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The Intuition

Output Growth = Employment Growth + Productivity Growth
Example 1: A labor-shedding equilibrium
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The Intuition

Output Growth = Employment Growth + Productivity Growth
Example 2: A job-creation equilibrium
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ll. Formal and Informal Sectors in
India and China



Estimation of the Formal/Informal
SAM for China and India

China:

Wage shares of regular and irregular employment
are applied to official statistics on final and
iIntermediate consumption, value-added and the flow
of funds table (physical transactions) from the
national accounts published in China Statistical
Yearbook for various years.

India:

Official statistics on the shares of factor incomes by
organized and unorganized activities are used as
weights to estimate the economic transactions
between the two sectors.



China:

Formal/Informal Wage Shares

Eﬁ:ﬂzs Agriculture Other Industry Senvices Owverall Economy

Formal | Informal Formal Informal Formal | Informal Formal | Informal
1HA0 0.04 0.96 0.a8 0.12 0.93 0.07 0.56 0.44
18991 0.04 0.96 0.90 0.10 0.94 0.06 0.47 0.43
18492 0.04 0.96 0.90 0.10 0.95 0.0% 0.549 0.41
1893 0.04 0.9% 0.88 012 0.93 0.07 0.64 0.36
1894 0.05 0.9% 0.90 0.10 0.94 0.06 0.6R 0.34
18495 0.05 0.95 0.91 0.09 0.95 0.0% 0.66 0.34
19496 0.05 0.95 0.90 0.10 0.93 0.0v 0.65 0.35
1887 0.06 0.94 0.84 0.11 0.9z 0.08 .66 0.34
18598 0.06 0.94 0.83 017 0.8y 0.13 0.6R 0.34
1849 0.07 0.93 0.81 0149 0.85 0.14 0.67 0.33
2000 0.06 0.94 0.7a 0.21 0.83 017y 0.68 0.32
2001 0.06 0.94 0.78 0.22 0.8z 0.18 0.68 0.32
2002 0.06 0.94 0.7a 0.21 III E:E 0.18 0.71 0.28

Snurce Authnrs calculatmns hased an data an emplnyment frnm WEDDE] and data on
wage levels from China Statistical Yearbook (various years).



India:
Formal/Informal Output Shares

Cutput (shares) 1993-94 199899 200203
Frimary 033 0 24 0. 24
Oraanised 0.04 0.03 0.04
Unorganized 0,96 0.9/ 0.9
Second ary 0. 24 0, &4 0 24
Oraanised 0.b4 0.61 0.61
Unorganized 0,56 0..59 0..59
Trade, Haotel transpaont 074 0. 27 023
Orpanised 0,24 0.2 0.5
Unorganised 0.76 0.73 0.7
Other Senvices 0, 24 0. 26 J. 29
Oraanised 0.BE 0.2 0.2
Unorganized 0,54 0.6 0.26
Al sactors
Oraanised 037 0. 40 0.43
Unorganized 0.b3 0.60 0.57

Table b: Shares of arganized and unorganized sectar in Met Daomestic Product in India
Baszed on Statement 7b.1: Factor Incomes by Kind of Econamic Activity
source: Mational Accounts Statistics, C50.



Economic Performance during 1990s

N Farmal Relative [abor
Qutput | Productivity | Employment | Wage | Iy | Exports orployTEnt shars oroductiy

Ky Ko By B Ly L Wy ) E Mgt A LEue € Jann

China | 122 | 662 942 B74 | 233 007 | 84 141 160 | 365 423 2.04
ndia | BB (506 BT 309 0450 21 ) a4 b 148 0.4 1.1 8.7

Where M stands for the formal or modern sector,
and S stands for the subsistence of informal sector
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lll. The Model



The Theory

Smith: division of labor and the role of economies of scale
Young and Marshall: the role of increasing returns

