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Abstract

In today’s developing world, many economies appear to bypass industrialization and tran-
sition directly from agriculture to services. The largest rise in service employment has oc-
curred in non-tradable consumer services, such as retail and hospitality, especially in urban
areas, where many cities resemble consumer hubs built around local demand. These pat-
terns of growth raise fundamental questions: Can service-led growth sustain a growth of
living standards over time? Is service-led growth inherently biased toward affluent urban
consumers? What role should policy play? We propose a parsimonious general equilibrium
framework that incorporates non-homothetic preferences and locally non-tradable consumer
services. Our framework bridges macro and micro perspectives, and enables counterfactual
and welfare analysis that accounts for both individual and spatial heterogeneity. We relate
our framework to the recent literature and suggest several extensions and directions of future
research.

1 Introduction

In the canonical narrative of structural transformation, development unfolds in three stages: at
an early stage, agriculture is the dominant economic activity; then, agriculture sheds labor into a
growing manufacturing sector; eventually, at a late stage, the bulk of economic activity shifts to
services. This pattern, which is in line with the trajectories of Western Europe, the United States,
and East Asia, has long shaped our expectations of how growth should proceed. Yet in much of

today’s developing world, structural change appears to be taking a different path. Since the early

*We are grateful to Penny Goldberg for her excellent comments, to Doug Gollin for his insightful discussion, and
to Charles Gottlieb for sharing some of his data. Nicolas Fajardo provided outstanding research assistance. We
thank the Tobin Center for financial support.



2000s, many developing countries, including fast-growing economies like India, have experienced a
direct transition from agriculture to services, largely bypassing industrialization.

Moreover, the fastest growing component of the service sector consists of non-tradable consumer-
facing activities such as retail, hospitality, and transportation, especially in urban areas where cities
operate as demand-driven hubs. This pattern, sometimes labeled “premature deindustrialization”
(Rodrik, 2016), raises concerns about the sustainability of this growth process over time. If man-
ufacturing has historically been the main source of productivity gains, what are the consequences
when developing economies do not industrialize? These developments also have distributional
implications. When economic activity expands primarily in consumer cities sustained by local de-
mand (Gollin et al.; 2016), the gains may accrue disproportionately to afluent urban households,
potentially leaving rural populations behind.

In this paper, we develop a parsimonious model to study these questions. Since the literature
on the role of consumer services in structural change and growth is, to date, very limited, our aim
is not to provide a comprehensive review. Rather, we present a theoretical framework designed to
clarify the mechanisms that we view as central and show how the framework can be taken to the
data. We relate our analysis to the existing literature in the concluding section.

Building on our earlier work (Fan et al., 2023), the paper reflects the central empirical role
of non-tradable, consumer-facing services. The theory emphasizes two key mechanisms: spatial
frictions and non-homothetic preferences. On the one hand, many consumer services are non-
tradable and therefore depend on local endowments, technologies, and demand. On the other
hand, these services are luxury goods, primarily consumed by richer households, which makes the
local income distribution a key determinant of the sector’s expansion. In addition, our model
accommodates some fundamental drivers of growth documented in the literature: (i) productivity
improvements across sectors; (ii) gains in allocative efficiency as labor moves from low-productivity
informal activities to more productive formal ones; and (iii) the accumulation of human capital
through rising educational attainment. Finally, the model captures multiple aspects of inequality
by distinguishing individuals along three dimensions: skills (proxied by education), idiosyncratic
labor productivity, and geographic location (e.g., whether they reside in rural or urban areas.)

Our approach provides a unified framework for quantifying both positive and normative effects



of structural change. By integrating a spatial general equilibrium model with granular data on
labor allocations, earnings, educational attainment, and sectoral composition across regions and
over time, the framework bridges a gap in the literature between macroeconomic analyses of

aggregate trends and microeconomic studies that often abstract from general equilibrium forces.

Topics Our framework naturally connects a range of topics that have often been analyzed in

isolation. We organize the discussion around four themes.

1. Service-Led vs. Service-Biased Growth. We draw a sharp distinction between
service-led and service-biased growth. Growth is service-biased when the expansion of
services reflects rising incomes generated by forces outside the service sector, such as
productivity growth in agriculture or manufacturing or broad-based human-capital ac-
cumulation, which shift demand toward services under non-homothetic preferences. In
contrast, growth is service-led when the main driver of structural change is productivity
improvements within the service sector itself, which raise real incomes and expand both
the demand and the supply of local services. Our empirical analysis recovers sectoral
productivity growth at a geographically granular level, allowing us to distinguish these

mechanisms and to quantify their relative importance.

2. The Rise of Consumer Cities. As shown by Jedwab et al. (2022), many ur-
ban centers in developing countries (especially in sub-Saharan Africa) have recently
expanded not around tradable industrial production (and the service activities pro-
viding inputs to the manufacturing sector) but around domestic consumption. Unlike
the manufacturing-driven agglomeration observed in East Asia, these consumer cities
grow through traditional service activities such as food retail, small-scale hospitality,
personal care, and transportation, which are inherently local and highly responsive to
income effects and urban density. Our framework is designed to analyze these patterns
by incorporating spatial heterogeneity, non-tradable service demand, and frictions in
formal employment, all of which are central to the emergence and persistence of con-

sumer cities.



