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1 Introduction

A key feature of developing economies is that wages in the agricultural sector are significantly
below those of other sectors.! Additionally, these economies have most of their workforce
in the agricultural sector. These two observations motivate a literature dating back to
Lewis (1955) and Rostow (1960) that views the exit of workers out of agriculture as a
fundamental mechanism of development. The body of work on agricultural development
and inter-sector differences, however, has not completely settled the question of why so
many workers stay in agriculture in spite of better wages being paid in other sectors. One
possibility is that some barrier prevents the movement of workers across sectors, in which
case wage gaps between agriculture and other sectors indicate unexploited potential gains
from the reallocation of workers out of agriculture. A second possibility is that workers in
agriculture are characteristically different from those in non-agriculture, in which case wage
gaps would not be evidence of potential wage gains. The objective of this paper is to shed
light on which of these possibilities is a more likely explanation of the agricultural wage gap.

A challenge in exploring this question is assessing the role of unobserved worker char-
acteristics. For instance, if an agricultural worker and a non-agricultural worker with the
same observable characteristics earn different wages, it is hard to distinguish whether the
two sectors have differential pay for similar workers or whether the two workers have differ-
ent unobserved characteristics. To make this distinction, the following strategy is adopted.
First, using a collection of household surveys on formal and informal workers, I show that
differences in age, education, gender, race and regional controls account for part, but not
most, of the observed wage gap in Brazil. Second, using administrative panel data on the
universe of formal workers, I show a quantitatively and qualitatively similar pattern. Third,
I use the panel dimension of the administrative data to assess the role of unobserved char-
acteristics. The use of panel data is an improvement on the literature on agricultural wage
gaps in developing countries, which has typically relied either on the use of structural models

to match country-level moments or on the analysis of heterogeneous cross-sectional surveys

In a sample of developing countries studied by Vollrath (2014), the median average wage ratio between
agriculture and manufacturing was 1.6. This is 1.9 when comparing agriculture against services. In the
sample of countries studied by Herrendorf and Schoellman (2015), the median ratio between agriculture and
the rest of the economy is 2.0.



from a sample of countries. With panel data, information on workers that switch between
sectors (from now on referred to as ‘sector-switchers’) can be used to distinguish whether the
wage gap between agriculture and non-agriculture reflects differential pay of similar workers
in the two sectors or, alternatively, whether the gap is due to differences in the composition
of worker characteristics in each sector.

This study finds that formal workers who transition out of agriculture experience limited
compensation gains when compared to the large overall gap in mean wages between agri-
culture and other sectors. I conclude that the agricultural wage gap in the formal sector
is not driven by differential pay of similar workers, once fixed unobservable characteristics
are controlled for. Instead, most of the agricultural wage gap is explained by differences in
the composition of worker characteristics in each sector. In addition, I find that the wage
gap between agriculture and other sectors declined significantly from 1996 to 2013 as the
economy grew richer. This reduction is similar among formal and all workers in the economy
and when comparing agriculture to both services and manufacturing. The wage gap decline
also coincided with a decline in the share of overall workers employed in agriculture — from
24 percent to 14 percent among all workers and from 19 to 10 percent among workers aged 18
to 65 in the sample. Moreover, the wage gap decline is not driven by changes in educational
attainment or country demographics. In fact, I find that age and education explain only
a small share of the large wage gap in Brazil during the late 1990s and differences in the
composition of these variables between sectors did not drive the decline during this period.
Collectively, the evidence suggests that both the gap level and the decline are driven by
compositional changes in the distribution of fixed unobservable worker characteristics.

Both the limited wage gains from transitions out of agriculture and the importance of
worker composition differences between sectors pose a challenge for an agricultural wage gap
model. Such a model must generate large declining wage gaps that do not result in large
wage gains among sector-switchers. Building on the work of Roy (1951), a recent literature
has proposed worker sorting as a possible explanation that is consistent with this pattern. In
particular, Lagakos and Waugh (2013) and Young (2013) illustrate how workers with sector-
specific skills can sort themselves into different sectors to generate large differences in mean

wages. In this type of model, each worker faces a choice between two idiosyncratic wages in



agriculture and non-agriculture. Workers with a comparative advantage in non-agriculture
choose to work in that sector, and this generates a wage gap relative to workers who find it
advantageous to stay in the agricultural sector.

To test the explanatory power of this mechanism, I build on the sorting model proposed
by Lagakos and Waugh (2013) and test whether a calibrated model that targets micro-
moments from sector-switchers can generate wage gaps of the magnitudes observed in Brazil
in 1996. I find that a large wage gap level can indeed be generated by this model. In a
second stage of analysis, I use the model to explore productivity growth, a compression of
skill differences, and skill-biased technological change as potential drivers of the wage gap
decline. I find that all of these can generate a large decline in the wage gap and a significant
exit of workers out of agriculture.

The rest of the paper is structured as follows. Section 2 provides a literature review that
relates this paper to the literature on wage and output per worker gaps between sectors.
Section 3 describes the datasets used. Section 4 describes the magnitude and evolution of
wage gaps in Brazil as well as the decline in the share of workers employed in the agricultural
sector. Section 5 assesses the role of observables, unobservables, and differential pay of
similar workers in explaining the gap. Section 6 describes the mechanics and calibration
of an economy where workers sort across sectors, as well as the power of worker sorting in

explaining the agricultural wage gap magnitude and its decline. Section 7 concludes.

2 Literature Review

Recent studies have assessed the role of worker characteristics in explaining inter-sectoral
wage gaps across countries.? Vollrath (2014) finds that large wage differences exist between
workers after controlling for observed human capital in a set of 14 countries. He finds a
limited role of distortions preventing workers from being paid the value of their marginal
product in each sector. Similarly, using a different sample of countries, Herrendorf and

Schoellman (2015) regress wages on observables allowing for returns on observables to vary

2 Additionally, there have been several studies on US labor markets exploring the role of worker charac-
teristics in explaining sectoral wage gaps. These include Krueger and Summers (1988), Murphy and Topel
(1987; 1990), and Gibbons and Katz (1992).



by sector. They conclude that most of the wage gap between agriculture and other sectors can
be accounted for by differences in workers’ human capital — and sector-specific differential
returns— present in each sector.

However, because of data constraints, these studies are limited to the comparison of
a diverse collection of cross-sectional datasets. This prevents rigorous empirical testing of
whether differences attributed to unobservable characteristics or differential human capital
returns could in fact be the result of other forces producing differential pay of similar workers.
Mobility frictions and compensating differentials, for instance, are two alternative explana-
tions consistent with both the differential returns on observables estimated by Herrendorf
and Schoellman (2015) and the residual wage differences reported by Vollrath (2014). By
using a panel dataset where workers are observed as they switch across sectors, the current
study overcomes the limitations of cross-sectional data and distinguishes the role of fixed
unobservable characteristics from alternative stories of differential pay. This approach has
been recently used by Hendricks and Schoellman (2017) to study gains from migrations®, by
Herrendorf and Teixeira (2017) to study sectoral gaps in the US, and by Hicks et al. (2017)
to study sectoral wage gaps in Indonesia and Kenya. Consistent with this paper, they find
limited gains from sectoral transitions when compared to larger aggregate wage gaps.

The study of wage gaps is also closely related to the study of output per worker gaps
between agriculture and other sectors. Kuznets (1971), Caselli (2005), Restuccia, Yang
and Zhu (2008), among others, have argued that a large share of income differences across
countries is explained by labor productivity gaps between agriculture and other sectors.
However, focusing on output per worker, even in advanced countries, risks exposure to
important sources of measurement errors. For instance, Gollin, Parente, and Rogerson (2004)
suggest that unaccounted home production understates agricultural output, and Herrendorf
and Schoellman (2015) point out that errors in value added measurement muddy comparisons
of worker productivity across US states. Partially as a result of this, the role that both
observed and unobserved human capital play in explaining these output per worker gaps is

still an open debate. Herrendorf and Schoellman (2015) argue that human capital accounts

3Other studies on migration include Beegle, Weerdt and Dercon (2011), Bryan, Chowdhury and Mobarak
(2014), Chiquiar and Hanson (2005), and Yang (2006).



for most of the output per worker gap between agriculture and other sectors in the US
and other selected countries. Gollin, Lagakos, and Waugh (2014) argue that human capital
—along with adjustments to labor supply— account for only about a third of the gap in the
developing countries they study. Although wages and output per worker are not equivalent
measures of labor productivity, the results of this paper can speak to some of the debates
about the role of differences in worker composition on inter-sector gaps explored by this
literature.

