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Abstract

The Harris and Todaro (1970) model of urban unemployment remains one of the historically
insightful tools for analyzing urban unemployment problems in less developed countries (LDCs):
a politically determined urban minimum wage set above rural agricultural wage draws rural
workers into urban unemployment. Unfortunately, the urban informal sector that has become
the largest employer of labor in the recent history of developing countries and its dynamics were
largely underdeveloped at the time that the model was written. It is therefore not surprising that
recent tests of the relationship between minimum wage and urban unemployment in different
developing country settings demonstrate a failing of the model’s prediction. In this paper, I
make two main extensions to the model: I include an urban informal flexible-wage sector and
allow for both rural-urban and urban-rural migration; and link rural wage to the size of rural
labor. The urban sector is divided into the formal and the informal segments by the minimum
wage and urban unemployment is driven by both rural-urban migrants and urban non-migrants.
These extensions to the model yield three new insights: (1) an increase in minimum wage is not
a precondition for rural-urban migration, (2) urban unemployment is driven largely by wage
comparisons between the urban formal and informal sectors, and (3) urban unemployment is
largely voluntary. The implication of the model is straightforward: the best strategy to reduce
urban unemployment is to develop the urban informal sector. I discuss some policy choices.
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1 Introduction

The model of migration developed by Harris and Todaro (1970) presents an articulate analysis
of the impact of minimum wage1 on urban unemployment in developing countries where urban
sectors are covered by government regulations but rural sectors are not. As a result of a
politically determined minimum wage, a formal urban wage is inflexible to labor supply and
a rural-urban wage differential continues to draw workers from rural agriculture to the cities.
The urban modern sector is of limited size and many migrant workers are unable to secure
employment in the sector and therefore become unemployed. The powerful implication of the
model is that job creation in urban sector would draw more workers into urban sector than
available urban jobs and thereby raise urban unemployment. As a result, the solution to urban
unemployment is rural development.

However, the central insight of the model, that minimum wage causes urban unemployment,
has not held up under scrutiny. Empirical studies conclude that minimum wage only shifts
the distribution of urban employment between the formal and informal sectors. Jones (1997)
analyzed employment data from Ghana and found that minimum wage policies during the
1970s and 1980s led to reduction of formal sector jobs and increase in informal sector jobs. She
concludes that a large portion of workers displaced from the formal sector found employment
in the informal sector. Islam and Nazara (2000) analyzed data from Indonesia and found
no convincing evidence of a negative relationship between minimum wage and total urban
employment. Gindling and Terrell (2002) examined the effects of minimum wage on employment
of full-time and part-time workers in Costa Rica. They found that in response to increase
in minimum wage, employers convert some part-time workers to full-time and lay off others,
and those who are laid off move on to find work in the informal sector (Andalon and Pages
2008). analyzed data from Kenya and found that non-agricultural wage is indeed sensitive to
minimum wage regulations while agricultural wage is not. Their results show that an increase
in the minimum wage reduces the share of formal employment but is accompanied by at least an
offsetting increase in the share of informal employment. Comola and Mello (2010) analyzed the
impact of the minimum wage on employment in Indonesia taking advantage of a decentralized
minimum wage policy. They found that an increase in the ratio of minimum wage to the
mean wage is associated with a net increase in employment and the explanation is that job
losses in the formal sector are compensated by greater job gains in the informal sector. This
phenomenon is not new as similar shifts of employment from regulated to unregulated sectors
have been established in the United States. Brozen (1962) found evidence that increase in
minimum wage coincide largely with increase in the proportion of workers engaged in domestic
and farm employment, sectors that are not covered by minimum wage legislation. Welch (1973)

1The conventional wisdom among economists that minimum wage creates excess labor especially among low-wage
workers has greatly influenced economic policy and continues to be held as a proximate cause of unemployment
in developing countries. The main idea is that a legislated wage floor set above market-clearing wage in a
labor market induces excess supply of labor and creates unemployment. Although this idea emerged from
analyzing a unified standard labor market that is entirely covered by regulations, the idea has been extended
to multisector labor markets where some sectors may not be covered by labor regulations.
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finds that minimum wage tends to force teenagers out of covered employment into uncovered
employment. Tauchen (1981) finds that workers that are no longer employed in the covered
sectors as a result of minimum wage contribute to labor supply in uncovered sectors.

The central role of urban-rural wage gap in migration decisions has also not held up under em-
pirical examination. Indeed, evidence shows that urban-rural wage premium is neither necessary
nor sufficient for urban migration. Jamal and Weeks (1988) observe that rural-urban migration
in African countries actually accelerated in spite of vanishing urban-rural wage differential in
the 1970s and 1980s. They demonstrate that urban migration continued despite diminishing
security and stability of urban employment.2 Following from the observed pattern of income
distribution in the 1970s and 1980s, they argue that the important comparison is not between
urban and rural wages but between income groups within rural and urban sectors. [Macharia
(2003, 1) sheds light on this finding while examining the history of urban migration in Kenya
since the 1970s. She argues that “people migrating to the urban areas have continued to do so
even when the hopes of getting white or blue collar jobs were vanishing.” Evidence from China
also cast doubt on the hypothesis that wage differentials drive migration. A large urban-rural
wage differential had developed as a result of restrictions on urban migration that was part of
Chinese history. Due to the incentive provided by the wage differential, it is expected under
Harris-Todaro’s hypothesis, that urban migration would surge after the controls were eliminated.
To the contrary, evidence provided by Zhao (1999) shows that majority of rural workers and
rural Chinese families did not engage in migration, and individuals who migrate only engage
in circular migration instead of permanent migration. The author concludes that rural land
management was part of the explanations for this observation.

With these major pillars chipped away, the model becomes less of a prevailing framework for an-
alyzing unemployment problems in less developed countries. Having influenced policy thoughts
and debates in development circles since 1970, the model is somewhat obsolete and less likely
to inspire precise answers to questions relating to contemporary unemployment as it did in the
1970s. The major failing of the model arises from lack of awareness about the dynamics of the
urban informal sector, which has become the largest employer of labor in the recent history of
developing countries.3

In this paper, I extend the Harris and Todaro (1970) model in ways that are consistent with
contemporary dynamics and derive implications from a new model. In addition to the urban
formal sector, I include an active urban informal sector where wages are flexible and are below
the minimum wage. I also allow for return migration from urban to rural areas in response to
wage adjustments. I assume there is no surplus labor in rural agriculture and that workers in

2Stability of earning streams in urban jobs traditionally makes urban jobs more desirable than rural agricultural
employment as the latter is vulnerable to the vagaries of weather and natural disasters. However the reforms
that commenced since the 1980s induced layoffs and eroded public sector job stability in many developing
countries. Jobs in the private sectors are also no longer stable as in the pre-reform era.