Lewis: the role of the surplus labor

Arrow: the role of learning by doing

Verdoorn: dynamic relationship between productivity and
output growth

Kaldor: macroeconomic model of growth and the demand

and supply constraints 2



Accounting framework of the mode

SAMfor an Costs lJze of Income TOTALS
economy with Formal Infarmal Formal Busziness Infaormal Government Exportz Irevestment
formal mformal (&) (B) Houzehlds )] households (F) (13) (H) 0]
sedars () (E)
(11Formal Intermediste | Intermediate Formal HH Formal goods Informal HH Public Foreign Captal Formal sector
inpLts inpLts consumption of | conaumption | conaumption of | consumption Demand gooumulation of outpt
formal goods formal goods formal goods
(21 Informal Irtermediste | Intermediate Formal HH Imformal HH Captal Informal sector
inpLts inpLts conzaumption of conaumption of gooumulation of outpt
infarmal goods infarmal goods informal goods
(31 Labar(F) Wages of Dividends and Government | Met tranzfers to Formal HH
formal HH interest tranzferzand | formal HH from income
income paid to interest on rest of the world
formal HH public debt
(4] Busine== (F) Profitz Iriterest Iriterest Iriterest on Business sector
paymerts by payments by | public debt and income
formal HH infarmal HH transfers
(21 Labor (1) Wages and Dividencs anc Government | Met tranzsfers to Informal HH
operating interest tranzfers and infarmal HH income
surplus of income paid to interest on from rest of the
informal HH infarmal HH public dekt Wkl
(6] Government Taxeson Income tax by Corporate Income tax by Government
production formal HH income tax informal HH income
(71lmports [mpaorted Payments to the
inpLts rest of the world
(8] Savings Formal HH Corporate Informal HH Public saving | Fareign saving Total capital 0
saving sector zaving saving accumulation
(A TOTALS Formal zectar Infarmal Usze of formal IJze of Usze of informal Aggregate Receipts from
outpLt sector HH income business HH incame government the rest of the 0
output income expendiure il

Table 1: A Social Accounting Matrix for an economy with formal‘informal sectors
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Formal or Modern Sector
Productivity, Output and Employment
Total differentiation of the model in level form, and solving

simultaneously for rates of growth of output, productivity and
employment we obtain:

. 1 _ . A . n

Xu = KXo (€ =W )+ Xalo + X3€ + X4Eo] (1)
1= %012

n 1 _ A . n A

Eim = [Ecm + Vo (Xl + X538, = XoWi + X4Ep)] (2)
1= %042

n 1 . i A . -

Ly [(=70)(nlo = Xou + 236, + XaEo) —(1=22)Em]  (3)

- 1=%0 1>
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Virtuous Circle in a Dual Economy
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Long-run Dynamics based on the Retardation
of the Kaldor-Verdoorn Coefficient

o KV-coefficient decreases over time due to
— technological catch-up
— weakened economies of scale and

— Inter-sectoral linkages as well as a diminishing labor
surplus.

* TPF “is likely to be convex upwards and flatten
out altogether beyond a certain point” (Kaldor
1957, EJ).
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Stagnation or Transformation
in a Two-Sector Economy
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Figure 7: Output, labor productivity, and employment growth in a two-
sector economy when retardation is present
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V. Simulations Results



Data Sources

 The formal/informal SAMs for China
and India

 National Accounts Statistics

e Other Studies
« Parameterization of the model
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Incoming Variables and Parameters
(modern sector only)

l“'arigbles-hase vegr —hina India
W 10.3% 10.4%
& 2 0% 2 0%
&t 3 0% 3.0%
o 3.0% 2 5%,
7 1.9%

1.0%
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Incoming Variables and Parameters

Parameters Formal Sector

i~hina

Inclia

boaldor-Yerdoorm
Saving rate
Labor share

i x

Investinent elasticity
Income distribution elasticity
Exchange rate elasticity
Exports elasticity

.61
0.47
057
1.00
020
010
1.00
0.20
1.44
023
0.0v
1.1

0.45
0.24
0.61
0.40
020
0.40
1.00
0.20
1.5
0.46
-0.37
1.41
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Short-run Results

shock Cut
put P i
B growith roductivity  Employment
ase run China growth growth
0
| India HF? 3.0% 0.9%
hvestrnent growth 3% —*3.5% China 7 A42% 7.45% III.IIIE;
D00 e 3 RY i 10.5% 5 3% 1-2;'
Fraductiity growth 3% * 4% Chir?a 3.6% a 7o I:I.Bﬁ'.{j
Productiyi : 3% > 4% Indiz 29% 10.0% IIIIIIIE};J
0 Ul:tll'”t}" Elrllj |r'|'|||'ES‘tmEnt 3-"{:'_} 4%I 3%"" ,q_ 5% |::|"| 81% EE% : |:|l:|
3% > 4%, 2 5% > 4% |nd|-”a 126% 11.6% -E.an{j
Ware growth 0% —» 7o Chilr? 11.3% 10.8% Dg;{j
10% = 7% Indi E' 10.6% 8 3% 1.25{3
Depreciation J0 e 49 Chir?a J.B% g.7 % D'B;j
0 H.8% A
20 4% Indi E.d'; g.9% 09%
o h.8%
o -0.4%
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Long-run Results

.\..\Research\Informal Sector\Structural Transformation\Long-run dynamics.doc
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