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ABSTRACT. What is driving structural transformation? Some argue that it can be
driven by different income elasticities, and others say that differences in productiv-
ity growth are the source of labor reallocation. We present a unifying framework
which allows us to quantify the importance of supply and demand mechanisms for
structural transformation and see how these forces change over time.

PRELIMINARY AND INCOMPLETE

I. INTRODUCTION

There are two well-known facts about structural transformation. During the first
stage of development labor moves out of the agricultural sector into manufacturing
and services. Later in the development process labor moves out of both agriculture
and manufacturing into services. What is driving this transformation? Some argue
that it can be driven by different income elasticities, and others say that differences in
productivity growth are the source of labor reallocation. We present a unifying frame-
work which allows us to quantify the importance of supply and demand mechanisms
for structural transformation and see how these forces change over time.

We find that the behavior of both preferences and technology in the service sector
is non-monotone. However, the change in preferences, not technology, is the main
cause of the reallocation of labor into the service sector.

The existing literature assumes that together with structural transformation there
is a balanced growth path. In order to achieve both they impose strong theoretical
assumptions (see Kongsamut, Rebelo and Xie (2001, [2]) and Ngai and Pissarides
(2007, [3])), which narrow the capacity of the model to capture the behavior of the
data.

Our methodology allows us to avoid making strong theoretical assumptions to
guarantee the existence of a balanced growth path. Despite the absence of balanced
growth, our model satisfies the Kaldor facts. Under perfect foresight we use the first-
order conditions and resource constraints together with data on labor shares, output
and capital to recover the preference parameters and sectorial technologies. We then
run counterfactual experiments to evaluate the importance of demand and supply
mechanisms behind structural transformation.
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There are two related papers. Herrendorf, Rogerson, and Valentinyi (2008) estimate
preference and technology parameters using postwar U.S. data and find that neither
story is enough on its own. Buera and Kaboski (2008, [1|) integrate demand and
supply side explanations and find that the two stories together are not enough when
preference parameters are constant. Our model allows us to identify the changes in
preference and technology parameters and evaluate the importance of those changes.

The paper is organized as follows. Section 2 describes the model, section 3 explains
the methodology, section 4 shows our results and section 5 concludes.

II. MODEL

We use a standard three-sector model with Stone-Geary preferences and Cobb-
Douglas production functions. We allow the Stone-Geary subsistence levels of con-
sumption as well as productivity levels to be time-varying. The three sectors represent
agriculture, manufacturing and services. We assume that investment goods are pro-
duced in the manufacturing sector. To be able to study the behavior of relative prices
we present a decentralized version of the model. There is a representative household
that maximizes the expected discounted present value of the utility function:

00 A 7A)m (CM)UM (cS . ,ys)ns)l—ﬁ _1
E s—t (( t t t t t 1
PP s o
subject to the budget constraint
p?Cth + Cint —f—prtSNt + (Kt+1 — (1 — 5) Kt) = Tth + tht, (2)

where N, is population, ¢! is the per capita consumption of good 7, 7} is the sub-
sitence level of consumption of good i, p! is the relative price of good i with respect
to manufacturing, K; is the capital stock, r; is the return to capital, w; is the wage
rate and L, is the labor force. Finally, i = A, M,S where A stands for agriculture,
M stands for manufacturing and S stands for services.

Production in each sector is done by a competitive firm which maximizes period-
by-period profits:

T =Yy =y —w, Ly (3)
subject to
i i (g (riylTo
Y = A (Kt) (Lt) ) (4)

where Y}’ is output in sector i, A% is productivity in sector i, K is capital used in
sector ¢+ and Lj is labor used in sector 7. The market clearing conditions are given by:

K+ KM + K = K, (5)
LI+ LY + LY = Ly, (6)
Cth = Y;Av (7)

MN, + Ky — (1-0) K, =YM, (8)
;N =Y. (9)
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III. METHODOLOGY

As long as we have non-zero subsistence levels of consumption and they are not
directly linked to productivities, the model does not have a balanced growth path
(see Buera, Kaboski (2008, [1])). Therefore we cannot solve for the policy functions
of the model. To get around this problem, we assume perfect foresight. We use the
first-order conditions and resource constraints together with data on labor shares,
output and capital to recover the preference parameters and sectorial technologies.

Notice, that capital and labor are mobile across sectors, hence, the factor prices are
equalized. Therefore, capital shares depend on capital intensities and labor shares in
the three sectors:

Ki= 1-a; 7t K,. 10
LI LI o
[e QN ag

We use data on labor shares and aggregate capital stock to compute the levels of
capital used in the three sectors. We combine it with data on real output to compute
the levels of technology:

(2
Al = — ath T — (11)
(£3)™ (L)

We use the first order conditions for consumption to pin down the subsistence levels

in agriculture and services (see appendix):

Y om e LYY - K+ (1-0) K, (12)
N mul—oay L vM

We construct data for output, labor and capital stock for ten-year periods from
1869 until 2008. Labor shares are measured using the number of employees, output
is the real GDP index, and the real capital stock is constructed from the real gross
private domestic investment. We use Kendrick (1961) to construct data for 1869-1957
and BEA and BLS for 1929-2008.

We calibrate parameters to the values shown in Table 1. The discount factor and
the depreciation rate correspond to a yearly rate of 4% and 6% respectively. We
assume that preferences are logarithmic. We take the values of capital intensities
from Kendrick (1961).

