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Why do we observe large differentials in earnings in urban
African labour markets?

 This question has a long history and reflects the perceived fact that the returns
to labour are much higher in urban than in rural areas and that within urban
areas there are substantial earnings differentials.

 Do these differentials reflect market segmentation or are they the result of
human capital differences, search and/or matching?

 How are they linked to issues of enterprise size which in turn are linked to How are they linked to issues of enterprise size which in turn are linked to
questions of formality and informality?

 There is evidence that informal sources of employment in Africa have been
growing rapidly over the last decade. Is this good or bad news for incomes and
poverty reduction?

 This paper takes these old questions and brings to bear on them some new data.



The two views of informality

 The existence in tandem of an informal and a formal sector has been viewed as
the result of labour market segmentation in which the formal sector sets wages
above the market clearing rate leaving either a large pool of unemployed or an
informal sector oversupplied with labour at markedly lower wages rates

 The classic model of segmentation being Harris andTodaro (1970) who focused
on the rural-urban divide. Fields (1975) extended this model to include within
the urban sector a “murky” sector now more commonly termed the informalthe urban sector a “murky” sector now more commonly termed the informal
urban sector.

 In contrast, it is possible to view the informal sector as an efficient outcome of a
labour market in which a technology intensive in unskilled labour exists
alongside a formal sector using relatively skilled workers at much higher wages.

 Fajnzylber, Maloney and Rojas (2006) provide evidence that small scale self-
employment is a preferred outcome and not the result of an inability to find a
rationed formal sector job.



How earnings change with firm size:
workers of average age, education and tenure
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The importance of unobservables

 Given the scarcity of skills in low income countries and the much
wider range (a significant part of the working population has no
education) the greater diversity of economic activities than are
observed in higher income economies is to be expected.

 The fact, which earnings functions clearly show, that workers in
large firms or in the formal sector earn more, even with controlslarge firms or in the formal sector earn more, even with controls
for observable skills in the form of education and work
experience, simply shows the importance of unobservable skills in
determining these labour market outcomes.

 To advance this discussion we need some convincing way of
controlling for unobservables.



The new data

 This paper presents new survey data specifically designed to address this
question.

 Like many existing data sets, the survey collects a wide range of
socioeconomic data from workers in urban areas of two African
countries: Ghana andTanzania.

 The survey is novel in collecting income data on the self-employed in
the urban informal sector.This data is intended to be comparable tothe urban informal sector.This data is intended to be comparable to
wage data for urban employees.

 In both Ghana andTanzania, the self-employed outnumber wage
employees by at least 2-to-1 in the urban labor force.

 Understanding earnings determination in this sector, and how workers
sort between sectors is thus central to any understanding of labor
markets and income distribution in these countries.



The framework

In the literature for developed countries there has been an
extensive discussion initiated by Abowd, Kramarz and Margolis
(1999) of the relative importance of unobserved individual
characteristics on earnings relative to the factors associated
with the firm in which the individual is employed. Their basic
equation which we will adapt in this paper is

( , )it it i J i t ity x time         

i i iu   

equation which we will adapt in this paper is:

( )ability iIndex  D α

sec ( )tor jIndex  F ψ



How important are unobservables and which
unobservables matter?

The answer to the question as to how important are
time varying observables relative to person and sector
effects can be found from a variance decomposition of
the following equation:

( ) sec ( )it it i ability i tor j ity x u Index Index time         

For the first part of the talk we will be following Abowd et al and
assume exogeneity.We do plan to relax it in the later part of the talk.











The results in pictures

 TheTables contain a lot of information and the key insights can be seen from the
distributions of the earnings.

 We have excluded the civil servants as they earn so much more than the others
in the raw data it makes it hard to see how large are the differences for the
other sectors.

 The charts that follows are for both the Ghanaian anTanzanian data. The charts that follows are for both the Ghanaian anTanzanian data.

 We show how size for wage employees compares with self-employment with
and without employees.

 You can either be struck by how high are the earnings for those in large firms or
by how far the distributions overlap.
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The implications
 We have used panel data from Ghana andTanzania to address a question that has

been central to how their urban labour markets work since the seminal model
of Harris andTodaro (1970) on the links between formal wages and
employment.

 A development of this framework by Fields (1975) postulated the importance,
within the urban economy, of a distinction between a low income “murky” and
a high income formal sector.