Beyond establishing the role of worker characteristics in explaining inter-sector gaps, a
second objective of the literature is to uncover the mechanisms behind compensation and
output per worker differences. Two main types of mechanisms are relevant to this study. The
first are distortions that create wedges in marginal productivity of labor between sectors.
These distortions can include scale effects that impact the allocation of resources across
agricultural firms (Adamopoulos and Restuccia (2014), Donovan (2016)) or barriers that
prevent the free flow of capital and workers across production units (Restuccia and Rogerson
(2008), Hsieh and Klenow (2009), Herrendorf and Teixeira (2011)). If present at the sectoral
level, distortions generating sectoral productivity gaps can be related to the agricultural wage
gap —particularly in the presence of large mobility frictions. In the context of Brazil, labor
mobility distortions have been used to explain the effects of reducing trade barriers (Dix-
Carneiro and Kovak (2014), Dix-Carneiro and Kovak (2017), Adao (2016)) and adopting
new technologies (Bustos, Caprettini and Ponticelli (2016)) on local labor markets.

A second type of mechanism highlighted by Young (2013), and Lagakos and Waugh
(2013) portrays wage gaps as the result of sector differences in worker skill composition.
Lagakos and Waugh (2013) illustrate how such skill differences can be the result of an
equilibrium outcome. In their model, workers sort themselves to the sector where they
are most productive. This process induces differences in the composition of worker skills
employed by each sector, and this in turn generates a gap in mean wages paid in agriculture
relative to non-agriculture. Importantly, the agricultural gap in this context is not the
result of any additional distortions that induces differential pay of similar workers. Building
on this idea, Young (2013) uses cross-sectional surveys from developing countries to show

how migration is consistent with rural-urban consumption driven by the sorting of workers.



Although his focus is on consumption, his findings are also consistent with agricultural wage
gaps generated by the sorting of workers with different unobservable skills. The mechanism
proposed by this paper —which is also supported by the empirical results to be presented—
belongs to this family of sorting models, where the agricultural wage gap is ultimately driven

by compositional differences in worker characteristics.

3 Data description

Two main databases are used. The first is a set of Brazilian household surveys from the
Pesquisa Nacional por Amostra de Domicilios (PNAD) from 1996 to 2013.* This contains
a representative sample of all households in Brazil. The survey includes both formal and
informal workers and records demographic and employment-status characteristics as well
as measures of earnings and hours. Monthly earnings in PNAD include all income in cash
for the main job of the reporting week® and monthly hours are constructed from reported
weekly hours worked in the main job. Hourly wages are defined as the ratio of these two
measures. Worker demographic characteristics include gender, race®, age, and educational
attainment. Educational levels are classified into less than high school, high school, some
college education, and completed college education. In all regression specifications utilizing
age and education as explanatory variables of the wage gap, a full set of age and education
interacted dummies is used.

Data from PNAD is also used to compute the total number of workers in each sector
and —in combination with the national accounts recorded by the Instituto Brasileiro de
Geografia e Estadistica (IBGE)— value added per worker for each year and sector. Sectors

are classified into agriculture, manufacturing (including industrial activities) and services.”

4Both PNAD and RAIS data are available for this period. Although earlier years are available for a large
subset of Brazilian workers in RAIS, the lack of universal coverage in earlier periods can be particularly
problematic when studying transitions out of agriculture. Hence, the analysis is restricted to this later
period. For PNAD, we use all available representative surveys from the period which exclude 2000, 2003,
and 2010.

5Using other income measures in PNAD such as total income from main occupation and total household
monthly income from all household members produces similar results.

6Race categories include white, black, brown, asian, and other.

"Constructed based on activity or line of business reported. Service categories include construction, trade
services, auxiliary services, transport and communication, social services, and public administration.



Due to the cross-sectional nature of the surveys, however, individuals cannot be followed over
time in the PNAD. I am therefore unable to control for worker unobservable characteristics
using data on both formal and informal workers. For this reason, in specifications controlling
for differences in unobservable characteristics, administrative formal sector data is used.

Administrative data on formal workers comes from the Rela¢io Anual de Informagoes
Sociais (RAIS), which is administered by the Brazilian Ministry of Labor and Employment.
This database is constructed from a mandatory annual survey filed by all formally registered
firms in Brazil and contains earnings, occupation and demographic characteristics of workers
as reported annually by their employers.® Importantly, each worker in the data has a unique
and time-invariant worker ID that does not change as workers switch employers. This feature
of the data allows me to follow individuals over time and create a panel of the universe
of employed formal workers across all sectors. In addition, each worker is linked to their
employing firm, which also has a unique and time-invariant ID. This allows me to link
workers to their respective sectors, and identify transitions between sectors.?

The RAIS dataset reports average monthly gross labor earnings including regular salary
payments, holiday bonuses, performance-based and commission bonuses, tips, and profit-
sharing agreements as well as the start and end month of the job. To account for hetero-
geneity in the duration of job-spells, I divide annual earnings by the number of months
worked at each job within a particular firm to get a measure of monthly earnings. This is
divided by hours contracted per month to get a measure of hourly wages. A worker might
have multiple spells in a year if he or she switched employers during the year or worked mul-
tiple jobs, but on-the-job earnings changes within a year are not recorded. To standardize
the dataset at an annual level, I restrict attention to a unique observation per worker-year
by choosing the highest-paying among all employment spells in any given year. The dataset
also contains the age and educational attainment of each worker, and these are standarized
to match the PNAD measures.

Finally, to identify the employment sector and occupation of workers, classification is

8Tt is common practice for businesses to hire a specialized accountant to help with the completion of the
RAIS survey to avoid fines levied on late, incomplete, or inaccurate reports, which makes the quality of the
data superior to household surveys.

9IDs available are anonymized to protect the identity of both workers and firms.
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based on categories from the IBGE. Both the industry and occupation classification system
changed during the period of study. Here, I use conversion tables provided by IBGE to
standardize classification between different years and choose categories for both occupations
and sectors coarse enough in order to avoid potential biases arising from mechanical changes
in the classification system over time. Similar to the classsification used in PNAD, the
subsectors are aggregated in to the categories of agriculture, manufacturing!®, and services.
Occupation categories used are at the three-digit disaggregation level.

Due to imperfect matching of all categories within a sector and occupation classification
system, I exclude firms with inconsistent sector classifications so that sector switchers are
not incorrectly specified. I also exclude individual observations that have either firm IDs
or worker IDs reported as invalid as well as data points with missing wages, dates of em-
ployment, educational attainment, hours, or age. For computational purposes, a ten percent
sample of the RAIS is used in all estimations. This includes more than three million workers
and more than ten thousand sector-switchers in any given year.

For all estimations using either PNAD or RAIS data, I restrict the analysis to workers
between 18 and 65 years old with contracted or reported hours of at least 30 hours a week.
Table 1 provides key summary statistics for all workers (PNAD’s fomal and informal workers)
and formal workers (RAIS) data for three sub-periods: 1996-2001, 2002-2007, and 2008-2013.
Some features of the data are worth noting. First, the number of formal and informal workers
from PNAD (labeled “All”) is much lower than the ten percent sample from the RAIS data.
This is due to the survey nature of the PNAD and the full coverage of formal workers from
the administrative RAIS dataset. Second, mean wages are lower in the PNAD data than in
the RAIS data. Other than the inclusion of informal workers in the PNAD, there are several
measurment discrepancies between PNAD and RAIS that influence this difference. These
include the fact that PNAD wages constructed from cash income reported by workers, which
is a noisy measure of after-tax labor earnings. In contrast, the RAIS measure is pre-tax,
reported by employers, and includes bonuses and non-cash compensation. To the extent
that these discrepancies are larger in agriculture than in other sectors, this would explain

part of the difference in the mean agricultural wage gaps measured in the PNAD and RAIS

0Tncludes mining industries.
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samples. In this paper, models are estimated using the PNAD and RAIS separately to avoid
comparing different measures in the same model. The patterns of the agricultural wage
gap in both samples are further discussed in the next section. Unlike wages, means of age
and education across sectors are similar in both databases, with PNAD workers being only
slightly older and less educated than formal workers in RAIS.

When comparing demographics between workers in agriculture and workers in other
sectors, education is lower in agriculture in Brazil relative to other sectors in both the
PNAD and RAIS samples. During the period of study, educational attainment improved
subbetweenastantially in both samples across all sectors, partially as a result of educational
reforms in the late 1990s and the rise of social programs in the 2000s. In contrast, the
age distribution in each sector did not change substantially over time. The explanatory
power of age and education will be one of the focal points of the analysis in the following
sections. Finally, although wages between agriculture and other sectors are quite different,
there are only small gaps when comparing services against manufacturing in all periods. This
motivates the dual economy focus of this paper: explaining the gaps between agriculture and

all other sectors of the economy.

