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Abstract 
 
During the process of globalization, China has gained a position as an extremely important 
player on the world economic stage. The country has become particularly famous as a hub for 
the global manufacturing industry, with a large quantity of cheap labor that produces low-cost 
products.  
However, there is now growing concern that the labor costs for China’s manufacturing 
workforce are growing rampantly. This could have obvious detrimental effects for Chinese 
exports, and foreshadow major restructuring of China’s economy, with important consequences 
for the rest of the world. 
With this background, the research aims to answer the questions of whether wages are indeed 
growing as quickly as reported, and what factors could explain such growth.  
The paper pays special attention to the so-called Lewis model, as many analysts claim that it 
explains the great increase in compensation levels for Chinese manufacturing workers. The 
Lewis model is explained and its applicability to China is discussed. The paper also examines 
other possible explanatory factors to establish the causes of the increasing labor costs. The 
research aims to triangulate a diversity of sources, including quantitative data supplied by major 
national and international agencies, qualitative data in the form of media reports, and two 
company case studies conducted by the author.  
The paper concludes that manufacturing wages have indeed risen sharply in recent years, and are 
likely to continue to do so. However, it is found that the labor costs for unskilled workers is not 
as important of a factor for manufacturing companies in China as is commonly believed. For 
export companies specifically, it is found that Chinese currency appreciation is a much greater 
economic threat. 
In regard to the Lewis model, no conclusive evidence is found that it is a sufficient, or even very 
good, explanation of the rising manufacturing wages. Instead, it is found that a high level of 
inflation, especially in some parts of China, can explain a large part of the publicized increase in 
labor costs. 
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Sammanfattning 

 
I globaliseringens tidevarv har Kina blivit känt som en nyckelspelare i världsekonomin. Landet 
har blivit speciellt välkänt som ett centrum för verkstadsindustrin, med stora mängder billig 
arbetskraft som kan tillverka produkter till låga priser.  
 
Nu finns det dock en växande oro för kraftigt stigande löner i Kina. Detta skulle ha uppenbara 
effekter för kinesisk export, och kan driva en omfattande omstrukturering inom den kinesiska 
ekonomin, med långtgående konsekvenser för resten av världen.  
 
Mot denna bakgrund vill den här uppsatsen undersöka huruvida lönerna verkligen stiger så fort 
som vissa påstår, och vilka faktorer som skulle kunna förklara en sådan tillväxt. Speciell 
uppmärksamhet fästs vid den så kallade Lewismodellen, eftersom ett antal källor hävdar att den 
förklarar den stora ökningen i kompensationsnivåer för kinesiska industriarbetare. 
Lewismodellen förklaras och dess applicerbarhet vis-a-vis Kina diskuteras. Uppsatsen 
undersöker också andra möjliga förklaringar bakom de stigande lönekostnaderna. Forskningen 
baseras på triangulering av diverse olika källor, inklusive kvantitativa data från stora nationella 
och internationella organisationer, kvalitativa data från media, och två fallstudier utförda av 
författaren. 
 
Forskningen bekräftar att industrilönerna verkligen har stigit kraftfullt på senare år, och att de 
mycket väl kan fortsätta växa framöver. Dock ifrågasätts det grundläggande antagandet att 
lönekostnaderna för otränad arbetskraft är så pass viktiga som många tror. Speciellt för 
exportsektorn visar det sig att stärkning av den kinesiska valutan är ett mycket större hot.  
 
Vad gäller till Lewismodellen hittades inga starka bevis för att den är en särskilt bra 
förklaringsmodell för de stigande lönerna. Istället visar undersökningen att hög inflation, 
speciellt i vissa delar av Kina, kan förklara en stor del av de ökande lönekostnaderna. 
 

Nyckelord 
 
Kina, tillverkning, löner, Lewis 
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1 Introduction 

 

“China, once an abundant provider of low-cost workers, is heading for the so-called Lewis turning 

point, when surplus labor evaporates, pushing up wages, consumption and inflation, said Huang 

Yiping, former chief Asia economist at Citigroup Inc. The result may prompt manufacturers to switch 

to cheaper countries such as India and Vietnam.”  –  BusinessWeek, June 11, 2010 (1) 

 

In the massive globalization process of recent years China has become well-known as a source of 

cheap labor. However, recently there have been numerous claims in the media and online that 

China’s supply of cheap labor is running out and that this is causing wages to increase rapidly (1) (2) 

(3) (4) (5). Specifically, these analysts are referring to the Lewis model to explain China’s current 

situation, claiming that the rising wages can be explained by China passing the Lewis turning point.  

Amid China’s forceful economic expansion, this is causing concern over the sustainability of the 

country’s current economic model. If it is true that wages are skyrocketing, the conditions for the 

country’s manufacturing industry may deteriorate in a way that could have disastrous consequences 

not only on the companies affected but for the Chinese economy as a whole (6).  

1.1 Background 

A central component of globalization has been the extensive relocation of industrial production units 

to other countries, often far from the place where the finished product is to be consumed. The 

People’s Republic of China has been at the center of this process with the stamp of “Made in China” 

seemingly ubiquitous throughout the world. 

There are many conceivable reasons why a company might want to move production to a new 

factory. One reason could be to save on transportation costs by moving closer to the customer base 

or business partners. Another reason could be to increase productivity through more efficient 

technology and organization.  

However, the great globalization wave of recent decades has commonly been explained as motivated 

by lower wage levels in countries like China. Thus, continued low wage levels for factory workers 

appear to be vital for these countries to continue to make for attractive manufacturing bases.  



4 

 

 

Therefore, the idea is for this thesis to investigate the development of wage levels in Chinese 

industry in the present and to try to make some prognosis about the near-term future. It is hoped 

that such information could be of interest to companies that currently have or are considering 

production based in China.  

Of course, there are numerous factors that influence wages. Some of them will be investigated in this 

paper. But given the many recent claims that the Lewis model can explain the current development 

in China, that model will be at the forefront of this thesis.  

The Lewis model, which will be referred to extensively throughout the paper, is a popular idea in the 

field of development economics. It was first presented by economist and eventually Nobel laureate 

W. Arthur Lewis in his seminal 1954 article ‘Economic Development with Unlimited Supplies of 

Labour’. The most important element of this article was that he modeled the labor supply in 

developing countries as being virtually unlimited. That is to say, the price of labor stays low because 

there is a great deal of supply with little demand. However, eventually even the so-called unlimited 

supply is exhausted, at which point the price of hiring workers goes up. Basically, this is what has 

been dubbed the ‘Lewis turning point’, which some analysts say that China has now reached.  

1.2 Research questions 

The main questions that this paper aims to address are: 

1. Are China’s manufacturing wages increasing as quickly as reported? 

2. What factors can explain the changes in compensation levels in China? 

2.1 Is China experiencing the effects of a Lewis turning point? 

1.3 Methodology 

Using information available online, a large number of multinational companies with established 

manufacturing operations in China were identified and contacted by email or phone and asked to 

participate in the study. All companies were offered anonymity to protect their business interests. 