3In defense of the authors, the informal sector had not become pronounced at the time their model was written.
The urban informal sector did not receive attention until Hart (1971) invented the term while studying urban
employment in Ghana.
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the sector earn wages that amount to the average or “shared” product.4 An expected urban
wage that is higher than the rural wage induces workers to migrate to urban areas in search
of higher wage opportunities. Workers in urban areas may be employed in the formal sector,
employed in the informal sector, or unemployed. I ignore on-the-job search and consider as
unemployed those individuals actively seeking employment but without jobs presently.5

The size of rural labor exerts two offsetting effects on the agricultural wage. Farm output in-
creases as more workers are employed but the average output decreases as the output-sharing
group grows. While an individual’s contribution to output faces diminishing returns, contribu-
tion to the output-sharing group does not. Therefore, as rural labor increases, average product
diminishes and rural wage decreases.6 Rural-urban migration is based on comparison of rural

agricultural wage and expected urban wage which is a sum of the products of urban wages
and the respective probabilities of employment in urban subsectors. Thus, migration from rural
agriculture is driven by both rural wage “push” and urban wage “pull”. Similarly, urban workers
make migration decisions based on comparison of average urban wage and rural wage. These
extensions yield four implications: (1) rural-to-urban migration and urban unemployment may
both increase without an increase in urban minimum wage, (2) urban unemployment is driven
by urban formal-informal wage premium and is largely voluntary, (3) outcomes under rural de-
velopment are not pareto-optimal, and (4) urban unemployment falls and rural welfare improves
as the urban wage premium decreases. I discuss several policy choices of which developing the
urban informal sector is the pareto-optimal option.

2 History of the Urban Sector

A study of labor markets in developing countries begins with the dual labor market model
advanced by (Lewis 1954). In an economy consisting of rural subsistence and urban capitalist
sectors, the subsistence sector is less desirable, and workers, independent of their level of skills
prefer to work in the urban capitalist sector. The basis of duality lies in the possibility that a
worker can earn different wage depending on the sector where the job is located. Migration and
employment choice are therefore driven by the urban-rural wage premium. Although nominal
wage in the capitalist sector is higher than the wage in rural agriculture, real wages are in effect
equal in both sectors and there was no unemployment. In effect, urban migration is driven by
illusion or what Harris and Todaro (1970) referred to as the “bright lights” effect. Lewis wrote
his model at a time that preceded the emergence of the urban informal sector. The structure was

4The view that earnings in agriculture are best described as shared output was first suggested by (Lewis
1954) and emphasized by other authors such as (Fields 2005). Although individuals have different levels of
productivity, actual wage do not reflect this.

5This classification relies on self-reporting. An individual who self-reports to be unemployed might be engaged in
some activities but is actively seeking a job in the formal sector. Other workers engaged in informal activities
may also be seeking job opportunities in the formal sector. But as long as these workers are not actively
seeking employment, they are classified as informally employed.

6Through this medium, rural population pressure induces urban migration by driving rural earnings downward.
The differentiation between marginal product and average product for many workers constitutes a “push”
which guarantees that a large number of workers would easily migrate to urban areas.
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soon modified by early researchers who argued that the two-sector model designed in the pre-
independence era was inadequate to describe labor markets after the independence movements
of the early 1960s. At that time, a large number of people who were previously restricted to the
rural areas in the 1950s found their ways to the urban areas, creating widespread unemployment
and underemployment in urban areas.

Todaro (1969) contended that Lewis’ model, where unskilled workers migrate directly from a
low productivity rural job to a higher productivity urban industrial job, was not compatible
with the evidence. He extended Lewis’ model by adding a third sector, an urban traditional
sector, where unskilled rural migrants in search of urban industrial jobs spent a certain period
of time before they eventually obtain their desired employment in the modern sector. The
urban traditional sector consisted of the unemployed, the underemployed and the sporadically
employed workers. Harris and Todaro (1970) adapted the general model in Todaro (1969) to
analyze the East African context in which unskilled rural migrants not hired in urban capitalist
sector were classified as openly unemployed. Their model suggests that rather than urban job
creation, rural development that leads to increase in agricultural wage was the key to eliminating
urban unemployment. According to Fields (2005), the government of Kenya followed the model
in the 1970s and put in place an integrated rural development program which took the form
resettlement programs dubbed “Back to Land” or “Turudi Mashambani” in Kiswahili. Urban
migrants were resettled into productive agricultural areas parts of which were previously held
by white farmers. Urban unemployment in Kenya did indeed fall and urban population growth
declined as a result of the programs.

However, evidence from Kenya shows that urban migration did not diminish; many of the
migrants simply moved away from the major cities (Nairobi and Mombassa) into secondary
cities or towns such as Nanyuki and Nyahururu (Macharia 2003). Within a short time, by mid
1970s, continued movement of population into resettlement areas started to induce downward
pressure on rural wages and induced migration into new cities.

Urban sectors in developing countries have undergone several changes since the 1970s to such
an extent that the two-sector model of Harris and Todaro (1970) is inadequate to describe the
dynamics of urban unemployment. There are several dimensions to this. First, large-scale free
and compulsory primary schooling and to some extent secondary schooling, vocational training,
apprenticeship, skill-development and literacy programs have all contributed to raising the level
of education in the developing countries. Because formal education is generally not rewarded in
rural activities, the tendency has been for these workers to migrate to urban areas. This situation
is due in part to the inertia in the education system after independence. In most countries, rather
than redesigning the education sector, the education system in the post-independence period
continued to emphasize the skills needed for jobs in white-collar positions as in the colonial
period (Macharia 2003). Second, a combination of slow growth of the formal wage sector and
growing labor force has led to expansion of the informal sector over the years. For instance,
statistics from 1997 employment surveys cited by Fluitman (2009, p.14-15) show that 89% and
81% of the labor force are engaged in the informal sector in Ghana and Uganda respectively.
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The report on the Ghana Living Standard Measurement (LSMS) survey conducted in 2005/06
puts the figure at 84%. Similar surveys from Cameroon reported 85% of labor force in the
informal sector. In the Kenyan case, Fluitman (2001, 19) reports

“In Kenya, total, formal sector wage employment increased by half a million between
1982 and 1996, that is, from just over 1 million to 1.6 million. However, over
the same period, the country’s labour force grew by around half a million people
per year. According to the country’s Economic Survey, measured informal sector
employment increased dramatically from 185,000 in 1982 to 2,707,000, or 63 per cent
of all registered employment in 1996. The share of public sector in all registered
employment in Kenya dropped from 36 per cent in the mid-1970s to 16 per cent in
1996.”

The informal sector is heterogeneous both in terms of employment and skills. There are at least
four types of workers. The first type is the unskilled worker who is essentially shut out of the
skill-driven formal wage sector and is not seeking a job in the sector. The jobs that unskilled
workers are typically employed to do in the formal sector firms are presently outsourced to
entrepreneurs in the informal sector. It is uncommon to find cleaners, gardeners and drivers
on the payroll of formal firms since the late 1990s. Although the end-users of their services are
formal firms, earnings of these workers are domiciled in the informal sector and their conditions
of employment are typically not better than those of other unskilled informal workers.7

Sometimes they actually fare worse. The second type of worker is the semi-skilled or skilled
worker who is probably seeking a job in the formal sector but is spending time waiting for the
desired opportunity, which is unlikely to arrive. Typically, workers in this category eventually
create their own employment or work in a family enterprise. The third type is the worker who
chooses to be his own master. This worker could be in the formal sector but chooses to exploit
his entrepreneurial skill and opportunities as an independent person. The fourth type of worker
differs slightly from the third worker in that he has had some experience in the formal sector but
is disengaged from the formal sector due to the reforms, retirement or employer’s bankruptcy.
In effect, the informal sector comprises employers, regular employees, casual laborers and the
individual self employed workers.