4 The magnitude and evolution of the agricultural gap
in Brazil

Differences in pay between agriculture and other sectors are large in Brazil, and these were
significantly reduced during the last two decades. The ratio of mean wages between non-
agriculture and agriculture among all workers (both formal and informal)!! in the economy
declined from 2.6 in 1996 to 1.8 by 2013. Earnings gaps among the same group declined from
2.4 to 1.7. As discussed above, some estimations require the panel structure of the data so
that workers can be followed over time — a feature that is only available for formal workers.
Among formal workers, the patterns looks similar, with the agricultural wage gap declining
from 2.3 in 1996 to 1.6 in 2013, and the earnings gap declined from 2.3 to 1.7 (Figure 1).

Moreover, both for all and formal workers, the magnitude of the gap and its decline has

HFormal and informal workers in the sample of workers aged 18 to 65 working over 30 hours a week.
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been similar when comparing agriculture to both services and manufacturing individually.
In contrast to the differences between agriculture and non-agriculture, mean earnings and
wages in the two non-agricultural sectors were similar throughout this period.'?

Both the levels and decline of the wage gap are significant when compared to other estim-
ates in the literature. For instance, Brazil’s 1996 wage gap is above the median of 2.0 from
the 12 country sample in Herrendorf and Schoellman (2015). By 2013, Brazil’s wage gap falls
below this median. Compared with the list of countries from Vollrath (2014), Brazil’s 1996
gap between agriculture and manufacturing would rank second highest. When comparing
agriculture vs services, the rank would be fourth, just above Indonesia. In contrast, Brazil’s
2013 gap levels with respect to manufacturing and services would rank fifth and eleventh,
respectively. Although the data on Brazil is not entirely comparable to the wage data from
other countries, the significant move down the ranking of countries suggests that Brazil’s de-
cline cannot be described as an insignificant change. Moreover, paralleling the results from
the output per worker gap literature, Brazil also experienced significant levels and declines
in value added per worker gaps between 1996 and 2013.13

In tandem to the closing of both output per worker and wage gaps, Brazil also endured a
substantial transformation of the employment structure. The economy employed 24 percent
of the labor force in agriculture in 1996, which declined to 14 percent by 2013.1* Manufactur-
ing employed 13 to 15 percent of workers throughout this same period, and services increased
from 62 to 72 percent. When analyzing the shares among employed workers aged 18 to 65 in
the PNAD sample, agricultural employment declined from 19 to ten percent, manufacturing
employment oscillated around 15 to 17 percent, and service employment increased from 65
to 75 percent. Among formal workers in the RAIS sample, where agricultural workers are
underrepresented, a similar qualitative pattern is observed with the share of workers in agri-
culture declining from five to four percent, in manufacturing from 22 to 18 percent, and rising

in services from 72 to 78 percent. Altogether, I conclude that the sizeable agricultural wage

12These characteristics are also present when comparing percentiles instead of means. The gaps declined
across all percentiles of the wage distribution, with the exception of the poorest tenth percentile of workers
in the PNAD. These patterns are documented in appendix A. See Alvarez et al. (2017) and Engbom and
Moser (2017) for a more detailed description of the overall inequality compression.

13These patterns are discussed in appendix B.

14Total labor force shares including workers aged 10 and above. The evolution of these shares for the
PNAD sample and RAIS are included in appendix C.
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gap, its decline, and the shifting of labor away from agriculture and into services are features
present among both administrative data on formal workers and survey data including both
formal and informal workers. The interrelation between the movement of workers out of
agriculture and the agricultural wage gap will be considered in section 6, when mechanisms
behind the gap’s decline are discussed. First, a statistical decomposition of the agricultural

wage gap is conducted.

Figure 1: WAGE GAP IN BRAZIL

(a) Formal workers (b) All workers

1995 2000 2005 2010 2015 1995 2000 2005 2010 2015
Year Year

Agriculture vs Manufacturing == ='= Agriculture vs Services Agriculture vs Manufacturing = ='= = Agriculture vs Services
Agriculture vs All others Agriculture vs All others

Note: The wage gap is calculated as the ratio in average labor monthly earnings between agriculture, manufacturing
and services as classified by the IBGE. Data on formal workers comes from the Rela¢do Anual de Informagdes (RAIS).

Data on all workers (both formal and informal) comes from the PNAD household surveys.

5 Sources of the agricultural gap

We now turn to explore what drives the wage gap between agriculture and other sectors.
Three possible alternatives are considered. The first are differences in the composition of
human capital and other worker observables. The second are differences in the distribution
of fixed unobserved worker characteristics between sectors. Finally, the third alternative
is the presence of mechanisms that induce differential pay of similar workers employed by
different sectors. Inter-sector mobility frictions, sector-specific rent-sharing agreements, and
compensating differentials are some of the mechanisms that fit this third category. This
section argues that the first two alternatives, where the gap is driven by compositional

differences in worker characteristics, explain most of the agricultural wage gap and its decline.
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5.1 Worker observables and human capital

To assess the role of observable compositional differences, I first regress wages on a vector
of worker observables and sector dummies for every year in the sample. Using both formal

and informal workers, the following model is estimated:

log(wy) = af, * Myds + ol * Sy + Z al, x 1(agey = a, eduy = e)

a,e

¢ t t
+  ay * gendery + o, * Tacey + Ggare + €t

where M;; and S;; are indicators for working in the Manufacturing and Services sectors re-

spectively, age;; is age in years, edu;; is educational attainment, gender;; is a gender indicator,

t

Liate are year varying state dummies.'® Coefficients

race; is a vector of race indicators and ¢

t
m?

on sector-time interactions, o! and af , reflect the average wage gap'® between agriculture
and both manufacturing and services in each year ¢ after controlling for observable compos-
itional differences.

Figure 2 depicts the evolution of of, and o over time using different sets of controls.
The baseline wage gap estimates without controls are shown in solid blue. These reflect the
difference in means of log wages between non-agriculture and agriculture. Adding a fully
interacted set of age and education dummies (dashed red line) reduces the manufacturing-
agriculture wage gap by 15 log points (15 percent) in 1996 and by 17 log points (25 percent)
in 2013. Similarly, the services-agriculture wage gap is reduced by 26 log points (28 percent)
in 1996 and by 26 log points (39 percent) in 2013. Interestingly, adding gender and race
as controls (dashed green) fail to reduce the agricultural gap furhter. This is true in every

year of the sample, which indicate that compositional differences in gender and race are

not behind average wage differences between agriculture and other sectors. Finally, with

15 All coefficients are allowed to vary over time; therefore, the specification above is equivalent to running
cross-sectional regressions for every year.

16For the rest of the paper, I will define the wage gap as the mean difference of log hourly wages with
respect to agriculture. Specifically, the gap between sector s’ and agriculture is defined as

Ay E(log(wis)) = E(log(wist)|s = ') — E(log(wisi)|s = a)

where the possible values for sector s’, {a, m, s}, refer to agriculture, manufacturing and services respectively.
The focus on additively separable mean log-wage gaps is used to simplify the presentation of the log-linear
models studied.
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respect to the age and education specification, adding state dummies reduces the gap by
an additional 13-17 log points (14-17 percent) in 1996 and 5-7 log points (7-11 percent) in
2013. Overall, worker observables and regional controls explain an average of 35-38 percent
of the total wage gap level, of which human capital —as measured by age and education—

explain an average of 23-36 percent.

Figure 2: RESIDUAL GAP AFTER CONTROLLING FOR OBSERVABLES

(a) Agriculture vs manufacturing (b) Agriculture vs services
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Note: Total gap refers to the difference in mean log wages between sectors for formal and informal workers
(PNAD). The lower three lines refer to the residual difference after controlling for differential composition

of worker observables (fully interacted vector of age and education, gender, race and states).