3. Informality. Our theory also sheds light on the role of informality, long viewed
through the lens of Harris and Todaro (1970) as a temporary stopgap for rural mi-
grants searching for formal employment. Microdata from sub-Saharan Africa challenge
this narrow view: households reliant on consumer service jobs exhibit living standards
broadly comparable to those in manufacturing, as measured by durable goods owner-
ship, housing quality, and access to basic services. These descriptive findings suggest
that service jobs may be more than a mere reserve of disguised unemployment. This
raises broader questions: Is the growth of consumer services merely a symptom of
stalled industrialization, or can it spark long-run development? Do urban service jobs
create broad opportunities for all sectors of the population, or do they benefit mainly

affluent city dwellers?

4. Sources of Productivity Growth in Consumer Services. Although con-
sumer services are not typically regarded as fertile ground for technological progress,
our framework highlights several mechanisms for productivity gains in services. First,
in urban settings, labor market frictions and limited formal job creation generate mis-
allocation as workers crowd into low-productivity informal services. The reduction of
misallocation can be a powerful engine of growth through a mechanism similar to that
highlighted for the industrial sector by Song et al. (2011). Institutional reforms, ris-
ing education, or macroeconomic improvements can ease these frictions and speed up
transitions into higher-productivity formal jobs. Second, demand externalities can be
important. The endogenous entry of formal firms for which overhead costs are sig-
nificant is limited by the extent of local demand: at low incomes, demand is too low
to justify their entry, so services are supplied by informal self-employed workers. As
demand expands, more formal firms enter, thereby improving allocative efficiency, ex-
panding product variety and quality, and further contributing to an expansion of local
demand. Third, productivity gains can also arise within the informal sector itself: ad-
vances in mobile connectivity, transportation (for example, cheaper motorbikes), and

access to basic financial services enhance efficiency and incomes for informal providers.



These shifts may not immediately lead to formalization but can nonetheless improve
livelihoods and reduce poverty. Our framework allows the separate identification of

these distinct sources of productivity growth.

For pedagogical reasons, we introduce the framework in a stripped-down form that abstracts
from several important forces. We then extend it along several dimensions. First, we enrich the
tradable sector by distinguishing agriculture, manufacturing, and business services such as finance
and IT. Next, we embed the model in a regional and international trade environment, allowing
for specialization and terms-of-trade effects. We then allow sectors to differ in skill intensity and
show how variation in skill supplies can drive structural change. Finally, we incorporate internal
migration, linking the framework to the literature on rural-urban mobility, spatial wage gaps, and

labor misallocation.

Application: Sub-Saharan Africa in the XXIst Century While our earlier work studied
the recent economic development of India (Fan et al., 2023), this paper shifts the focus to a
set of fast-growing sub-Saharan African economies, whose economic activity is not dominated
by natural resources like oil. These economies are geographically clustered, part in East Africa
and part in West Africa. Altogether, they have a population of about 500 million people in
2024, which represents one-third of the total African population. In these economies, similar to
India and in contrast to many East Asian countries, urbanization and the decline in agriculture’s
employment share have not been accompanied by significant industrialization but by a rise of
traditional consumer services such as retail, hospitality, and local transport.

As a showcase of our methodology, we calibrate the model to salient empirical moments from
this sample of African countries and study the role of productivity growth in consumer services
for rising living standards. We find that improvements in service productivity account for a
substantial share of welfare gains, especially in urban areas. This pattern is reminiscent of India,
as documented in our earlier work. We contrast this African experience with Vietnam, which,
since the late 1990s, has followed a more conventional industrialization-led path. Using the same
empirical methodology, we find that improvements in living standards in Vietnam have relied much

more heavily on productivity growth in tradable manufacturing and producer services.



Summary Our goal for this paper is twofold. On the one hand, it provides a coherent framework
to understand how different sources of growth shape the structure of employment and the distri-
bution of welfare. On the other hand, it shows how the model can be disciplined using microdata
moments on labor allocation, income, expenditure, and geography that are increasingly available
for developing countries.

We view the application to sub-Saharan Africa as an illustrative exercise that yields informative
insights into the role of productivity growth in the service sector. Determining whether, and under
what conditions, services can become engines of growth is a central policy challenge for countries
shaping their development trajectories in the twenty-first century. Our framework provides a

foundation for future research aimed at informing policy design in this domain.

Road Map The paper proceeds as follows. Section 2 documents empirical patterns of structural
transformation and service expansion in a set of fast-growing African economies using detailed
household and labor market data. Section 3 presents the baseline version of our theoretical frame-
work and contains the main analytical result, which derives the aggregate demand system over
sectoral value added from the individual-level demand system defined over final goods. This sec-
tion also provides a step-by-step guide to calibrating the framework using both micro and macro
data from sub-Saharan Africa.

Section 4 incorporates labor market frictions and the process of formalization through the entry
of formal service providers, and shows how these mechanisms can operate as sources of productivity
growth in services. Section 5 discusses various extensions of the baseline model. Section 6 reviews
the related literature and situates our contribution within it. Section 7 concludes with a discussion
of promising avenues for future research. An Appendix and Supplemental Material available on
our websites provide detailed derivations of all theoretical results as well as additional information

on the empirical analysis.

2 Structural Change in Sub-Saharan Africa

In this section, we document that structural change in most of today’s developing world takes the

form of an expanding service sector, particularly consumer services (henceforth, CS) concentrated
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in urban centers. We mainly focus on two geographic clusters of high growth within Africa.
Specifically, we consider countries located south of the Sahel that (i) recorded average annual
GDP growth of at least 3.5% between 2000 and 2019, (ii) were not classified as oil exporters by the
IMF, and (iii) did not experience prolonged conflict, such as Somalia or the Democratic Republic
of Congo.!