These developments have led to transformation of the nature of activities that urban informal
sector workers engage in. Writing in the 1960s, Todaro (1969) noted8 that the urban traditional
sector consisted largely of

7The subcontracting relationships taking place in African countries after the reforms are characteristically
different from those that existed in the Asian countries in the 1980s. While the Asian types were aimed at
lowering the costs of production of manufactures in the era of export-led growth, those taking place in African
countries are essentially for services of unskilled workers in the growing services sector. Firms sub-contract
these jobs in order to evade minimum wage laws and other labor regulations that may require paying more
wage than they are willing to offer.

8Actually, the author merely quoted (Lewis 1954) description of the urban traditional sector. His reference to a
1954 description when writing in 1969 was likely a demonstration of his obliviousness of the dynamics of the
informal sector.
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“the urban in-migrant who, instead of doing absolutely nothing, joins Bombay’s army
of underemployed bootblacks or Delhi’s throngs of self-appointed (and tippable)
parking directors, or who becomes an extra, redundant salesman in the yard goods
stall of the cousin, who according to custom, is going to have to provide him with
bed and board anyway” (Todaro (1969, 139)).

In contrast to this description, the current urban informal sector is a domain of diverse enter-
prises of varying scales covering a wide range of activities, and is expected to be the major
employment sector in low income countries. Citing the case of African countries, Sommers
(2007) wrote

“The so-called informal sector is, by far, Africa’s predominant economic sector. Two
in three working Africans work there and it is growing at an estimated overall rate
of 7% per year. More than 90% of all future jobs in Africa are expected to reside
within the informal sector. It constitutes ‘the everyday environment’ for at least half
of all Sub-Saharan Africans. Also known as the ‘popular economy,’ among many
other things, it is claimed to be ‘the only option for young people who want to work’
in Africa.”

Contemporary realities in labor markets underscore the need to change the assumption regarding
the average migrant worker from that of Harris and Todaro (1970). The uneducated woman
who migrates to the urban center looking for a job in the capitalist or modern sector in earlier
models is shut out of the formal wage sector in present-day labor markets and therefore falls
short of the “representative” status. Jobs in the urban formal sectors are more intensively
rationed on the basis of education and skills to the extent that uneducated migrant workers
cannot get into them and are therefore limited to the informal sector.

Harris and Todaro (1970) did not explicitly state their belief regarding the nature of unemploy-
ment. However, their analysis seemed to reflect an implicit assumption that unemployment is
entirely involuntary: workers who migrate to cities in search of modern jobs either obtained
the jobs they desired or had nothing to do. The case is different in contemporary urban sectors
where an informal sector exists: workers unable to obtain modern jobs could engage in informal
activities albeit at a wage and in conditions that are perhaps lower and less desirable than the
modern sector. It is plausible that unemployment in this case would be at least partly volun-
tary.9 In order to capture these issues, a central feature of the model is to distinguish between
voluntary and involuntary urban unemployment.

Other researchers have modified or extended the Harris and Todaro (1970) model to highlight
various issues. Corden and Findlay (1975) examine intersectoral mobility of capital; Calvo
(1978) examines the role of trade unions; Fields (1975) examined the possibility of preferential

9More importantly, because the average migrant worker is more educated now than in the 1970s, a possibility
exists that he or she is unlikely to engage in informal activities that uneducated workers are willing to do.
This leads to the possibility of voluntary unemployment where workers hold out and continue to find jobs at
wages they are willing to accept.
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hiring of workers in urban sector on the basis of education and the role of distance to job centers
in the likelihood of obtaining a job in the formal sector. I am not aware of previous attempts
to examine the issues that I raise in this paper.

3 The Basic Model

I make two important extensions to the Harris and Todaro (1970) model. First, I divide the
urban sector into a formal sector and an informal sector and assume that workers can move
between the subsectors, which differ in two important respects. First, the formal sector is the
sphere of activities that are regulated while the informal sector is outside regulation.10 Second,
technology in the formal subsector is more capital intensive (and has a higher capital-labor
ratio) than the informal subsector. The two factors – regulation and capital – reinforce each
other in the sorting of firms and economic activities into the sectors.11 As a result of differences
in capital-labor ratio, wages are higher in the formal sector than the informal sector.12 Rural
agricultural wage may be higher or lower than urban informal wage; however, I maintain the
assumption that rural wage is lower than the urban formal wage.

To keep the model tractable and consistent with the evidence, I separate formal wage and the
informal wage by the minimum wage and postulate that increase in the minimum wage shifts
some workers from the formal sector to the informal sector. This partition is justifiable on many
grounds. First, there is the possibility that an increase in the minimum wage simply induces
some firms to move part of their operations where the marginal value product of labor is less
than the minimum wage to the informal sector where they could pay below the minimum wage.
In this way, an increase in minimum wage simply shifts larger segments of the production process
and employment from the formal sector to the informal sector. This happens generally through
subcontracting and outsourcing, two concepts that are becoming increasingly common. Second,
an increase in the minimum wage can induce layoffs; it is possible that employers in the formal
sector fire some workers as they downsize in order to remain profitable while complying with
the minimum wage law. By virtue of labor regulation, these workers would be paid terminal
compensations that they could subsequently invest in informal self employment. Third, many
researchers including Fields (1990) have argued that urban informal sectors consist of an “easy-
entry” segment where wages are very low (perhaps lower than the minimum wage) and an

10Using the terminology of early US literature on minimum wage Brozen (1962); Welch (1973); Tauchen (1981)
this separation into formal and informal sectors is in effect a separation into covered and uncovered sectors. By
this classification, all public sector employments are formal since they are covered by government regulations.
Thus, all informal activities are part of the private sector. Individuals straddling both formal and informal
sectors are counted as employed in the formal sector. Typically, the formal employment is designated as the
primary employment.

11Firms and enterprises sort into formal and informal sector depending on a combination of the costs and benefits
related to both capital and regulation. A firm with high levels of capital will choose formality because the
benefits of formalizing – the protection and other benefits that come with formality – exceed the costs. A
firm with low level of capital will be discouraged from formalizing because the costs are daunting compared
to the benefits.

12Empirical evidence supports this assumption. Arai (2003) and Viren (2005) provide evidence of a positive
relationship between capital-labor ratio and wages.
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“upper-tier” segment where wages are comparable with formal wages (perhaps higher than the
minimum wage). The partitioning on the basis of the minimum wage adopted in this paper
thus creates a window in the formal sector where workers are unlikely to receive compensation
in the event of a layoff. However, since these firms are not regulated and do not need to comply
with minimum wage laws, it is unlikely that increase in the minimum wage will cause them to
lay off workers.13 Since these firms do not have to raise wages in line with regulations, increase
in the minimum wage would gradually shift these firms from the formal sector to the informal
sector.14

A more dynamic justification for partitioning the urban sector on the basis of minimum wage
emerges when rural-urban migration is brought into the picture. More often, migration from
rural sector to the urban formal sector is a two-step process. Most of the workers arriving in
urban areas do not have the required skills and are unlikely to be able to compete for formal
jobs. As a result, they are more likely to engage in informal activities while acquiring the
skills for formal jobs. An increase in the minimum wage intensifies competition for formal jobs,
raises the level of education or skills required for employment and consequently increases the
length of time required to acquire the skills. As a result, the duration of waiting in the informal
sector increases and consequently the rate of transition from informal to formal sector decreases.
Ultimately, the size of informal sector increases relative to the formal sector.

