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Executive Summary

The definition and role of compensation has evolved over the years, from merely wages for
the completion of tasks, compensation is now viewed as a strategic tool in the hands of
Human Resource managers, So, it is important to understand what would be the
determinants of the minimum gross salary that an individual would be willing to start
working on or consider if they were seeking a new job opportunity. Some important
variables that could determine reservation wage are; age, gender, marital status, education

level, income per family member and current gross salary,

This thesis adopts a methodology which is used to find the importance of various
determinants of reservation wage in Estonia (Malk, 2014}, it is conducted through the
means of a survey to which 163 individuals responded. Regression anéiysis is done with
dummy variables for the determinants mentioned above to estimate their impact on

reservation wages.

In conclusion, increases in; age, marital status, income per family member, being a female,
education tevel and current gross salary, directly increase reservation wage, Due to a small
sampie size, constraints of time, resources and lack of respondents, the only significant
vatiable is current gross satary. This can also be attributed to the economic situation and
social variables in the country. # is recommended to further conduct this research with a
fager samgple size to reduce the impact of cross sectional data. Another recommendation is
to conduct lengitudinal research and include the variable; unemployment duration, which is

a major determinant of reservation wage,
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1. Introduction

there has been a great deal of change in the way compensation is perceived by individuals
and organizations. It is important to understand and determine the various factors that
affect the evolution of compensation. One aspect that will always remain significant is how
much monetary gain in an individual is looking to gain from his or her job. Reservation Wage
is the minimum amount of gross salary that an individual would consider before starting or

switching a job. The scope of this thesis is to look into the various factors that affect

reservation wage in Pakistan,

This topic is specific to Pakistani environment and will help in understanding the Pakistani
labor markets reservation wage trend. This study can be used by other researchers to find
out factors that impact reservation wage and help organizations in Pakistan who want to

determine their compensation philosophy

In Chaptar 2, previous literature is reviewed to establish a plausible link between our
dependent and independent variables. First we will look into the history and evolution of
compensation as well as the importance it holds for modern-day organizations. Than we will
study the economic background of the country and try to understand the dynamics of the
labor market. Following which, we will try to understand the importance of the job search
theory and discuss details about the various factors that affect reservation wage as per
previous studies. Finally we will conclude the chapter with discussiens on the importance of

reservation wage for labor economic principles and policy making,

Chapter 3, will cover the theoretical framework adopted for this thesis and discuss in detail

the methodology which was used to conduct the research. Chapter 4, states the results




obtained, locking into the various variables and describing them in terms of averages,

minimum/maximum values etc,

Chapter 5, will analyze the data obtained through correlation and regression of our
dependent variables with its determinants which include; age, gender, marital status,

education level, income per family member and most importantly previous gross salary.

in Chapter 6, we will discuss the details of the results obtained through our research
methads, highlighting the importance of the determinants of reservation wage as well as

the significance each variable hoids in impacting reservation wage.

Finally in Chapter 7, we will present concluding remarks to the study, highlighting the
Himitation of scope and their impact on our results. Lastly in the chapter we will present
recommendations for improvement and areas which warrant additional research to heip

further the understanding between reservation wage and its determinants.
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2o Literature Review

The Definition and Importance of Compensation

This section will look into the definition of compensation and how it has changed over the
years. The role of the compensation function in Human Resource management in today’s
world will also be highlighted and discussed. This understanding is essential as it will set

ground work for further clarity on reservation wage and its importance for decision making.

Gone are the days when focus of any company was on mass production of products and the
Human Resource or capital was completety ignored. Human Resource Management has now
evolved to a huge extent. The companies understand that to gain competitive advantage
they need to focus on aligning HR strategy with overali organizational strategy. The HR
function works side by side with the core functions to help organization achieve its long
term goals. Today, Human resources has been transformed in to an integral part of an
organization and plays a strategic role. According to {Dulebohn, Ferris, & Stodd, 1995;
Lengnick-Hali, Lengnick-Hali, Andrade, & Drake, 2009) Human Resource Management has

evolved from being the function responsible for only trivial tasks like employee record

keeping to a strategic partner of the organization. This evolution has aiso changed the HR

practices including compensation. Today, compensation has come a long way and grown
from payroll to a sophisticated contractual compensation packages (Moehrle, 2003;

Adithipyangial, 2012)

Compensation is that segment of Human Resource management that focuses and works on
planning, organizing, and controfling the direct and indirect payments that organization
owes the employee for the iob they perform. Compensation is basically a transaction

between the employee and organization, where the employee gets a return for performing

'




a task for the organization. it is just like exchange between empioyee and organization

{Milkovich, Newman, & Gerhart, 2010).

Throughout the history we see employers struggling with devising mechanism for attracting,
retaining and motivating talent. Compensation as a subject has matured in the past few
decades and organizations have realized that a highly effective strategically designed
compensation plan benefits not only the employee but the organization as well (Katz &

Kahn, 1878 Scott & Davis, 2015).

In the past, the compensation system was rather simple, where the total wage was decided
on the quantity of goods produced ar pieces assembied. This was mainly due to nature of
work and type of industries, where the workers would perform tasks in an assembly lina,
Employees used to get wage per piece or on daily basis from the payroli manager, who
would log every employees produce and calculate the total wage on a piece-rate pay
system. The more a person would produce the more he got paid. Soon some companies set
up administration departments who would manage workers, keep their record, handle
payroll and would sometimes also solve their issues (Lengnick-Hall, Lengnick-Hall, Andrade,

& Drake, 2009).

If we glance through pages of history we will find out that the beginning of 20" century was
marked with rapid development and industrialization mainly because of mass production,
expanded transportation networks and low transportation costs. Large number of factories
started to emerge. This fast paced industrialization needed more labor force and efficiency.
Coupled with unionization, industrialization forced employers to set standardized wage for
labor and to provide better working conditions (DeCenzo & Robbins, 2005). After WW! the

industry started research on systematic job evaluation. The war also caused labor shortage
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and demand for even higher efficiency {Cheek, 2005). This strengthened the unions and put
organizations in a position where they started adding more variables as a deciding factor for

compensation including education, experience, type of job and skill set of employee.

