
to their technological superiority in

Manufacturing’s share of GDP

N many of the other emerging
market economies is much smaller,
averaging in the range of the high-
teens. Indonesia’s share at 28%, Is
the one notable exception

many areas of manufacturing. But
China’s rise was not the result of innovations but directly a consequence
of its massive supply of cheap labor. China’s thirty year “demographic
dividend” from 1980 through 2010 provided the Middle Kingdom with a
continuous workforce cohort of between 200-250 million 15-24 year-olds
(the ideal age range for the low-tech manufacturing China specialized
in) every year.

The high profile strikes and significant wage increases witnessed
throughout many sectors of the Chinese economy, however, is increas-
ingly leading to the belief that many elements of China’s manufacturing is
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destined to move offshore toward other emerging market economies, par-
ticular in east and south Asia. We assess this likelihood by first comparing
China’s wage levels with that of other Asian emerging market economies.

1. AN ESTIMATION OF CHINA’S HOURLY WAGE RATE
There are not, unfortunately, any comprehensive and internationally com-
parable data on China’s wage levels. However, any attempt to evaluate
labor competitiveness without estimating China’s wage rate would not be
meaningful.

In order to estimate China’s wage rate accurately, one must differ-
entiate between China’s “formal” and “informal” workforce sectors. Labor
costs differ significantly between these two sectors. According to the In-
ternational Labor Organization, informal employment is characterized by
a lack of stability or security. Such employment is often temporary, lacks
a formal contract, and doesn’t provide social insurance benefits or other
worker protections. The informal sector is mainly comprised of those eco-
nomic activities that are neither taxed nor monitored by the government and
largely missing from GDP accounting. The formal sector of the economy,
conversely, typically has formal contracts and provides benefits to many of
its workers. Nevertheless, in China there are still a large number of informal
workers employed throughout the formal sector.

The existence of China’s large informal employment workforce can
make it difficult when comparing international labor costs. Employees in
the informal sector have much less protection than their counterparts in the
formal sector. For example, according to a mini-census in 2005, 73.8% of
employees in the formal sector had pensions while only 19.5% of informal
employees did. Approximately 78% of formal employees had health insur-
ance compared to 26.6% in the informal sector. More than 54% of formal
sector employees have unemployment insurance, whereas this ratio was
only 7.9% in the informal sector. Because labor compensation between
the formal and informal sectors and migrant and local workers are so large,
using only publically available formal sector manufacturing wage levels to
proxy national wage levels would significantly overestimate China’s true
hourly wage levels.

Thus, in order to estimate labor costs more accurately, a distinc-
tion must be made between the formal and informal sectors, and local
workers and migrant workers. The following table gives some clues in
gauging the size of China’s informal employment. According to China’s
statistical classification system, formal employment does not include
those employed in private enterprises, township and village enterprises
(TVE), and sole proprietorship firms. In comparison to total employment
in manufacturing sectors, formal employment is relatively straightforward
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to calculate. The China Statistical Yearbook provides relevant data till
2008. However, the most recent data for total employment in manufac-
turing is from 2002. Employment in the formal sector has been declining
as a result of the large layoffs by many of the state-owned enterprises
(SOE) that started in the mid-1990s. In the first wave of SOE layoffs over
30 million jobs were eliminated. Many of these workers reentered the la-
bor market as informal employees. According to official sources, formal
employment is roughly equal to one-third of total employment.

MANUFACTURING EMPLOYMENT IN CHINA

(IN MILLIONS)
Formal All
1998 37.7 83.2
1999 35.0 81.1
2000 32.4 80.4
2001 30.1 80.8
2002 291 83.1

Source: China Statistical Yearbook 2009

As noted earlier, it is difficult to estimate an accurate picture of hourly
labor costs without a representative nationwide survey. Fortunately, there
was a comprehensive survey of China’s urban labor market taken in 2005.

CHINA’S LABOR COSTS IN 2005

Informal Local Workers Migrant Workers
Working Days per Week 6.0 6.8
working Hours per Day 8.9 10.6
Monthly Earnings(RMB) 1094.0 976.0
Pension 54.8 2.1
Unemployment Insurance  12.6 0.4
Working Injury Insurance 6.0 1.2
Health Insurance 32.6 1.3
Formal

Working Days per Week 8.5} 6.0
working Hours per Day 8.2 8.7
Monthly Earnings(RMB) 1387.0 1247.0
Pension 82.1 29.0
Unemployment Insurance  39.7 17.8
Working Injury Insurance 29.1 31.7
Health Insurance 71.4 29.7

Source: China Urban Labor Survey 2005 and SIEMS Calculations

1. CHINA: THE WORLD’S WORKSHOP/ 9
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Not surprisingly, the survey
found that workers in the informal

sector were in relatively poor work-
ing conditions. For example, local
workers in the informal sector typi-

Approximately two-thirds of workers
N the manufacturing sector were
informally employed and the

cally worked ten hours per week
longer than their counterparts in the
formal sectors, while the migrant
workers in the informal sector were
working almost twenty more hours
per week more than migrant workers
in the formal sectors.