Unfortunately, the response rate was low. Only two of the companies contacted were willing to 

provide useful data on their labor costs. However, these two companies were quite forthcoming, and 

when juxtaposed with other sources they appear to be two good indicative examples of the overall 

situation in China.  

Given the limited availability of primary data, the investigation has been forced by necessity to rely in 

large part on secondary data. These secondary sources include both quantitative and qualitative 
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information. The quantitative data is provided by major national and international organizations with 

the resources to carry out such research. The qualitative background is largely made up of journalists’ 

reports from a wide range of media outlets. Some qualitative and quantitative data is also derived 

from other academic work, making parts of it tertiary information. It is hoped that this diversity of 

sources can create a good triangulation of data to be used as a solid foundation for the conclusions 

drawn in the paper.  

On the calculation of wages it should be said that the methodology may vary between sources. 

Particularly, employers often incur additional costs other than the pure monetary pay. In Chinese 

factories, this could include housing, transportation, canteens and many other types of services 

provided to the employees, and the total additional cost could be substantial.  

Although words like ‘wages’ and ‘salaries’ are used interchangeably with ‘labor costs’ in this report, 

the intended meaning is the full labor cost to the employer rather than the monetary wages received 

by the workers, yet the sources may not be entirely consistent. However, the focus of this paper is 

not on the absolute cost level, but on the increase in costs. No indications have been found in the 

source material that this additional part of labor costs has gone through very significant changes 

relative to the wages.  

1.4 Structure of the report 

This first introductory section is followed by a detailed discussion of Lewis’ theoretical model and 

how it applies to China in the second chapter. This also includes a review of previous work on China 

and the Lewis model.  

In the third part the author’s findings are presented, after which a fourth chapter follows with 

theoretical analysis of the data. In the fifth and final part the research questions are answered as 

theoretical and practical conclusions are drawn. These include a critique of the Lewis model as well 

as ramifications for public policy and corporate strategy. At the end, there is some academic 

discussion with suggestions for future research.  

2 Conceptual Framework and Literature Review 

This chapter will delve into the Lewis model. As seen from the literature review, this theory of labor 

dynamics appears to lie like an indomitable axiom over the literature, even though no real evidence 

has been found to verify that it is a good description of China.  
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2.1 The Lewis Model 

2.1.1 Arthur Lewis and the disguised unemployment 

In the early 1950s, the UK-based economist W. Arthur Lewis was considering two economic 

questions. The first was why industrial products, such as steel, sold for such high world prices 

compared to agricultural products, such as coffee. The second was why nations around the world 

had such large populations of poor people. He suddenly realized that the solution to both these 

questions could be found if he removed the assumption, popular among the neoclassical economics 

of the time, that labor should be considered a scarce resource. 

In trying to explain why workers throughout the less developed countries of the world had to work so 

long and hard to buy products from industrialized countries, while industrial workers could buy 

products like tea and coffee with relative ease, Lewis’ idea was primarily based on dismissing the 

marginal-utility models of neoclassical economists in favor of classical economists such as Adam 

Smith, David Ricardo, Thomas Malthus and Karl Marx. Lewis felt that these men had lived through 

times when their own countries were going through the process of industrialization, and believed 

that their works were more relevant to developing economies than the newer and more popular 

theories of the neoclassical economists like Marshall or even Keynes. 

He also came across economic historians who presented strong evidence that the wages of British 

workers had stagnated during the 19
th

 century industrialization era, contrary to the assumptions of 

neoclassical economics. 

For these reasons, Lewis eschewed the contemporary models that regarded labor as a scarce 

resource and postulated that labor is abundant in developing countries. In such nations, a very large 

part of the labor force is employed within labor-intensive, traditional sectors such as agriculture, and, 

Lewis argued, the number of people employed in these industries was much larger than necessary.  

What this means for the economical modeling is that the marginal contribution to these sectors by 

additional workers is so small as to be “negligible, zero, or even negative”. Therefore, there is very 

significant “disguised unemployment” – large numbers of laborers can be moved out of such jobs 

without significant loss of productivity. If a large part of the population is contributing very little, the 

logical result is that the average productivity will be low, and the lower the average productivity, the 

lower the salaries.  
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Since the over-supply of workers lowers the average productivity it produces a stagnant economy 

with an impoverished population. However, this cloud has a silver lining, as the plentiful availability 

of cheap labor can provide an attractive opportunity for capitalists to establish industries in the 

country. As soon as such businesses have been established, Lewis modeled it as a ‘dual economy’ 

consisting of the new ‘modern’ sector on one hand and of the old ‘traditional’ sector on the other.  

Lewis based his model on the premise that developing countries could be divided into these two 

fundamentally different economic sectors. One he originally dubbed the “subsistence” sector, and it 

consists of labor-intensive, low-value-added business sectors. The most notable is example is 

agriculture, but servants, artisans, fishermen and many other types of jobs could also be included in 

this sector. The other sector he called the “capitalist” sector. This part of the country’s economy 

consists of the jobs created through the investments of capitalists, who would then reap the profit 

and, hopefully, reinvest it and thus contribute to more capital formation in the economy. Lewis and 

others who wrote about the model applied a number of different descriptions of the two economic 

sectors. To illustrate their difference, here is a table of a few examples from related papers: 

                 New  Old 

Capitalist Subsistence 

Modern Traditional 

Industrial Agricultural 

Developed Undeveloped 

Formal Informal 

High value added Low value added 

Capital-intensive Labor-intensive 

 

This paper will generally refer to the sectors respectively as the “modern” and the “traditional” 

sector, which is the terminology that Lewis himself settled upon some 25 years after the original 

publication. But it is useful to see other explanations of the difference between the sectors, as many 

works on the subject have used different terms. 

To properly understand the Lewis model, it is critical to correctly grasp the division between these 

two sectors. Agriculture is often regarded as emblematic of the traditional part of the economy, but 

in Lewis’ own words “the phenomenon is not, however, by any means confined to the countryside. 

Another large sector to which it is applied is the whole range of casual jobs – the workers on the 
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docks, the young men who rush forward asking to carry your bag as you appear, the jobbing 

gardener, and the like. These occupations usually have a multiple of the numbers they need, each of 

them earning very small sums from occasional employment ; frequently their numbers could be 

halved without reducing output in this sector. Petty retail trading is also exactly of this type ; it is 

enormously expanded in over-populated economies ; each trader makes only a few sales” (7). 

As the above quote clearly shows, the important point about the traditional sector is not what type 

of job is done there, but that there is great over-employment, to the point where the marginal 

productivity of labor is utterly small. Therefore laborers, as rational economic actors, are assumed to 

be willing to accept new employment in the modern sector even if they are offered only slightly 

more compensation (regardless of how much profit the capitalist is making off their work). Since 

there are basically too many workers in the traditional sector, it can provide a broad base of cheap 

“surplus labor” to the modern sector.  

Meanwhile, the modern sector is characterized by a capitalist who hires labor and resells its output 

for profit. This does not have to be in a factory setting. It can just as well take place in an agriculture 

business such as a large-scale plantation, as long as it has the same capitalist economic structure.  