While increase in minimum wage raises formal wage and reduces the size of the formal sector, I
assume that standard economic wisdom holds: increase in labor supply to the informal sector
reduces the income of workers there.15

Next, I allow for urban-to-rural migration16 in addition to rural-urban migration that is already
allowed in Harris and Todaro (1970). That is, rural-to-urban migration may not only slow down
but may also be reversed. I define urban excess labor as the part of the urban labor force that

13It is unlikely that informal firms in this category will increase wages in order to prevent their workers from
moving to the formal sector where wages are now higher. The reason is that increase in minimum wage is
likely to result in layoffs from the formal sector.

14In addition, there is anecdotal evidence that the heavy burdens of formality in some countries such as Camer-
oun cause registered firms to disappear from city blocks into homesteads. This would also suggest some
redistribution of firms from formal to informal sectors on account of tightening regulations.

15There are possible exceptions to this conventional wisdom. First, in relation to subcontracting, the average
worker in the informal sector may earn a lower wage ex-post due to the administrative costs of subcontracting.
While the formal firm has a valuation of the worker’s marginal product and is willing to keep the wage
unchanged, the cost of transferring the operations to a subcontractor will on balance reduce the actual wage
paid to the worker[1]. In this respect, the extent to which informal wage falls in response to an increase in
the minimum wage depends on the costs and limits of subcontracting. In the absence of these costs, it is
unlikely that informal wage decreases. Second, workers who enter the informal sector to invest their severance
compensations are more likely to contribute to raising informal wages because of the capital they bring with
them. Third, informal sector wage may rise if workers in the formal sector are the main buyers of the goods
produced in the informal sector and their income elasticity of demand for informal output is relatively large
(Fiszbein 1992). Fourth, minimum wage increase may be associated with increase in informal wage if the
legislation is induced by factors that are external to the economy. In the case of mineral exporting countries,
an increase in the world price of the natural resource may lead to expansion of the formal sector concurrently
with an increase in minimum wage. The informal sector benefits both through a decrease in labor supply and
increased demand for its output. Informal wage may fall for another reason – the influx of migrant workers
from the rural areas. However, I demonstrate in this paper that rural-urban migration is not substantially
linked to minimum wage increase.

16Urban to rural migration is commonly referred to as return migration.
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is not employed in either formal or informal sectors. Excess labor either remains unemployed
in the urban sector or returns to the rural sector.

In the rural sector, the continuous pressure of rural labor force on the wage creates a pool of
workers whose reservation wages exceed the rural wage. This pool of workers constitutes excess
rural labor that would migrate to urban areas once the condition is met. They also have the
option of returning to rural areas depending on movement of wages. I assume that, in general,
workers who are unable to obtain employment in the urban formal sector can work in the urban
informal sector, migrate to rural agriculture or join the urban unemployment and job-search
pool. I also assume that workers are rational; individuals prefer a higher wage employment to
a lower wage employment.

However, there is a pool of workers that Harris and Todaro (1970, 127) referred to as “perma-
nently urban proletariat without ties to the rural sector” (pp. 127).17 As a result of decades of
rural-urban migration beginning in the 1970s, a set of workers exist whose parents and perhaps
grandparents were born in the cities. These individuals may be aware of their rural ancestral
origin and may sometimes visit in the company of their parents, but they are unlikely to leave
the city for the countryside. Harris and Todaro (1970) ignored unemployment among this set
of workers perhaps because of their focus on rural-urban migration. Their focus on migrant
workers seemed reasonable at the time of writing their model because urban migration was a
relatively new phenomenon. It is not likely that rural development will move these workers
from urban areas; they are likely to remain unemployed and continue to seek urban jobs even
when urban unemployment is high. They could move into urban informal sector as formal
employment turns into something of a long shot.

3.1 Labor Endowment

The rural sector is predominantly agricultural while the urban sectors are engaged in production
of a non-agricultural output. Rural and urban sectors are each endowed with a fixed amount of
labor that is allocated between their subsectors, including unemployment. The distribution of
labor is as follows:

𝑁𝐴 + 𝑁𝑅𝐸 + 𝑁𝑅 (1)

𝑁𝐹 + 𝑁𝐼 + 𝑁𝑈𝐸 = 𝑁𝑈 (2)

𝑁𝑅 + 𝑁𝑈 = 𝑁𝑅 + 𝑁𝑈 = 𝑁 (3)

17Indeed, it is unlikely that the resettlement programs in Kenya had any effect on these workers.
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where 𝑁𝐴 represents labor engaged in rural agriculture, 𝑁𝑅𝐸 represents rural excess labor (those
who will migrate to urban areas), and 𝑁𝑅 represents rural labor. Likewise, 𝑁𝐹 represents labor
employed in urban formal sector, 𝑁𝐼 represents labor employed in urban informal sector, 𝑁𝑈𝐸
represents urban excess labor (those who will migrate to rural areas and those who will remain
in urban unemployment) and 𝑁𝑈 is urban labor. 𝑁𝑅 is rural labor endowment, 𝑁𝑈 is urban
labor endowment, and 𝑁 is total labor endowment.

3.2 Expected Wages

Rural agricultural wage denoted 𝑊𝑅 represents the average or “shared” product in agriculture.
Urban formal and informal wages given by 𝑊𝐹 and 𝑊𝑙 respectively are valued in terms of
marginal product. If the marginal product of an urban formal worker falls below the minimum
wage, the firm subcontracts the work to the informal sector. The main assumption is that,
𝑊𝐹 ≥ 𝑊 𝑀 ≥ 𝑊𝑙 where 𝑊 𝑀 is the minimum wage.

I distinguish between the urban wage that enters the decision process of a rural worker who
is considering urban migration and the urban wage that is taken into consideration by an
individual who is unemployed in the city. A rural worker considering migration estimates an
expected urban wage using the distribution of urban employment. Urban expected wage is
given by the expression

𝑊 𝑒
𝑈 = 𝑁𝐹

𝑁𝑈
𝑊𝐹 + 𝑁𝐼

𝑁𝑈
𝑊𝐼 (4)

The presence of the informal sector in (4) diminishes the effect of the minimum wage on mi-
gration. For simplicity assume that there is no excess demand for labor in the formal sector so
that 𝑊𝐹 = 𝑊 𝑀Then equation (4) implies that 𝑊 𝐸

𝑈 = 𝑁𝐹
𝑁𝑈

𝑊 𝑀 + 𝑁𝐼
𝑁𝑈

𝑊𝐼 As the share of formal
sector in urban labor market (𝑁𝐹

𝑁𝑈
) diminishes, urban expected wage approximates informal

sector wage and the role of the minimum wage fizzles in migration decision. This is particularly
important in developing countries where an estimated 80 to 85 percent of urban employment is
generated in the informal sector. Macharia (2003, 1) captures this idea by noting that

.. with the proliferation of the informal economy in the 1980s and 1990s, migrants who were
entrepreneurial still had hopes in the urban areas. This was so, mainly because of the expectations
of higher numbers of people who would become consumers of products they hoped to make and
sell in the urban areas. Thus, it is not simply the “hope for employment in the urban areas that
pulls people to the urban areas but also the hope of venturing in an economic activity in the
informal sector!