The gap in the levels of social benefits was also very significant. Em-
ployers spent about RMB106 per month on social benefits for local workers
in the informal sector, which was roughly half the benefit spent on local
workers in the formal sectors. Migrant workers were even less protected.
The social benefit expenditure on migrant workers in the informal sectors
was a negligible RMB 5 per month, amounting to 5 percent of what local
workers in the informal sector received and 2% of what local workers in the
formal sector received. Approximately two-thirds of workers in the manufac-
turing sector were informally employed and the majority of these informal
workers were migrant workers.

In 2005, China’s hourly labor
cost for local workers in the informal
sector was RMB 5.19 per hour and
RMB 8.55 for local workers in the for-
mal sector. Migrant workers earned
about RMB 3.14 in the informal sec-
tor and RMB 5.99 in the formal sector. To derive current estimates for Chi-
na’s hourly labor costs in manufacturing, we start with several assumptions.

First, manufacturing wages grew 13% per year in the formal sectors (which
is what they averaged between 1998 and 2008). It should be noted that workers
in the formal sector typically have a tenured contract with their employer. For
example, data from China Household Income Project (CHIP) show that over
75% of local residents have long-term tenure, compared to only 5% of migrant
workers. Excluding local residents who work in the informal sector, at least 90%
of local residents in the formal sector have long-term tenure contracts.

The existence of long-term tenure contracts gives workers bargaining
power and there should be a relatively clear mechanism to increase wages
annually. However, informal sector workers face a different situation because
by and large their employment is random and short-term in nature. Migrant
workers typically don’t have any type of tenure and have high job turnover.

job turnover

majority of these informal workers
were migrant workers

Migrant workers typically don't have
any type of tenure and have high
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This high turnover in the informal sector also place workers in a disadvan-
taged position since no employers are willing to increase wages for an indi-
vidual worker. If employers increase wages for new workers, then, they have
to enhance wages for most or all incumbent workers. If facing manpower
shortages and needing to fill positions quickly, employers may use a slightly
higher wage to attract workers. Once the backlog of orders has been filled,
however, firms often just fire workers without granting any significant sever-
ance. For instance, there were over 25 million migrant workers fired in 2009
due to the impact of the global financial crisis. Thus, steady wage growth
in the informal sector has not been a regular phenomenon. For example, a
recent survey by the All-China Federation of Trade Unions shows one-quarter
of Chinese workers have not had a pay raise in the past five years—during a
period of exceptional economic growth in China. Therefore, our second as-
sumption is that the wage rate in the informal sectors grew 10% annually. Our
third assumption is that the average wage level in the manufacturing sector
is 85% of the national average, which is what it has averaged in recent years.

Based on these assumptions, we estimate the 2010 hourly compensa-
tion (including social benefit costs) for local workers in the informal sectors
is RMB 6.48 (or $0.96), and RMB 4.27 for migrant workers in the informal
sector. Local workers in the formal sector have the highest compensation
at RMB 12 per hour (or $1.75 at the currently exchange rate).

Employment in the formal manufacturing sectors is currently about one-
third of total employment. The share of migrant workers to total urban employ-
ment has been relatively stable in recent years at a little under one-half (46.5%).
Thus, our estimate for the weighted hourly compensation in China’s manufac-
turing sector is RMB 7.1 in 2010 (or $1.05 at the current exchange rate)', with
the corresponding monthly compensation running RMB 1,652 ($244).

CHINA’S FULL LABOR COSTS IN MANUFACTURING SECTOR

Hourly Hourly Monthly Monthly
(RMB) (USD) (RMB) (USD)
Informal
Local Workers 6.48 0.96 1499.5 221.5
Migrant Workers 4.27 0.63 1333.7 197.0
Formal
Local Workers 11.87 1.75 2235.3 330.2
Migrant Workers 8.69 1.28 1965.7 290.3

Note: Full labor cost includes basic hourly wages and social benefit charges.
1USD=6.77RMB as of August 5, 2010

Source: CASS 2007,CULS 2005 and SIEMS’ Calculations

1 As a sensitivity check, if we assume the wage growth rate in the formal sector to be 16% annually and the informal
sector's wage rate grows at 13%, the weighted hourly compensation is 1.19 USD in 2010
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2. AN INTERNATIONAL COMPARISON OF HOURLY
LABOR COSTS IN THE MANUFACTURING SECTOR

China became the world’s workshop based primarily on one condition: an
almost endless supply of very cheap labor. But is China’s labor still cheap
today in comparison to other countries? The US Bureau of Labor Statis-
tics (BLS) provides hourly manufacturing labor costs for some advanced
economies and a number of the

emerging ecanories (China s [ViANUT@CIUNNG labor costs in Mexico
not included but we substitute our amd BraZ” are apprOXImaT6|y 8 and

own estimates).