IS 0 | aa | ay | as | ma | v | s |0
0.66510.46 |1 0.3610.23]0.15]10.05]0.32]10.63 |1

Table 1. Calibrated parameters

%

Vi

IV. RESuULTS

The top panel of Figure 1 shows the data for real output and labor shares. One can
observe that the labor share in agriculture is constantly decreasing, the labor share in
manufacturing is increasing in the first half of the sample and decreasing thereafter,
the labor share in services is constantly increasing.

The bottom panel shows the results for the productivities and preference param-
eters as well as consumption. We see that productivity in the services sector slows
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FIGURE 1. Data, Consumption, Productivity and Preferences

down around 1970 and at the same time the subsistence level of consumption of ser-
vices increases significantly. Each of these facts could potentially explain the observed
changes in the labor shares.

In order to quantify the importance of each mechanism we conduct two counter-
factual experiments. In the first one we assume that the subsistence level remains at
its year 1970 level, it does not increase. In the second counterfactual experiment we
assume that productivity in services continues to grow at the same rate after 1970 as
in the previous decade. We compute the alternative paths of all endogenous variables
in the model, assuming the path of capital does not change.

Figure 2 shows the paths of output, consumption and labor shares when the sub-
sistence level of consumption of services remains at its 1970 level. Notice that if
this were the case then there would be no reallocation of labor from manufacturing
to services. Furthermore, consumption and output of services would decrease and
consumption and output of the other two sectors would increase. Hence, the shift in
preferences alone is able to explain all the labor reallocation.

2020
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FI1GURE 2. Counterfactual Subsistence Level of the Service Sector

Figure 3 shows the paths of output, consumption and labor shares when there
is no slowdown in productivity growth of services after 1970. The alternative path
for productivity can explain about one third of the observed reallocation of labor
from manufacturing to services. It also generates an increase in the growth rates of
consumption and output in the three sectors. Hence, the slowdown in the productivity
growth of the service sector, by itself, cannot explain the observed labor reallocation.

V. CONCLUSION

Structural transformation is characterized by labor reallocation first from the agri-
cultural sector into manufacturing and services and then out of both agriculture and
manufacturing into services. Existing literature says that the transformation can be
driven by differences in income elasticities or by differences in productivity growth in
the three sectors. We present a unifying framework which allows us to quantify the
importance of supply and demand mechanisms for structural transformation and see
how these forces change over time.

2020
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FIGURE 3. Counterfactual Productivity of the Service Sector

We find that driving forces change over time. TFP in the service sector slows down
around 1970 and the need for services increases drastically at the same time. We find
that preferences have a clear effect on labor shares while technology has only a small
effect on labor shares, mainly affecting output.

Directions for future work: a more general structure of preferences and technology,
study implications for relative prices, importance of health services and women mov-
ing into the labor force in explaining the kink in preferences. We also plan to refine
data sources.
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VI. APPENDIX
VIL.1. First-Order Conditions. First order conditions for the household:

[e.e]
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VI.2. Summary.
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with {Af’M’S,fyf’S, Ny, Lt} exogenously given
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VI.3. Derivation of the Solution Algorithm. We know YA, Y, V5 LA LM L7 L;, N,.

A?,M,s A5\ o

Can we solve for the wedges of interest { Vi

Assume:na +ny +ns = 1. First of all: Ly = L} + LM + LY
Substitute out prices ry, wy, p;f‘ and pf
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Substitute into Euler equation to solve for capital:
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1-6
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VI.4. Algorithm. To summarize, the algorithm is the following:
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We know: {A?M’SW?’S, Ly, Ny, Kt} We solve for: {YtA’M’S, KMMS LvavS}
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VI.7. Extra Graphs. Counterfactual 1:

Relative Prices (Counterfactual)

DEMAND OR SUPPLY STORY?14

2020

3 T T T T
= Agriculture
Services
Labor
251 Capital )
2L 4
15F il
1k 4
05 T
ok 4
-05F q
-1 I I I I I I I
1860 1880 1900 1920 1940 1960 1980 2000 2020
Elasticity of Consumption wrt Income Elasticity of Consumption wrt Consumption of Manufacturing
6 T T T T
= Agriculture
Manufactring
Services
12f b
5L 4
1k i
ab 4
0.8 4
3k 4
0.6 q
2k 4
0.4 b
1k 4
0.2 —
0 T | | I I I 0 N I I I I I I
1860 1880 1900 1920 1940 1960 1980 2000 2020 1860 1880 1900 1920 1940 1960 1980 2000
Counterfactual 2:
Relative Prices (Counterfactual)
3 T T T T
Agriculture
Services
Labor
25¢ Capital )
ok 4
15F il
1k 4
051 4
or i
-0.5r- q
-1 I I I I I I I
1860 1880 1900 1920 1940 1960 1980 2000 2020



STRUCTURAL TRANSFORMATION AND DEVELOPMENT: DEMAND OR SUPPLY STORY?15

Elasticity of Consumption wrt Income

Elasticity of Consumption wrt Consumption of Manufacturing

6 T T T T
= Agriculture
Manufactring
Services
12f b
5L 4
1k i
ab 4
0.8 4
3k 4
0.6 q
2k 4
0.4 b
1k - 4
0.2 —
0 T | | I I I 0 I I I I I I
1860 1880 1900 1920 1940 1960 1980 2000 2020 1860 1880 1900 1920 1940 1960 1980 2000

UCLA

2020