This selection yields two fast-growing clusters in West and East Africa, shown in Figure 1.
The East African cluster comprises Ethiopia, Kenya, Malawi, Mozambique, Rwanda, Tanzania,
and Uganda, with a combined population of approximately 350 million in 2024. The West African
cluster includes Benin, Burkina Faso, Cote d’Ivoire, Ghana, Guinea, Guinea-Bissau, Senegal, Sierra
Leone, and Togo, home to around 150 million people in 2024. We contrast these experiences with
that of Vietnam, an export-oriented, rapidly industrializing economy with a population of about
100 million.

All East African countries in our sample are classified as non-resource-intensive by the IMF,
except Tanzania. Even in Tanzania, natural resources play a modest role: mining contributes
just 3.3% of GDP, though tourism is a significant sector. In West Africa, four of the nine selected
countries are classified as resource-intensive, but only Guinea and Sierra Leone are heavily reliant on
mineral exports.® We emphasize the limited role of natural resources because a common narrative
attributes Africa’s economic revival primarily to rising commodity prices. By contrast, growth in
our sample is unlikely to be the mere effect of a persistent resource revenue boom.

We structure our analysis along three dimensions. First, we document the substantive rise
of CS, particularly in urban centers, but not limited to them. We do so using both aggregate
and micro data. Second, we provide suggestive evidence that CS jobs are not necessarily worse

than available alternatives. Using microdata on the ownership of durable goods, we show that

1'We use the International Monetary Fund (2024) classification, which divides countries into Oil Exporters, Other
Resource-Intensive Countries, and Non-Resource-Intensive Countries. We exclude oil exporters such as Angola,
Cameroon, Chad, and Nigeria, as well as small island economies including Cabo Verde, Mauritius, Sdo Tomé e
Principe, and Seychelles.

2 Namibia also meets the growth threshold, having grown at an average annual rate of 3.7%. However, its economy is
heavily resource-dependent, with mining accounting for 25% of GDP, and does not belong to a broader high-growth
region. We therefore exclude it.

3 Excluding these two countries, which together account for just 15% of the Western cluster’s population, does not
affect any of our results.



Figure 1: THE COUNTRIES IN OUR SAMPLE
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Notes: This figure displays the set of African countries included in our analysis. The green-shaded regions correspond to nine West
African countries: Benin, Burkina Faso, Céte d’Ivoire, Ghana, Guinea, Guinea-Bissau, Senegal, Sierra Leone, and Togo. The blue-
shaded regions indicate seven East African countries: Ethiopia, Kenya, Malawi, Mozambique, Rwanda, Tanzania, and Uganda. Shading
indicates the geographical clustering used in our empirical design. Map lines delineate study areas and do not necessarily depict accepted

national boundaries.

individuals employed in the CS sector report, if anything, higher ownership rates than individuals
working in manufacturing. Finally, we contrast the experience of sub-Saharan Africa with that of

Vietnam and show that this looks markedly different.

2.1 Data

We use both aggregate and micro data. At the aggregate level, we use the World Development
Indicators (WDI) from the World Bank to measure GDP, population, urbanization, and sectoral

employment shares. We augment these data with information on educational attainment from



Barro and Lee (2013). At the micro-level, we use microdata from the Integrated Public Use
Microdata Series (IPUMS). IPUMS harmonizes nationally representative censuses and large-scale
survey samples across countries and years, providing consistent individual- and household-level
information on sectoral employment, occupation, education, and urban /rural residence. We extract
the most recent census rounds available between 1997 and 2019. When we aggregate surveys of
different countries, we use national populations as weights. In Appendix Section B-1 we describe

the data and our measurement choices in detail.

2.2 Consumer Services, Structural Change, and Economic Development

We begin by documenting the growth performance and the central role of services, and in particular
CS, in the process of structural change. Figure 2 reports average growth in total GDP and GDP
per capita (left panel), as well as changes in sectoral employment shares (right panel), between
2000 and 2019. Total GDP grew at a stellar average annual rate of 7% in our East African sample,
with especially strong performances in Ethiopia (9%), Rwanda (7.7%), and Mozambique (6.9%).
Growth was also substantial, though more moderate, in West Africa, averaging 4.9%, with Ghana
emerging as the top performer at 6.2%.

Although rapid population growth tempers the magnitude of GDP per capita gains relative to
total GDP growth, the figure shows that countries in our African sample nonetheless experienced
significant per capita growth during the first two decades of the twenty-first century. In Ethiopia,
GDP per capita grew at an average annual rate of 6%, one of the highest rates observed worldwide
over this period. This performance stands in sharp contrast to the lost decades of African growth
in the preceding period, as documented by Artadi and Sala-i Martin (2003) or Easterly and Levine
(1997).

In Appendix Section B-2, we show that this rise in income per capita has been accompanied
by rising educational attainment and urbanization. We also show that subjective measures of
life satisfaction from the Gallup World Poll increased substantially in all countries in our sample
except Malawi and Rwanda.

Economic growth has been accompanied by a sharp shift in sectoral employment. The right

panel of Figure 2 documents this reallocation using the standard agriculture, industry, and ser-



vices classification. In every country, agricultural employment declined, and most of the released
labor moved into services. Industry expanded only modestly. On average, agriculture fell by 18
percentage points, with services accounting for 15 of those points and industry for 3. The patterns

are similar across FEast and West Africa.