Indeed, from equation (4), sufficiently (high) low earnings in the informal sector or high rates
of urban unemployment are (incentives) disincentives for rural-urban migration as they drive
urban expected wage (upward) downward. This is the case even when the urban minimum wage
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is unchanged. However, rural-urban migration could continue unabated as rural population
pressure depresses the rural wage further below the urban informal wage.

There is another kind of expected wage that enters the decision of the urban unemployed worker
who is contemplating whether to remain in the city of return to the rural sector. Once a worker
is in the city, the distribution of urban employment does not matter for evaluation of urban
wages. To the worker, expected (weighted average) urban wage is given by18

𝑊 𝛼
𝑈 = 𝛼𝑊𝐹 + (1 − 𝛼)𝑊𝐼 (5)

where 𝛼 is the formal sector share of urban employment or the probability that the urban
employed worker is in the formal sector. Notice that the coefficients in equation (4) are the shares
of urban total labor while the coefficients in equation (5) are the shares of urban employment.
In the presence of urban unemployment, the latter shares are larger than the former, yielding
𝑊 𝛼

𝑈 > 𝑊 𝑒
𝑈 .

3.3 Equilibrium

Empirical literature shows that reverse migration had become part of normal life since the
1970s not merely for the elderly who return home to retire but also for young and middle
age individuals (Reed, Andrzejewski, and White 2010). Therefore an equivalent of equation
(9) of Harris and Todaro (1970) is inadequate to describe the equilibrium when faced with
return migration19. Instead of writing two equations, one for rural-to-urban and another for
urban-to-rural migrations, I first derive the component of excess labor that would migrate from
urban to rural sector and then obtain an equilibrium by equating the rural-to-urban migration
and urban-to-rural migration components. The remaining part of this section builds on the
framework proposed by (Fields 1975).

The urban formal sector is the prime sector of interest for most workers.20 Inasmuch as nearly
everyone likes to work there, access to jobs in the sector is limited. Individuals who are unable
to obtain a job can choose one of three strategies: continue to queue or search for a job opening
while remaining unemployed; find work in the informal sector; or return to the rural sector. The
labor market exhibits a hierarchy of sectors where difficulty of access to a job decreases in order
from the formal sector, the informal sector and the rural sector. I reflect the ease of access to jobs
in the formal sector by the parameter 𝜃, subject to 0 ≤ 𝜃 ≤ 1, which decreases as employment

18In this equation, may also be interpreted as the likelihood that an individual finds employment in the formal
sector, which reflects the difficulty of access to formal jobs. Thus, there is a strong positive correlation between
and that is described in the next section.

19Consider an urban-rural migration time derivative that simply interchanges the rural and urban components
of Harris and Todaro (1970) equation (9). Equilibrium conditions would be obtained by equating the two
migration streams. Doing so will result in an indeterminate system.

20There are some, although in the minority, new entrants to the labor market who do not seek a formal paid
job but enter directly into the informal sector. It is plausible to assume that these workers have analyzed the
market and have learnt that they would only be able to work in the informal sector.
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in the formal sector becomes harder to obtain. The hierarchical nature of employment choice
implies that as 𝜃 decreases, larger factions of the labor force move into the states below the
formal sector. An urban worker computes an expected formal wage by multiplying the formal
wage by the chance of entry as 𝜃𝑊𝐹 .

Given this structure, the representative urban worker can be in one of four states. I measure
the probability of being in each state by a simple function 𝑉 (𝑋) that depends linearly on its
argument subject to the conditions 𝑋 ≥ 0, 𝑉 (0) = 0, 𝑉 ′(𝑋) > 0 and 0 ≤ 𝑉 (𝑋) ≤ 1 The sorting
of the urban worker into states and the corresponding probabilities are as follows:

U1: Employed in the formal sector.

U2: Remain unemployed and queue or search for formal employment. To make this choice, it
must be that 𝜃𝑊𝐹 ≥ 𝑊𝐼 The probability of being in this state is thus measured by 𝑉 (𝜃𝑊𝐹 −
𝑊𝐼).

U3: Accept employment in the urban informal sector. For this choice, it must be the case that
𝜃𝑊𝐹 ≤ 𝑊𝐼 ≥ 𝑊𝑅. The probability of being in this state is measured by 𝑉 (𝑊𝐼 − 𝑊𝑅).

U4: Remain unemployed or join the return migrant pool. To be here, the condition 𝑊𝑅 ≥ 𝑊 𝛼
𝑈

must be satisfied. The probability of being in this state is measured by 𝑉 (𝑊𝑅 − 𝑊 𝛼
𝑈 ).

The description of employment states yields a hierarchy of urban subsectors in which 𝜃 plays
the role of a sorting parameter. As formal employment becomes competitive, individuals who
do not obtain formal employment move into state U2 to queue or continue to search for formal
jobs while remaining unemployed. A positive formal-informal expected wage gap (𝜃𝑊𝐹 − 𝑊𝐼)
provides the incentive to remain in this state as the average unemployed worker’s (expected)
reservation wage exceeds the informal wage. As 𝜃 diminishes further and the expected wage pre-
mium disappears, the average unemployed worker becomes discouraged at formal job search and
exits from unemployment to informal employment in state U3. That is, as formal employment
becomes harder to find, in the absence of unemployment benefits, the worker finds it rational to
accept an informal employment that he would otherwise reject. A further decrease in 𝜃 arising
from further tightening of the formal employment sector pushes more workers from U1 into U2
and from U2 into U3 (the informal sector) and leads to further decrease in the informal wage
until it falls below the rural wage (𝑊𝐼 < 𝑊𝑅), an occurrence which creates a disincentive to
remain in urban informal employment. However, because formal employment is now tightened
than ever, the average worker moves to state U4, the pool of unemployed urban proletariat who
are discouraged and no longer looking for job and other workers that are willing to move to
the rural sector once the condition is met. Potential return migrant workers in this group have
a reservation wage that is equivalent to the rural wage, and remains in that state as long as
𝑊 𝛼

𝑈 ≥ 𝑊𝑅. Such worker returns to the rural sector when 𝑊 𝛼
𝑈 < 𝑊𝑅.21

21The parameter can also reflect the way workers in each group measure their likelihood of obtaining formal
employment. The distribution of urban labor force therefore reflects self-selection among workers. For example,
if education plays a role in formal employment, as it does, conditional on unemployment, an educated worker
may be more likely to sort into U2 than the uneducated worker. The reason is that the educated worker
will have a higher assessment of than the uneducated worker. There are two mechanisms that can bring
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The notion that a worker who does not find a formal job has the option of informal employ-
ment in U3 but chooses to remain unemployed in U2 implies that urban unemployment is at
least partly voluntary.22 The distribution of urban unemployment between voluntary and invol-
untary components will depend on factors that determine the extent of informal employment
opportunities.23

According to the definition, excess urban labor is the sum of labor in groups U2 and U4. Mul-
tiplying the measure of workers in the groups by total urban labor, excess urban labor is thus
given by

𝑁𝑈𝐸 = 𝑁𝑈 [𝑉 (𝜃𝑊𝐹 − 𝑊𝐼) + 𝑉 (𝑊𝑅 − 𝑊 𝛼
𝑈 )] (6)

where 𝑁𝑈𝑉 (𝜃𝑊𝐹 − 𝑊𝐼) is the size of labor in U2 and 𝑁𝑈𝑉 (𝑊𝑅 − 𝑊 𝛼
𝑈 ) is the size of labor in

U4.