For the figures on hourly T‘ J[|meS h|gher, FGSDGCTI\/GM J[haﬂ
manufacturing labor costs, it is Ch|ﬂa/8

clear that China is still among the

countries with the lowest labor

costs in the sample.2 Only Sri Lanka, averaging $0.7 per hour, is less than
China’s hourly compensation in manufacturing. Manufacturing labor costs
in Mexico and Brazil are approximately 3 and 11 times higher, respectively,
than China’s. Against the advanced economies, the compensation gap re-
mains enormous.

FIGURE 1: Hourly Manufacturing Labor Costs in Dollars (2010)

o

o

(&)

30
25
o N .III II

Source: BLS and SIEMS’ Calculations.

Sri Lanka
China
Philippines
Mexico
Hong Kong
Taiwan
Singapore
Brazil

East Asia
ex-Japan
Japan
Korea
USA

Italy
France
Canada
Australia
Germany

2 BLS’ most recent year on wage level is 2007. Manufacturing costs for 2010 were estimated by assuming labor
costs changed at the same pace from 2005 to 2007.
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3. A CASE STUDY ON HOURLY LABOR COSTS IN THE
APPAREL MANUFACTURING SECTOR

In this case study we examine apparel manufacturing, a highly labor inten-
sive sector and one very sensitive to changes in labor costs. According to
official sources, the average wage rate in China’s apparel industry varies
from 76.7% to 80% of the average wage rate in manufacturing, giving Chi-
na's apparel industry an estimated hourly labor cost of $0.65 in 2008.2 This
is only slightly higher than apparel manufacturing labor costs in India. How-
ever, one factor we need to account for is the large wage gaps between
China’s coastal and inland areas. Currently, average wages in the interior
run one-half of those along the coastal regions. Thus, if firms relocated pro-
duction to inland areas, labor cost could be cut.* Bangladesh, Pakistan and
Vietnam, however, do currently have considerably lower labor costs than
China, which is why these countries have begun attracting more apparel
makers in recent years.

APPAREL MANUFACTURING LABOR COSTS IN 2008

In USD per Hour Including Social Benefits Charges

Country Wage Country Wage
Bangladesh 0.22 Guatemala 1.65
Cambodia 0.33 Tunisia 1.68
Pakistan 0.37 South Africa 1.75
Vietnam 0.38 Honduras 1.76
Sri Lanka 0.43 El Salvador 1.79
Indonesia 0.44 Lithuania 1.97
India 0.51 Morocco 2.44
Haiti 0.52 Turkey 2.54
China® 0.65 Mexico 2.55
Egypt 0.83 Poland 2.57
Jordan 1.01 Brazil 3135
Russia 1.01 Costa Rica 3.44
Philippines 1.07 Slovakia 856
Malaysia 1.18 Slovenia 3.55
Peru 1.18 Romania 4.03
Thailand 1.32 Latvia 4.23
Colombia 1.42 Hungary 4.45
Bulgaria 1.53

Source: Jassin-O’Rourke Group 2008 and SIEMS’Calculations

3 $1=RMB 6.94, the average exchange rate in 2008

4 These hourly labor costs do not take into account labor productivity, which China would hold a considerable
advantage. Unit labor costs, or labor costs per unit of output, are not available for cross country comparison.
5 China's data was estimated by the author
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4. AN EXAMINATION OF GLOBAL WAGE

GROWTH TRENDS

There was an estimated 20% hike in China’s minimum wage level this year.
As a result, manufacturing wages are rising rapidly in many places. For
example, Foxconn, one of the largest contract makers of electronic prod-
ucts, raised assembly line workers’ wages from RMB 950 to RMB 1200
(nearly a 30% hike) since June 2010.

This begs the question of whether this

large hike is the beginning of many Chlﬂa/S Wage QFOV\/Th haS Iﬂd@@d
more to come. Deen rapid and Is only second to

We start by examining the wage , .
growth rate in several emerging |ﬂd |a/8 16 . 60/0 HS@
economies from 2000 to 2009. Clear-
ly, China’s wage growth has indeed been rapid and is only second to
India’s 16.5% rise. Interestingly, wage gains throughout much of many of
the other emerging economies over this period have been quite modest.