Figure 2: GROWTH AND STRUCTURAL CHANGE TOWARDS SERVICES IN SUB-SAHARAN AFRICA
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Notes: Panel (a) reports the annual growth rate of GDP and GDP per capita at constant 2021 International Dollars (PPP) over
2000-2019. Panel (b) reports the change in sectoral employment shares between 2000 and 2019. Regional averages are population-
weighted using 2002 population shares. Country codes follow ISO-3 standards (e.g., KEN = Kenya, CIV = Coéte d’Ivoire, ...), and
regional abbreviations are WA = West Africa and EA = East Africa. Guinea-Bissau (GNB) is not shown by the individual bar but

included in the average West Africa calculation. Data source: WDI.

Figure 3 shows that Africa is not exceptional. Rather, growth without industrialization is a
common feature of recent structural change in the developing world. We consider all non OECD
countries whose per capita income in 2019 was below that of China.* Countries in our African
sample appear in blue (East Africa) and green (West Africa). The figure plots the cross country
relationship between the change in the agricultural employment share and the corresponding change
in the service share (left panel) and the manufacturing share (right panel) over 2000-2019. In the

typical developing country, most of the decline in agricultural employment is offset by rising service

! The figure is an adapted version of panels (c) and (d) from Figure 1 in Fan et al. (2023), using a different sample
period. Fan et al. (2023) also show that a low pace of industrialization is not associated with slower aggregate
growth. In their sample, which also includes the 1990s, countries with average GDP growth above 4% experienced
faster declines in agricultural employment (18 percentage points) and faster growth in service employment (13
percentage points).
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Figure 3: STRUCTURAL CHANGE TOWARD SERVICES IN THE DEVELOPING WORLD
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panel) employment shares over the same period (2000-2019) for all non-OECD countries poorer than China in 2019. The countries in
our African sample are highlighted in blue for East Africa and green for West Africa. Data sources: World Bank, International Labor
Organization, and Penn World Tables.

employment, whereas manufacturing expands only modestly. While the shift toward services is a
common trend worldwide, the pattern is even more pronounced in Africa: most African countries

lie above the regression line in the left panel.

To examine these patterns more closely, we turn to the IPUMS microdata and estimate em-
ployment shares across detailed sectors for rural and urban locations. We classify workers into four
broad sectors: agriculture, manufacturing (including mining and construction), private services,
and public services. Private services are further divided into three mutually exclusive groups: (i)
retail, leisure, and health, which capture non-tradable CS; (ii) finance, business, and ICT, rep-
resenting producer services; and (iii) transport and storage, which serves both households and
firms.

We focus on countries for which at least two survey rounds are available, allowing us to compare
structural changes over time. Specifically, we include six countries, two in West Africa (Benin (2002
and 2013) and Ghana (2000 and 2010)) and four in East Africa (Mozambique (1997 and 2017),
Malawi (1998 and 2008), Rwanda (2002 and 2012), and Tanzania (2002 and 2012).)° Given the

® Data for the remaining countries were not available from IPUMS in a format that allows us to perform a consistent
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limited number of countries with usable data, we pool the West and East African cases, weighting
observations by country population in 2002.

Panels (a) and (b) in Figure 4 show the sectoral employment shares for rural and urban areas.
Expectedly, employment in rural areas is predominantly agricultural. By contrast, cities are “ser-
vice hubs” with private services being the largest sector of employment. Agricultural employment
in both rural and urban Africa declined over time, with most of the reallocation absorbed by
private services. The employment shares of manufacturing remained largely stable, while public
sector employment declined slightly as a share of the total.

In panels (c¢) and (d), we zoom into private services and present the disaggregated composition
of private service employment. The lion’s share of employment growth is accounted for by CS,
such as retail, health, or hospitality. Producer services are on the rise but still account for only a

negligible share of total employment in African countries, especially in rural areas.

2.3 Are Jobs in Consumer Services Bad Jobs?

The patterns of structural change documented above raises some concerns. In particular, CS jobs
in retail and hospitality are frequently informal, and may therefore be interpreted as disguised
unemployment rather than activities with a high marginal product.

In this section, we provide suggestive evidence that grants a more optimistic view. While di-
rect measures of household income are unavailable in the IPUMS data, these data report several
indicators of living conditions and ownership of durable goods that can serve as proxies for house-
hold income. Specifically, we consider access to six basic amenities: electricity, piped water, radio,
flush toilet, brick or metal walls, and good-quality roofing.® These indicators are commonly used
measures of living standards in development economics (see Young (2012)).

We estimate separate household-level regressions for each of these durables of the form
Yilet = 5ct + Z Bs 1{S}ilct + x;lct’Y + Uilet, (1)

where v, is a dummy variable indicating whether household ¢ in country ¢ and location [ at time

pre—post analysis.
5 Roofing is classified as good if made of cement, tile, or metal, and poor if made of grass, mud, or other low-quality
materials.
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Figure 4: THE RISE OF CONSUMER SERVICES IN SUB-SAHARAN AFRICA
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Notes: Panels (a) and (b) report broad sectoral employment shares. Panels (c) and (d) report employment shares within private
services. We split private services into three mutually exclusive industries: (i) retail, leisure, and health (CS); (ii) finance, business, and
ICT (Producer Services); and (iii) transport and storage (Transport). Surveys used for calculating these results include: Benin (2002
and 2013), Ghana (2000 and 2010), Mozambique (1997 and 2017), Malawi (1998 and 2008), Rwanda (2002 and 2012), and Tanzania
(2002 and 2012). Regional averages are population-weighted using 2002 population shares. Data sources: IPUMS International.
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t owns the respective amenity, 1{s} is an indicator variable whether the head of household ¢ works

in sector s, x; contains additional covariates, and ., denotes country-year fixed effects.