I now turn to the rural sector where a worker can either work in rural agriculture or migrate
to the urban sector. I assume, in line with Harris and Todaro (1970) that all rural workers
engage in agriculture and are part of the output-sharing group.24 I assume that rather than
staying unemployed in the village, workers whose reservation wages exceed the rural wage would
migrate to the city.25 The distribution of workers into employment and migration is given by

R1: Work in rural agriculture if 𝑊 𝑒
𝑈 ≤ 𝑊𝑅

R2: Migrate to the urban sector if 𝑊 𝑒
𝑈 ≥ 𝑊𝑅 The probability of migrating is measured by

𝑉 (𝑊 𝑒
𝑈 − 𝑊𝑅).

about this sorting. First, individuals may be driven by peer comparison. Unemployed college graduates are
likely to be seeking jobs that are comparable to their peers’ in the formal sector. Second, an educated worker
is more likely to value employment in terms of lifetime earnings; a strategy of temporary unemployment
spell that is succeeded by high wage employment for the remainder of lifetime is preferred to a strategy of
low wage employment over the entire lifetime. Estimates of lifetime earnings under the former would have
to fall significantly to the level of the latter before the educated worker would accept informal employment
immediately

The formal sector is not large enough to employ all workers seeking employment there. The job selection
process is therefore non-random and allows for discrimination among workers on the basis of skills. Workers
arrive at the urban labor market with education which they present as a signal of their skills but employers
possess a mechanism by which they make workers to reveal their skills and hire workers whose revealed skills
match the desired skills. The revelation mechanism involves employers putting job candidates through written
and oral skill tests that allow workers to reveal their skills. It is thus plausible that unemployed educated
workers may incorrectly consider themselves as “comparable” to peers employed in the formal sector. Whereas
workers acquire education as a signal (means of obtaining formal employment), employers in non-clearing labor
markets devise several strategies to extract information about true productivity and hire the most productive
workers conditional on signal. This incorrect comparison may induce the unemployed to continue to seek jobs
that are comparable with their peers and consider jobs paying lower wages as inferior.

22The notion could also apply to workers in U4 who should return to rural areas if they choose to remain in the
city. However, I assume that these workers return to rural areas following the wage incentives.

23These opportunities will be limited in countries where there are strict laws regulating property rights, street
trading, squatting and the use of public places and the environment. In those settings unemployment will be
largely involuntary. The reverse is of course the case in developing countries where such laws do not exist, or
they exist but are not enforced.

24Typically, the fraction of the rural population that declares open unemployment is very negligible.
25 Inclusion of a separate group of rural unemployed workers does not add any insight to the discussion.
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Rural excess labor, all of which migrate to urban sector, is given by

𝑁𝑅𝐸 = 𝑁𝑅𝑉 (𝑊 𝑒
𝑈 − 𝑊𝑅) (7)

Equations (6) and (7) provide the basis for analyzing the migration equilibrium. Equilibrium is
attained when the flow of rural-urban migrants is balanced by the flow of urban-rural migrants.
By making the migrating component of equation (6) equal to equation (7), the equilibrium is
obtained from

𝑁𝑈𝑉 (𝑊𝑅 − 𝑊 𝛼
𝑈 ) = 𝑁𝑅𝑉 (𝑊 𝑒

𝑈 − 𝑊𝑅) (8)

Rearranging the terms of equation (8) and substituting 𝑁𝑅 = 𝑁 − 𝑁𝑈 , I obtain the migration
equilibrium condition

𝑉 (𝑊 𝑒
𝑈 − 𝑊𝑅)/𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈 ) = 𝑁𝑈/(𝑁 − 𝑁𝑈) (9)

Equation (9) yields insights that are similar to Harris and Todaro (1970). A rural development
program that leads to an increase in rural wage 𝑊𝑅, conditional on all else, will reduce the left
side by both reducing the numerator and increasing the denominator. To maintain equilibrium,
the right side must also decrease by reducing the size of the urban labor. On the other hand,
suppose wage increases or more jobs are created in the urban sector. This leads to increase
in the left side by increasing the numerator and reducing the denominator. In response, more
workers move to the city as the right side increases.26

3.4 Urban Unemployment in Equilibrium

I now compare urban unemployment outcome under different strategies by examining their
effects on both voluntary and involuntary components of urban unemployment.

Consider the case of a marginal increase in agricultural wage from 𝑊𝑅 to 𝑊𝑅’ following which
urban labor force decreases from 𝑁𝑈 to 𝑁𝑈 ’ The resulting urban unemployed labor is given
by

26[1] The main policy conclusions reached by Harris and Todaro (1970) can also be reached in this setting.
Reading from the left side of equation (9), the net flow of workers between the rural sector and the urban
sector differ under different regimes. In response to an increase in rural wage, the incentive to migrate among
rural workers (captured in the numerator) decreases by exactly the same extent as the incentive for return
migration among urban workers (captured in the denominator) increases. In effect, an additional job that
becomes available in the rural sector (which reduces the incentive to migrate) is matched by exactly an
urban worker that returns to the rural sector. This results in a decrease in urban unemployment. On the
other hand, in response to an increase in urban formal wage, the incentive for urban migration among rural
workers (captured by the numerator) increases by more than the incentive for return migration among urban
unemployed workers (captured by the denominator) decreases. Interpreted along the same line, an additional
job that is created in urban sector (which reduces incentive for return migration) is matched by more than
one rural-urban migrant worker. Since only one worker can have the job, the unmatched migrant worker(s)
will add to the urban unemployment pool.
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𝑁𝑈𝐸
′ = 𝑁𝑈𝑉 (𝜃𝑊𝐹 − 𝑊𝐼)⏟⏟⏟⏟⏟⏟⏟

unchanged

+ 𝑁𝑈
′𝑉 (𝑊𝑅

′ − 𝑊 𝛼
𝑈 ) − 𝑁𝑈𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈 )⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟
offset

(10)

Because unemployed workers in US2 are driven by the difference between expected formal wage
and the informal wage, the measure of workers in the state is not affected by increase in rural
wage.27 Because 𝑁𝑈

′ < 𝑁𝑈 and 𝑉 (𝑊𝑅
′ − 𝑊 𝛼

𝑈 ) > 𝑉 (𝑊𝑅 − 𝑊 𝛼
𝑈 ), the second component of (10)

will generate an offset, thus clearing unemployment in US4. However, these gains are limited
and temporary. As these workers return to the farm, rural agricultural wage would fall relative
to expected urban wage and induce a new round of urban migration, which will ultimately raise
the level of urban unemployment again. The experience in Kenya in the 1970s, where return
migrants sooner than later began to move back to cities provides evidence in this regard.28

Next, consider an increase in urban formal wage from 𝑊𝐹 to 𝑊𝐹
∗ that increases the size of

urban labor from 𝑁𝑈 to 𝑁𝑈
∗ . As more workers move from other states into US1 as a result of

the wage increase, two other things happen. First, increase in formal wage widens the expected
wage premium gap and draws more workers from the informal sector US3 and the unemployed
pool US4 into job search in US2. Second, the increase in urban formal wage raises expected
urban wage 𝑊 𝑒