After WWII new industries started to emerge hence need for a more advanced
compensation package. Also iabor unions started building pressure on employers to
increase compensation and add benefits, thus pension, fixed wages, insurances were
included in compensation package (Whipps, 2008). By 1990s, local and internaticnal
competition compelied the compensation manager to have a more adaptive approach and
alignment in compensation, job description, crganization strategy, skils and competencies,

This led to concept of pay for performance and total compensation model.

Today, organization emphasize on total rewards and compensation approach. When we
hear the word compensation we usually refer to it as the money an employee receives via
paycheck at end of every month. However, total compensation goes beyond this definition,
it includes all forms of money, benefits, perks, and services such as training and
development used by the organization to attract, motivate and retain employees {Carrell,
Elbert, & Hatfield, 1995; lgbal, Ahmad, & Javaid, 2014}, An employee is more likely to stay in
the organization for a fong period of time if the total compensation exceeds the basic salary
alone (Noe, Mollenbeck, Gerhart, & Wright, 2012). The total compensation and reward
approach gives 3 holistic view to organizations for designing the compensation package for
its employees. This approach consists of four variable i.e. fixed pay/base pay, variable pay,
benefits and work life balance. Fixed pay is non-discretionary remuneration that doesn’t
change with performance for example wage per piece, per hour or manthly salary. Variable

Pay on the other hand is discretionary and is affected by performance or result. [t helps in
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enhancing emplioyee morale and to incentivize them for their performance (Aguinis, Joo, &
Gottfredson, 2013}, It includes bonuses, increments, commissions and profit sharing plans.
Bonuses are given to employee through a pre-planned performance goal for example on
completion of a project. Commissions are usually paid to employee on selling a specific
number of goods or services. It is either a percentage of sales or certain amount per sale
and is used to incentivize employees to ingrease productivity. Profit and performance
sharing plans includes pay that is provided to all employees based on organization profits
and willingness to share, for example on reaching a certain tevel of profit a specific
percentage will be shared among employees. Benefits, core element of the fotal
compensation model, include health plans, housing allowance, retirement plans or
insurance coverage. These elements are designed to establish sense of security in the
employee. Lastly, work life balance that addresses the unigue individual needs of the
employee. They include flex hours, financial support and motivating culture and

environment (Risher, 2011},

Compensation according to (Bernardin, 2006) includes all farms of financial returns and
tangible benefits that employee receives as part of its employment cantract or refaticnship.
it is defined as the sum of direct financial returns, indirect financial returns and non-financial
compensation. Compensation can be split into two sub categories, relational returns or
fringe compensation and total compensation or cash compensation. Cash compensation has
two elements which include base pay and pay contingents. Base pay comprises of hourly,
daily or weekly wage and allowances whereas pay contingents includes returns like
increments, yearly bonuses or incentive pay (Greene & Mi, 2013} On the other hand
refational returns are non-financial in nature and include several intangibles such as,

individual growth and development, social security, health benefits or recognition awards

’
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etc. (Cascio, 2012}, Herzberg in his two-factor theory distinguishes between motivators and
hygiene factors. Motivators includes recognition, respensibitity etc. that provide positive
catisfaction to the employee on the other hand hygiene factors, if missing, can cause
dissatisfaction, Hygiene factors include salary, fringe benefits, job security. Similarly
(Armstrong & Murlis, 2007) also believe that money is an extrinsic motivator rather than

intrinsic.

Compensation is viewed differently by various stakeholders. it is viewed as a measure of
justice by society; for an individual it is the return received for the completion of a job and
source of financial stability and motivation; for managers and Human Resource
professionals it is one of the major expense yet a tool at their disposal to influence
employee behavior and enhance organizations performance; and for the stockholders, using
stocks to pay employees creates a sense of ownership among them. Overall objective of
compensation is to achieve organizations broader strategic objectives including efficiency in
terms of performance quality, customers, and reduced cost by attracting and retaining high

performing employees (Berger & Berger, 2008).

Compensation plays a pivotal role in any organization and understanding the dynamics of
compensation can greatly help Human Resource professionals to make informed decisions.
Many internal and external factors to the organization affect employees' remuneration
directly or indirectly and interaction of these factors creates a wage mix (Milkovich, 2004).
External factors include labor laws, labor market, union influence, the state of the economy
and business competition, These factors are usually not in control of the organization,
Labors laws impact the compensation in terms of minimum wage or compulsory yearly

mcrement set by government etc. The union can influence wage by various sabotaging and
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influencing technics which may prevent organization from fowering wage. Similarly state of
economy and cost of living of a country influence the pay package for exampie in case of
inflation the amount paid to employees needs to he adjusted so that employees can
maintain their living standard. Internal factors include organization culture and strategy,
industry and type of job. Most organizations prefer to design a competitive salary package
but there are many that pay less or more than the market rate. Similarly for high risk or
unique skill jobs the salary is higher. These external and internal factors help the

organization to design its compensation strategy (Wang & Kaarst-Brown, 2014).

There are three main approaches being used to set wage. First is setting wage based on the
bargaining power of employees, In a depressed lahor market the employee knows that
finding a job is difficult hence will be willing to work for lower wage or a wage equivalent to
reservation wage. Second approach is to set the wage on the efficiency wage model, which
suggests that organizations pay more to its worker so as to retain and motivate them to
perform better. Third approach is the competitive approach which focuses on labor market
dynamics, so in a poor labor market where there are less opportunities the employees have

little or no bargaining power (Olivier Blanchard, 1997; Qatley, 2015}.

Reservation wage is defined as minimum wage level required in order for an individual to
prefer work to unemployment {Bassanini & Duval, 2006; Mitra, 2007); the minimum wage
considered acceptable to work {Holzer, 1986); an individual’s minimum wage that would
have to be offered in order for him/her to accept a job (Mcfadyen & Thomas, 1997);

"~ {Nattrass & Walker, 2005). It is also defined as a person’s own wage threshold, below that

 he will not accept any offer (Falk, Fehr, & Zehnder, 20086).