Table 1: SERVICE EMPLOYMENT AND DURABLE OWNERSHIP

Electricity Piped Water Radio Flush Toilet Wall Roof
) 2 ®3) 4) ) (6) ) (8) 9) (10) (1) (12)

Consumer Serv.  0.041** 0.023* 0.033* 0.014*  -0.033***  -0.033*** 0.010 0.002 0.027* 0.012* -0.003 -0.014
(0.016) (0.009) (0.013) (0.006) (0.006) (0.006) (0.021) (0.019) (0.012) (0.006) (0.016) (0.013)
Producer Serv.  0.171**  0.116**  0.130**  0.064** 0.023 0.018 0.115* 0.093* 0.118*  0.072"** 0.061 0.022
(0.024) (0.020) (0.032) (0.024) (0.022) (0.018) (0.052) (0.049) (0.024) (0.020) (0.034) (0.026)
Transport 0.121"*  0.088*  0.072** 0.035* 0.033**  0.031*** 0.028 0.014 0.053* 0.026 0.034 0.013
(0.028) (0.020) (0.027) (0.018) (0.010) (0.007) (0.019) (0.012) (0.027) (0.022) (0.022) (0.012)

Agricul. -0.294%*  -0.164**  -0.275**  -0.124**  -0.073**  -0.066**  -0.104* -0.048*  -0.258**  -0.1563"**  -0.199"**  -0.116™**
(0.028) (0.021) (0.019) (0.017) (0.022) (0.008) (0.046) (0.025) (0.039) (0.030) (0.040) (0.020)
Public Serv. 0.187*  0.171™*  0.082** 0.065*  0.093***  0.091***  0.110***  0.104**  0.105***  0.092**  0.090** 0.080**
(0.030) (0.023) (0.031) (0.020) (0.023) (0.022) (0.032) (0.029) (0.019) (0.011) (0.032) (0.024)
Urban 0.294*** 0.334"* 0.008 0.127* 0.238"** 0.183**
(0.025) (0.021) (0.034) (0.051) (0.022) (0.058)
High Ed. 0.040*** 0.058"** 0.025*** 0.007 0.002 -0.003
(0.011) (0.016) (0.007) (0.014) (0.034) (0.021)

Obs. 3,360,990 3,294,771 3,359,615 3,293,408 2,893,900 2,827,675 3,356,296 3,290,103 3,361,271 3,295,053 3,361,647 3,295,423
R-squared 0.361 0.413 0.132 0.207 0.048 0.049 0.166 0.198 0.261 0.298 0.270 0.280

Notes: This table reports the results of regression (1). The dependent variables are different categories of home amenities: electricity,
piped water, radio, flush toilet, brick or metal walls, and good-quality roof (cement, tile, or metal). The omitted employment category
is manufacturing, which also includes construction and utilities, and mining. All specifications control for country-year fixed effects.
Standard errors, reported in parentheses, are clustered at the country-year level. The surveys used are: Benin (2013), Burkina Faso
(2006), Ethiopia (2007), Ghana (2010), Kenya (2019), Malawi (2008), Mozambique (2017), Rwanda (2012), Senegal (2013), Sierra Leone
(2015), Tanzania (2012), Togo (2010), and Uganda (2014).

The results of estimating (1) are reported in Table 1. The findings paint a consistent picture.
Workers in service sectors enjoy a sizable premium relative to manufacturing workers (the excluded
group) and an even larger one relative to agricultural workers. While such differences might be
expected for employees in the public sector or in producer services, the comparison between CS and
manufacturing is particularly informative. Contrary to the notion that CS consist predominantly
of low-quality jobs, our results do not indicate substantial disadvantages for workers in this sector.”

The even-numbered columns show that these patterns do not merely reflect spatial sorting (for
example, CS workers being disproportionately located in urban areas) nor differences in educa-
tional attainments. As expected, the likelihood of having access to basic amenities is significantly
higher for households living in urban locations or headed by more educated individuals. However,

controlling for these differences does not alter the main conclusions.

"Radio ownership may convey an ambiguous signal in an era of digital devices. For instance, urban households are
not more likely to own a radio than their rural counterparts.
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In Figure B-3 in Appendix Section B-2, we use the information on durable ownership to doc-
ument changes in ownership over time. The results are qualitatively consistent with the cross-
sectional patterns reported in Table 1. In both rural and urban areas, households have experienced
rising access to electricity, piped water, flush toilets, and improved wall and roof materials, and

are increasingly likely to own a radio.®

2.4 Growth with Industrialization: Vietnam

This recent pattern of structural change differs markedly from the path followed by many earlier
industrializers including China as documented by Chen et al. (2023). Vietnam offers an interesting
contrast. During the period 2000-19, Vietnam experienced very rapid growth in both total GDP
(6.6%) and GDP per capita (5.3%), rates that are comparable to (and in per capita terms even
higher than) those of the average East African economy in our sample. However, the process of
structural transformation in Vietnam differs sharply from that observed in African economies. Fig-
ure 5, which is the analogue of Figure 4, highlights these differences. The differences are especially
pronounced in rural areas, where the rapid decline in agricultural employment is absorbed by gains
in both manufacturing and services.” Such rapid rural industrialization remains largely absent in
Africa. Another important difference is that Vietnam exhibits stronger growth in business-related
services, particularly in urban areas. This indicates that in Vietnam the expansion of the service
sector is to a large extent associated with the production of tradable goods.