WAGE GROWTH RATE IN SELECTED ECONOMIES (2000—2009)

Country Mean Growth Rate (%)
Bangladesh 1.68

Brazil -1.69

China 12.38

India 16.48

Indonesia 3.61

Sri Lanka -0.49

Vietnam 1.43

Source: EIU and SIEMS’ Calculation

Looking at other comparable economies in similar economic stages
of development, however, we find that China and India’s wage growth rate
is nothing unusual. For example, during the 1970s and 1980s, when the
Newly Industrializing Countries (NICs) of Hong Kong, South Korea, Singa-
pore and Taiwan were experiencing exceptional rates of economic growth,
their rate of wage growth was also very fast.

It appears that both Brazil and Sri Lanka have had difficulty in recruiting
enough manufacturing workers. For example, Brazil's national wage level
actually decreased by 1.7% annually between 2000 and 2009. However,
its average manufacturing wages grew 8% during this period. According
to the BLS, Brazil's manufacturing wage levels grew at 32.5%, 20.3% and
19% in 2005, 2006 and 2007, respectively. Sri Lanka has a similar situa-
tion, where its manufacturing wage grew 4% despite a decline in the na-
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tional wage rate. When manufacturing wages are rising faster than average
wages in general, it implies a shortage of qualified workers for that sector.

Perhaps the critical question is whether China’s recent wage hikes in
manufacturing are likely to continue at their current pace? Many analysts
believe so because of two factors.

First, it has been noted that China’s Ch|ﬂa’8 p|eﬂt|fu‘ Supp‘y Of |ab0r

aggregate labor income as a share

of national income is now well below Id€a\|y SUIT@d fOr maﬂUfaCTUHﬂg |S
the world average and is poised to  7)()\\/ SlgﬂlflCaﬂﬂy S‘O\/\”ﬁg

rise. Second, China’s plentiful supply
of labor ideally suited for manufactur-
ing is now significantly slowing. We will examine each factor, in turn.
Empirical studies have found a U-shaped pattern timeline for labor’s
share of national income. That is, labor’s share of national income will de-
crease initially as per capita GDP increases before bottoming out and then
eventually reversing, with labor taking a progressively larger share of na-
tional income. For instance, labor’s share of national income for the NICs
exhibited this pattern as rapid export growth and high rates of domestic
investment took every increasing shares of national income before bottom-
ing in the 1980s. China’s labor share of GDP had been relatively stable until
2002. Since then, its share has dropped by about 8 percentage points, or
from 50% to 42% of national income, making it among the lowest shares
in the world. But according to some recent studies®, China’s adjusted la-
bor share of GDP is significantly higher than this figure, once taking into
account the income from self-employment, particularly from sole propri-
etorship firms. Perhaps more importantly, a recent study by Credit Suisse
found a large amount of hidden income from the gray economy that is not
reported to the authorities’. Estimated at 5.4 trillion in RMB in 2009, this
huge mountain of cash would significantly increase labor’s share of income.
That said, there are reasons to believe that labor’s share of income
in China are set to rise. Historically, labor share of national income typi-
cally reaches its bottom when per capita GDP reaches $6,000 in Pur-
chasing Power Parity (PPP) terms. Afterwards, workers’ share of output
starts rising. According to EIU’s macroeconomic projections, Indone-
sia will reach this threshold point around 2015, India at 2017, Vietnam
around 2019 and Bangladesh not until 2029. China’s GDP per capita
income already surpassed $6,000 in 2008. Unless China breaks this old
labor U-curve relationship, it should be the first one to see a rising labor
share of national income.

¢ Li, D, Liu, L., and Wang, H., 2009, “The U Curve of Labor Share in GDP during Economic Development” Economic
Research Journal, Issue 1
7 Wang, Xiaolu, 2010, “Gray Income and the Distribution of National Income”, Comparative Studies Vol. 48
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Recent wage hikes and labor unrest, however, have not been specific
only to China. Bangladesh in July implemented an almost two-fold rise in
the minimum wage for its garment industry in a bid to end months of worker
unrest. Vietnam’s government recently decreed a double-digit pay raise
and enacted a new labor law. Cambodia, India and Indonesia have also
recorded large strikes for worker pay raises since early this year.

