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Introduction

Human capital plays important role in de
velopment process. It is also one of dis-

tinguished factors explaining across coun-
tries economic growth performances. Invest-
ment in human capital prevents an economy
from fall its marginal productivity of capital.
So in the long run, the economy is able to
experience sustainable economic growth.

From the various forms of human capi-
tal investment, education is the major one.
The return on investment in education will
be optimum under the good quality of insti-
tutional environment that generates the
market-based incentives. The institutional
reform in labour sector, on the other hand,
is able to promote the incentive systems for

increasing productivity and efficiency. This
paper argues that such labour market re-
form is a necessary condition for increasing
rate of return to education.

This paper is organised as follow: After
a brief section about return to education and
its international comparison, the paper analy-
ses the significance of the outcomes of
labour market reform in favour to increase
rate of return to education. For country ref-
erence, labour market reform in urban China
is viewed as good illustration since its struc-
tural transformation from planned economy
to the more market-oriented system under-
lies the success story of its economic per-
formance. Specifically, two main aspects of
labour market outcomes are analysed with
the comparison between post and pre-re-
form in China. These two are efficient allo-

Modal sumber daya manusia memainkan peran yang penting dalam proses pembangunan.
Di antara investasi sumber daya manusia yang paling penting adalah dalam bidang
pendidikan. Hasil dari investasi pendidikan akan optimum jika di satu sisi terdapat
lingkungan institusi yang berkualitas baik yang akan memberikan insentif berbasis pasar.
Di sisi lain, reformasi institusional dalam sektor ketenagakerjaan dapat meningkatkan
sistem-sistem insentif untuk meningkatkan produktivitas dan efisiensi. Paper ini
mengajukan argumen bahwa reformasi pasar ketenagakerjaan merupakan prasyarat yang
sangat diperlukan untuk meningkatkan hasil dari pendidikan.
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cation of labour and performance-based
wage determination. A brief analysis on ob-
stacles in increasing return to education is
presented in order to identify the significance
for further labour market reform.

Literature Review

1.Return to Education: an Interna-
tional Comparison

Various studies on return on schooling
are developed by econometrics method and
cost and benefit analysis. In the economet-
ric, the economists mostly use the model
introduced by Mincer (1974) which in simple
this model relates earning as function of
years of schooling. While with the latter
method, the rate of return on investment in
education is the rate that equalizes the in-
ternal rate of benefit with its cost.

Psacharopouos through extensive stud-
ies within period 1974 until 2002 conducted
international comparison on return to educa-
tion which yielded three main conclusions.
The first, the decreasing pattern of the return
to education with the years of schooling.
Compared to the other level of schooling, in-
vestment in primary education yields the high-
est return. Secondly, the developing countries
tend to have higher rates of return to educa-
tion than those in developed countries. It is
associated with the diminishing return from
expenditure in education since the enrolment
in advanced nations is higher than develop-
ing ones. Based on the level of per capita
income, the average rate of return to second-
ary education in low income countries is 15.2
per cent in early 1990s. While for the lower
middle income and high-income countries are
13.4 and 10.3 per cent, respectively. Mean-
while the world average is 13.5 per cent. Third
finding is that the social rate of return is lower
than the private return. It is because the cost

of education is mostly financed by the state
especially for primary and secondary level
(Thirlwall 2006).

2. Return to Education and Institu-
tional Labour Market Reform

The rate of return on education finely
represents the incentive for productivity and
efficiency allocation of human capital forma-
tion. Institutional environment which gener-
ate such those systems potentially raises
the productivity and efficient allocation labour.
Conversely, labour arrangements results in
disincentive system for higher productivity
and creation of inefficient labour allocation.

Thus, in the context of return to educa-
tion investment, the successful institutional
labour market reform is its ability to increase
return to education. There was consistency
between the increasing in the rate of return
with the rising competitive labour market in
China during 1998 - 2002.  It is because
during the planned economy, the return in
undervalued while introduction of market
system is expected to revealed the higher
return (Appleton, et al 2005).

Labour market reform has significant
effect on rising rate of return to education in
two ways. The first, the labour market sys-
tem generates for labour mobility. Secondly,
it also guarantees the productivity-wage
determination. These two, in turn, create an
increase in productivity and efficiency.

1) Labour Mobility

Labour market system emphasizes the
importance of labour mobility since it gen-
erates efficient allocation of human re-
sources. The labour mobility enables the
economy to reach the efficient technical pro-
portion of capital labour ratio. There are not
waste resources under labour mobility. Such
those efficient labour allocations will guar-
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antee that the high stock of human capital
will promote higher productivity which in turn
generate higher return to education.

Introducing labour market reform in ur-
ban China has given more flexibility for em-
ployers to recruit the most suitable staffs
and for the workers to choose the most pre-
ferred jobs. In 1983, the government imple-
mented labour contract system in order to
reform the old tenure employment system.
Two years later, the workers under contract
were accounted for 3.7 per cent of total
employment and in 1995 it has reached 39.0
per cent of the total employment. This new
system relatively succeeded to generate
labour mobility in China.

The labour mobility was also acceler-
ated by the rapid growing of urban economy
which increased the demand for rural labour.
Even though government actually never re-
leased the restriction but the control over
rural-urban migration loosened. In late 1980s
the immigrants accounted for 25 million mi-
grants and increased to 80 million in 1995.
This dramatic increase in migration has
moderated increase in wages of workers
having similar job with the migrants. The
most affected worker groups were mostly
non-skilled labour who worked in retail and
service sectors.