There are two margins on which human capital influences the wage gap. On the one hand,
human capital can be lower in one sector than the other. Table 1 indeed shows differences
in education between sectors, with agricultural workers being on average less educated than
their peers in services and manufacturing. On the other hand, even if the composition of
human capital is the same in the two sectors, the returns!” to human capital might be
different in the two sectors. To make this distinction, I first estimate the following model for

each sector and year.

log(wis) = Fy(education;s, ageis) + €ist

Similarly as before, to impose minimal restrictions on how age and education influence

wages, the mapping of education and age to wages is specified as Fy(education;s, age;s)=

1"Return differences refer to differences in pay between sectors for each age-education group.
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B; X5, where X/, is a vector of dummies for each age-education group in sector s. Thus,
the specification allows full flexibility in terms of age and education, and this relationship
can vary in every sector and year. These estimates are then used to conduct a Oaxaca
decomposition with agricultural workers as the reference group (Oaxaca (1973)). The wage

gap in each year can be decomposed into three components:

Ay(E(log(wix))) = BHE(X5)— B(XS))+ (85 — B E(XE)
+ (B(X3) — E(XX2) (8 - B

The first term is entirely due to composition effects due to age and education differences
in workers employed by sector s’ relative to agriculture. In other words, this component
reflects the mean wage gap if all education-age groups were equally paid in both agriculture
and sector s’. The second term reflects the wage gap due to differential pay of each age
and education pair, weighted by the distribution of observable characteristics in agriculture.
Unlike the first term, this second component is solely affected by differential returns to age
and education, and not by differences in composition. The third term accounts for the
interaction between the composition and return effects.

Figure 3 shows the result of this decomposition. Composition effects explain only a
small share of the agriculture vs manufacturing gap throughout the sample period, and they
explain a larger share, but not all, of the services vs agriculture gap. Differences in age and
education cannot account for most of the agricultural wage gap in the earlier period, when
the gap was largest. Moreover, when looking at the evolution of this decomposition over
time, virtually all of the decline in the gap between agriculture and both manufacturing and
services is driven by the steeper decline in the return component. The pattern is similar when
using both survey data on formal and informal workers (PNAD), as well as administrative

data from formal workers (RAIS).
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Figure 3: OAXACA DECOMPOSITION
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and composition refers to term Bf(E(XLStI) — E(X¢,)) of the Oaxaca decomposition.

5.2 Unobservable characteristics

There are two types of competing stories that can explain the Oaxaca decomposition above.
On the one hand, agricultural workers may have a different composition of unobservable
characteristics which makes them less valuable in the market. On the other hand, workers
may be similar in the two sectors, but mobility frictions or compensating differentials may
induce differential pay for each worker type. To make this distinction empirically and assess

the role of unobservables, cross-sectional data is insufficient. For this reason, I focus on the
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RAIS panel dataset on formal workers for the remainder of the empirical analysis.

The two competing explanations —differences in unobservables vs differences in pay—
have different implications for the behavior of sector-switchers. In the first case, under per-
fectly competitive labor markets with fully mobile workers, every worker should move to the
sector where he or she is paid the most. This process would eliminate any differences in pay
among workers with similar —observed and unobserved— characteristics and wage-switchers
should not experience large gains. This result is independent of any capital or technological
limitations that are particular to each sector. In the second case, compensating differential
stories —where workers value sector-specific non-pay characteristics and are therefore will-
ing to receive lower pay in some sectors— or mobility frictions can break this pattern. For
instance, one can imagine a situation in which workers are unwilling to pay a mobility cost
from moving to industrial areas or one in which workers are unwilling to sacrifice the perks
of employment conditions in agriculture. These stories are able to generate wage gaps within
each age-education groups and predict that sector-switches should be associated with large
gains in compensation.

In order to distinguish differential pay from compositional differences in unobservable

characteristics, the following worker fixed effect model is estimated

log(w;) = @tn * My + Bﬁ * Sitr + O + O +eu (1)

where M, and S;; are indicators for working in the Manufacturing and Services sectors,
respectively; and ¢; and ¢! are time and individual fixed effects.'® Individual fixed effects
are allowed to vary by six-year periods, but are fixed within each period p.!® This is done
to allow for long-term changes in the distribution of unobservable characteristics. Sector
indicators are interacted with time; therefore, the coefficients 5t and ! reflect average wage
changes from switching out of agriculture into both manufacturing and services in each year
t. I will refer to these coefficients as sector premiums with respect to agriculture, of which

there are 2xT in the model, where T is the number of years in the sample. The model is

18Since age is collinear with time and individual fixed effects, and education does not change over time for
the vast majority of active workers, these controls are not included.
There are three periods in the sample: 1996-2001, 20022007, and 2008-2013.
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estimated using all formal workers in Brazil from 1996 to 2013. In the baseline estimation
of the model, the sector premiums are identified by workers who switch sectors during this
period,?° and controls are estimated using information from all formal workers in the data.

The time series of both services premiums (3! ) and manufacturing premiums (3 ) are
shown in Figure 4. A first takeaway from the figure is that wage differences estimated from
switchers are much smaller than the overall wage gap. This is true throughout the period.
For manufacturing, the average sector premium during 1996-2013 is nine log points compared
to the overall wage gap of 48 log points relative to agriculture. Similarly, for services, the
average jump in wages is four log points compared to the mean total gap of 48 log points.
Hence, sector premiums as a percentage of the total gap in a given year averaged 17 percent
when comparing agriculture vs manufacturing and seven percent when comparing agriculture
to services. Repeating the exercise using earnings instead of hourly wages as a dependent
variable provides similar results (appendix E). The modest magnitude of premiums suggests
that the role of theories producing differential pay of similar workers across sectors is limited.

A key identification assumption of the model is that the error term must be orthogonal
to the manufacturing and services dummies. This is violated if workers that switch out of
agriculture are precisely the ones who would experience the largest wage jump from switching
out of agriculture, which may certainly be the case. In a mobility frictions story, for example,
it is precisely the workers who stand to gain the most from transitioning the ones who are
willing to overcome this friction and move out of agriculture. Similarly, in a compensation
differential story, workers only accept to move out of agriculture if compensated for the
loss of non-pay benefits enjoyed in their original sector. These mechanisms, however, would
bias our sector premium estimates upwards, so that 5. and (! are upper bounds on the
potential wage gains to be obtained from switching out of agriculture. To the extent that
sector-switchers are the ones who stand to gain the most, this further depresses the role of
differential pay stories in explaining the overall wage gap.

Another related concern is that estimates are affected by the inclusion of all workers in
the estimation rather than just sector-switchers. Table 2 shows the average sector premium

coefficients by period when the model in equation (1) is estimated using only sector-switchers

20The number of switchers by type of transitions in each year is shown in appendix D.
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and only transitions out of agriculture. A focus on switchers further lowers the estimates
of sector premiums estimated in the baseline for manufacturing, and premiums are similar
to the baseline when comparing agriculture to services. Moreover, results do not appear
to be driven by asymmetries from sector-switches. This might be a concern if switchers
into agriculture are solely driven by improving job offers and these positive job changes
counterweight large potential premiums from workers switching out of agriculture. This is
not the case, as the model estimated solely on workers who switch out of agriculture yields
lower coefficients relative to the baseline for manufacturing, and remain virtually the same for
services. In fact, when performing an event-study of workers that exit agriculture (appendix
F), it is not entirely clear whether the wage jump from exiting agriculture is drastically
different that the average gain expected from an extra year of experience working in any
given sector. There is also no evidence of large improvements in longer term wage growth
when comparing pre and post transition trends, suggesting that above average long-term
gains from transitioning are not large.

Finally, I have also explored whether there are larger gains from workers switching out
the agricultural sector while moving from rural to urban areas at the same time. To the
extent that average wage gaps are driven by mobility costs from moving from rural to urban
areas, these should be reflected in large gains from moving out of rural agriculture into a

new sector at an urban area. The following specification is estimated:

log(wy) = ﬁfn * Mgy + 772 * Siry + 57tn * cityi * Mgy + 52 * City * Sir

+ A" % cityy x ¢y + ¢ + B+ En

where city;; is an indicator for working in a city. A city is here defined as a municipality
with more than one hundred thousand formal workers in 1996. There are 38 out of 5,570
municipalities?! that classify as cities under this definition, and they are home to around
half of the workers in the sample. This specification allows for the decomposition of sector

premiums into the ones estimated from sector transitions alone, 7% and n!,, and the sector

21To overcome problems from changing boundaries over time, I use time consistent municipality definitions
(4reas minimas comparaveis) from IPEA (Reis, Pimentel and Alvarenga (2007)).
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premiums associated to transitions between sectors into cities, 0% and §%,. The evolution of
these coefficients over time is shown in Figure 5. The coefficients on the city and sector
interactions average 1-5 log points, while sector transitions that occur without changes in
city /non-city status average premiums of 2-9 log points throughout the period. Thus results
show significant but moderate additional compensation gains from switching into urban
areas on top of switching sectors. These gains are still much smaller than overall wage gap

magnitudes.

