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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 1t 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 to 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. This seg-
ment of the informal economy is pro-cyclical to formal-sector employment.

Empirical results for Colombia (Mondragdn et al., 2010) show that the counter-
cyclical effect 1ss 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
1s a good instrument as it has strong predictive power for migration, and yet no direct
effect on urban labor markets (satisfying the exclusion restriction).

Reesults 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
lows 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. Kleemans and Magruder’s study 1s important as it
offers rigorous support for the link between formal- and informal-sector employment.

The expansion of social-assistance programs, with access to non-contributory
health and pension benefits, may induce more tirms and workers to remain in the
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Lower W, 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 Colombia with
the Mondragén et al. (2010) results. Another implication is 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 million 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 (Journeyman 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. [n this
case, a high formal-sector wage is efficient for the employer, not a distortion, as above.
The wage is set at I to maximize worker etfort per dollar of wage paid along the
S-shaped effort-response function in Figure 12.4a. Another influential version of the
efhiciency-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,
1.e. making them residual claimants. As can be seen in Figure 12.4¢, greater motiva-
tion shifts the effort-response function and helps reduce the incentive wage paid
from V% 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).

443









LABOR AND MIGRATION

Latin America

20
| —o— Argentina
—o— Brazil
—a— Chile

5 | =3¢ Colombia
= i —x— Costa Rica
a= —— Ecuador
2 ——— Mexico
L]
& ‘ —a—Venezuela
E 10
=
=]
e
o
=

5

= L
0 — m jis | y
0 5 10 15 20 25 30 35 40 45 S50 55 60 65 70 75 80 85+
Age

= Figure 12.5 Profile of five-year migration intensity by age, Latin American countries

Source: Bell and Muhidin, 2009,

urban labor market for migranes can be explored. It is likely that migrants have a lower
chance of being selected for employment than current residents who are already
employed. In this case the equilibrium rate of unemployment to deter migration would
be lower than in the Harris=Todaro model. But it may also be the opposite. Strong
social networks of migrants from the same community may increase £ for new migrants,
raising the equilibrium-unemployment rate to stop migration. Empirical studies of the
migration of Mexican workers have shown that magrant networks 1n the US ply a
large role as they help new migranes find employment through information and job
referrals (Winters er al., 2001). However, establishing the causal impact of networks on
migration outcomes is challenging. Migrants with a large network may also share char-
acteristics that are favorable to successful migration. These characteristics then create a
spurious correlation berween networks and migration that obscure the causal role of
the network. To overcome this ditticulty, Munshi (2003) used an instrumental variable
approach (see Chapter 4) where migration is influenced by local weather shocks to
show that a Mexican migrant in the US labor market is more likely to be employed
and to hold a higher-paying non-agricultural job when his migrant network is larger.

The role of credit constraints and risk aversion

The cost of migration can be high: travel is expensive (for the 8—10 million Bangladeshi
migrants working in the Gulf countries, for example), migrants have to rely on inter-
mediaries who charge expensive fees to arrange visas and work permits, or pay fees
to guides (coyotes on the Mexico—US border) that help them cross borders illegally. I
migrants are poor and cannot borrow against future incomes, they will be constrained
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in their migration. Additionally, if migrants cannot take the risk of urban unemploy-
ment, either because they are poor and come to the city with no financial resources,
or because they do not have access to credit, they will be constrained. A typical result
from migration studies is that the poorest, who should have the greatest incentive to
migrate, migrate less than less poor individuals. That migration is costly and risky,
deterring many, has been applied to India to explain the surprisingly low rate of
migration in spite of huge rural-urban wage disparities.

Bryan et al. (2014) ran an RCT in Bangladesh to show the role of cash con-
straints in the migration of the poor. They created incentives for rural inhabitancs
to migrate in the pre-harvest lean scason (also called the hungry season) by giving
an $8.50 cash grant to households, which covers the round trip travel cost. They
found that the incentve induced 22 percent of the households to send a scasonal
migrant. Their interpretation is that low migration was due to the risk of migration
failure. Once households have sent a migrant and learn how well he can fare at the
destination, in the following years they continue to do so at a higher rate than
control households without a subsidy. @

The rote of skills in migration

Studies have shown that the return to education is generally higher in the urban than
in the rural environment. As a consequence, it is rural residents with higher skills that
are more likely to migrate (Rosenzweig, 1988a). Technological change in agriculture
(for example, the Green Revolution, or the introduction of high-value crops using
sophisticated production techniques) will increase the skill premium in the rural
sector, and reduce the migration of skilled labor.

For international migration, the role of skills in migration may be different. The
return to education obtained in Mexico is higher in Mexico than in the US due to
different languages and institutions. As a consequence, ecconomic logic tells us that it
is the lower-skill workers who should migrate most to the US, implying negative
sclection. However, as Chiquiar and Hanson (2003) show, this is not the case. It is
those men with intermediate levels of skills who migrate the most, and those women
with the highest skill levels, implying positive selection. A possible explanation is the
differental role of networks, credit constraints, and the ability to take risks.

McKenzie and Rapoport (2010) examined the role of migration networks in
self-selection by skill levels in Mexico—US migration. They confirm that there is a
lower return to education in the US than in Mexico (due in part to language difter-
ences), leading to negative selection by skills. Fligh migration costs have an opposite,
positive self=selection effect. However, the presence of strong migration networks
reverses the role of cost and induces negative self-selection. Through the benefits of
cost-reducing networks, it is lower-skill individuals who are most able to migrate.

The role of relative deprivation as a motivation to migrate

A powerful incentive to migrate is considering that your personal situation is inferior
to a standard you aspire to. This is the theory of relative deprivation (Stark and Taylor,
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