Compared to the past experience un-
der labour market arrangement, China had
much lower return to education. Using the
data sample from city Nanjing, it was less
than 3.7 per cent compared with 14.4 per
cent average of developing countries (Byron
1995). This number was also less than
those in developed countries. Another year
of schooling in China only generated 1.2 per
cent increase in earning which is lower than
5 – 7 per cent in US and UK in 1981. While
compared to Asia, a year increase of school-
ing was able to raise 11.2 per cent in their
earnings (Meng 2000). Other studies con-

ducted by J. Knight and L. Song using 3600
sample in urban China, furthermore indicates
that return in education in urban China was
very low. It was only around 1 per cent (Liu
1988)

The labour arrangements had depressed
the low rate of return since the arrangement
highly restricted the mobility of workers ei-
ther by assigned job allocation or restric-
tion in rural-urban migration.  Through the
assigned job allocation, the government set
the employment quota to each province and
region. Individual was not allowed to seek
the job by themselves since the state guar-
anteed a job and tenure employment for each
of individual. Once they had participated in
a certain job, they were restricted to change
their employment except for reasonable rea-
son admitted by the government. Employ-
ers did not have free authority to recruit their
employees. Another limitation on labour
mobility was highly restriction in rural-urban
migration. Not only did migrated between
rural-urban, but there was also limitation in
mobility amongst firms. This highly restric-
tive migration has caused the serious eco-
nomic problems like hidden unemployment
in rural area as well as inefficiency and low
productivity in urban area.

All of those restrictions created ineffi-
ciency in labour allocation and hidden un-
employment which are obstacle for reach-
ing higher productivity. Those inefficiencies
were characterized by the existence of shirk-
ing problem, mismatch between allocation
and firms need, and overstaffed.

2) Performance-Based Wage
Determination

Labour market driven guarantees the
level of wage of labour equals to their value
of productivity. Theoretically, the wage rate
equals to it value of marginal product of
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labour. Through investment in education, the
labour expects for increasing their marginal
productivity which in turn raise their wage
and income level. Increasing this earning
means the increase in the return on human
investment.

Under the labour market reform, the
government established wage floating
scheme. The total wage bill quota was no
longer as a function of number of job alloca-
tion but correlated with its profitability. Even
though the wages were not fully based on
productivity, but this new system has in-
creased the wage slightly. Another impor-
tant reform is not only changing wage sys-
tem, but the rewards system was also in-
cluded non-wage like bonus. The change in
the composition of wage system from fixed
wage determination to floating wage scheme
has generated increase in rate of return to
education until 5 percentages points in
Guangdong (Liu 1998).

On the other hand, increasing number
of non-state enterprises especially foreign
investors have offered competitive wages for
skilled-workers. By the contract system,
many state enterprise workers moved to the
foreign private enterprises. In the long run,
this condition forced the state enterprises
to offer the comparable wage rate in order
to maintain their employees not to leave
their jobs.

All those conditions were contradictory
with the labour condition under the central-
ized planning. In this period, wages were
set by the government where every employer
did not have power to determine wage rate.
The rates were based on specific grade sys-
tem in which the personal criteria such as
seniority and education level were more
dominant rather than productivity.  For the
employee’s perspective, the wage system
also paid no attention to the difference in

individual performance. Moreover, in period
of economic downturn, the incentives sys-
tems were abolished. On the other hand,
the government who was authorized in wage
setting hardly increased the wage rate for
long period of time.

The economic implication of the fixed
wage determination is that the wage was
no longer representing the value of its mar-
ginal product. So the existing wage system
is unable to potential productivity of the
schooling or experience. Again such mecha-
nism failed to create an incentive for indi-
vidual to work efficiently.

Result and Discussion

The urban labour market reform slowly
progressed by the late 1980’s. The rate of re-
turn on education in early period of labour re-
form was still considerably low than other
country. Investment return in urban area was
still 3 – 6 per cent. It is considerably lower
than average of developing countries (Liu 1998
and Meng 2000).  After this period, the return
to education increased to 5.6 per cent in 1998
and 6.7 per cent in 1999. In 2002, it slightly
increased to 7.5 per cent(Appleton et al 2005).
This number shows that the labour market
reform in urban China yielded a moderate in-
crease in investment return on education.

Some factors are identified as cause of
why return on schooling in urban China is
not as high as other developing countries.
One of the most important is the ownership
structure of state owned enterprises which
hinder further labour reforms. There are sepa-
rated functions in terms of risk bearing by
the state and decision making by the man-
ager. While financial risks are bear by the
government, the manager tends to maximize
the benefit for employees rather than maxi-
mize profit. Ironically, the wage determina-
tion in state and collective enterprises still
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depends on profitability rather than produc-
tivity. This system is very contrast with what
the private sector which is heavily produc-
tivity-based reward system. Another broader
factor is that labour market reform is politi-
cally sensitive since socialist ideology en-
tails public ownership. This ownership struc-
ture is associated with tenure employment
which prevents the enterprise operate in ef-
ficient manner.

Conclusion

Under labour arrangements, the exist-
ence of immobility human resources and dis-
incentive wage setting failed to promote pro-
ductivity and efficiency. In turn, all these out-
comes lowered the level of return to invest-
ment in human capital in China. Introducing
the institutional labour market reforms had
facilitated the significant increase in rate of
return to education in urban China. The labour
market reform was successfully created an
incentive system for improvement in labour
productivity and efficiency in labour alloca-
tion which underlies the moderate increase
in rate of return on investment in education.
Further labour market reform especially in the
ownership structure of state owned enter-
prises is expected to boost the investment
return to education in urban China which in
turn promotes higher level investment in hu-
man capital. At last, the accumulation in hu-
man capital enables the economy to experi-
ence the sustainable economic growth.l
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