Figure 4: SECTOR GAPS RELATIVE TO AGRICULTURE CONTROLLING FOR INDIVIDUAL
FIXED EFFECTS
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Note: Total refers to the difference in mean log wages between each non-agricultural sector
and agricultures. Sector premiums for services (8%) and manufacturing (3!,) are defined by
equation (1). With the exception of services in 2010, coefficients are all statistically different

from zero (p < .01).
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Table 2: SECTOR PREMIUMS RELATIVE TO AGRICULTURE ESTIMATED USING SECTOR-
SWITCHERS AND ALL WORKERS

1996-2001  2002-2007  2008-2013

Services (3!)

All workers 0.08 0.03 0.01
Sector-switchers 0.10 0.04 0.01
Exiters from agriculture 0.08 0.03 0.01
Manufacturing (/)

All workers 0.14 0.07 0.05
Sector-switchers 0.11 0.05 0.04
Exiters from agriculture 0.10 0.05 0.04

Note: Average of sector premiums, Bﬁ and an, over each six-year period are presented.
These are defined by equation (1). All workers category comprise all formal workers between
18 and 65 years old in the RAIS. Sector switchers restrict the sample to workers that have
switched into or out of agriculture at least once in each six-year interval. Exiters from agri-
culture are defined as workers that have switched from agriculture to another sector at least

once in each six-year interval.

Figure 5: SECTOR PREMIUMS WITH TRANSITIONS INTO CITIES
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and manufacturing x services (6!,). A municipality is defined to be a city if it has over

one hundred thousand formal workers.
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6 How are compositional differences sustained in equilib-
rium?

The analysis above suggests that most of the wage gap level is not due to differential pay
of equally skilled workers between agriculture and non-agriculture. Instead, the wage gap
appears to be largely driven by compositional differences in educational attainment and fixed
unobservable characteristics between sectors. According to the results presented, a plausible
mechanism for generating wage gaps must therefore achieve a very particular goal. It must
generate wage gaps driven by large differences in worker characteristics in each sector without
giving rise to large differences in pay for similar workers in the two sectors.

Following the work of Roy (1951), recent papers have proposed the sorting of workers with
sector-specific skills as a possible explanation of wage and productivity differences between
countries, urban vs rural areas, and sectors.?? This mechanism can generate inter-sector gaps
driven by compositional differences in worker characteristics in a manner that is consistent
with the empirical observations described. In this section, I test the explanatory power of
worker sorting in explaining the wage gap level and its decline. I first assess the existence of
sector-specific skills, which is a key assumption of these models. Motivated by this exercise,
I then describe and calibrate a sorting model to show how large differences in mean wages
between sectors can be generated as an equilibrium outcome. Finally, I explore potential

drivers of the wage gap decline in such model.

6.1 Motivating a Roy Model: The existence of sector-specific skills

A basic premise of Roy models is the existence of occupation or sector-specific skills. In the
context of the agricultural wage gap, a worker under this view has agriculture-specific skills
and non-agriculture-specific skills, which determine the productivity of the worker when
performing sector-specific tasks. By influencing labor productivity, sector-specific skills also

determine the potential wage of the worker in each sector and influence his labor allocation

228ee Lagakos and Waugh (2013) and Young (2013).
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decision between sectors. It is not clear, however, whether sector-specific skills exist at all.

Although I cannot test the presence of sector-specific skills directly, I can test an implica-
tion of sector-specific skills on wage changes among sector-switchers and the sector premiums
described in section 5.2. In particular, I study to what extent are sector premiums driven
by workers performing different occupations after switching sectors. In a world where work-
ers have sector-specific skills, wage gains from transitioning out of agriculture into another
sector should be more prominent when workers perform a different task in their new sector
of employment. If, on the contrary, workers are equally productive regardless of the task
performed, then wage changes from transitioning out of agriculture must be driven by other
forces that are not necessarily related to an increase in labor productivity.

For example, consider a member of the cleaning staff of an agricultural firm who is
considering switching out of agriculture. In a world where sector-specific skills exist, he
has the potential to achieve a different level of productivity in the non-agricultural sector.
That is, the possibility of performing new tasks (e.g. machinery operation, human-capital
intensive tasks) that are fundamentally different from the ones originally performed enable
the worker to exhibit sector-specific skills, and therefore improve the productivity of his labor.
This change in productivity can in turn induce a wage gain from transitioning sectors. In
contrast, if the worker transitions out of agriculture but performs the same set of tasks related
to his original cleaning job, we would expect gains to be more limited. Switching sectors
without switching occupations limits the realization of sector-specific skills and, therefore,
potential wage gains under this view.

I test whether sector premiums from section 5.2 are significantly reduced once we control

for changes in occupation by estimating

log(wir) = i, % My + e % Sy + Doceupation T Pt + GF + it (2)

where coefficients 7, and 7% reflect the average differential pay of workers performing the

p

same occupation in both pre and post-transition sectors, @,..,pation @€ Occupation fixed

effects?? at the three-digit classification level, and the rest of variables are defined as described

23Qccupation fixed effects are allowed to vary by six-year periods but are fixed within the period.
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in section 5.2. Similarly to the model outlined in the previous section, this model is identified
by workers who switch sectors. The main difference of this approach, however, is that the
coefficients 7/, and ~! are identified using sector-switchers that do not switch occupations
after they transition.?* In the data, several occupations are common to all sectors (e.g.
cleaning, security services, drivers/messengers) and the model is therefore identified.
Figure 6 shows the evolution of premiums with (3! , 3) and without (7% ,~%) occupation
controls over time. At the beginning of the period, sector premiums in services disappear
after controlling for occupation, and the same is true for the last year of the sample. For
manufacturing, accounting for occupational changes reduces the 1996 gap by six log points
and the 2013 gap by two log points. The shifting down of both the premium curves after
controlling for occupations indicate that a significant portion of these premiums is due to
changes in occupation when transitioning sectors. This is consistent with the existence of
sector-specific skills which are transformed into wage differences only when performing differ-
ent tasks in different sectors. To the extent that sector-specific jobs imply the demonstration
of sector-specific skills, the downward shift in premiums supports a Roy view of the world

where workers have sector-specific abilities.

24The sector premiums estimated in section 5.2 can be written as 8!, = 4, + (Es (Poccupation) —
Eagricutture (Goccupation)) Where s is each non-agricultural sector and Ey (¢occupation) i the average of occu-
pation fixed effects in each sector.
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Figure 6: SECTOR PREMIUMS AFTER CONTROLLING FOR OCCUPATIONAL CHANGES

Sector premium
05
1

o
79
Q -
' T T T T T

1995 2000 2005 2010 2015

Year
Premium (Manuf.) Premium (Serv.)
----- With Occupations (Manuf.) = === With Occupations (Serv.)

Note: Sector premiums for services (3%) and manufacturing(j!,) are defined by equation (1).
Sector premiums controlling for occupations for services (7%) and manufacturing(v%,) are
defined by equation (2). With the exception of services (without occupations) in 2010, premium

coefficients are all statistically different from zero (p < .01).

6.2 A Roy model of selection with mobility frictions

Motivated by the empirical results shown above, I construct a Roy model to assess the ex-
planatory power of worker sorting in explaining the agricultural wage gap. The following
model borrows heavily from Lagakos and Waugh’s (2013) framework, deviating from it in
three ways. The first is the introduction of a friction that allows for differential pay of simil-
arly skilled workers. The second is allowing changes in the mapping of skill to the marginal
productivity of labor, which allows me to explore skill-biased technological change. The third
is the use of wage information from workers that switch sectors to calibrate the distribution
of idiosyncratic and unobservable productivity parameters of workers. In contrast to their
framework, the level of the inter-sector wage gap is not a calibration target of the model but
rather an outcome that I evaluate the model against. In particular, I ask whether a wage
gap driven by compositional differences in worker characteristics of the magnitude seen in
Brazil can be explained by the worker sorting mechanism. I then assess potential drivers of

the wage gap decline in this environment. The model’s components are now described in
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detail.

6.2.1 Preferences and endowments

There is a unit continuum of workers with unit mass, where each worker has identical pref-
erences over agricultural and non-agricultural goods. Following other studies on structural
change and the dual economy, workers have a subsistence requirement of a agricultural goods.
Hence, preferences are non-homothetic and the share of expenditure on agricultural goods

decreases as income grows.?” Preferences for each worker i are given by

U(cy,cy) = log(c, — @) + dlog(c,)

where ¢! and ¢!, refer to consumption of agricultural and non-agricultural goods respectively
and ¢ is a weight parameter that determines the relative importance of non-agricultural
goods in consumption.