Cg;ﬁﬁpensation and benefits are the most critical tools for attracting and retaining talent in
| HR. Every organization has a different pay philosophy. A pay philosophy shows organizations
commitment towards its employee and varies because of organization size, financial
condition and strategy. One pay philosophy is that the organization can pay employees
maore than the competitors {lead) or it can pay less than the competitor {lag) based on its
strategy. Another philosophy is that the organization can try to ensure internal equity or
external equity. Internal equity refers to equity in salary between same positions in one
organization whereas in external equity salary is equal to market or vaiue of the job. Many
researchers believe that arganizations need to make compensation decisions very cautiously
sp as to avoid over compensating. Furthermore, the compensation decision becomes ail the
more imporiant as there is no one-way-fits-all approach because of rapidly changing
external situation. In an ideal situation, compensation package have three main
components, one is internal equity, external equity or market alighment. The organizations
that have an effective compensation and benefits strategy drive its personnel casts, manage

the performance of employees and reward extraordinary performance.

After this discussion we gain an understanding that compensation has evolved over the

-ooyears from a basic return for a task accomplished to a much more elaborate tool for

' . employee retention and motivation. The look into various compensation strategies and their

dmplications for both Human Resource management as well as decision making for

Mmanagers’ gives us an idea of the importance that reservation wage holds. Now we move on

- to understand the factors that affect reservation wage,




palistan's fronomy and Labor Market
This section covers the details of the Pakistani economy to set a background for the
importance of reservation wage determinants. Several of the factors that affect reservation
wage hold an economic basis; in fact reservation wage is most studied from the perspective
of econometrics where it helps understand the dynamics of unemployment and labor
market factors (Malk, 2014}, In this section we will also elaborate the situation of the

Pakistani labor market, The trends of unemployment, job search and other democgraphic

factors that greatly contribute to the study of reservation wage.

Pakistan’s econamy has seen some turbutent times in the past few years, which is attributed
to several factors. According to press release by Pakistan Bureau of Statistics in May 2015
although the inflation rate has been on low primarily driven by the reduction in il prices in
the glohal market but its impact will not substantially improve income levels because of the
high poputation growth rate, political situation and lack of trust of investors'. The lack of a
consistent supply of energy has also left industries scampering to reduce costs. Combined
with the huge import bill of the country, the manufacturing sector is getting crippled day by
day. The politica! turmoil and instability has also caused a decrease in foreign investment,
along with the countries deteriorating security situation has left Pakistan’s economy
hampered, especiatly in the areas and provinces of Baluchistan and Khyber Pakhtun Khuwa.
Several natural disasters‘ and inadequate preparation for them has also set back the
country’s economy, Primarily the intensive flooding over the past few years (2010 -2014)

has harmed the agriculture based economy of the country (British Broadcasting

Corporation, 2010). Agricultural output and infrastructure of the country has greatly been

et
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affected because of these floods, leaving Pakistan to appeal for financial assistance from the

United Nations and other international agencies {The Express Tribune, 2011).

consequently the employment growth has not been positive either, with most of the
workers still living below the poverty line (International Labour Office, 2013} . There is lack
of progression towards a more structured wage system, as most of the country’s workforce
is employed in the agricultural sector (Pakistan Bureau of Statistics, 2013), which is
predominantly a feudal system with landlords dictating employment terms. Despite severat
challenges the political situation in the country has greatly improved, as Pakistan saw its
first change of term of a3 democratically elected government in the provincial and federal
elections of 2013, This should stimulate better governance and policy formation in the
upcoming years, which would in turn facilitate job creation and investment in the country
(The Economist, 2013). As per the ILO's (International Labor Market) report on Pakistan
Labor Market?, the country was in a much better position in the early half of 2000's where
the real GDP growth rate was around 5.3% per annum, 2001 through 2006 and reached a
high of around 9,0% in 2006, When the global financial crisis hit in 2008, the country saw a

severely rapid decline in growth of GDP hitting a low of 0.4% in 2009 {World Bank, 2008},

Most of Pakistan’s growth in the recent years has come from the service industry which

reprasented 59.6% of total growth in 2012 (Pakistan Bureau of Statistics, 2014)

http /i fo.org/wemspS/aroups/public/ —-asial---ro-bangkol/--ilo-

slamabad/docu ments/publication/wems_222834 ndf
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Contribution to Pakistan's GDP growth, Supply side (%6)
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Looking at the various dynamics of society and poor economic situation of the country, we
can infer the under development of the labor as mentioned in the start of the section.
Studying the different demographics we can see that the participation of women in the
work force is relatively low. Still the rate of female contribution to workforce has increased
steadily over the years; it is in fact approaching the average for South Asia but still quite low

{International Labour Office, 2013).
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temale Laber Force Participation (LFPR)
Pakistan Bureu of Statistics
110 Key indicators of the Labar Market, 7% Edition {2011}
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Also, unemployment is a severe concern especially amongst the youth of the country, even
“if there has been some recent progress. It had decreased to 7.7% with the countries better
economic position in 2007 before the financial crisis and rose to 10.3% in 2010, Male and
female unemployment both, have similar patterns, with women unemployment being
- slightly higher. The percentage of salaried and wage workers was also on a decline in 2009
o but is now at 39.7% in 2013 up from 36.5%. The lack of a structure in wages is evident from
“-the fact that there has been a rise in the excessive work hours (above 50 hours a week for
"5"_._;.__in_f0rmai jobs and tasks), especially in the agricultural sector. Reservation wage is also
' _impacted by unemployment benefits as higher benefits cause increases in reservation wage
X (Krueger & Mueiler, 2014). (Maani, 2009} found that reservation wage is increased in case
~of higher unemployment benefits and that it doesn't change with the duration of
unemployment. Unfortunately in Pakistan there is no provision the law for unemployment

“Insurance and benefits, The two faws that cover employee rights are the “Provincial

Employees Socjl Security Ordinance, 1965 and the “Employees Old Age Benefits Act, 1976”.



he prior provides social security to ensure employees and their dependents are given
benefits in the event of death, injury, maternity and sickness whereas the later governs the
rious rights afforded to employees at retirement or in other cases such as invalidity,

“va

. survivor benefits and primarily retirement benefits (iLO Country Office for Pakistan, 2013},