LABOR SHARE OF GDP IN SELECTED ECONOMIES (1960-2005)

Country Adjusted Labor Country Adjusted Labor
Share Share
Australia 0.56 New Zealand 0.59
Bolivia 0.54 Russia 0.52
Cameroon 0.60 us 0.61
Canada 0.58 Latvia 0.49
China 0.52 Poland 0.48
Chile 0.45 Romania 0.55
Spain 0.55 South Africa 0.57
Czech 0.46 Thailand 0.42
Denmark 0.59 Sweden 0.61
Honduras 0.64 Switzerland 0.61
Japan 0.56 Malaysia 0.51
Korea 0.54 Tunis 0.50

Source: Li, Liu and Wang, 20098

8 Li. D, Liu, L. and Wang, H., 2009, The U Curve of Labor Share in GDP during Economic Development, Economic
Research Journal Issue 1.
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Labor compensation (wages plus benefits) is only one factor affecting the
cost effectiveness of labor. To determine the real cost of labor, we need to
factor in labor productivity.®

Among the emerging market economies, there exist large productivity
gaps. For example, according to the Hong Kong Trade Development Coun-
cil's recent estimation', China’s average output per worker in the manufac-
turing sector (measured in PPP adjusted current US dollars), was $22,500
in 2008. Vietnam, Bangladesh and Cambodia, conversely, were $8,100,
$7,200 and $4,200, respectively,
a fraction of China’s.

One of the basic tenets of la- AmOmg J[he emerg|ng market
bor theory states that firms should econom|68/ There eX'SJ[ ‘arge

cease hiring when the value of .
the marginal product of a worker prOd UCJ[|\/|J[y gapS
equals the going wage rate. Thus,
to keep unit labor costs equal across countries, China’s wage level should
be approximately 2.7 times higher than Vietnam’s, 3.1 times higher than
Bangladesh’s, and over 5 times higher than Cambodia’s. But as shown
in section one, we do not see wage differentials anywhere close to this
magnitude.

Examining labor productivity growth in the manufacturing sector in re-
cent years, we find similar results. China’s labor productivity has grown much
faster than its Asian neighbors. The

most striking observation is that Ch|na/8 \abOr DrOdUCTI\/ITy haS
nda's manufactuing produetv- oy much faster than its Asian

ity growth is actually quite anemic, )
having averaged just 0.5% annually. ﬂ e | g h bo rS
There are, however, two pow-
erful forces which should begin narrowing the productivity gap between
China and some of these other emerging markets. First, much of the gain in

FIGURE 2/ Manufacturing Labor Productivity Growth (2000-2007)
6,4% 3,9% 3,9% 3,6% 1,9% 0,5%
China Vietnam Indonesia Cambodia Bangladesh India

Source: APO Productivity Databook 2010, Asian Productivity Organization

¢ Unit labor costs were not available for country by country comparison
10 “The Competitive Supply Chain: China v Arising Asia”, June 3, 2010
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China’s labor productivity has come from the enormous population migra-
tion from the rural to urban centers. India is really just starting this pro-
cess''. Secondly, expected changes in the literacy rate can exert powerful
changes in labor productivity over time. The adult literacy rate in China,
Brazil, Indonesia and Vietnam are already quite high but in Bangladesh and
India adult literacy is pitifully low. As the literacy rate in these two economies
continue rising so should these nations’ rate of labor productivity.

LITERACY RATE IN SELECTED ECONOMIES (2008)

All (15-59) % Young (15-24) %

Bangladesh 55.0 Bangladesh 74.4
Brazil 90.0 Brazil 98.0
Cambodia 77.0 Cambodia 87.0
China 93.7 China 99.3
India 63.0 India 83.0
Indonesia 92.0 Indonesia 97.0
Philippines 93.6 Philippines 94.8
Vietnam 92.5 Vietnam 96.8

Source: WDI and SIEMS’ Estimations

1 China’s urbanization rate stood at 43% in 2008, in comparison to India’s 30%.
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CHINA’S NOMINAL MANUFACTURING WAGE GROWTH RATE
(FORMAL EMPLOYMENT)

year Growth Rate Year Growth Rate
1999 0.10 2004 0.12
2000 0.12 2005 0.12
2001 0.12 2006 0.14
2002 0.13 2007 0.16
2003 0.14 2008 0.16

Source: China Statistical Yearbook and SIEMS’ Calculation

The acceleration in China’s wage gains along the coastal areas coupled

with the absence of many of the migrant workers who failed to return to

the big coastal manufacturing hubs after returning home during the global

economic crisis has given the appearance that the Chinese labor market

has reached a real turning point. According to Arthur Lewis, an economist

who has pioneered work in this area, most emerging market economies are

composed of two sectors — a highly productive and dynamic urban sec-

tor — and a relatively unproductive and stagnant rural sector. The marginal

product of labor in rural areas is relatively low in comparison to the marginal

product of labor in the urban sector. This productivity differential gives mo-

mentum for large scale labor migration from the rural to the urban sector.