In addition, each worker is endowed with one unit of labor and sector-specific individual
skills {2!,z} drawn from a distribution G(z,, 2,,) with positive support. A worker can freely
choose to work in one of the two sectors but faces a cost if he decides to work in the non-
agriculture sector.?® This distortionary mobility friction is motivated by the compensation
differences for workers that switch sectors observed in the data. In this environment, workers
maximize their labor income, so that yi = maz{w,(z%), (1 — k)w,(2%)}, where w,(z!) and
wy(2!) are the wages offered to worker i in the two sectors. In order to focus on the role of
friction-induced misallocation and avoid other aggregate income effects stemming from the

magnitude of k, I assume that all workers receive a transfer ¢ equivalent to the mobility costs

paid in the economy.

258ee Gollin, Parente and Rogerson (2002) and Gollin, Parente and Rogerson (2004) for a more detailed
discussion on the role of the subsistence requirement in explaining decreasing agricultural output shares and
its role in sector allocations.

26Since the focus of the quantitative exercise is analyzing the growth-induced exit of agricultural workers
into other sectors, I focus on the mobility cost of going from agriculture to other sectors and not vice-versa.
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6.2.2 Technology

There is a profit-maximizing representative firm in each sector with production functions

given by

Y, = AZ, Y, = AZ,

where A is an economy-wide productivity parameter and Z, are the total effective units of
labor employed by sector s. This second term is equivalent to the sum of individual worker
productivities hired by the firm, or Z, = fie s 25 dG, where I'* is the set of workers hired
by sector s and 7, is a technology parameter governing the mapping of skill to the marginal
product of labor in each sector. Similarly, the number of workers employed by sector s is
dG. Labor productivity of a sector is therefore a function of the integral

given by L, = [, .

over the individual production of workers employed in that sector.

6.2.3 Competitive equilibrium

An equilibrium is determined by a relative price of the agricultural good p,, wage functions

¢ ¢ and labor allocations such that

Wa(Za), Wy (2,), consumption decisions ¢, ¢!,

1. Firms maximize profits in the two sectors given their technology.

2. Workers’ labor allocations maximize their income.

3. Consumption allocations maximize utility subject to the budget constraint.
4. Labor, agricultural, and non-agricultural goods markets clear.

In a competitive market, the first condition requires firms to offer workers a wage equal to
the value of their marginal product in their respective sector. These wages vary by both the
aggregate productivity factor, relative prices, and the idiosyncratic productivity parameter

of each worker.

Wa(za) = PaAZ) Wy (2,) = Azl
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Taking these wages as given, each worker decides to allocate their unit of labor to one of
the two sectors. The second condition implies that a worker will chose to work in agriculture
as long as the value of their marginal product in agriculture is more than his potential
production in non-agriculture minus the mobility cost, or

Apazig > Az (1 - k)

a

An implication of this is that higher relative agricultural prices, for a given non-agriculture
productivity, lowers the minimum agricultural productivity required to stay in agriculture.
Moreover, consumption, given income?®’ g, can be written as follows.

C“:pa(1+¢) +a1+¢’c": (1+¢)(y2_@pa)

Intuitively, the consumption rule consists of allocating resources on agricultural goods un-

til the minimum subsistence requirement is met and then distributing the remainder among
the two goods according to the weight parameter ¢. Thus, as income grows, a lower propor-
tion of income is allocated to the consumption agricultural goods.

Finally, the market clearing conditions require that good markets clear and that the labor

employed in each sector is consistent with workers’ labor allocations. This is

/cﬁLdG = / Azl"dG
iel™
/csz = / AzlrdG
i€l
I = {i:Ap.zle < Az"(1—k)}

re = {Ap.zle > Az]"(1—-k)}

a

In the model, the wage gap in terms of mean log wages can be written as

E(log(w,)) — E(log(wa)) = ymE(log(2n)) — vaE(log(za)) — log(pa)

ZMncome is the sum of labor income and the transfer, y* = max{Ap,z]*, Az]l" (1 — k)} + t.
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Differences in mean wages are therefore the result of three main mechanisms. The first
is the direct effect of the relative price, which affects the relative valuation of efficiency units
for the output produced in the two sectors. The lower is the relative price of agriculture,
the lower is the relative value of agricultural output and hence the greater is the wage
gap, holding composition of workers constant. The second mechanism is technology, which
changes the average marginal products of workers in the two sectors. The third mechanism
is selection, which affects the skill distribution of the sets of workers working in the two
sectors (I'*, I'™). The lower is the relative price of the agricultural good, the more people
exit agriculture to work in the other sector. This process changes the composition of workers
in each sector, which can increase or decrease the gap in mean worker productivity between
sectors. The wage gap level is therefore larger or smaller depending on the equilibrium
effect of these mechanisms. Moreover, as a country grows richer and the relative price of
agriculture declines®®, the net effect of both price and composition effects on the wage gap
over time is undetermined. Whether wage gaps decline or rise in this environment depends

on the parameters of the economy.

6.2.4 Calibration strategy

I now proceed to calibrate the model to conduct two exercises. The first is testing whether
worker sorting can generate wage gaps that are of the same order of magnitude relative to
the gaps in the data. The second is exploring potential drivers of the gap decline in a worker
sorting environment.

To do this, I first calibrate the economy to Brazil in the earliest period of 1996-1997,
when the gap was the largest. Later, growth in parameter A is introduced to match yearly
real output growth rates observed in 1996-2013. Preference, production, friction and pro-
ductivity distribution parameters are jointly estimated to match different moments of the
data. Although all of these parameters interact in the model, each of them has stronger
implications for particular moments. Below, I describe the relationship of each parameter to

each moment and how these are calibrated.

28 As a country grows richer, non-homothetic preferences imply that a lower share of income is allocated
to agricultural goods consumption and a lower relative price of agricultural goods. See Lagakos and Waugh
(2013) for a more detailed discussion.
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Preference parameters Consistent with the literature using dual economy models with
minimum subsistence requirements, preference parameters ¢ and a are calibrated to match
two moments of the data that relate to labor and output shares. The first is the share of
workers in agriculture?® of 19 percent observed in 1996. The second is a long-run agriculture
output share of 0.5 percent, which is the standard parameter used by Lagakos and Waugh
(2013), Restuccia, Yang and Zhu (2008) and other studies on structural change. Once
calibrated, the minimum subsistence requirement (@ = 22.6) is 22 percent of the average

wage and ¢= 277.

Production and friction parameters The technology parameter A is set to one hundred
for the initial calibration in 1996. Later, when studying the effect of growth on the wage gap,
changes in A are calibrated to match total yearly real output growth in Brazil during 1996-
2013. The sector-neutral nature of the productivity parameter in this economy implies that
the wage gap is solely dependent on endogenous price and selection effects in the model.?”
The technology parameters v, and -, are set to one in 1996 so that there is a linear map-
ping from skill to output in the baseline, as in Lagakos and Waugh (2013). This assumption
is relaxed when studying the role of skill-biased technological change discussed below. Fi-
nally, the mobility friction k is calibrated to match the average wage gain from switching out
of agriculture in the model to the weighted average of the non-agriculture sector premiums
for 1996. The relative small transition wage gains relative to the overall gap described in
section 5.2 imply that the magnitude of k is relatively small at 0.3 percent. This reflects the
conclusion from the previous section that micro-data is not consistent with mobility frictions

generating large pay differentials in sector-switching workers.

The joint distribution of sector-specific worker skills [ calibrate the distribution
parameters using information from wage dispersion within each sector, as well as information

from workers that have worked in two sectors. Since I do not observe all workers at all

29T his refers to the share of agricultural workers aged 18 to 65 in the PNAD sample.

30 Alternatively, one could introduce distinct growth rates by sector. The impact of differential growth on
the wage gap, however, is similar to the one described in this paper. Sector-specific growth rates change
the relative price of agriculture which induces the exit of workers out of agriculture and changes worker
productivity composition in each sector. Regardless of whether growth is sector-neutral or not, the wage
gap level is solely determined by differences in the composition of workers between sectors.
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sectors, it is impossible to calibrate the distribution G without imposing some structure.
Non-parametric estimation is therefore not an option. Instead, following Lagakos and Waugh
(2013), I allow workers to have dependent draws from sector-specific Fréchet distributions
X(z,) and Y (z,) and restrict the joint distribution G(z,, 2,) to be a Frank copula resulting

from the two primary distributions,

G(za,2n) = CO[X(24),Y (20)]
(e7P —1)(e " — 1)

Clu,v] = —1/pxlog(1+ v )
X(Za) — e—za—%
Y(zn) = e_z’:an

The sector-specific distributions have dispersion parameters 6, and ¢,,, which control the
within sector variance of the productivity distribution in agriculture and non-agriculture.
These are calibrated to match the standard deviation of log wages in agriculture and non-
agriculture of 0.84 and 0.94 respectively.®! The calibrated parameters that match these log
variances are 6, = 2.0 and 6,, = 1.3.