These patterns are consistent with recent empirical research showing that manufacturing plays
an important role in Vietnam’s economic development (McCaig and Pavenik, 2017, Nguyen, 2018).

Vietnam also differs sharply from the African economies we study in its strong export orientation.

8 These findings are consistent with Gollin et al. (2016), who show that resource-rich countries, who satisfy the
narrative of consumption cities built around local consumption spending, have higher urbanization rates, higher
employment in non-tradable services, and lower measures of poverty. They also show that conditional on overall
urbanization, income per capita, and the non-agricultural employment share, resource-rich countries do not feature
higher poverty rates.

Y Ethiopia, the fastest-growing African economy in our sample, has been seeking to emulate the experience of China
and Vietnam by promoting industrialization through dedicated industrial parks and special economic zones. While
this strategy has achieved some success in attracting foreign investment and generating manufacturing employment,
its spillovers to the rest of the local economy remained limited, reflecting weak backward and forward linkages
with domestic suppliers and service providers, in contrast to the experience of East Asian economies. Evidence
on place-based policy in China and Vietnam is provided, among others, by Alder et al. (2016) and Huynh (2025),
respectively; for reviews of industrial parks in Ethiopia, see Butler et al. (2022), Zhang et al. (2018).
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As documented in Appendix Section B-2, its export to GDP ratio ranged from 60 to 80 percent
between 2000 and 2020, compared with about 30 percent in our African sample. This difference re-
flects Vietnam’s stronger specialization in tradable production, whereas African economies shifted
mainly toward local CS.

Figure 5: STRUCTURAL CHANGE IN VIETNAM
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Notes: See notes of Figure 4. Data sources: IPUMS.
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3 A Baseline Model of Service-Led Growth

In this section, we develop a model that links the emergence of CS to the broader process of
economic development. Building on our earlier work (Fan et al., 2023), the model is analytically
tractable and yet flexible enough to capture heterogeneity across both space and individuals.
Moreover, it is amenable to estimation using macro and micro data and to conduct counterfactual
exercises. For clarity, and reflecting the spatial patterns documented in Section 2, we focus on two
regions: cities and rural areas.'’

We present the framework in a modular fashion. We begin with a baseline setup that highlights
two central forces behind the spatially unbalanced expansion of the service sector and the unequal
welfare effects of structural change. First, we assume that CS are non-tradable and therefore
depend on local factor endowments, technologies, and demand.'! Second, CS are luzury goods:
their expenditure share rises with income. As a result, they are primarily consumed by richer
households, making the local income distribution a key determinant of the sector’s expansion.
Moreover, rising productivity in CS will mostly benefit richer households.

We show that even a model with these minimal ingredients can be taken to the data to inter-
pret the empirical patterns documented in Section 2. Then, in the following sections, we extend
this framework in several directions. In particular, we discuss: agglomeration economies, whereby
service productivity increases with market size; labor market frictions, to capture the idea that
service employment may reflect not only high marginal productivity but also the rationing of indus-
trial jobs. We also show to capture sectoral heterogeneity, to distinguish between agricultural and
manufacturing employment; international trade, to examine whether shifts in global competition
such as the rise of China as the “producer for the world” have shaped recent growth patterns in de-
veloping countries; and internal migration, to highlight how unbalanced structural transformation

influences location choices.

10 This restriction is not essential. In Fan et al. (2023), we carry out the analysis at a much finer spatial scale and
study the role of service-led growth across hundreds of Indian districts.

1 This does not imply that such services can only be consumed by local residents. Tourism, for instance, illustrates
how locations can effectively “export” non-tradable services such as restaurant meals or hospitality to visitors
from other regions or countries (Faber and Gaubert, 2019). In this paper we abstract from this possibility, but it
can easily be incorporated. Blanchard et al. (2025) study a model related to ours, which explicitly incorporates
the possibility of rural residents traveling to cities to consume non-tradable services.
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3.1 The Basic Environment

Geography and Skills The model economy comprises two regions, indexed by r € {R,C},
representing rural and urban (city) areas, respectively. Labor is the sole factor of production.
Individual heterogeneity in productivity and income is captured by differences in endowments
of efficiency units of labor, denoted by z, which are distributed according to a region-specific
probability distribution function F,.(z). This regional heterogeneity can be interpreted as reflecting

differences in human capital.

Preferences We postulate that consumers have preferences belonging to the PIGL class. These
preferences feature two important properties. First, they admit aggregation, which enables us to
bring a spatial demand system to the data and to perform welfare analysis. Second, they provide
a tractable mapping from final demand to value added, facilitating the integration of data on final
consumption and sectoral production.