At some stage however, the wage level in the rural sectors will rise high

enough so that workers will stop . '
migrating, reaching the so-called  \//(OST emerging market economies

“Lewisian turning point”.

The variables to assess wheth- are Composed O]( J[WO SeCJ[OIfS T
er an economy has reached this 5 h|gh‘y produc“ve aﬂd dyﬁamlC

Lewisian turning point are potential

labor supply and wage differentials Urban Sec{or o and d re‘a“\/e‘y
between the rural and urban sec- Uﬂproducﬂve amd STaQ mant rura|

tors. Rising wages and some spo-

radic labor shortages, things China S@CTO(

is witnessing today, are necessary

but not sufficient conditions for the existence of a Lewisian turning point.
We start by examining the demographic profile of China. The follow-

ing charts provide the medium variant predictions by the United Nations.

Contrary to conventional wisdom, we cannot find any evidence that China’s

labor shortage problem is imminent. Interestingly, China still currently has

a “solid” demographic profile. For example, in the (15-24) worker age co-

hort (traditionally the ideal age range in low-tech manufacturing), a recent

local peak of 228 million was reached in 2010 (accounting for 16.9% of

total population). Even by 2015, the total labor supply in this age group is
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estimated to be a solid 200 million, more than they numbered in year 2000.
While it is true that by 2050, China will be an aged society (with a median
age of 45), the absolute number of young workers is expected to number
approximately 150 million, more than the Vietnam’s total expected popula-
tion by that year.

If we examine China’s working-age population (15-59), China’s age of
cheap, plentiful labor may not be over. By 2015, the expected size in this
cohort will peak at 923.5 million, which is roughly 66% of the total popula-
tion. By 2020, the working-age population is estimated to be as high as
projected in 2015.

FIGURE 3: China’s Workforce Projection 15-24
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China’s rural employment as a share of total employment remains
high. It was 38% of the total in 2009 but only produced approximately 9% of
total output. This implies that the marginal productivity gap remains signifi-
cantly tilted in the urban sector’s favor and why the wage gap between both
regions remains so large. The annual rural income was about RMB 2,300
in 1995, compared to RMB 4,200 in the urban sector. This income gap
increased to about RMB 9,100 by 2007, with urban sector earning nearly
RMB 15,000, compared to rural sector's RMB 5,700.

Migrant workers have been responding to this gap as might be ex-
pected. The number of total migrant workers has been increasing steadily,
from an estimated 194 million in 1995 to 246 millions in 2007. According to
current research in this field (Cai Fang et al, 2009), China still has over 70
million workers currently in the rural sector available to work in the urban
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FIGURE 4: China’s Working Age Population 15-59
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sectors. It is this persistent gap that will keep rural migration toward the
urban centers strong in the coming years, helping to mitigate wage inflation
in the coastal manufacturing hubs.

How do we explain then, the rash of wage hikes and the reported labor
shortages in China? One factor explaining the current labor market turmoil
is China’s economic strength following the global financial crisis and great
recession. By late 2009, over 25 million migrant workers had lost their jobs

FIGURE 5: Urban-Rural Wage gap and Labor Migration
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and returned to their native rural homes. Many of these migrant workers
turned their attention to cities closer to their hometown as desirable working
places. However, as the global economy began recovering and Chinese
manufacturers started receiving orders again, firms needed to boost wages
to get those fired workers back as quickly as possible. Thus, the current
round of sharp wage increases should only be regarded as a special one-
off case for many manufacturers.
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We turn our attention to labor market depth in an attempt to determine
which country has the greatest potential to host relocated production fa-
cilities from China. Sri Lanka and Cambodia have the least labor supply
among the six most attractive Asian candidates, which limits their ability to
attract large scale manufacturing. The total labor supply of five candidates
in 2010, excluding India, is around 334 million, about one-third of China’s

FIGURE 6: India’s Workforce Projection (15—24)
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FIGURE 7: India’s Workforce Projection (15-59)
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labor supply. Vietham is frequently mentioned as a possible successor for
some of China’s manufacturing base. But Vietnam'’s labor supply during
2010-2050 is projected to be about 64 millions. In the past 10 years, Viet-
nam’s average unemployment rate has averaged 2.3%, which means there
are actually not many workers in the existing labor force available for new
employment opportunities. The positive sign is that Vietnam’s urban popu-
lation is only about one-quarter of its total population, which means that Vi-
etnam’s rural workers could migrate to the urban sectors as manufacturing
workers, greatly expanding the urban labor force.