But, in order for the capitalist to be able to resell the increased output at a profit, he obviously needs 

to establish an enterprise wherein the workers can be more productive than in their previous jobs in 

the traditional sector. Since the productivity of each worker moved from the traditional to the 

modern sector is increased, the total productivity of the economy as a whole is inevitably increased 

as well. 

Thus we see that an increasing percentage of the population employed in the modern sector is linked 

to an increasing productivity in the economy. But it is important to keep in mind at this point that 

this increase in output has not yet helped the workers at all. According to the Lewis model, their 

wages have not increased, regardless of sector. They are receiving essentially the same salaries in the 

modern sector that they were in the traditional. The profits from the increasing productivity all goes 

to the capitalists.  

However, this development cannot go on forever. After all, there does need to be some labor 

employed in agriculture and other traditional sector jobs. If enough of the workforce is moved out of 

the traditional sector, eventually the point will be reached where there is no longer great over-

employment, and thus the marginal productivity of the traditional sector will start to grow larger as 

more labor is moved over to the modern sector. With fewer people around to share the fruits, 
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salaries in the traditional sector will go up. For this reason, the capitalists will have to start raising 

wages as well if they want to continue to hire more and more workers.  

This is the first important turning point, where wages start to grow and living standards improve. But 

capitalists should still be willing to continue to grow the modern sector, because as long as the 

compensation is low enough, they can still make a marginal profit on new employees. And so the 

workforce will continue to flow from the traditional to the modern sector. 

 

Illustration 2.1: Changes in labor wages, shown as a function of productivity as the workforce moves 

from agriculture (left) to industry (right). Wages start to rise at point t and all surplus labor is 

exhausted at point X’. Source: Gustav Ranis & John Fei (8)  



10 

 

 

However, as the capitalists continue to hire workers into the modern sector, there will be less and 

less over-employment in the traditional sector. With less over-employment, the marginal 

productivity will continue to grow until the point is reached where the two sectors become equal in 

marginal productivity. This means that the surplus of labor in the traditional sector has been 

depleted. 

This point is known as the Lewis turning point and marks an important shift. According to Lewis’ 

theory, at this point the economic model changes from the classical version with unlimited supply of 

labor to the neoclassical model where labor is a scarce resource. With no more disguised 

unemployed for the capitalists to hire at a low wage, the only way for them to increase profits is to 

invest in improving the productivity of their modern sector workers by further capital formation, 

which drives the country towards becoming more and more of a developed economy. Similarly, the 

increased wages mean that businesses in the traditional sector will have more incentive to become 

less labor-intensive, e.g. by mechanizing agriculture. 

The concept of “disguised unemployment”, that is to say, a substantial part of the labor force that is 

essentially not contributing anything, was not new, having been around in the literature “as early as 

the 1920s. Lewis, however, made it central” (9). Nevertheless, it was the most criticized point in the 

article, especially in the early years of the model. No analysis of Lewis’ article should fail to address to 

what extent this assumption is true or not, since it is the absolute essence of the model. 

The idea that there was great disguised unemployment was hotly disputed (9) by other writers, who 

argued that just because they are poor there is no ground to give the impression that farmers are 

uneconomical and hire people who do not contribute anything to the production. Lewis responded 

by saying that it is not only farmers that are employed in the traditional sector. Also, the reason that 

there are more people than what is absolutely necessary could simply mean that they are sharing 

their output (such as food) with other people (such as family members) to keep them alive, not to be 

irrational. Furthermore, there are many ways that labor could move from the traditional to the 

modern sector, including greater employment of wives and daughters.  

2.1.2 Capital reinvestment 

In his theory of development economics, Lewis went on to make another important assumption 

concerning the psychology of the capitalists. In Lewis’ world they are, and need to be, great 

industrialists who enjoy having control over ever greater means of production, and who therefore 

reinvest their profits into building their enterprises up even further. Indeed, Lewis felt that the only 

way that the profits would be used to grow the economy was if they were in the hands of capitalists, 
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claiming that employees simply consume whatever they get and that their possible savings have no 

real bearing on the overall economy. For this reason, he felt that it is important that a large part of 

the profits go to the industrialist class in order to maintain the country’s economic growth.  

However, this should not be misinterpreted as Lewis championing capitalism. Instead, he clearly 

explains in his paper that the model could just as well be applied to a communist system. It would 

then have to be run by “state capitalists”, i. e. a class of bureaucrats who have a true passion for 

improving the productivity of the country, and who take the profits generated by the modern sector 

and reinvest it in new capital formation in the same way that he hoped private capitalists would. He 

specifically mentions the rapid industrialization of the Soviet Union during the five-year plans of the 

Stalin era as an example of this (7). 

If the disguised unemployment took the brunt of the original criticism at the time of publishing, it 

seems that this later assumption, that capitalists would reinvest their profits, is the one that has 

actually proved most problematic in practice.  

As studies have been conducted on a range of different developing nations, it has often been found 

that it is not necessarily true that the recipients of the profits put them into building more industry. 

Many of the leaders of the modern sector, whom Lewis had expected to reinvest their profits in their 

businesses, instead preferred to spend it on large tracts of land, extravagant consumption and other 

things that do not improve the output of the economy (9). Looking back at the track record some 

years later, Lewis himself stated that this was often the reason that the economy did not turn out as 

he thought it would.  

2.1.3 Reception 

While Lewis faced controversy, there were also many scholars who agreed with his conceptual 

construction and adopted it in their own work. Most notable are the co-authors John Fei and Gustav 

Ranis, who built on the model and gave it much more rigor by fixing some of its weaknesses. They 

have written about it on numerous occasions and their contributions to the model are often included 

by other authors. 

Naturally, it is very easy for any academic field to get contentious when it intersects with the realm of 

politics, as development economics certainly do. It then becomes especially important to ask the 

question of whether the Lewis model is valid, and if it can be used to formulate policy. In this, the 

author himself had something to say: 
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"Lewis’s approach was primarily exploratory and analytical rather than predictive or prescriptive. If 

Lewis is taken at his word, in [his original paper], his aim was to ‘understand, not to prescribe’" (10). 

But when mentioned in the cited reports about the economic development of China, the model is 

repeatedly being used precisely for predictive and prescriptive purposes. So it becomes even more 

important to check if Lewis’ ideas work out in reality. 

2.1.4 Consequences of the Lewis model 

If the predictions of the Lewis model are correct, reaching the turning point should imply similar 

marginal productivity for unskilled workers in the two economic sectors. Unskilled Chinese workers 

in both sectors should also experience quickly rising wages. However, since the Lewis model only 

posits that there is surplus labor in traditional, low-skilled jobs, there is no reason to assume that 

skilled workers would experience the same pattern of wage increases. Instead, it would seem more 

natural to assume that they would see a good increase but spread out over a longer period of time, 

since their wages should not be frozen in the starting phase.  

2.1.5 A dynamic model 

One reason why it is so hard to rigorously analyze the Lewis model is that the variables are both 

difficult to estimate and at the same time constantly changing.  