Besides the transparent mapping that exists between these parameters and wage dis-
persion, there are two other reasons why a Fréchet shape is a sensible choice to model
sector-specific distributions. First, the Fréchet distribution is a special case of the extreme
value distribution; therefore, the marginal Fréchet distribution of a particular sector can be
interpreted as the distribution of the maximum draw from a set of productivity distributions
within that sector. For example, this may represent the maximum productivity draw out of
a series of jobs that are available within the manufacturing or agricultural sectors.?? Second,
the shape of of the distribution, with greater mass at lower productivity parameters and fat
tails, resembles the within sector distribution of both raw wages and unobservable worker
characteristics observed in the data.

To form a joint distribution out of the two sector-specific marginal distributions, a Frank

31From workers aged 18 to 65 in the PNAD sample.
32By the extreme value theorem, the maximum of independent draws from any distribution converges to
an extreme value distribution. The Fréchet is an example of these distributions.

34



copula is used. The advantage of using this copula is that it allows the degree of dependence
in the two distributions to be controlled by a single parameter p. Along with 6, and 0,,, this
parameter is calibrated to match the fraction of workers that switch sectors during 1996-1997
(0.6 percent of all workers) when the economy grew 2.2 percent in real terms. Intuitively,
for given dispersion parameters (6,,6,), p controls the amount of workers close to the labor
allocation indifference condition (Ap,z! = Az’ (1 —k)). A growth-induced change in prices
pushes a larger or smaller share of workers out of agriculture depending on the mass of
workers that are close to indifferent in the base year. The resulting parameter from this
calibration is 1.4, which implies a linear correlation of 83 percent between the log of sector-
specific productivity parameters z, and z,. Importantly, no difference in mean productivity
between sectors is assumed in the calibration of the joint distribution. The agricultural wage

gap is therefore not a calibration target but an outcome of the model.

6.3 The explanatory power of the sorting mechanism

The model generates both cross-sectional and inter-temporal predictions. In the 1996 cross-
section, the ratio of mean wages between non-agriculture and agriculture is 2.8 in the model.
This is seven percent higher than the 2.6 wage gap observed in the PNAD sample. Import-
antly, the magnitude of the gap is not the result of the mobility friction k. Re-estimating
the model with k£ = 0 yields a slightly lower wage gap of 2.6, which is closer to the gap
observed. Overall, the results indicate that large wage gaps of the magnitudes observed can

be generated by compositional differences in skills arising from a sorting equilibrium.

6.3.1 What drove the decline?

Once the economy is calibrated to 1996, I examine potential drivers of the wage gap decline.
In particular, I explore whether growth, technological change, or a compression in worker
skills can drive the declining pattern in the data. For each potential driver, the model
produces a time series of predicted wage gaps (Figure 7) as well as predicted agricultural

labor shares (Figure 8).
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Economic growth Growth is here introduced as an increase in the sector-neutral pro-
ductivity parameter A. Changes in this parameter are calibrated to match real GDP growth
throughout the period.

Economic growth has two effects in the model. On the one hand, higher income decreases
the demand for agricultural goods consumed in the economy relative to non-agricultural
goods. This is a direct consequence of the subsistence requirement present in preferences.
The reduction in relative demand induces a lowering of the relative price of the agricultural
good, which decreases the market value of the marginal product of agricultural workers. This
in turn depresses relative wages in agriculture and widens the gap. On the other hand, the
price changes cause the exit of workers out of agriculture. The transitioning workers can
lower the average skill of workers in the non-agriculture sector, resulting in a decline in the
agricultural wage gap. As mentioned before, the net effect of these two forces depends on
the economy’s parameters.

The evolution of the share of agricultural workers and the agricultural wage gap is shown
in dashed blue lines in Figures 7-8. Growth in the productivity a parameter generates a fall
in the wage gap from 2.8 to 2.0, compared with the fall from 2.6 to 1.8 observed in the data
(solid orange line). In addition, the increase in aggregate productivity reduces the share of
workers employed in agriculture from 19 to eight percent, compared with the decline from
19 to 10 percent observed in the data. Similar results are obtained if one introduces growth

exclusively in the agricultural sector.3?

Skill-biased technological change Technology adoption has been proposed as a driving

34 In Brazil, for

force behind wage dynamics and the exit of workers out of agriculture.
instance, Bustos, Caprettini and Ponticelli (2016) argue that there have been both labor-
saving and labor-augmenting technological innovations in agriculture that have shifted the

marginal products of workers within the agricultural sector. To explore this type of skill-

33Higher productivity growth in the agricultural sector reduces demand for agricultural goods and agri-
cultural workers. This depresses wages in agriculture and produces an exit of workers out of agriculture,
resulting in similar wage gap dynamics.

34Ngai and Pissarides (2007) and Baumol (1967) emphasize the connection between productivity growth,
prices and the exit of workers out of agriculture. The connection between skill-biased technological change
and wage differences has been explored in the United States. See Autor, Katz and Kearney (2008) for a
review.
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biased technological change, I depart from the original assumption of a linear mapping from
skills to the marginal product of labor (v, = =, = 1 in the baseline). Instead, I let the
marginal product of labor to be dependent on the level of skill by letting 7, and -, to vary
over time. Since I do not have direct information about the changing technology of firms in
Brazil, these parameters are calibrated to match the within-sector variance of log wages. In
the calibration, v, decreases from one to 0.95 and +, decreases from one to 0.78 from 1996
to 2013. The lower latter values indicate a flatter mapping of skill differences to marginal
products and, therefore, to wages.

The dashed-dotted green lines in Figures 7-8 show the predicted wage gaps and agricul-
tural labor shares, respectively. Skill-biased technological change induces a decline in the
wage gap from 2.8 to 1.1 and a decline in the share of agricultural employment from 19 to
13 percent. Thus, skill-biased technological change in the model generates a larger decline
of the wage gap and a smaller decline of the agricultural employment share when compared
to the aggregate growth exercise.

The results suggest that skill-based technological change can explain part of a decline in
the agricultural wage gap. However, changes in the mapping of skills to marginal products are
at odds with commonly proposed stories of skill-biased technological change in agriculture.
In particular, the model suggests that technology has flattened the mapping from skills to
output by increasing the marginal product of low-skilled workers relative to high-skilled ones.
A labor-saving mechanization story would have the opposite effect, and it is unclear whether
improvements in the use of intermediate goods (e.g. use of improved seeds or pesticides)
have this type skill-biased effects. For skill-biased technological change to have contributed
to the wage gap decline, the drivers of such change must have closed the gaps in marginal

products between low and high skilled workers instead of widening them.

Compression of the skill distribution Section 5 emphasized the role of worker observ-
able and unobservable skills in explaining the wage gap level and its decline. I now explore
whether a compression in worker heterogeneity can lead to a compression of the average
wage gap in the model. To do this, I start with the calibrated 1996 economy as a baseline,

and let the skill dispersion parameters 6, and 6,, to vary over time. In particular, these
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parameters vary to match the changes in within-sector wage variation. This results in an
increase in 6, from 2.0 to 2.1. and an increase in 6,, from 1.3 to 1.7. The dashed red line in
Figure 7 shows the gaps generated by the compression in the distribution of worker skills.
The results are very similar to the ones induced by skill-biased technological change, with a
reduction in the gap from 2.8 to 1.1 and a reduction of agricultural employment from 19 to
13 percent (Figure 8).

Comparing the three drivers of the wage gap studied, aggregate growth predicts a stronger
exit out of agriculture and only a slightly more moderate decline in the wage gap relative to
the data. In contrast, a compression in the distribution of marginal products of labor —due
either to skill-biased technical change or a compression of skills— exaggerate the wage gap
decline while predicting a more moderate exit of workers out of agriculture. Given the simple
and abstract nature of the model and calibration, small deviations from projections made
over the 17 year period should not be overinterpreted. Altogether, the results show that,
in an environment where wage gaps are driven by sorting, growth, skill-biased technological
change and a compression of the skill distributions are all consistent with both a significant

exit of workers out of agriculture and a reduction of the aggregate agricultural wage gap.