Bangladesh, India and Indonesia seem the most likely hosts for large
scale manufacturers, particularly India with a labor reserve as large as
China’s. Furthermore, India’s demographic structure is much better than
China’s, as evidenced by its large cohort of young workers. For example,
India’s young workforce (15-24) will peak at 245 million in 2020, while Chi-
na’s young workforce peaked in 1990 at 247 million. India’s young workers
will number as many as 245 million in 2025 and then gradually decline to
206 million by 2050. In 2009, 60% of India’s workers were employed in the
rural sector, implying a huge potential urban labor pool of cheap workers
from urbanization. Going by labor costs alone, Bangladesh has a signifi-
cant cost advantage relative to China. It also has a very large rural sector™.
This indicates that Bangladesh has some promise in attracting some labor-
intensive manufacturing from China in the years ahead. India’s case is very
much similar to Bangladesh, except that India’s labor cost is much higher
than Bangladesh’s.

2 For instance, there were nearly three quarter people living the rural areas and roughly 50% of all workforce were
employed by agricultural sector in 2005



WORKFORCE PROJECTION OF SELECTED ECONOMIES (15-59)
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Bangladesh
Year (thousands)
2005 92 647
2010 103 509
2015 113 381
2020 122 174
2025 128 711
2030 133 819
2035 137 124
2040 138 139
2045 137 068
2050 134 811
Indonesia
Year (thousands)
2005 138 668
2010 149 704
2015 158 860
2020 166 387
2025 171 515
2030 173784
2035 173 371
2040 171 550
2045 168 876
2050 166 294

(%)
60.5
63
64.7
65.8
66
65.9
65.3
641
62.4
60.6

(%)
63.3
64.4
65.1
65.5
65.1
64
62.3
60.5
58.9
57.7

Cambodia
(thousands)
8010
9272

10 301

11 098
11914
12812

13 761

14 638
14 861
14913
Vietnam
(thousands)
52418

58 929

62 589
64 571

65 283

65 452

65 349

65 282

64 949

63 199

(%)
57.8
61.6
63
62.7
62.8
63.7
65.2
66.3
64.6
62.7

(%)
62.3
66.2
66.8
65.9
64
62.1
60.5
59.4
58.4
56.6

Sri Lanka
(thousands)
12748
12 946
12872
12 969
13 008
12982
13 087
12876
12299
11873

(%)
65.3
63.4
60.8
59.7
59
58.5
58.8
58
55.9
54.7

Source: UNPD
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In the paper we focused primarily on wages as a determinant for manufac-
turing locations because China, the world’s workshop, has so dispropor-
tionately benefited from low wages. But wages typically account for only a
fraction of the total cost of most manufacturing goods. For example, even in
the labor intensive garments manu-

facturing, labor costs typically ac-
count for only 15% to 22% of total
costs, whereas fabric and logistics
can account for as much as 60%.

Aslan emerging market economies
D0SSESS NO Clear comparative
advantages in the immediate future

For some products with high de-
gree of automation, such as car manufacturing, labor costs are only a minor
consideration.

There are obviously many other factors that multinationals use in de-
termining optimal location. If we take the total cost perspective, these other
Asian emerging market economies possess no clear comparative advan-
tages in the immediate future. Poor transportation infrastructure, frequent
electricity shortages, and large scale corruption (one factor which China
shares) characterized all the other emerging market economies examined
in this paper. Moreover, none of these candidates possess a well devel-
oped supply chain in many manufacturing industries like China. Chinese
wages may be rising rapidly in some of the OEMs (original equipment man-
ufacturers) like Honda, but China’s well developed supply chain of auto
parts makers make it hard for the OEMs to simply uproot and leave just
because of higher wage levels.

Examining the export structure of various emerging economies, we
contend that the threat of some emerging economies to China’s world
manufacturing workshop status may be exaggerated. For example, there

CLOTHING EXPORTS OF SELECTED ECONOMIES

World Share (%) Share in Economy’s
Total Manufactured Goods (%)

2000 2008 2000 2008
Bangladesh 2.6 3.0 79.3 711
Cambodia 0.5 1.0 69.8 84.8
China 18.2 33.2 14.5 8.4
India 3.0 3.0 141 6.1
Indonesia 2.4 1.7 7.2 4.5
Pakistan 1.1 1.1 23.8 19.2
Sri Lanka 1.4 1.0 51.8 40.9
Viet Nam 0.9 25 12.6 14.3
World 3.1 2.3

Source: WTO and SIEMS’ Calculations
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have been anecdotal accounts that Vietnam is quickly becoming a major
clothing exporter, taking significant market share from China. However,
data doesn’t support this view. Vietnam’s clothing exports accounted for
just 2.5% of total world clothing exports in 2008, compared to China’s 33%
share. Another “major” exporter, Bangladesh, only accounted for about
3% of global clothing exports in that same year. Despite relatively faster
growing wages last decade, China’s export share of the clothing market
nearly doubled.

