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■ Figure 12.1 Link between wages in the formal and informal sectors

Sub-Saharan Africa. Some 70 percent of informal-sector workers are self-employed. 

ILO studies have also shown that the informal economy is highly heterogeneous 

(Tokman, 1989). Part of it is disguised unemployment, a large refuge sector for work

ers unable to find employment in the formal sector. This segment of the informal 
sector tends to be counter-cyclical to formal-sector employment: when formal-sector 

employment contracts due co a recession or to rising formal-sector wages, employment 

in the informal sector expands. But part of the informal economy is complementary 
to the formal sector, in particular subcontracting with formal-sector firms. T his seg

ment of the informal economy is pro-cyclical to formal-sector employment. 

Empirical results for Colombia (Mondragon et al., 2010) show chat the counter

cyclical effect is upported empirically. An increase in non-wage costs and in the min
imum wage in the formal sector had a large positive effect on informal employment 
and a negative effect on informal wages. Tracking the strategy used by households 

which lost formal-sector employment, Gaviria and Henao (2001) find that they 

compensated by participating in informal-sector employment. 

An influx of rural migrants, pushed into urban labor markets by bad-weather 

shocks, can crowd out local residents in the formal-sector labor market and push 

them into informal employment. Using data for Indonesia, Kleemans and Magruder 

(2014) instrument rural-urban migration by excess rainfall (Figure 12 .2).Bad weather 

is a good instrument as it has strong predictive power for migration, and yet no direct 

effect on urban labor markets (satisfying the exclusion restriction). 
Results show that rural migrants pushed by adversity are detrimental to labor-market 

outcomes for local residents: for the latter, employment declines, especially in the for
mal sector, and income falls, especially in the informal sector. The impact is largest on 
low- kill resident workers (and also on women and young workers): their formal
sector employment declines, they switch to informal-sector employment, and there is 
a decline in informal-sector income. Klee mans and Magruder's study is important as it 
offers rigorous support for the link between formal- and informal-sector employment. 

The expansion of social-assistance programs, with access co non-contributory 
health and pension benefits, may induce more firms and workers to remain in the 
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Lower WM These interventions are on the "pull" side of the wage gap. We need 

to understand, however, why the formal-sector wage is so high. There are two 

reasons. 

The first is interventions by labor unions or by government for clientelistic pur

poses. The implication here is to resist excessive union power when there is still so 

much unemployment. The unions defend the wages of the employed, but create a 

backlash for the unemployed in the informal sector. We saw this for olombia with 
the Mondragon et al. (2010) results. Another implication i to expose feather-bedding 

in the public sector by unscrupulous politicians who use it to build political support 

and enhance their chances of re-election. The social cost of these practices is high, 

taking the form of huge urban slums. To get a feel for life in these urban slums, take a 

moment to look at Kibera, the largest urban slum in Nairobi, with some 500,000 to 
a rnillion inhabitants on a small piece of land (Wikipedia, Kibera). You can also visit 

the urban slum at the center of Mumbai, India by watching the video The Mumbai 

Makeover Qourneyman Pictures, The Mumbai Makeover). An interesting aspect of this 

visit is to see how the slum is both a crowded living environment and a place of bustling 

informal-sector enterprises. 

The second reason for the existence of high formal-sector wages is because 
employers want to increase worker productivity or efficiency. This is the efficiency
wage theory referred to above, and developed by Akerlof and Yellen (1986). There are 
several versions of this theory. One is a nutritional theory, according to which higher 
wages allow workers to eat well enough to be able to work more productively. In this 
case, a high formal-sector wage is efficient for the employer, not a distortion, as above. 
The wage is set at W* to maximize worker effort per dollar of wage paid along the 
S-shaped effort-response function in Figure 12.4a. Another influential version of the
efficiency-wage theory is Shapiro and Stiglitz's (1984). The idea is that by paying

wages higher than the equilibrium wage and creating unemployment, and threatening
workers with dismissal for shirking on the job, unemployment creates a disciplinary
device for workers to work hard. Other theories are that well paid workers are less
likely to quit their jobs, thus decreasing turnover, and that higher wages attract more
qualified workers and boost the morale of workers, increasing productivity. In all
cases, the higher wages are paid to induce higher worker productivity, and hence are
rational for the employer.

This efficiency wage may well be above the full-employment market-equilibrium 
wage W (Figure 12.4b), creating unemployment.This makes reducing the wage gap 

difficult to handle because it is incentive compatible for employers to pay above 
equilibrium wages. However, there are other options for employers to ensure hard 
work, including motivating workers by sharing the profits of the firm with them, 
i.e. making them residual claimants. As can be seen in Figure 12.4c, greater motiva
tion shifts the effort-response function and helps reduce the incentive wage paid
from W* to W*'. Another option is to use a monitoring-enforcement approach to
induce effort by direct supervision instead a wage incentive. These options have
been extensively explored in the labor literature, in particular by Bowles and Gintis
(1988).
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