One important variable is the level of output in the traditional sector. Referring to the traditional 

sector simply as agriculture, Ranis & Fei (8) demonstrated the effect that increased agricultural 

productivity would have on wages. A higher output per worker would release more surplus labor for 

industrialists to employ, and depress wages. 

2.2 The Lewis Model in China 

Next, we must ask ourselves how the Lewis model fits in with the conditions of the People’s Republic. 

We see that there is a large portion of people working in labor-intensive sectors such as agriculture. 

On the other hand, there is a thriving industrial, capitalist sector, although still in many cases 

controlled by the state. While it has now been over thirty years since the reforms of Deng Xiaoping 

started the country down a road towards freer markets, it is crucial to keep in mind that the Chinese 

economy is still in many regards more closed and controlled than others.  

Having a very powerful state does not diminish the importance of the field of development 

economics and the interest in investigating the changes in living conditions of the people. As stated 

earlier, it is important to remember that the Lewis model does not require a free or open economy. 
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He specifically states that his model could also describe economic development in a statist 

communist economy. Just as with the private capitalists, this requires the bureaucrats in charge of 

economic planning to take the profits generated and reinvest them in ever greater capital formation. 

In this aspect China is a very interesting example because the government officials really seem to 

follow Lewis’ vision. The Communist Party has consistently undertaken a very expansionist 

production strategy with large investments in factories, resources and infrastructure. Capital 

investment has been kept at a rate of 35-40% of GDP for over 25 years (11).  

2.2.1 The Hukou system 

Nevertheless, it is certainly worthwhile at this point to discuss the effects of public policy as it relates 

to labor dynamics. At the same time as the Chinese government has invested heavily in growing the 

modern sector, it has also taken steps to control the flow of labor.  

Notably, they have enforced a household registration system where each individual is given a 

particular residency status called a “hukou”. The state then requires people stay in their original 

residency location to stem the tide of migrant laborers. While the system used to be enforced much 

more strictly, with regular raids and forced repatriation, the rurally registered workers in the cities 

are still heavily discriminated against. Typically they are not allowed access to the public welfare 

system, which has particularly had the effect of not allowing the children of migrant laborers to enter 

city schools. For this reason, millions of workers leave their children in the care of other family 

members as they go to work in the factories of developed regions. These home-staying children have 

been estimated to number as many as 130 million (12). 

It should also be said that the discrimination against rural workers in the cities is not just institutional. 

Many of the “real” city dwellers host negative attitudes towards the rural migrant workers, regarding 

them as dirty, bad-mannered and often criminal. The official separation of rural and urban people 

has taken the form of a racial separation. For these reasons, many authors have compared the 

second-class status of migrant workers to apartheid (13) (14).  

Unofficially, the hukou system has been breaking down for some time, and official steps are also 

being taken to remove these measures (14). The improved quality of life is a non-monetary factor in 

the attractiveness of migrating for labor, and should be taken into consideration. However, it is 

impossible to quantify how the rural workers feel about the discrimination they face and the sacrifice 

of being separated from their children, other than to say that the difference in pay is evidently still 

large enough to overcome these obstacles. Obviously, one would expect the removal of hurdles for 
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migrating to richer areas to encourage more rural workers to do so, but it is hard to say how much 

impact this might have. 

2.2.2 Trade imbalance 

Another important facet of the present Chinese situation relates to the much-publicized large trade 

surplus. Generally, Lewis model does not say much on the effects of international trade on an 

individual economy, focusing instead on the general question of ‘why steel is so expensive while 

coffee is so cheap’ – steel being an indicative product of the rich, developed nations while coffee is a 

major export crop of many less developed, tropical nations, such as Lewis’ native West Indies.  

Here Lewis argued that an increasing productivity in products for export, such as coffee, would 

simply lead to worsened terms of trade for the developing economies, which would have to sell more 

coffee to get the same amount of steel. The only way to raise the living standard, Lewis concluded, is 

by raising the productivity in those products that are for domestic consumption.  

However, this approach treats the developing economies as a homogenous group. Without such an 

assumption it is perfectly possible for one nation to improve its productivity of products for exports 

more than its competitor nations and thereby reap benefits. Either way, for the particular case of 

China, the model gives no indication of how the economy may be affected by highly unbalanced 

trading relationships.  

2.2.3 Regional differences within China 

It is important to acknowledge the large differences that exist within China. There is a great gap in 

wealth and economic development between its different provinces and any serious analysis needs to 

wrestle with this issue.  

The literature on the Lewis model typically refers to migration from rural to urban areas. Yet in the 

case of China, it is not just a matter of difference between urban and rural, but also a gap between 

coastal and inland. Generally, the coastal areas are very prosperous compared to China’s interior. 

Meanwhile, there are of course both rural and urban areas in all parts of China. This does not pose a 

problem to the Lewis model, as it is clear from Lewis’ writings that he spoke generally of a gap 

between economically developed and undeveloped areas. 

However, Lewis did feel that while higher costs of living would necessitate higher wages for urban 

workers, the difference should not go any higher than 30-40%. In China, this is not enough to account 

for the difference, as the data indicates that the manufacturing wages of coastal provinces is several 

times that of some poor provinces, as is the overall GDP per capita. 
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As described above, the great Chinese migration can to some extent be better described as “inland to 

coastal”, as well as “rural to urban”. Illustration 2.2 shows the GDP per capita of Chinese provinces 

compared to other nations, adjusted for purchasing power parity (PPP). It illustrates that moving 

within China can literally be like moving to another country. For example, moving from Shanxi 

province to Shandong province is the equivalent of moving from the poor African nation of Namibia 

to the relatively prosperous South Africa. And the much higher wealth of Hong Kong explains the 

constant stream of Chinese immigrants it has experienced throughout its history. At the same time, 

like countries, each province has urban and rural areas, and there can be significant differences 

within provinces also. 

Another interesting observation from the picture is that the wealth per capita of India corresponds to 

Guizhou, the poorest province in all of China. With this in mind, it is certainly possible that India may 

already have significantly cheaper workers, and with its gigantically large and poor population could 

possibly supplant China as a cheap labor haven. The case for a Lewis-style unlimited supply of labor 

in that country may be strong. But that is outside the scope of this paper.  

Illustration 2.2: GDP per capita in Chinese provinces compared to nations. Source: The Economist (15) 
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2.3 Literature review of previous works on the Lewis model in China 

Reviewing writings on the Lewis model in China reveals numerous reports in news media of China 

having reached a Lewis turning point. However, these journalists generally tend to refer their claims 

to statements from supposed experts rather than written sources. Contrary to the impression given 

in some media articles, looking through academic writings on the subject does not reveal a 

consensus on the matter. There does not appear to be clarity on what the rising wages mean – is the 

turning point coming closer, or has it already been passed? 

Considering how China dwarfs most other developing countries and how good of a case for the Lewis 

model it would appear to make, little actual research stands to be found on China in relation to the 

model. Xu (16) tried to evaluate the impact of trade liberalization in China ahead of its entry into the 

World Trade Organization including the role of the rural surplus using a CGE (computable general 

equilibrium) model. 