In 2006 the average wage for all areas of employees was Rs. 4988 per month and the
. average wage is even lower for rural areas at approximately 83% of this wage. Urban areas
.-___'_"':have relatively higher wage rates at approximately 20% above the national average. There
i are also disparities amongst the genders with female wage rates being much lower at 64%
of the average rate for males (Pakistan Bureau of Siatistics, 2007). The wages have shown
quite the increasing trend over the last few years having more than doubled, now both
sexes average at Rs.12118 per month in 2013, Male average is still slightly higher than
" women sitting at Rs. 12804 where as women are currently at Rs. 7868. Also rural wages are
currently at Rs. 10239 and urban wages are higher at Rs. 14500 (Pakistan Bureau of
Statistics, 2014). The government of Pakistan has currently set the minimum wage at Rs.
12000 in 2014, The informal jobs and weak wage structure reflects in the fact that the
' average wage barely meets the minimum get by the government and that in rural areas
.people are paid much lesser then even the minimum wage. In urban cities both sexes are
currently barely above the minimum wage. This means the reservation wage for the

©ounemployed is even lower than the standards set by the government in several areas.

. The age demographic and employment rates of various age groups is also very important to

- Understand labor market dynamics.



Age speclfic unensployment rates {ASUR])
pakistan Bureau of Statistics
Labour Force Survey 2013
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o Looking at the comparative age group unemployment rates we can note that there has been
an increase in unemployed teens from 10-19 which are part of the labor forces, and for the
:3-._..:-§.ge group 60+ unemployment has declined from 11.9% to 7.3%. It is alsc alarming that
unemployment rates for the age group 25-34 and 40-59 is also on the rise. Not only that but
Jin absolute terms the number of unemploved persons has increased from 3.40 million in
5_2011 to 3.73 million in 2013 {Pakistan Burcau of Statistics, 2014). As mentioned several
':'_t'imes, the labor market and wage structure is quite underdeveloped, poor employment
.fmdétions and weaker fabor law implementation leads to a very steep decline in
;CCUDationaI safety and health of individuals. Around more than 52.6% consulted a doctor
I 2010 and 8.9% had been hospitalized in the same year. The hospitalization percentage

has jumped to 10.9% in 2013 (Pakistan Bureau of Statistics, 2013).

Wage structures and labor market trends are also greatly affected by major institutions such
a8 unions which pive empioyees collective bargaining power {Frandsen, 2012). Still there is

reat disparity or flexibility in the wage structure for Pakistan. in fact 22% of employees fall




_—

in the rage of Rs. 15,000 and above for the year 2013. The level of education is also a very
important dynamic in the labor market. Having desirable skills, developed through
education, increases an individual’s chance of employment. Pakistan has a very low literacy
rate with only 58.5% of total people with some form of education. This is still a much
aggregated figure as only 4.5% of the total participants had level of education of “Degree
and above”. In the recent years this scenario has shown improvement but only slightly with
the total “Below metric” education reaching 59.8%. Females have shown the greatest

increase with literacy improving from 46.3% in 2011 to 48.1% in 2013 (Pakistan Bureau of

Statistics, 2013).

Labour Force Survey 2013-14 (Annual Report) Pakistan Bureau of Statistics

LEVEL OF EDUCATION - DISTRIBUTION OF POPULATION 10+ YE4RS OF AGE BY SEX

(%0)
Level of Education 2010-11 201215
Total Male | Female | Total Male | Female

A. Literate 58.5 70.2 46.3 59.8 71.1 48.1
No formal education : 0.4 0.4 0.4 0.7 0.8 0.6
Below maftric 38.0 45.4 0.2 379 447 30.8
Marric but less than Inrennedinre— 10.8 13.2 8.4 1.4 13.8 8.8
Intermediate but less than  Degree 4.8 5.7 39 5.1 6.2 4.1
Degree and above 4.5 5.5 34 4.7 5.6 3.8
B. Illiterate 41.8 29.8 53.7 40.2 28.9 51.9
Total (A+B) - 100.0 100.0 100.0 100.0 100.0 100.0
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The type of job and skill level, are greatly affected by the concentration of the workforce in
different industrial segments. There exists rigidity in transfer hetween specific technical
workers of one industry from another. It is important to look into the distribution of the

lalzor market industry wise,

PERCENTAGE DISTRIBUTION OF EMPLOYED: MAJOR INDUSTRY
Pakistan Burcau of Statistics- Labour Force Survey 2012-13

201213

N dn 7
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Majority of the labor force for Pakistan is concentrated in the agricuitural sector with over

43.7% of the workforce being a part of this industry in 2013. The second and third highest
work force concentration is in the trade and manufacturing industries sitting at 14.4% and

14.1% respectively in 2013,

The labor market trends and economic analysis of Pakistan points towards very low
reservation wage, but there are several other determinants of reservation wage that also

need to be expiored.

Summing up we can see the dire straits of the Pakistani economy over the last couple of

vears. Labor market trends can be clearly analyzed to see the changes in minimum wage

r
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~and the increase standards set by the government. The various participation rates of the
" males and females help us also determine if there are other demographic factors that
impact reservation wage. The lack of information on the tabor force survey participants such
as tenure of unemployment makes it harder to assess the impact of these variables on
reservation wage. Moving forward we will look into detail of the factors effecting

reservation wage and their implications.

ioh Search Model and Reservation Wage Determmants
This section will mainly focus an the various determinants of reservation wage, elaborating
on the factors and variables according to various studies, their cause and effect on the

reservation wage of an individual and which factors need to be studied in more detail. This

section will cover the primary modei of job search theory by loaking into literature. We will

also discuss the importance of job search theory and the implications it has for reservation

wage, This will lead to a better understanding of the theoretical framework which is

adopted for the study.