𝑈 and induces urban migration. In this case, the resulting urban unemployed
labor following from equation (6) is given by

𝑁𝑈𝐸
∗ = 𝑁𝑈

∗𝑉 (𝜃𝑊𝐹
∗ − 𝑊𝐼) − 𝑁𝑈𝑉 (𝜃𝑊𝐹 − 𝑊𝐼)⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟

increase

+ 𝑁𝑈
∗𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈
∗) − 𝑁𝑈𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈 )⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟
offset

(11)

where the first part measures the change in US2 and the second term measures the change in US4.
Because 𝑁𝑈

∗ > 𝑁𝑈 , 𝑊𝐹
∗ > 𝑊𝐹 , and 𝑉 (𝑊 𝛼

𝑈
∗ − 𝑊𝑅) > 𝑉 (𝑊 𝛼

𝑈 − 𝑊𝑅), the first part increases
as formal wage increases while the terms of the second part are offsetting. The size of US4,
the state that is home to the involuntarily unemployed, increases through migration from rural
areas and decreases through movement of workers into states US1 to US3. In effect, increase
in urban formal wage increases voluntary urban unemployment while offsetting involuntary
unemployment. Overall, urban unemployment increases.

As a third option, consider an increase in urban informal wage from 𝑊𝐼 to 𝑊𝐼
∧ that leads

to an increase in urban labor force from 𝑁𝑈 to 𝑁𝑈
∧. The increase in urban labor force is

driven by increase in expected urban wage 𝑊 𝑎
𝑈 arising from increase in informal wage. There

are two distinct effects of this event. First, increase in 𝑊𝐼 leads to reduction of the urban
formal-informal wage premium and provides incentive for workers in US2 to accept informal
27Workers who move from the urban informal sector to rural sector as a result of the increase in agricultural

wage do not contribute to the urban unemployment metric as they simply move from urban employment into
rural employment. Rather, the change in urban unemployment is driven solely by return to rural agriculture
among workers in state US4.

28The efficacy of rural development as the cure for urban unemployment is further challenged by the extent of
education. The urban bias among educated population could mean that unemployment is dominantly of the
voluntary type where returning to the village is not an option.
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employment, thereby reducing voluntary unemployment. Second, increase in 𝑊𝐼 also induces
unemployed workers in US4 who had been discouraged by low informal wage to enter the urban
informal sector. Rural workers migrate from rural agriculture directly into the informal sector
and thus do not contribute to unemployment. The resulting urban unemployed labor is given
by

𝑁𝑈𝐸
∧ = 𝑁𝑈

∧𝑉 (𝜃𝑊𝐹 − 𝑊𝐼
∧) − 𝑁𝑈𝑉 (𝜃𝑊𝐹 − 𝑊𝐼)⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟
offset

+ 𝑁𝑈
∧𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈
∧) − 𝑁𝑈𝑉 (𝑊𝑅 − 𝑊 𝛼

𝑈 )⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟⏟
offset

(12)

Because 𝑁𝑈
∧ > 𝑁𝑈 , 𝑉 (𝜃𝑊𝐹 −𝑊𝐼

∧) < 𝑉 (𝜃𝑊𝐹 −𝑊𝐼) and 𝑉 (𝑊𝑅 −𝑊 𝛼
𝑈

∧) < 𝑉 (𝑊𝑅 −𝑊 𝛼
𝑈 ), both

elements of (12) are offsets. In effect, increase in urban informal wage clears both voluntary and
involuntary urban unemployment. This is achievable because while drawing workers who have
been unemployed in urban areas due to the formal-informal wage premium into the informal
sector (reducing unemployment at the top), it also provides opportunities for the unemployed
potential return migrants. Earnings in rural agriculture will rise as workers migrate to urban
informal sector until equilibrating wages are obtained. Under this strategy, average earnings are
highest and overall unemployment is lowest, yielding the highest level of welfare achievable.

3.5 Minimum Wage and Unemployment

From the foregoing analysis, the most important determinant of urban unemployment is the
formal sector-informal sector wage premium. To evaluate the importance of the minimum wage,
let 𝑊𝐹 = 𝑊 𝑀 + 𝑋 and 𝑊𝐼 = 𝑊 𝑀 − 𝑌 , where 𝑋 represents some form of efficiency wage
premium and 𝑌 is the difference between informal wage and the minimum wage. Therefore, the
formal-informal wage premium can be decomposed into

𝜃𝑊𝐹 − 𝑊𝐼 = (𝜃𝑋 + 𝑌 ) − (1 − 𝜃)𝑊 𝑀 (13)

Consider an increase of Δ𝑊 𝑀 in the minimum wage. Conditional on 𝑊𝐹 and 𝑊𝐼 , an increase in
𝑊 𝑀 reduces the value of 𝑋 and increases the value of 𝑌 one-for-one so that and Δ𝑌 = Δ𝑊 𝑀 .
Plugging these values into equation (13) yields

Δ(𝜃𝑊𝐹 − 𝑊𝐼) = (−𝜃Δ𝑊 𝑀 + Δ𝑊 𝑀) − (1 − 𝜃)Δ𝑊 𝑀 = 0 (14)

Thus, increase in minimum wage has no effect on unemployment. Unemployment depends
only on the wage difference between the formal and informal sector, and the minimum wage is
irrelevant. An increase in minimum wage only redistributes urban employment by increasing the
relative size of the informal sector. This is consistent with the literature cited in the introduction
section of this paper that changing the minimum wage has no effect on unemployment.
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4 Policy Implications

The voluntary component of urban unemployment should be the primary focus of policy. Be-
cause these workers are driven by the gap between formal and informal wages, policies aimed
at reducing unemployment must be aimed at closing the gap. From the preceding analysis,
voluntary unemployment remains unchanged under a strategy of rural development, increases
under the strategy of urban formal job creation but decreases under the strategy of development
and job creation in the informal sector. Direct interventions in informal sector setting are not
realistic. For example, government cannot simply pass a law mandating informal entrepreneurs
to increase wages or hire more workers because the informal sector is outside of government
regulations. It is also not feasible for government to directly raise informal wage by raising
its own employees’ wages; indeed, that will produce the opposite effect. An expansion of the
government sector has the same effect as job creation in the formal sector, and results in higher
urban unemployment.

One strategy for developing the informal sector that has been much talked about is the idea of
formal registration. Intuitively, this strategy has the potential effect of enabling informal firms
to gain access to larger customer base and thus become more profitable. The underlying conven-
tional wisdom is that more profitable firms would be able to expand their businesses and hire
more workers, thus reducing unemployment. However, empirical evidence suggests that only a
few firms experience increase in profits after formalization and the benefits for job creation are
far-fetched. A recent study by De Mel, McKenzie, and Woodruff (2012) measured the impact
of formalization on informal firms in Sri Lanka. Separating the sample into treatment and
control groups, they found that provision of information on how to register formally and reim-
bursing the cost of formalization did not incentivize registration. However, formal registration
increased when the firms were offered stronger monetary incentives; larger fraction of informal
firms registered as the monetary incentives were increased. Results from follow-up surveys ex-
amining the benefits of formalization show that firms which formalized recorded higher profits,
the impact which the authors found is attributable to a few firms that experienced substan-
tial growth. Indeed, they found the distribution of profits almost identical for both treatment
and control groups. They also examined the channels through which the benefits accrued and
found “increased advertising and use of receipt books, but no increases in receipt of government
contracts, use of bank accounts or loans, or participation in government programs (p.2).” An-
other study by McKenzie and Sakho (2007) on formalization (tax registration) in Bolivia found
that registration increased profits for the mid-size firms in their sample (2-5 employees) but
reduced profits for both the smaller and the larger firms. They found that the main benefit
of registration appeared to be an increase in the customer base as a result of their ability to
issue tax receipts. They found no evidence that registration provides increased access to finance.
They conclude that “very small firms are too small to benefit from issuing tax receipts, while
owners of large informal firms have high ability and can achieve a large customer base through
their own business skills.” Given a very limited effect of formalization on profits, it is rather
far-fetched to expect an employment effect.
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4.1 Value Chains in Agriculture