In a more recent work, Huang & Jiang (17) attempt to directly assess the impact of China reaching 

the Lewis turning point by using a CGE model called GTAP (General Trade Analysis Project) which has 

been widely applied but with a focus on the effects on trade balances. Using a 10% and 5% decrease 

in unskilled and skilled labor supply respectively, it predicts that China would see a significant loss of 

competitiveness in labor-intensive activities, particularly the textiles industry, upon reaching the 

Lewis turning point. Comparing the development with Japan’s earlier transition, the authors suggest 

the possibility of an evened income distribution, especially for unskilled workers, but warn of the 

challenges facing the country in trying to avoid getting caught in the “middle-income trap”.  

Islam and Yokota (18), on the other hand, wrote a paper claiming that China had passed the Lewis 

turning point, but with no more evidence than showing that wages were rising rapidly and 

concluding that hence the point must have been reached, without any analysis of possible factors 

behind the change other than exhausted labor supply in accordance with the Lewis model.  

While authors disagree on whether the Lewis turning point has been reached, they are surprisingly 

unanimous in uncritically embracing the Lewis model as though it was obviously both generally true 

and specifically applicable to China. The sources studied seem to make no mention of the extensive 

general criticism that the model has received in the academic field. Furthermore, no material has 

been found that sets out to discuss whether the Lewis model is well-applicable in the specific case of 

China. This is a surprising dearth, given the theory’s central place within development economics and 
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China’s status as the largest developing economy on the planet. The Lewis model appears to be 

solidly entrenched as a paradigm of the discipline. 

Many reports look only to the development of industrial wages. However, although there may be 

several difficulties in implementation, a real analysis requires an investigation of rural wages also. 

Indeed, the real hallmark of having reached the Lewis turning point is not that wages are “increasing 

rapidly”, but that the labor force in the traditional sector has been exhausted to the point that the 

marginal contribution of labor rivals that of the modern sector. The upshot of this is that the 

traditional and modern sector should be openly competing for workers, at comparable levels of 

compensation, albeit with somewhat higher levels in the modern sector due to practical factors.  

In spite of the absolute necessity to also investigate the traditional sector to make any conclusive 

statements on the Lewis model, only one report was found that set out to do so. Fortunately, that 

one report happens to be some of the best material that this literature review has come across.  

In their paper, analysts with the International Food Policy Research Institute (19) take a look at the 

other side of the equation and present thorough statistics on wage levels in a set of rural villages. It is 

really helpful to see actual data that should correlate to reality reasonably well, and interestingly it 

does indicate that rural wages have also been growing rapidly since around the year 2003. This 

complements the data from other sources claiming increasing compensation in the urban area. 

However, in a fashion typical of the literature reviewed, in spite of confidently stating that the Lewis 

turning point has arrived, the authors do not take the next logical step with the Lewis model of trying 

to tie the two sectors together to prove that such is the case.  

3 Findings/Results 

3.1 Official Chinese Statistics 

China’s different government agencies gather and publish numbers on many important areas, 

including the country’s salary levels. The United States Bureau of Labor Statistics (BLS) has collated 

data from these and other sources to make an estimation of the total compensation costs in the 

Chinese manufacturing sector (20). As the diagram shows, the data indicates that compensation 

costs have more than doubled over a six year period, both in urban manufacturing units and in the 

manufacturing of the more rural TVEs (Town and Village Enterprises). 
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3.1.1 Currency appreciation 

While a doubling of labor costs should already be enough cause for concern, this fails to capture the 

full situation for China-based export companies. Although the Chinese yuan is still somewhat pegged 

to the US dollar, the Chinese government has started to allow it to appreciate over time. As political 

pressure on China to increase the value of its currency is only growing stronger, this effect is likely to 

continue to pile on to the already serious cost increases. To illustrate, the next diagram shows hourly 

compensation denominated in US dollars. The BLS data shows that the dollar cost of Chinese 

manufacturing workers has increased by 139% over the same six year period: 
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3.1.2 Regional differences for labor costs 

However, there is one other interesting factor that can be found from looking at the urban and rural 

sectors separately. While the labor cost in urban manufacturing is up by 110%, the change in TVEs is 

decidedly lower at 67%. This indicates that the urban-rural wage gap has grown, which is quite 

contrary to what Lewis would predict with his assumption of the areas competing at the same level.  

It also presents an opportunity to the manufacturing companies. By moving their production units to 

less developed rural areas, manufacturers may make significant labor cost savings. In fact, the 

compensation cost statistics indicate that urban workers are three times as costly as those in the 

TVEs. While this may have some other explanations, such as urban workers possibly having a higher 

average skill level, it seems likely that there is still a large potential for cost-reductions by relocating 

activities within China.  

3.2 Case Study 1: Company A 

Company A is a large and internationally diverse actor in the automotive industry with both 

production and sales throughout the world. They have several manufacturing facilities in some of 

China’s biggest industrial cities in the booming coastal region. Put together, these workplaces employ 

several thousand people and are focused on the domestic market. Company A is doing very well in 

China and is forcefully expanding production. However, the company reports that it has a growing 

problem of labor shortage. 

Company A generously contributed a data set of labor costs in China for four different employee 

classes covering the period 2005-2010. The unskilled manufacturing workers who make out the vast 

majority of the employees are classified as direct labor. The labor cost for more skilled and well-paid 

manufacturing employees is labeled production overhead (POH), with the last two categories being 

made up of research and development (R&D) and sales, general and administrative (SG&A). 

Looking at the data, wages appear to be rising swiftly. The ‘direct labor’ manufacturing cost per head 

increased by 47% during the period, in spite of a 17% drop in the year 2009. For the period of 2005-

2008, where the data overlaps with the statistics presented in section 3.1, the increase was 57% for 

company A, close to the 56% cited in the BLS report. 
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It is tempting to speculate that the 2009 decrease depended on a general slowdown of the world 

economy after the global financial crisis, with wages increasing once again in 2010. Even though the 

Chinese economy continued to forge ahead in 2009 with yet another year of massive GDP growth, 

unemployment rose significantly, particularly in rural areas, which would mean more surplus of 

unskilled labor.  

Either way, the 47% increase translates into an average year on year rise of 8% over the period. 

While that is a significant increase, it is not surprising considering the conditions on the ground in 

China. Inflation is running high in many areas - so high that these workers may not have gained any 

real income growth. The effects of inflation will be discussed further in section 3.4.1. 
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One interesting aspect is that the labor costs for the unskilled direct labor did increase faster than for 

most other employees. However, that does not necessarily say much as the compensation levels 

remain extremely divided: 

 

Since Company A tabulates its data on a yearly basis, it cannot be exactly compared to BLS’ hourly 

wages. However, the data shows a monthly salary of about 2000 yuan which is within the range of 

unskilled manufacturing wages found in current media reports on Chinese industry (21) (3) (22). 

Therefore, it is hoped that Company A is a fairly representative example.  

It is worth mentioning at this junction that the labor cost for unskilled workers, in spite of the 

decisive growth, does not make out a very large part of Company A’s cost structure. It seems that an 

8% yearly increase in the direct labor category may very well be a manageable problem. As a 

percentage of revenues, the cost for direct labor rose from 0.93% in 2005 to 1.75% in 2010, raising 

the question of whether increased wages for unskilled workers are really such a big issue.  