To understand reservation wage it is important to first look at the job search theory of
microeconomics {Fishe, 1982; Prasad, 2001; Rogerson, Shimer, & Wright, 2005; Hall, 2012).
The job search theory is all about the chance that an individual wilt find a job, the duration
of unemployment and ¥ an individual will accept that offer keeping in mind their
expectations {Andolfatto, 2006);. The early models of wage and job search were made in the
1860s (Coughlin, 1995}, With time these models have been applied, revised and developed.
Reservation wage theory was introduced by (Stigler, 1962}, From the initial works of trying
to understand how job search effects econamics {J.Stigler, 1961), to dynamic models of why

and when an individual should accept a job offer {McCall, 1970}, reservation wage plays an
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important role. It is assumed that an unemployed persen will try to increase and maximize
his/her wealth by choosing a reservation wage and the intensity with which they search
(Addison, Machado, & Portugal, 2013; Alvarez & Shimer, 2011). This maximization includes
several factors, such as sources of other income, the chance that the individual will receive a
job offer and weather the distribution of the offer is known or unknown (Topa, Sahin,

Mueller, & Faberman, 2014).

Unemgployment benefits also greatly affect the reservation wage of an individual (Card,
Chetty, & Weher, Cash-on-hand and competing models of intertemporal behavior: New
evidence fram the labor market, 2007}, The better the benefits the higher is an individual's
reservation wage but since there is no provision in the Pakistani legal system for
unemptoyment benefits, individual's reservation wages can be expected to be low. Last
wage and personal characteristics are two of the most important factors for determining
current reservation wage of an individual (Christensen, 2001}, This longitudinal study
highlights the importance of unemployment insurance and establishes the relationship that
individual that are jobless are less motivated to change their financial state if their previous
wage was higher than the offers they are currently receiving, or the fact that there is fittle
decrease in the benefits provided to the unemployed. Several individuai level characteristics
greatly affect reservation wage such as age, gender and education level (Hinnosaar, 2003).
She concluded that older people had had lower reservation wage than those between the
age groups of 25-49. She also concluded that females have lower reservation wages than

men,

The higher the income from other sources the higher is an individual's reservation wage

(Schmieder, Wachter, & Bender, 2011). The reservation wage of unemployed is higher when
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the individual has income from an underground economy, has unemployment benefits
(Andersen & Svarer, 2009), is old (Card, Chetty, & Weber, 2007) or had better previous
wage. As long as a person receives income which helps in maintaining the standard of living,
s/he will tend to not start or look for a new job as s/he has a higher reservation wage. This
other sources of income can be through family members, friends, business etc. People with
other sources of income tend to stay unemployed longer (Stancanelli, 1999). The impact of
financial asseis on an individual's unemployment duration were clearly conciuded in the
same study. The survey of inflow into unemployment for the UK was used by in connection
with the survey of living standards of the UK to find the relation between an individual’s
chance of leaving unemployment and their financial strength. Although small, the impact of
financial assets has a negative impact on the chance an individual has to leave
unemployment. Some subjective studies have also been carried out using self-proclaimed
reservation wages in a regression model with unemployment duration {Van den Berg, 1590;
Caliendo, Tatsiramos, & Uhlendorff, 2013} to prove the positive relation between
reservation wage and unemployment duration. Bloemen & Stancanelli (2001} established a
strong positive relation between individual’s wealth and reservation wage by adopting a
three pronged moedel of transitions into employment, wealth and reservation wages.
Conciuding, they noted the contingent effect that exists as higher wealth increases an
individual's reservation wage, which in turn increases their duration of unemployment.
According to Addison & Machado {2010), reservation wage show a decreasing trend over
the course of unemployment speil. So the longer a person is unemployed, the less will be

reservation wage. We can relate this to the Pakistani labor market where the

unemployment rate is quite high and most family have several dependents and few bread




earners, reservation wages might be high as they would be reluctant to work i they are

recelving income from other sources.

Studying how long an individual remains unemployed is paramount to developing a welfare
policy for the country. This study can also help to understand job seeker trends for
recruiters and reasons for tnemployment. That is why a lot of research is done to develop
efficient methods of determining reasons for unemployment and as discussed earlier the
search theory addresses a lot of these concerns. Many econometric approaches to studying
unemployment duration have been conducted in the past. Several regressors have been
empiricaily studied to determine their effects on unemployment duration (Wolpin, 2003).
Some of the macro factors that impact reservation wage are unemployment rates across the
labor market, competition, and wage structures. {Prasad, 2001). This longitudinal study
conducted from the data coliected by German Socio Economic Panei, provides an empirical
look into the mentioned macro factors, There is rigidity present at the lower ends of the
wage structure and middle tier wage employees reservation wage is greatly effect by both
the supple of skilled labor as well as the economic demand of workers fueled by economic

growth and labor market trends such as concentration of work force in industry segments.

The chance that a job offer will be received on a specific wage amount is determined by
several labor market factors such the individuals gender, age, skills and personal
characteristics. Most importantly it depends with how intensely the effort for the job search
is made. Also there are more chances of an offer being made if individual’s reservation wage

is fow. The optimal job search is one where the costs associated with the intensity of search

are equal to the expected returns from the search. This means the chance an offer will be




received and then accepted also controls the duration for which an individual will remain

unemployed.

Studying the different age brackets and how they impact reservation wage is also very
important and one of the main individual characteristic that needs to he looked into. Aot of
prior and new studies show that as an individual gets older and approaches the age of
retirement, their reservation wage also increases (e.g. Gorter & Gorter, 1993; Addison,
Centeno, & Portugal, 2004}, Higher reservation wages and claims are not an issue to the
economy as long as they are derived from a higher market value of the individual. Through
experience and learning and in a healthy, competitive market, individuals should be able to
convert their experiential advantage to higher wages (An De Coen, Forrier, & Sels (2010).
Also the willingness to change jobs decreases as an individual approaches retirement age
and a lesser willingness to move results in higher reservation wages but this relation is
established in only modesty. Still several labor market factors such as retirement age,
government policies and old age benefits can cause higher reservation wages in the age

bracket of 60 plus.