One of the notable differences between advanced countries and less developed countries is that
the chain of intermediaries between the farmer and the consumer is much longer in the lat-
ter than in the former.29 Therefore, development of the value chain in agriculture presents
the most viable opportunity for mass employment generation for rural and urban, skilled and
unskilled workers, in addition to contributing to structural change. Because most of the off-
farm nodes in the chain are located in urban areas, they represent potential sources of urban
informal employment. The dairy sector in Uganda is one of the places where the concept of
value-chain development has been successfully adopted. According to Mbowa, Shinyekwa, and
Lwanga (2012), since the 1990s, development of the value chain has spurred income growth for
about 700,000 dairy farming households, and in addition, has led to job creation for farm input
dealers, dairy equipment dealers, dairy ingredient dealers, raw milk traders, milk transporters,
mini-dairies, large-scale milk processors, as well as distributors. The International Labor Orga-
nization (ILO) value chain development intervention in Sri Lanka implemented between 2005
and 2009 dubbed “Enterprise for Pro-poor Growth (Enter-Growth)”30 was aimed at boosting
micro and small enterprises in the flower growing value chain. The intervention impacted about
52,000 micro and small enterprises and resulted in an estimated tripling of household income and
15% increase in employment in businesses in the districts where the intervention took place.

4.2 Access to Financial Services

To support the potential of value chain development, policymakers should consider incentives for
financial institutions to deliver financial services to the underserved segments of the society. One
of the main setbacks for lenders is that they do not have information about individuals outside
of wage employment. Policymakers can help by implementing sound national identification and
registration systems upon which consumer and credit information systems can be developed.
Thus, a potentially sound program for employment generation should begin with a registration
system that brings everyone into a formal system in a move that is akin to “formalizing the
individuals.” Next step is to focus on enterprise finance for the underserved segments, which is
in tandem with the development value chains in agriculture.31 One of the secondary benefits of
expansion of enterprise capital is that it is likely to induce high-entrepreneur individuals to move
from low-wage formal employment (where their entrepreneurial abilities are poorly rewarded)

29Using the example of grain, Fafchamps (1999) observes that “In a typical Western country, grain is purchased
from farmers by a large corporation, e.g., Cargill, processed in the corporation facilities, and sold to supermar-
kets and agribusinesses, who sell to final consumers. There are very few intermediaries between producer and
consumer, and the size of each individual market transaction is very large. In contrast, grain in Africa is first
purchased from a myriad of small farmers by collecting agents, assembled for shipment by a rural wholesaler,
purchased by an urban wholesaler or processor, to be sold to retailers and, finally, micro-retailers. (p.7)

30Details can be accessed at http://www.ilo.org/wcmsp5/groups/public/---ed_emp/---emp_ent/---
ifp_seed/documents/publication/wcms_175475.pdf

31The Comprehensive Africa Agriculture Development Program (CAADP) of the New Partnership for Africa
Development (NEPAD) designates value chains in agriculture and access to financial services as one of the
core strategies under Pillar II.
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into job creation in the informal sector. Countries where the financial system is more inclusive
will have enhanced capacities to generate informal employment.

4.3 Skill Development

In the absence of unemployment benefits in most developing countries, open unemployment is
hardly an attractive option, particularly for unskilled workers. As a result, underemployment
becomes a more important issue for workers with little or no education than unemployment.
Indeed, contemporary labor market lexicon tends to apply the concept of unemployment in ref-
erence to college or vocational training graduates and underemployment in reference to unskilled
workers.

Unskilled workers have little access to support networks compared to educated workers and are
driven into doing something by all means.32 These workers also lack skills. Thus, in addition to
developing value chains, training and skill development programs must be developed by means
of training workers for the needs of the economy. Policymakers should emphasize moving away
from general education to more specific skill-oriented training. Efforts to incorporate vocational
training early in the education process might create interests in other forms of employment
beside white-collar or blue-collar jobs. The International Labor Organization Organization
(2008, v) defines effective skill development programs as those “which connect education to
technical training, technical training to labor market entry and labor market entry to workplace
and lifelong learning.”

4.4 Rural Population Growth

It is a stylized fact that natural population growth in rural areas far exceeds the urban rates
due largely to differentials in birth rates. Population pressure on rural wages is therefore one
of the push factors in urban migration. It is also the case that education, which has become
the primary determinant of employment in urban formal sector and mostly available in urban
areas, has increased over the years in developing countries. This section analyzes the role of
these two concepts on urban unemployment.

I showed in section 3.3 that as larger fractions of the population are educated, the value of
increases on average, so that the urban wage gap increases and therefore voluntary urban
unemployment increases. Increase in urban unemployment leads to increase in urban average
wage 𝑊 𝑎

𝑈 but reduction in urban expected wage 𝑊 𝑒
𝑈 . Increase in urban average wage reverses

32There has been an argument about whether to classify individuals engaged in peasant activities such as street
hawking and sporadic labor in urban areas as informally employed or to consider them as unemployed. There
is now a consensus that those individuals are simply underemployed. Peasant activity is considered a form of
employment for two reasons. First, an individual selling one stick of pen at a time is considered as working
because a market exists for the retail activity: there are individuals who are unable to purchase a box of pen
at a time but are only able to buy one stick at a time. The same applies to petty retail traders. Second,
individuals would prefer to do those types of work rather than doing nothing because they can demonstrate to
their urban support network that they are making effort to work. This is akin to work test in unemployment
insurance in advanced societies.
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urban-rural migration and increases the rate of unemployment in U4. However, the net effect of
increase in education on urban unemployment depends on the rate of population growth, which
exerts pressure on the rural wage. A comparison of the relative rates of growth is therefore
important.

If population growth exceeds the rate of growth of educated workforce, then the rural wage
𝑊𝑅 falls faster than the rate at which expected urban wage 𝑊 𝑒

𝑈 falls and average urban wage
𝑊 𝑎

𝑈 increases. In expectation, the income gap between rural and urban worker rises, leading
to increase in rural-urban migration and decrease in urban-rural migration. In effect, urban
unemployment becomes inflated. On the other hand, if population growth is slower than the
rate of growth of education, then the rural wage 𝑊𝑅 falls at a slower rate than the rate at
which expected urban wage 𝑊 𝑒

𝑈 falls and average urban wage 𝑊 𝑎
𝑈 increases. The consequence

is that rural-urban migration slows down and urban-rural migration also slows down. The
growth of education supply is inevitable in the 21st century and cannot be scaled down. As a
result, the urban unemployment problem would require interventions to reduce rural fertility
and population growth.
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