Simple calculation shows that the effect of increased direct labor costs represents less than 0.2% on 

the bottom line per year. Although the pressure that businesses feel to cut costs should not be taken 

lightly, the damage is a fraction of what export companies might face in the form of currency 

appreciation. Even for companies selling on the Chinese market, the question needs to be asked as to 

whether this is truly a major problem and whether moving production would really be a worthwhile 

investment.  
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3.3 Case Study 2: Company B 

Company B is a somewhat smaller manufacturing company compared to Company A. While they 

have also spread across the world, they only possess one factory in China, located in the coastal 

Jiangsu province, where they employ approximately 150 people. The company reported that they 

perceived rising consumer prices as a major factor behind the increasing wages. 

Company B provided a data set similar to that of Company A, but with three categories of employees: 

manufacturing, sales and G&A (general and administrative). The data set for Company B covers the 

period 2006-2010. Although they are also a manufacturing company, the workforce is very different 

from that of Company A. Due to the nature of their products Company B needs relatively much more 

skilled manufacturing personnel. Their employees have more education and experience than those 

of many other firms, and this is clearly reflected in their level of compensation: 
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Here it is clearly visible that the whole class of manufacturing employees makes several times the 

salary of the unskilled workers in Company A, being more comparable to Company A’s  more skilled 

“production overhead” workers. However, another interesting pattern emerges, in that these 

workers are also experiencing strong pay increases. In fact, the manufacturing salaries in 2010 are 70% 

higher than they were four years earlier. This corresponds to an average yearly increase of 14.3% 

during the period. Once again we see that 2009 was a bad year for wage hikes, with a relatively weak 

improvement of 2.5%.  

 

As shown in the diagram, their higher skill level makes these manufacturing workers relatively well-

paid, and they are hardly the unskilled labor pouring out of traditional jobs like agriculture envisioned 
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by Arthur Lewis. There should not be a Lewis turning point for these employees. Yet we can observe 

an impressive growth rate for their salaries. This shows us that the fact that wages are rising is not in 

and of itself sufficient proof that Lewis style dynamics are at work in the labor market. This 

realization sharply contrasts the assumptions of many writers on the subject.  

3.4 Discussion of explanatory factors behind rising labor costs 

Much of the commentary assumes that labor supply shortage is the whole story behind the rising 

labor costs, but this is not necessarily true at all. While it seems proper to assume that supply and 

demand ultimately set the price, we should then at least consider what factors are affecting these 

two sides of the equation. 

3.4.1 Inflation 

While China’s inflation has fluctuated considerably in the 20
th

 century, it is now relatively high. In 

March 2011 it grew to 5.2%, in spite of aggressive government policies to keep prices under control 

(23). However, there is a risk that the official inflation might not capture the full impact that price 

increases are having on the Chinese people. Especially given the enormous size of the country, a 

national average does not necessarily correspond to the changes in individual locations. 

Migrant laborers in the cities may lead frugal lives, but they still require food and shelter. And it is 

precisely those expenses that are increasing very quickly in China. On the accommodation side, many 

Chinese cities have experienced yearly housing price increases of over 10% and there is growing 

concern that China is in the grip of a property bubble (24). The price increases are particularly 

tangible in the coastal region. 

A report from the International Monetary Fund found that, given China’s strong economic 

performance, the growing housing prices in most of China were supported by the economic 

fundamentals. However, the soaring prices in some coastal cities like Shanghai appear to constitute a 

housing bubble that is increasingly detached from fundamentals (25). Even if the prices are 

supported by economic fundamentals, this is not helpful for poor laborers who are renting their 

living space.  

As for food, it has also become considerably more expensive, with many instances of inflation over 

10% per year. While the CPI does include food prices, it may underestimate the impact on poor 

families who may spend up to half their income on food (26).  



25 

 

 

The government is well aware of growing problems caused by high inflation and possible overheating 

of the economy. They are particularly concerned that it might pose a threat to social stability (27). 

Yet even aggressive policies have limited effect given the strong economic fundamentals for growth 

(23).  

One factor that is fueling inflation is China’s continued pegging of its currency to the US dollar, as it 

means that they ‘import’ the US’ current inflationary monetary policy. Still, China is unlikely to allow 

renminbi appreciation against the US dollar to exceed 6% per annum (28). Goldman Sachs analysts 

forecast that the inflation pressure will continue in 2011 (29).  

To relate the inflation issue to the matter of rising manufacturing wages, we may look to the 

extensive statistics presented by BLS. During the period 2002-2008, they showed an average yearly 

increase in urban wages of 13%. Although even the actual inflation faced by the migrant workers in 

the cities may not be able to match this number, it seems highly probable that it could represent a 

large part of it. The conclusion is that much, perhaps even most, of the wage increases for 

manufacturing workers can be explained simply by employees demanding higher pay just to maintain 

their standards of living.  

In those cases where companies provide food and housing for the workers, this could of course result 

even more directly in increased labor costs. Another interesting observation to make is that inflation 

dipped sharply in 2009, which is also the year that was weak for labor cost growth in the case studies.  

3.4.2 Currency fluctuation 

For a long time the value of the Chinese renminbi (‘people’s currency’) was pegged to the US dollar. 

As China started to open up to the rest of the world and increase its foreign trade, the renminbi was 

devalued to make Chinese goods more competitive in the marketplace. The government has since 

continued to intervene to keep the currency low. 

Thus the official RMB/USD exchange rate was fixed in a very thin band around 8.277 from 1997 to 

July 21
st

 2005. Since that unfreezing, the government has generally allowed it to float within a 

broader band, and against a basket of international currencies. Although they are still imposing 

severe restrictions, the currency has appreciated by 27% since, equaling an average yearly increase 

of 4.2%, in US dollars. The renminbi has also steadily strengthened against the currencies of other 

major trading partners, including the Euro by 7.7%, the South Korean won by 31%, and the British 

pound by 37% during the same time period. 
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These changes have taken place in less than six years, making all Chinese goods significantly more 

expensive for export. Nevertheless, trading partners such as the United States still feel that the 

renminbi is undervalued (23) and are pressuring the Chinese to let go of their currency controls and 

let it float freely.  

Further appreciation of the currency would put even more strain on exports from China. As seen 

above, the strengthening currency could drive down the bottom line by several percentage points 

per year. In contrast, as discussed in the case study of Company A, the increasing costs of unskilled 

labor are unlikely to contribute more than a fraction of a percentage point of damage per year.  

With this in mind, the implications of rising unskilled labor costs seem relatively irrelevant to China-

based export companies when compared to the possible effects of currency fluctuation, not to 

mention other factors. It appears that a less beneficial exchange rate would be a much more 

important factor for these companies if they are considering relocation to other countries.  

The future political decisions concerning China’s currency controls cannot be predicted precisely, but 

the government has stated that it will take steps towards allowing a more flexible renminbi, which is 

also what other countries would like to see. A strong currency is good for some things, such as 

importing raw materials, but overall export-based companies are likely to suffer severely from a 

strengthening Chinese currency.  