As discussed earlier a person will only accept an offer if the individual is offered a wage
higher than their reservation wage. So an individual with a higher reservation wage then
average would tend to be unemployed for longer durations because there is a positive
correlation between these two factors {Addison & Machado, 2010). Reservation wage does
not remain constant either; it changes with several factors over the course of

unemployment or for the search of a new job {Krueger & Mueller, 2014), The state of the

labor market and trends in employment wages also effect reservation wage. Labor market




factors like employment rate play a major role in changing reservation wages (Addison,

Centence, & Portugal, 20041,

Unionization is a factor that can affect invoiuntary unemployment, since unions use the
concept of collective bargaining to better their circumstance and wage terms, it might
involve workers going on strikes for several periods of time which can cause changes in
reservation wage. A worker willing to work at a lower wage might not be able to do so due
the immense peer pressure and collective union agreements. Still unions are assumed to
have the better interest of the workers that are empioyed than those seeking employment

(Lindbeck & Snower, 1986; Weiss, 2014).

Another factor effecting reservation wage is learning behaviors of the individual. Earlier
studies also highlight that individuals with high reservation wage might not apply for jobs
they know are offering tower, decreasing the chances of being made an offer, making it
inappropriate to use just the number of interviews during an unemployment spell as a
variable to determine learning behavior and declining reservation wages (lones, 1988;
Wurzel, 2012). When an individual is aloof to market trends, a larger offer then expected
further increases the reservation wage., While constant rejections and decreased offers
result in an individual decreasing their reservation wage. This {earning thus effects how an
individual adapts their reservation wage over the course of their job search. This leads to
the argument that reservation wage and factors effecting reservation wage are not mutuaily
independent and can be determined simultanecusly, which causes it to become difficult to
test through empirical methods. Stili several studies by econometrics adopt models to deal

with this loop of causality between the various variables (Prasad, 2001).
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Conciuding this section, we will be looked inta a few variables that we believe are important
in determining reservation wages. Although both macro and micro factors effect reservation
wage, we will continue specifically from a Pakistani context where there is little data
collected through the lzboar force survey and several factors such as no provision for
unemployment benefits greatly affect reservation wage. Age, previous/current income,
gender, marital status and education level will ali be analyzed. The next chapter will cover

the reservation wage history and relation to labor economics.

Labior beonomics and Reservation Wage

According to (Benjamin, Gunderson, & Craig Riddell, 2007} economics is the science of
allocating scarce resources to satisfy human wants. Labor economics is that category of
economics that emphases on the “development, conservation, allocation and application”
of Human Resource; where conserve refers to prevention of overuse of this resource,
development is the process of enhancing skills and productivity of the resource, allocation is

distribution of resaurce in the industry and application is proper use of the resource.

Labor economics basically functions through interactions of employee (supply} and
emnloyer (demand of service) and aims to comprehend the functioning and dynamics of the
resulting wage, employment and income patterns (Cahuc, Carcillo, Zylberberg, & McCuaig,
2014). Labor is defined as the work, exercise or operation done by a Human Resource. just
like any other commodity, the law of supply and demand is also applicable to fabor force. in
a market where there is a high supply of work force and less demand the compensation or
reservation wage will be low and vice versa (Diamond, 2011). As already discussed, Human
Resource gets a compensation, wage or pay for the labor they do, (Boeri, 2012} states that

there are two ways of deciding a minimum wage, either its legislated by the government or
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is a result of collective bargain agreement between employee and employer in the industry,
The minimum wage set by the government is interestingly lower than the wage set within
collective agreements. In Pakistan, we see both types of minimum wage determinants, As
per the budget 2014-15 by Government of Pakistan, minimum wage is Rs 13,000, Here it is
important to mention that this minimum wage is for unskilled & juvenile workers. Simitarly

the rest of compensation and wage is decided by the employer,

Findings by various researches elaborated below show that determinants of labor supply
and demand and minimum wage are more camplex in reality and these determinants
account for difference in compensation for different people. Education and experience
(Sahn & Alderman, 2005); schooling (Bowles, Gintis, & Oshorne, 2000}; job security {Bertola,
2000); motivation toward waork, political affiliations, age, gender, (Bhattarai & Wisniewski,
2002; An De Coen, Forrier, & Sels 2010); unemployment insurance (Fishe, 1982; Addison,
Centeno, & Portugal, 2008} are some of the factors that influence the supply and demand

along with minimum wage.
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3 Framework & Methodology

in this section we will look at the relationships between our basic variables adapted for the
research and our reasening for doing so. This will shed light on what we are measuring and

how we will go about collecting data.

This study will be using individual level data for analysis, collected primarily through
sampling of the population which is the best alternative to having access to Labor Force
Databases as used by Malk (2014). Having access to the Pakistan Labor Force Survey
Database would have been ideal but that access is limited due to restrictions presented by
the organization responsible for data collection on a national level. The labor force survey
(LFS) covers statistics of unemployment and minimum wage rates of the country collected
by the Pakistan Bureau of Statistics. The total respondents of the LFS are around 35000
household which represent the working force of the nation, out of which 6336 were from
the urban areas of Punjab, the location where this research is being carried out. The
determinants of our sample size include using a confidence interval of +/- 10, we can say
that we are 95% confident that our results represent our population and for even further
rigor the sample size can be increased to achieve a higher level of confidence interval (Mall,

2014). The below mentioned equation is used to calculate the sample size:
S w25 (PYu (1-P)] / €F
Where:

S, is our sample size

7, 7 value with respect to our confidence tevel of 95% i.e. 1.96
P, standard of deviation of responses, estimated at 0.5

¢, confidence interval or margin of error kept at +/- 10

|
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in our survey we also included the responses of unemplioyed individuals who reported their
reservation wages as the choice to remain unemployed alse affects reservation wage
{Maani, 2009). Sources of income were asked from the respondents in a multi-answer
format and an index value used. The number of sources selected was then added up for
each individual. The one concern here is that there is no estimation of the amount of
income as it may vary greatly between the sources for example twe options of the sources
of income were, “Salary, profit from entrepreneurship/business activities” and “Income of
parents or other relatives/friends” can both have huge spreads in magnitude and vary from
individual to individual, which is a limitation of this study. The data for our dependent
variable is which is collected based on the guestion in the survey “How high should the
gross salary be for you to accept a job” (Malk, 2014) the scope of which covers data

collected during 2014-15.