More formally, consumers have preferences over a unit continuum of non-tradable final goods

n € [0,1]. Their indirect utility takes the PIGL form'

Vi e,p,) = é (B(ep,.)>€ — D(p,). (2)

where e is total expenditure, p, = {pn}nejo1) denotes the local price vector, and ¢ € (0,1) is
the Engel elasticity. The functions B(p,) and D(p,) are homogeneous of degree one and zero,

respectively. We parameterize these functions as

1 1
B(p,) = exp (/ B 10 pry, dn) and D(p,) = / Kn I Dy di, (3)
0 0

where fol Bpdn =1 and fol K dn = 0.
By Roy’s identity, the expenditure share on good n by a consumer in region r with total

spending e is given by:

(&

exp < fol BrIn prp dn)

I (e, p,) = B+ knT (e, pr) "¢ where Y(e,pr) = (4)

12 PIGL preferences do not admit a closed-form utility representation but are characterized by the indirect utility
function in (2).
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Figure 6: ENGEL CURVES
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Notes: The figure shows expenditure shares for necessities (red) and luxuries (blue) as a function of expenditure; see (4).

Equation (4) shows that our model features a non-homothetic demand system, consisting of a
Cobb-Douglas core and an income-dependent adjustment term. The scalar 7(e, p,) parameterizes
“real income,” as it increases with nominal spending e and decreases with final good prices p,.'*
Demand for each product n is governed by two product-specific parameters, £, and k,. [,
parameterizes product n’s asymptotic expenditure share: As income rises, the expenditure share
on good n converges to [3,. k, determines the product’s income elasticity. A good is classified as a
luxury if k, < 0, and as a necessity if x,, > 0. Figure 6 provides an illustration of how expenditure
shares vary with income for a necessity and a luxury good. Cobb-Douglas preferences arise as the
special case k, = 0. The slope of the Engel curves, and hence the strength of income effects, is

governed by the parameter ¢.

Technology Each final good n € [0, 1] is produced using a combination of tradable inputs z,,

and local CS inputs ycg

Yn = An x}l—An yé’%n (5)

13'We put “real income” in quotes because preferences are non-homothetic and 7 (e, p,-) is therefore not a welfare
metric.
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The parameter )\, € (0,1) denotes the service intensity of product n.'* Equations (4) and (5)
together allow for a flexible modeling of product-level heterogeneity. Goods such as vegetables
sold in markets rely primarily on tradable inputs (i.e., small )\,), whereas goods like haircuts
depend more heavily on local labor (i.e., large A,). The extent to which richer consumers demand
more service-intensive goods is governed by the correlation between A, and k,,.

Turning to the production of the two inputs, we assume that the tradable input x combines the
output of the agricultural sector, the manufacturing sector, and producer services, such as finance

or consulting. Specifically,
T = f (AAGHAG AMANHMAN APSHPS) (6)

where H? denotes total employment in sector j in region r, AJ is the associated productivity term,
and f, is an aggregate production function that can vary across space. As long as f, has constant

returns to scale, the production of x can be represented as
x=AT (H:lG_'_H?{\/[AN_I_HPS) — ATHT

where A” denotes tradable productivity in region r and H; denotes efficiency units of labor em-
ployed in the three tradable sectors. Crucially, AT only depends on the production function f, and
the associated productivity terms AZ and is independent of prices and employment allocations.!”
Hence, A? might be large in cities because of high productivity in manufacturing or producer
services, while rural locations might have high tradable productivity because of their efficiency in
agriculture. In Section 5.2, we put more structure on f, and, in doing so, also on the allocation of
employment between agriculture, manufacturing, and producer services.

For the CS sector, we assume that production is linear in labor and given by
O = AT

A resource constraint requires that HX + HS® < H,., where H, denotes the regional endowment

of effective units of labor.

4 We define A, = A\;* (1 — \,,)~(1=*) as a constant that simplifies the algebra.

15 . . . o . T ; p*l 1/(p_1)
° If, for example, f, was a CES production function with elasticity p, then A, = (Z j (A,Z) ) .
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3.2 Two Results: Aggregation and the Demand over Value Added

Aggregation An appealing feature of PIGL preferences is that they are amenable to aggrega-
tion: despite being non-homothetic at the individual level and falling outside the Gorman polar
form, they nonetheless admit an aggregate demand representation via a fictitious representative
household. More precisely, although the associated demand system depends on the distribution
of income, this dependence can be summarized by a set of distributional statistics, as shown in
Proposition 1 below. This property justifies the use of a representative consumer, provided appro-
priate adjustments are made for inequality.'® This tractability is particularly useful for quantitative
applications and counterfactual analysis.

To derive the aggregate spending share at the regional level from the individual-level expendi-
ture shares from equation (4), let w, denote the prevailing wage in location r. Total income and
expenditure by an individual with efficiency z are then zw,. We can then compute a closed-form

expression for the aggregate spending share on good n in region r.