3.4.3 Strengthened labor union activity 

Although hard to quantify, several stories out of China indicate that labor unions have grown 

stronger and are making more demands on worker conditions (22). Traditionally the unions and the 

companies that hired the employees were both controlled by the Communist Party, but as the 

business ownership changes hands there is much more incentive for the government to allow more 

collective actions through unions. In 2008, the government presented a new labor law that granted 

workers more contractual rights (30). 

In 2010 particular attention was paid to a strike at a Honda plant, where the carmaker was eventually 

forced to give in and raise salaries. Breaking with tradition, the government was surprisingly 

permissive in allowing the labor action to continue and even letting media report on it. The workers 

also achieved a level of organization that has not been seen before (31). Nevertheless, they did not 

achieve their goals, and the outcome indicated that the labor movement in China is still weak (32).  

If unions are indeed allowed to grow stronger and the suppression of labor unrest is lessened, 

allowing for more strikes and so forth, it could have a serious effect on future labor costs in China.  
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3.4.4 Demographics 

However, all of this is not to say that a shortage of supply is not happening, or that it is not important, 

even if it may be overrated. In order to make forward-looking statements on the Chinese labor 

market, it is certainly also necessary to look at what may affect the labor supply.  

The Lewis model has been associated with the intuitive idea of a labor pool that simply runs out 

because of the expansion of the modern sector. This may be unfair to Lewis as he did state that there 

are several ways that the distribution of the workforce between different sectors can be changed. 

Yet the literature that uses the model tends to assume such a linear transition with little attention 

paid to various underlying causes. In order to analyze possible surpluses or shortages, now and in the 

future, it is necessary to look into different demographic factors that can influence the workforce 

distribution between the two sectors. While this is a vast subject in and of itself, a couple of points 

should be made: 

In China, the introduction of more and more education is heading the country towards a shrinking 

base of unskilled labor, for both the traditional and the modern sector, leading to an increased 

productivity for all the labor force if previous volumes can be maintained.  

Maybe more importantly, looking ahead, China’s unique one-child policy is presenting it with a major 

demographic shift. The number of young people entering the workforce is already in decline (30). 

Putting these two together, the likely outcome is that an older, less educated, generation will start to 

fade away while a relatively smaller and more skilled generation takes over. This should mean a 

greatly decreased unskilled labor force, and could have the potential to put a lot of pressure on 

labor-intensive industries. On the other hand, more skilled workers should help the continuing 

productivity improvement that China is going through, and push forward a desirable rebalancing 

towards a more skill-based labor market. The question then is only how well the government’s 

economic projections and labor policies hit their targets. 

4 Analysis 

4.1 A “push” effect 

While this paper does not seek to dismiss the explanatory value of the Lewis model, some of the 

statistics that have been examined here simply do not fit with the now-popular idea that the Lewis 

model is sufficient to account for what is currently happening in Chinese manufacturing.  
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Specifically, the case studies of two manufacturing companies with operations in China reveal that 

wages are not only increasing for unskilled workers, but also for more skilled manufacturing 

employees. If the Lewis turning point is to be held accountable for the unskilled workers, it leaves a 

big void in explaining the increase for the skilled workers, where the Lewis model is not applicable.  

While this two company study is admittedly not statistically solid, there is further puzzling evidence. 

The BLS survey of manufacturing wages showed that the urban (and probably more modern sector-

focused) workers were getting higher wage increases than the rural ones year after year. Lewis 

suggested that urban workers would make more money, but that the difference would be no more 

than 30-40%. The BLS figures instead indicate that urban manufacturing workers earn over 200% 

higher wages than those in TVEs.  

One factor, not discussed at all in the reviewed literature, is the effect of the shifting of the 

workforce out of an “unskilled” segment and into a “skilled” segment. Labor with a stronger 

educational background starts to take up more and more of the workforce. While this growing 

segment exists across different industries, these employees are likely to be heavily concentrated to 

affluent and urban areas. With a growing number of people in the cities with relatively high salaries, 

there is room for a rapid growth in prices, particularly on housing. Again we have a world of supply 

and demand, and the growth in demand is likely to outpace the growth in supply.  

Meanwhile, the unskilled workers that only earn a fraction of the skilled segment cannot compete for 

living space in the housing bubble that is developing in China’s cities (25) (6). For this reason, it is 

likely that unskilled workers will be more economically compelled to move back towards cheaper 

inland locations. What we see then is a deteriorating attractiveness of the modern sector areas, 

rather than an increasing attractiveness in the traditional sector regions. Rather than getting “pulled” 

back by rising wages in agriculture, etc. (although this is surely also a factor), workers are “pushed” 

out of the cities by spiraling costs of living. It becomes increasingly hard for the poor working class 

men and women who make out the unskilled segment of the workforce to survive in places geared 

more and more towards a prosperous and growing middle class.  

At the same time, the migrant laborers would also like to make a premium to justify being parted 

from friends and family back home. Nevertheless, the low-cost producers that hire them feel that 

they are unable to raise salaries enough to retain them. This creates a natural pressure for reverted 

migration. 
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Such a process could help explain the growing urban-TVE gap shown in the BLS statistics. Particularly, 

one might expect to see that the manufacturing workers that are most likely to stay in the high-

priced areas would be the ones that are relatively high-skilled, such as those encountered in the case 

study of Company B. These employees on the one hand have much higher salaries and do not feel 

the same level of pressure. On the one hand, they probably do not have a realistic alternative of 

going into e.g. agriculture the way that more unskilled workers do. So they might be expected to stay 

in the cities. 

4.2 Are the costs of unskilled workers even relevant? 

In the midst of the discussion of labor costs, one should not lose track of the big picture. Many 

writers on the subject make the assumption that the availability of cheap labor is the main reason 

why companies establish operations in China. However, the data discussed in this report calls that 

assumption into question.  

In the case study of Company A, it was found that the costs for unskilled laborers amounted to less 

than two percent of revenue. Even though unskilled labor made out a vast majority of the workforce, 

the cost for more skilled employee categories constituted a much larger expenditure. So much larger, 

in fact, that even though the wage increase was smaller for skilled than for unskilled workers 

percentage-wise, the total absolute labor cost of skilled workers increased much more than that for 

unskilled workers. It then seems as though the change in compensation level for skilled employees 

can be a more important factor for the company’s profitability.  

As discussed previously, for export companies there are much greater problems to worry about in 

the form of currency appreciation. On the other hand, for those who sell to the domestic market in 

China increasing wages might mean greater consumption. For many companies this could actually 

translate into larger profits. Being located in China also means being close to both consumers and 

business partners, which might make for savings in transport costs and so forth.  