Some socio-demographic factors also piay an important role in our study (Hall, 2012). These
explanatory variables; age and number of children are taken directly from the survey
guestions “When were you born?” and “How many children do you have?” respectively. Age
was then caiculated by using the number of days between the reception of the response
and the date of birth, based on a 365-day year. Other variables such as marital status, level
of education, gender have been modeled using a dummy variable approach (Malk, 2014).
The categorical variable Avg. house hold income, was used to determine income level. The
median of the categories was then used to estimale the average income per family
members, which was also asked via the question “What is the total number of family
members living with you?” Usually using multi-categorical variables in a dummy approach
can be tricky but since the response options have been presented on an evenly distributed

scale, it shouid not be an issue (Malk, 2014).

T
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The reservation wage changes primarily with other sources of income, the current wage of
an individual and average income per family member, The size of reservation wage can
increase or decrease depending on several macroeconomic factors also as previously
discussed. For this purpose we have used regression to easily measure changes in the
monetary variables i.e. if the coefficient of our current wage is 0.9, than a 100 Rupee change
our current wage directly corresponds to a 90 Rupee change in our reservation wage. In this
study we will be instrumentally studying only the micro level determinants of reservation

wage; age, gender, marital status, level of education, represented by the equation below:
\.l'\l’R = A+ Blwc + Bzr + Bng ¥ B4X4+ B5X5 + BB){S
Where:

wW" is the reservation wage.

W, is the current wages

A, is our constant

B:, is the coefficient of current wage

1, is average income per family member

B, is the coefficient of average income per family member
Bs, is the coefficient of age

B,, is the coefficient of gender dummy

8

|53}

, is the coefficient of marital status dummy
Be, Is the coefficient of education dummy
X3, is the age

X4, is the gender

"

Xs, is the marital status

Xg, is the education level
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As per our fiterature review and framework, an increase in current wage, other sources of
income and age would result in an increase of reservation wages. Since an increase in
unemployment duration increases reservation wage and a higher reservation wage slso
increases unemployment duration, an endogeneity problem may occur. For this reason
unemployment duration, although a major factor influencing reservation wage, is being left

out of the study, In the next chapter we will fook at descriptive statics of our sample before

moving on to our analysis.




4. Data Description

This section covers the basic description of the data, which has been collected at an
individual level. This cross sectional data for reservation wage was collected by the means of
a survey. Initially over 500 people we contacted out of which we were only able to collect 85
respondents. An additional 500 were than contact and responses were received from only

another 71 respondents. The data was than adjusted and outlier values of reservation wage

were removed from our sample leaving us with a size of 163 respondents residing in Punjab,

Pakistan for our analysis,

The graph below shows the frequencies of our main dependent variable ie. reservation

wages:
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As you can see in the graph above, most of the reservation wages fall between PKR 25000 to

PR 100000,
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The next graph represents the current wages of individuals:
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Q23. What was your gross salary at this job last month?

The current wageé of individuals is also normally distributed with most falling between the

PKR 25000 to PKR 100000 range.

As for our descriptive variables; the average age of respondents of the survey was 26.9
years with the minimum age at 22.8 years and the maximum age of 40.6 years. This spread
would give us a good estimate on how the reservation wage changes with respect to age.
While 48.8% of our respondents were females and 51.2% males showing almost equal
participation from both genders. Out of total respondents 60.2% were single and 39.8%
were married. Most of the respondents were also post graduates at 69.3% and only 30.7%

were undergraduates.
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5. Data Analysis & Discussion

Correlation study was carried out on our main variables, as it is important to develop a
casual relation before proceeding to regression analysis (Malk, 2014), The below mentioned

table highlights significant correlations:

Corretationg
G327, How
G233 Whal high should
Was your the gross
ncome Per wass salary salary b for
Gangder Karital Education Family atthis job [ast yoau o accent
Age Dwirrsroy Dy Levat Dumrsy Mernbar maonth? ajoh?
Aoz Poarson Sors atlon 1 TH5 247 243" nx 338 KIS
g (2-tarked) Gd7 g Baz £98 a0no .ooo
m 163 1463 163 163 163 163 163
Gender Bummy Paarson Corrslation - 155 H - 043 - 088 T -018 . E]S‘d__
Sig. (2lailedy 047 584 il Lidd 621 418
M 163 163 63 163 163 163 163
Wantat Curmoy Pearsan Carrelatian a4 43 1 144 158 3337 276
fiQ. (2-tailed) .opo A9 piivs 044 .0ao og
N 183 163 163 183 163 163 163
Edue ation Leved Dummy Paarson Carralalion 243 - 08 RET] 1] 08 2437 49
Big. (21ailed) Q02 261 086 182 .00z 0ot
) 163 163 163 B3 1683 163 163
InGarne Per Family Fagrson Correlation 03 158 158 105 1 2714 79
Mermner Big. (2-tater) 696 044 044 am aos 023
N 163 163 163 163 163 183 163
Q23 Whal wag yaur Foarson Gorrelation 239 NGIY 333 FIEN 2 1 T
frose s ANl g itailed) 090 821 000 807 006 800
N 163 163 183 163 163 163 1683
0132, Mow high should the  Pearsan Cotrelation 327 - 064 FH 248 178 kel 1
Gross R e ONOU g tailed) nao 418 800 601 023 000
I t63 183 183 183 163 163 163

> Correlation is significant al the 0.05 tovel (2-tailed).
= Correlaion is signikoant at the 0.01 level (2-failed).

The analysis clearly shows that all our independent variables are significantly correlated
with our dependent variahle i.e. the reservation wage. The highest correlation is ctearly
between current wage and reservation wage which is 734 significant at the 0.01 level. The
second highest correlation with our independent variable is that of age at 312 significance,

followed by marital status which has a significance of .276.

After establishing strong correlation of our variables we proceed by conducting a multiple

regression to determine how much each variablte impacts reservation wage and what is the

overali fit of our model {Matk, 2014},




Mode! Sunwnary

Adjusied R Std, Error of
Modal R R Sguare Sauare the Eslimate

1 7424 4451 534 19998.968

a. Predictors: (Constant), 022, Whal was yvour gross salary al
this joh last month?, Gender Dumimy, Education Level
Duramy, Incams Per Family Member, Marital Dummy, Age

An R value of .742 shows that our data is a good fit in the overall model and our
independent variables are a good predictor of reservation wage. With an R Square of 551
we can say that independent variables can predict a 55.1% change in our dependent
variable. Also since the adjusted R square is also very close to R square we can conclude that

there wili be minimal shrinkage and our results can easily be generalized to our population.