Figure 7: AGRICULTURAL WAGE GAPS
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Note: Wage gap defined as the ratio of mean wages in agriculture and non-agriculture.
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Figure 8: SHARE OF WORKERS IN AGRICULTURE
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7 Conclusion

The large wage gaps between agriculture and other sectors appear to be driven by com-
positional differences in worker characteristics. Consistent with cross-country patterns in
inter-sector productivity and wage gaps, these differences declined gradually in Brazil since
the late 1990s as the country became richer. This paper argues that a structural change
model of worker sorting is consistent with the magnitude of the aggregate wage gaps ob-
served, the small sectoral premiums estimated in the micro-data, the exit of workers out of
agriculture, and the decline of the wage gap over time.

The results highlight the importance of understanding the nature of unobserved worker
heterogeneity, since differences in educational attainment and demographics fail to explain
most of the aggregate agricultural wage gap. Understanding unobserved differences might
also uncover the ultimate sources of the wage gap decline, which remain unclear. On the one
hand, the skill-based technological change needed to reduce gaps require low-skill workers
to be relatively more valued over time when compared to high-skill ones. This is not easily
reconcilable with common narratives of agricultural mechanization and intermediate input

usage. On the other hand, little of the compression of the skill distribution can be explained
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by changes in observed worker characteristics, including the improvements in educational
attainment observed in Brazil during the period studied. Thus, what sources of heterogen-
eity drive the wage gap level and its compression remains an open question. Unobserved
differences in cognitive development, educational quality, and access to job networks are
promising alternatives that are consistent with the evidence and might be fruitful avenues
for future research. Future wage gap models, however, should be consistent with the main
empirical findings presented. They must produce large differences in average pay between

sectors without producing large wage gains for workers that exit agriculture.
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Appendix

A The decline in wage gaps throughout the distribution

Figure 9 shows the ratio of wage percentiles in agriculture and non-agriculture for both the
PNAD and RAIS samples. Percentiles are here defined by the ranking of workers within each
sector. The decline in the agricultural wage gap is present throughout the wage distribution
in both datasets, with the exception of the lowest tenth percentile of workers in the PNAD.
There is a pattern, with the top earners in the agricultural and non-agricultural sectors being
further apart than the bottom earners in the two sectors. The differences, however, are still
significant across all percentiles, so it is not the case that wage gaps are a phenomenon
that is only applicable to certain parts of the wage distribution. Furthermore, when looking
at the evolution of these ratios over time, the decline in compensation differences does not
appear to be driven by the catch up of only the poorest or richest parts of the distribution

of agricultural workers.
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B

Figure 9: GAPS IN BRAZIL BY PERCENTILE
ALL WORKERS (PNAD)

(a) Agriculture vs Manufacturing (b) Agriculture vs Services
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Note: Difference in the means of log wages between sectors for formal workers are presented. Each line corres-

ponds to the difference between each percentile group in the two sectors.

The evolution of output gaps in Brazil

This section documents the magnitudes and decline of output gaps in Brazil and how both

output and wage gap magnitudes compare to estimates from the literature. Figure 10 shows

how the between-sector difference in gross domestic product per worker as measured by

the national accounts declines over the 1996-2013 period. Similar to the wage pattern,

the decline is large when comparing agriculture against both manufacturing and services.
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Unlike wages, however, the agriculture-manufacturing output gap is much larger than the
agriculture-services gap. This is expected due in part to the natural differences in capital
intensities between services and agriculture. These differences notwithstanding, the declining
pattern of pay and value added per worker gaps is qualitatively similar.

Similarly to wage gaps, value added per worker gaps between agriculture and other sectors
are large when compared with other estimates in the literature. In 1996, the magnitude of
the value added per worker gap between agriculture and other sectors is 5.3, which is greater
than the maximum found by Herrendorf and Schoellman (2015) in their 12 country sample
and just below the mean gap reported in Gollin, Lagakos and Waugh (2014) for the poorest
quartile of countries in their 151 country sample. By 2013, after a cumulative real output
growth of 61 percent, the value added per worker gap is 2.4. This estimate is similar to
the median of 2.3 in the Herrendorf and Schoellman (2015) sample and closer to the 2.0
mean of the richest 24 percent of countries in the Gollin, Lagakos and Waugh (2014) sample.
When compared to the cross-country evidence, Brazil appears to have endured a significant

transformation during the period of study.

Figure 10: VALUE ADDED PER WORKER GAP IN BRAZIL
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C The evolution of agricultural labor shares

Employment shares by sector based are shown in Figure 11. Figure (a) shows data from all
workers in the PNAD. Figure (b) shows data from workers in the PNAD sample aged 18 to

65 working more than 30 hours a week. Figure (c) shows the equivalent for formal workers

in the RAIS.
Figure 11: WORKERS BY SECTOR

(a) All workers (104 years, PNAD) (b) All workers (18 to 65, PNAD)

—————————
_________

-
-
____________

2010 2015

2005 2010 2015 1995 2000 2005

1995 2000
Year Year

Agriculture = ==== Manufacturing === = Services

Agriculture = == === Manufacturing == == Services ‘ ‘

(c) Formal workers (18 to 65, RAIS)

------
...............

T T T T T
1995 2000 2005 2010 2015
Year

Agriculture Manufacturing == ='= Services ‘
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worker data is from RAIS. Figures (b) and (c) contain workers reporting more than 30 hours of weekly work.

D Sector-switchers over time

Figure 12 shows the share of workers that switch across sectors throughout the sample period.

The small share of sector switchers would usually complicate the study of sector wage jumps
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using a small-sample panel dataset. However, because of the large number of workers in the
sample, this is not a problem. In any given year, there are over ten thousand formal workers

who switch into and out of agriculture in the sample.

Figure 12: NUMBER OF SECTOR-SWITCHERS FROM AND INTO AGRICULTURE
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any given year.

E Sector premiums using earnings

The analogous results from Figure 4 using monthly earnings instead of hourly wages as a
dependent variable are shown in Figure 13. Similarly to the baseline, earnings premiums are
smaller than the overall earnings gap. For manufacturing, the average sector premium during
1996-2013 is 11 log points compared to the overall earnings gap of 48 log points relative to
agriculture. Similarly, for services, the average jump in earnings is eight log points compared
to the mean total gap of 46 log points. Sector premiums as a percentage of the total gap
in a given year averaged 21 percent when comparing agriculture vs manufacturing and 16

percent when comparing agriculture to services.
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Figure 13: SECTOR GAPS IN EARNINGS RELATIVE TO AGRICULTURE CONTROLLING FOR
INDIVIDUAL FIXED EFFECTS
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Note: Total refers to the difference in mean log wages between each non-agricultural sector
and agricultures. Sector premiums for services (8%) and manufacturing(3%,) are defined by

equation (1). With the exception of 2008, coefficients are all statistically different from zero

(p < .01).

F Event-study of transitions into and out of agriculture

This section adopts an event-study framework focusing on workers that switch out of ag-
riculture. The following equation is estimated for transitions out of agriculture into both

services and manufacturing.

5
log(wit) = Z Vi P+ @i i

j=—2
As before, ¢; are year effects and ¢; are worker fixed effects. In order to consider a longer
timespan of transitions, fixed effects are not allowed to vary by period. Coefficients v; are
dummy indicators for pre and post transition years. These coefficients are only equal to one
if a worker is observed three-years before transitioning and five years after transitioning out
of agriculture. This is done in order to avoid selection effects in the estimation of transition

coefficients. All workers are included in this exercise in order to better estimate year effects.
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Figure 14 shows the results of the transition coefficients, v;, with confidence intervals.
Transitions into services and manufacturing are analyzed separately with similar results. As
before, the wage increases five years after transitions are much smaller than the magnitude of
the aggregate wage gap. Furthermore, there is no evidence of improved wage growth profiles
after transitioning out of agriculture. If anything, there is a flattening of the wage growth
profile after transitioning into the non-agriculture sector. Figure 15 shows similar results

when age squared is added as an additional control.

Figure 14: TRANSITIONS OUT OF AGRICULTURE

(a) From agriculture to manufacturing

services

Note: Year 0 refers to the last year worked in the pre-transition sector and Year 1 refers to the first year
in the post-transition sector. Solid line shows coefficients v; subtracted by o so that coefficients reflect
changes relative to the pre-transition wage level. Dashed lines are 95 percent confidence intervals from tran-

sitions after controlling for year effects.
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Figure 15: TRANSITIONS OUT OF AGRICULTURE CONTROLING FOR AGE SQUARED

(a) From agriculture to manufacturing

Note: Transition coefficients controlling for year effects and age?. Year 0 refers to the last year
worked in the pre-transition sector and Year 1 refers to the first year in the post-transition sector.
Solid line shows coefficients ; subtracted by o so that coefficients reflect changes relative to

the pre-transition wage level. Dashed lines depict 95 percent confidence intervals from transitions

after controlling for year effects.
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