Finally, there have been many improvements made in China already. Even among unskilled laborers 

there is likely to be better productivity than before, and the productivity may be much better than 

cheaper and poorer countries like Vietnam and Bangladesh. This could include both institutional 

factors, such as better infrastructure, and a more well-trained workforce. In fact, an analysis by 

Goldman Sachs concluded that the rising labor costs have been more than compensated for by 

productivity gains, and that they have not hurt China’s international competitiveness (33). 
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In reality, there are other reasons why companies have moved so much business in China. Even 

though Chinese consumers have saved much of their earnings, the sheer size of the country makes it 

a market with fantastic potential, as the economy keeps growing year by year. The portion of 

manufacturing done in China that is consumed by the domestic market is large and growing. It is 

necessary for the discussion to realize that many manufacturing companies have entered the market 

precisely for this reason. Company A is one of the many firms that have made this strategic choice, 

and for which the booming Chinese economy is becoming very profitable.  

The conclusion is that the exact level of labor costs in China is not the major factor in the decision-

making of many manufacturing companies active in China.  

5 Conclusions 

5.1 Rapid growth in labor costs is occurring in China 

First, let us address the paper’s first research question: 

“Are China’s manufacturing wages increasing as quickly as reported?” 

It must be said that all information that has been found unanimously points to dramatically rising 

labor costs for China’s manufacturing workers. All of the sources investigated, both national statistics 

and the company case studies, as well as qualitative media sources, form a composite picture which 

shows that the labor costs have been going up year after year.  

Regardless of what one might think of the Lewis model, it is important to keep in mind that none of 

the factors that have been suggested to explain the phenomenon indicate that this development is 

temporary or reversible. Instead, it appears from the data as though the labor costs are likely to 

continue to grow at a high rate in the next few years. If this development is indeed as important for 

the bottom line of manufacturing companies as some commentators claim, there is every reason for 

those firms to plan for such a scenario.  

However, one aspect that needs to be highlighted is the lingering uncertainty about China’s actual 

level of inflation, especially in the economically booming areas. The data studied makes it clear that 

the official inflation numbers are well below the actual increased living costs for workers there. So 

while the employers are certainly paying a price, it is unclear how much of a reward the employees 

are really reaping in terms of disposable income.  
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5.2 The assertion that the wage increases can be explained by an end to 

surplus labor ought to be looked upon with caution 

Next, we look at the following research question: 

What factors can explain the changes in compensation levels in China? 

This paper tries to show the need for a more skeptical stance on the view promoted by certain other 

authors. It seems that many take the accuracy of the Lewis model for granted, with little evidence to 

back that notion up. This paper attempts to show some of the problems encountered, but does not 

try to make the case that surpluses and shortages of labor are not present and important in the 

Chinese labor market. 

However, while discussing the supposed Lewis turning point it is important to recognize that Chinese 

agriculture is still very labor-intensive with a large workforce estimated at some 350 million farmers 

(34). If it were possible for China to reach the same low level of agricultural employment that is 

common in rich, well-developed countries (Japan, USA, etc.) of only a few percent of the population, 

it could free up literally hundreds of millions of additional workers to other pursuits – more than the 

entire industrial workforce of China today (20) (35).  

Changes in agricultural productivity could thus be a vital factor in prognosticating salaries for 

unskilled workers. Unfortunately, not much material has been encountered that gives information 

about the Lewis model and China’s agriculture. 

Finally, it is important to keep in mind that the largest slice of the Chinese workforce is employed 

neither in agriculture nor in industry, but in services. Some of these workers hold highly skilled jobs, 

but Lewis makes it clear in his original paper that many types of menial service jobs fit perfectly into 

the traditional sector, as they are labor intensive, and over-employed. Thus there may be a 

significant potential to release even more workers from these traditional jobs into the modern sector, 

if there is a need for it. Putting the large employment in the agriculture and services sectors together, 

the industrial sector does not seem that large.  

Given all of the factors mentioned in this paper, the claim that the part of the workforce employed in 

the modern sector has already been maximized appears highly debatable, and the author is forced to 

strongly disagree with those many analysts who claim that China provides compelling evidence in 

favor of the Lewis model. 
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5.3 Industry implications 

The factors explored in this thesis clearly indicate that the wages of Chinese workers have increased 

sharply. Especially given the high probability of continued strong inflation, labor costs are likely to 

continue to increase in the near-term future, although it is difficult to quantify exactly how quickly. 

Particularly, as the Chinese currency is very likely to grow more expensive, the terms of trade for 

export-oriented manufacturers with a low-cost strategy are likely to deteriorate significantly. Looking 

forward, significantly cheaper labor will probably be found in other countries, including South Asian 

nations such as Vietnam and Bangladesh, if they are not cheaper already. However, there are also 

negative effects of going into poorer countries, which may include factors like bad infrastructure, less 

skilled workers leading to a higher necessary headcount, and so on. The labor there may not be much 

cheaper in reality, but it would address the much bigger problem of China’s strengthening currency.  

On a brighter note, higher wages will mean increased consumer spending power, and the Chinese 

government has announced that its strategy will put more emphasis on domestic consumption going 

forward. Given the continued remarkable development of the country’s economy, the market 

growth potential inside of China looks very promising.  

Putting these two factors of currency strengthening and market growth together, the conclusion for 

manufacturing companies seems clear: there is a growing need to de-emphasize export and instead 

re-orient efforts towards China’s internal market. For those corporations that must chase the lowest 

costs for the international markets, there will be growing pressure to move out to cheaper nations, 

much like production moved away from Japan, South Korea and Taiwan as they became more 

expensive.  

Another possibility is to move away from the thriving coastal regions further into the poorer inner 

provinces of China. Even those manufacturers that are directed towards the Chinese market are 

likely to feel pressure to move operations further inland, as the coastal provinces become more 

focused on economic activities that require more educated, high-skilled workers. Indeed, there are 

some reports that indicate that this transition is already beginning (30) (36).  

5.4 Effects for public policy 

Although Lewis did not necessarily claim to predict the future or prescribe solutions, that is in fact 

how his model is being used. Trying to combine his insight with other explanatory factors, it does 

seem as though labor costs will increase further in the future. With increasing costs, China’s previous 

massive trade surplus is likely to diminish quickly. It is important for the government to figure out 
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remedies for the problems that this produces in the manufacturing sectors, such as possible large 

unemployment and renewed migration.  

Two particularly large problems for the officials to tackle are the inflation and the currency 

appreciation. If China is to take its vaunted spot among first world nations, raised prices come with 

the territory. Nevertheless, the economic friction that will occur in the transition is a tough challenge.  

5.5 Academic discussion 

This paper has examined the rising labor costs of unskilled Chinese manufacturing workers and how 

that situation relates to the Lewis model. While the work is by necessity limited in its scope, there are 

many tangential subjects that could make for fruitful avenues of further investigation.  

As far as the Lewis model is concerned, China’s unskilled workforce will continue to be a stimulating 

topic in the future, and it will be interesting to see how the global division of labor develops. In 

particular, more examination of wages in traditional sector jobs is necessary, especially if one wishes 

to analyze the country in regard to the Lewis model.  

However, perhaps even more interesting is what is happening with the growing skilled workforce in 

China. For them there may also be issues of surplus or shortage of workers. There have in fact been 

various reports that suggest that there are imbalances in the market for skilled labor. The data in this 

paper indicates that skilled workers are also experiencing great increases in compensation, and it 

might be interesting to find out why, and to compare their situation to that of the unskilled workers.  
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