As already mentioned in the methodology, the socio demographic variables used in the
model are age, average income per family member. Dummy variables used are education,

marital status, and gender.

ANOVAP
Sum of
Mozl Souares of Mean Square F Sig.
1 Regression T BSEETE 6 1.276E1E 31.902 .noge
Residual 6.228E10 156 4 N0OES
Total 1.390E11 162

a, Predictors: {Constant), 923, Whal was your grass salary atthis job last month?,
Gender Durmimy, Education Level Dummy, Incame Per Family Member, Marital Dummy,
Age

h. Dependeni Variabie: Q32 How high should the gross salary he foryou o aocept @
joh?

In the ANOVA table above we can clearly see that the independent variables statistically
sighificantly predict the dependent variable, F {6, 156) = 31.9, p < .000 making the equation

for reservation wage as follows (The detailed coefficients table can be found in Appendix 1}:

W= 19620.5 + . 709(W, )} + .018 (I} + 668.1 {Age) — 3250.2 {Gender, Male)— 64.8 (Marital

Status, Married) + 3552.1 (Education, Post Graduate or above]
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The analysis supported by the literature review has set the base for discussion on
determinants of reservation wage. The first variable under discussion is current wages.
Fvery PKR 1 increase in current wage increases reservation wages increase by PKR 709 on

average,

The sample had participants from a minimum age of 22.8 years and the maximum age of
39,6 years, interestingly, with every year that passes an individual's reservation wage

increases by PKR 668.1 on average.

Gender also impacts an individual's reservation wages and in our analysis females on
average want to work for PKR 3250.2 more than the males. Being married increases an
individual’s reservation wage by only PKR 64.8 on average meaning that single individuals

would be willing to take a lower wage to switch or start a new job.

Being a post graduate increase an individual's asking wage by a huge amount of PKR 3552.1

on average with under graduate willing to work for quite lesser amount.

The next determinant, average income per family member interestingly also plays a role in
an individual’'s reservation wage. Every PKR 1 increase in income per family member

increases the reservation wage of individuals by PKR 018,

I PR S, e e e
o LONCHISIONS

From our discussion we can conclude the variable that contributes the most when an
individual is making a decision to switch a job or start a new job is the individual’s current
wage. This is also supported in the longitudinal study by (Hinnosaar, 2003) who sates that if
an individual’s current salary is higher than the salary being offered then the individual is

least motivated to change his job. Furthermore, keeping in mind the Pakistani context it is

t
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important to understand that the current economic situation coupled with lack of
unemployment benefits or institutional/governmental support the main focus of an

individual is to get a higher compensation package in the job.

Also as a person gets older their reservation wage increase, For instance, if two persons are
applying for the same job then younger person would be willing to work for lesser than the
older person. {Gorter & Gorter, 1893); (Addison, Centeno, & Portugal, 2004) and (An De
Coen, Forrier, & Sels, 2010) alsa showed in their studies that as an individual gets older and

approaches the age of retirement, their reservation wage also increases.

With males having the dominated role in the society, mainly because Pakistan is a
patriarchal society where gender role are very well defined, males are the bread earner of
the family and therefore under pressure to earn and make ends meet. Thus a primary
concern for them is getting any job rather than worry about higher wages. Also women who
are to only supplement the house hold income are willing to refuse lower paying jobs.
Dissimilar is the case with married bread earners and this is mainly because being married
adds a lot of responsibifity on an individual, making it a primary concern to earn more gross

wWages.

Looking at the current job market, where jobs are scarce, opportunities are limited and
graduates are churned out a post graduate degree is more of a necessity than an added
advantage due to the time and financial invesiment in pursuing higher studies. So the

individuals with more qualifications expects to be compensated more.

Since the only variable that was significant was gross salary with p <.000, (Appendix 1) it can
be interpreted as the most important variable for reservation wage determination. Clearly

in the socioeconomic dynamics of Pakistan the one aspiration all individuals have is change

t
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in gross wages and other factors which should impact reservation wage as per the studied
literature are iust not significant {see Appendix I). In perhaps a society where the informal
employment sector is huge and economic situation is only just taking a turn far the better,
our currently salary is the most important factor in determining our reservation wage for

switching or starting a job.

7. Recommendation for Further Study

This research has been conducted on a small population size focusing only on an urban area.
Considering 44% of our labor force comprises of primary sector employees f.e. skilied
agriculture & fishery activities {Pakistan Bureau of Statistics, 2013}, it is recommended to

extend this study to the rural audience as well.

Similarly, since the research was only conducted in Punjab so a wider application of this
study is recommended by incorporating more labor force participants from other provinces

to truly represent Pakistan's employment trends with respect to reservation wage.

One of the primary determinants of reservation wage as per the extensive literature review
is unemployment duration {Addison & Machado, 2010). To focus on this it is recommended
to conduct a longitudinal study of the unemployed labor force to determine the impact of
this variable on reservation wages in contrast to this study which focuses on cross sectional
data.

If studies want to be conducted further on cross sectional data it, is recommended to

increase the sample size significantly to minimize the impact of the diverse industries,

departments, employment types and ranging income levels on the resuits. Due to
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constraints of time, resources, lack of respondents and scope of work for this research,

these measures could not be undertaken,
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8. Appencix
| - Coefficients of variables

Coefficients®

Standardized

Unstandardized Coefficients Coefficients
Model B Std, Error Beta t Sig.
1 {Constant) 19620.525 15010478 1.307 193
Age 668.183 508,488 072 1.116 286
Gender Dummy -3250.211 3255150 -.056 -.988 320
Marital Dummy 64,838 3707.033 Q01 017 886
Income Per Family Member .018 078 013 233 816
Education Level Dummy 3552177 3568.788 066 895 321
Q23, What was your gross 709 082 682 11,497 .000

salary at this job last month?

a, Dependent Variable: Q32. How high should the gross salary be for you to accept a job?
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