 By exploiting two sets of individual based panel data we have sought to adapt By exploiting two sets of individual based panel data we have sought to adapt
the framework provided by Abowd, Kramarz and Margolis (1999) to show the
importance of sectoral effects relative to the unobserved aspects of ability in
determining these differences in incomes.

 While the result depends on the length of the panel it appears that unobserved
ability is by far the most important factor in explaining the variance of these
earnings.

 However, while less important, sectoral differences matter a lot.



The importance of the public sector and size

 With a full set of controls we find a premium for working in the civil service, an
important wage employer in both these countries, relative to a wage employee
in a small firm of some 50 per cent.

 Further we find that firm size matters and for those in a firm employing 100
there is a similar premium, of 50 per cent relative to those in small firms.

 Again this premium is not due to the observables or time-invariant Again this premium is not due to the observables or time-invariant
unobservable dimensions of human capital.

 Clearly the results are open to different interpretations but up to this point they
do appear to show that market segmentation of a form remarkably similar to
that modeled by Fields (1975) continues to characterise these African urban
labour markets.



How biased are these results due to sorting?
 The results in our second stage regression appear to confirm the importance of

sector and size effects as determinants of earnings.

 However how robust are these results?

 Identification of the size and sectoral effects has been obtained by following the
procedure of Abowd, Kramarz and Margolis (1999) and assuming the
exogeneity of movement.

 We now relax this assumption and investigate possible endogeneity biases.We now relax this assumption and investigate possible endogeneity biases.

 Before presenting the results of these estimators we consider the potential
sources of bias in our results so far.

 As pointed out by Heckman, Lochner andTodd (2009), in the context of
interpreting the expected bias on education in the standard Mincerian earnings
function, it is far from obvious that OLS estimates will be biased upwards.



How important is unobserved sector
specific ability?

In this context the usual intuition would be that high ability individuals sort into
wage employment assuming that wage employment is the preferred outcome
and that ability is unidimensional.

It assumes in the language of treatment effects that:

In words, the income for those treated if they had not been treated would have been
higher than the actual outcome for the untreated.

Heckman, Lochner andTodd (2009) argue that sorting may well reverse
this inequality in which case OLS estimates will be biased down.

In this context a high premium may be due to the fact that workers sort into
the occupation the are good at and thus the OLS estimate will be
biased down as a result of such sorting.



The answer to how important is unobserved sector specific ability is
going to - Very - if you believe the IV estimates

 Before presenting those results I want to outline some paths taken but not
presented.

 First none of our estimates seek to model dynamics.

 Second we do not use instruments external to the data used so far.

 Third we confine attention to Ghana where we have a five not three year panel.

 We have experimented with dynamics and using health shocks as instruments.

 Our reading of what we have found is that the data is not up to separately Our reading of what we have found is that the data is not up to separately
identifying unobserved effects and dynamics and that the health shock variables
are less convincing as instruments to the internal ones we present here.

 That last statement comes with a health warning –We have not done a full set
of tests on the most recent data.





The IV Estimates
 Our primary interest now is how our instrument sets affects our results.

 For bothTables 7 and 8 in Column (4) we use a set of instruments which includes all
lags between periods t-2 and t-4.

 In Column (5) we collapse the lags in the manner suggested by Roodman (2009).

 In Column (6) we confine the instruments to those for periods t-2 and t-3 only.

 Finally in Column (7) we restrict the instrument set still further and use only lags for t-
2.

 The rather striking result for thisTable is that for all the instrument sets with which we The rather striking result for thisTable is that for all the instrument sets with which we
have experimented the IV estimate for the size effect is substantially higher than the
OLS. It is also the case that the point estimate on the private dummy which has a
magnitude of -0.354 in the OLS has a maximum (negative) value of -0.969 in our second
instrument set.

 These instrumental variable estimates suggest that the OLS is understating the sector
and size effect not overstating them.While the differenced GMM results presented in
Table 7 are less robust there is no evidence there either that OLS is upward biased.



Are these results possible?
 The increase in the estimates on private wage employment are

dramatic.

 The differential between private wage (in firm size of 1) and self-
employment in the OLS goes from the wage income being 70% of
the self-employed to being 40%.

 If we think about 2006 numbers these figures imply that a wage
worker who was earning about US$50 as a wage worker would
earn US$125 as self-employed.

 Exactly the opposite to what would be expected if we thought
wage employment was the preferred sector.



The Data on Earnings
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