TELECOMMUNICATIONS EQUIPMENTS EXPORT OF SELECTED

ECONOMIES
World Share (%) Share in Economy'’s
Total Manufactured Goods (%)

2000 2008 2000 2008
China 6.8 271 7.8 11.3
India 0.0 0.1 0.2 0.3
Indonesia 1.2 0.5 54 2.3
Philippines 0.4 0.2 3.2 2.2
Viet Nam 0.0 0.1 0.6 1.3
World 4.6 3.8

Source: WTO and SIEMS’ Calculations

When moving to some higher end product, for instance, like telecom-
munication equipment and integrated circuits, China’s strength becomes
even clearer. China’s world export share is much higher than its Asian
neighbors and it is the only country that recorded significant increases in
market share from 2000-2008.

Interestingly the area most likely to compete with China’s coastal man-
ufacturing hubs in the foreseeable future is “inland” China. Foxconn has

INTEGRATED CIRCUITS EXPORT OF SELECTED ECONOMIES

World Share (%) Share in Economy’s
Total Manufactured Goods (%)

2000 2008 2000 2008
China 1.7 10.5 2.1 3.1
India 0.0 0.1 0.2 0.3
Indonesia 0.2 0.2 1.1 0.6
Philippines 5.4 3.7 41.9 31.8
Viet Nam 0.0 0.1 0.6 0.5
World 4.9 2.7

Source: WTO and SIEMS’ Calculations
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already invested new factories in Henan and Sichuan province. Intel moved
its Shanghai factory to Chengdu, Sichuan province. And numerous smaller
manufacturing firms are following

the same route. With comparable Th@r@ ar@ 8 Iﬂ\aﬂd prO\/lﬂCeS \/\/|Th
wage levels of Vietnam and India DODU@TIODS ﬂumb@rlﬂg more Thaﬂ

but possessing a superior trans- o
portation infrastructure and supply 40 m|H|Oﬂ
chain, inland China is quickly be-
coming the new host for many manufacturing firms, both local and foreign.
Moreover, China’s interior has a huge domestic labor reserve. For
example, Anhui province has over 61 million residents, of which 70% are
working age. Henan and Sichuan provinces have over 94 and 81 million
residents, respectively. There are 8 inland provinces with populations num-
bering more than 40 million (i.e. 320 million in total). Operating costs in
inland provinces are also significantly lower than in the coastal areas. For
example, the wage level in inland China is at least 50% lower than coastal
cities and it is also much cheaper to acquire land. Infrastructure in these
inland provinces is also for better relative to their Asian competitors. China
has invested enormously in its transportation infrastructure (i.e., high-speed
railway system, paved road, waterway etc.) throughout its interior provinces.
And last but not least, a presence in China will always be advanta-
geous because it gives multinationals easy access to a vast and rapidly
growing domestic market.
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The view that China is quickly losing its world workshop status is premature.
Chinese labor costs, by and large, remain remarkably low compared to
other emerging market economies. Despite recent wage escalations, the
share of labor costs to total manufacturing costs is lower now than it was in
2001. Labor productivity has been so strong in recent years that real wages
have been falling, at least until very recently. Furthermore, there is still a
large reserve of labor supply that is available in the rural sector. Firms can
tap into this labor reserve by relocating factories to inland provinces, where
the reserve wage level is much lower than that in coastal areas.

Moreover, despite the recent labor tensions, foreign direct investment
(FDI) remains high in China. In July 2010, for example, FDI was running
about 30% higher than a year ago. Foreign manufacturers continue finding
China a good place to invest. It seems unlikely that multinationals in China
will begin choosing India, Vietnam and Bangladesh as more preferable des-
tinations in large scale until these countries acquire a significant wage cost
advantage or significantly narrow the enormous gaps in productivity with
China. What is likely, however, if wage rates continue rising rapidly in China,
some low-end manufacturing, like apparel, will begin choosing these other
Asian nations as a preferred destination.

While cheap labor has been a key for Chinese growth over the past
three decades, it has also contributed to widening income inequality. The
recent acceleration in wage gains made by factory workers will actually
be a healthy thing for China’s economy over the long-run if it reduces this
growing disparity in income and wealth. In the meantime, however, there
are good reasons to believe that China will remain the world’s workshop for
at least the next ten years.
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