Proposition 1. Let 9 ) denote the aggregate spending share on good n in

FE — [9FF (zwr,pr)zw, dF (2
LA J zwr dFr(2)

region r. Then,

OEF = B+ kL T (Bl p) @)

where 1(+) is defined in (4), and
[ Z7=dF.(2)
T, = -
([ zdF.(z))

Proof. See Appendix Section A-1.1. n

(8)

Proposition 1 implies that aggregate demand behaves as if generated by a representative con-
sumer with average spending E,[z]w,, but with the non-homotheticity parameter x, scaled by
the inequality term Z.. This statistic summarizes how inequality affects demand and allows the
entire distribution F,.(z) to be captured by a single number. Interestingly, it is a nonlinear mono-
tonic transformation of the Atkinson index (Atkinson, 1970).!" Hence, even though preferences

are non-homothetic, one does not need the full income distribution to compute aggregate demand;

16 See Chapter 6 of Deaton and Muellbauer (1980b) for a detailed discussion.
1" Note that Z, as defined in (8) equals (1 — AI,)1 7%, where Al is the standard Atkinson index. With some abuse
of terminology, we refer to Z, as the Atkinson index in the rest of the paper.
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the scalar Z, is sufficient. This aggregation property is particularly useful for quantitative work.
Moreover, in some particular cases, Z, has a closed-form expression. For example, suppose that z

is Fréchet distributed with common tail parameter (:

Fu(z) =exp (= (2/2)) (9)

Then Z, = T < / Fé’e = T, where I', denotes the gamma function.'® In this case the inequality
adjustment is constant across regions.

Proposition 1 also highlights how inequality affects aggregate demand for different goods. Be-

cause 0 < € < 1, Jensen’s inequality implies that a higher inequality (in the sense of a mean-

preserving spread) reduces Z,. Moreover, equation (7) implies that
09y,
0T,

Hence, higher inequality increases the aggregate expenditure share of luxuries (where x,, < 0) and

=t T (E.[2]w,, pr)" " .

reduces the spending share on necessities (where k, > 0).

From Final Goods to Value Added The second important property of PIGL preferences is
that they permit a seamless mapping from final goods to sectoral value added. This mapping is
essential for empirical applications: sectoral employment data refer to value added, whereas house-
hold expenditure data concern final goods. In general, preferences defined over final goods need
not translate cleanly into preferences over value added—see Herrendorf et al. (2013). Within the
PIGL class, together with Cobb-Douglas technologies as in (5), this mapping takes a particularly
tractable form.

To derive the demand system over sectoral value added, let p, denote the price of the tradable
good and ¢, the local price of CS inputs. Because services are local in nature, ¢, varies across
regions. The price of final good n is then

Prn = pglgi)\n%{\n' (1())

Let S¢° denote total spending on CS inputs in region 7. Then,

S,,CS:/ Ao X OFELw,E,[z] dn, (11)
—— —

n
CS share  Total spending on n

18T, is the gamma function with parameter 1 — 1/, that is, T, = I'(1 — 1/x).
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since the service component of good n accounts for a share A, of total expenditure on that good.

Substituting the expression for ¥£¥ from Proposition 1 leads to the following proposition.

Proposition 2. Let 95 = Lrif]; T denote the aggregate spending share on value added in the CS
sector. Then,
9% = wes + vesTy T (B [2|wys pay gr)~° (12)
where
E,|z|w,
wes = /)\nﬁn dn, Vos = /)\n/fn dn, T (]ET‘[Z]wT;pl‘?qT) = 1—w£‘5]qwcs .
Proof. See Appendix Section A-1.1. n

Proposition 2 shows that the demand system over sectoral value added again belongs to the
PIGL class. The preference parameters of this value-added demand system, wecg and vosZ,., reflect
preferences (3, and k,), inequality (Z,), and technology (A,). The parameter wcg is a weighted
average of the consumer-service content J\,, with weights given by the asymptotic expenditure
shares (3,,. Likewise, v¢g is a weighted average of \,,, weighted by the non-homotheticity parameters
K-

The proposition also clarifies how the technology shapes sectoral demand. If all final goods rely
on CS with the same intensity, that is if A\, = X for all n, then v = 0 because fol Knpdn = 0. In
this case, factor demand remains homothetic even when the underlying final-good demand system
is non-homothetic. In contrast, service value added behaves as a luxury good (that is, vog < 0)
when service intensity and income elasticity are negatively correlated, meaning that goods with
high A, tend to have low k.

Finally, Proposition 2 establishes a tight link between inequality and demand for service value

added because the overall shifter of the factor demand system, vcgZ,, is given by

vosl, = < / KnAn dn) x I,
N——— Inequality

Technology + Preferences

Higher inequality, namely, lower Z,. raises the aggregate value-added share of services when luxury

goods are service-intensive. Using CEX data, Aghion et al. (2025) document that this is indeed
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the case for U.S. households.™

3.3 Equilibrium: Service-Led or Service-Biased Growth?

To characterize the equilibrium allocations, recall that the tradable good is freely traded between
cities and rural areas. Letting the tradable good serve as the numeraire, p, = 1, nominal wages
are determined by local productivity in the tradable sector, and the price of CS inputs in region r

reflects the relative productivity of the tradable and non-tradable sectors:

W, AT

T
U),,«:AT and QT:W:W
r T

(13)

To solve for the equilibrium, note that the employment share in CS in region r, denoted €5, equals
the aggregate spending share on CS inputs given in (12) (see Appendix A-1.2). Substituting for

the equilibrium prices p, = 1 and ¢, in (13) yields
065 =995 = wos + vos I, (B, [2](AF) ' 79es (ATS)wes) 77 (14)

Equation (14) expresses the CS employment share as a function of structural parameters,
sectoral productivities, local human capital, and inequality. This relationship is central for our
analysis because it separates two channels of service expansion. The first is service-biased growth:

higher income, driven by human capital E,[z], tradable productivity A”

T

or greater inequality,
raises demand for income elastic services. Since these services are non-tradable, stronger demand
translates directly into higher local employment. The second channel is service led growth: higher
CS productivity raises local real incomes, which in turn increases expenditure on services and

expands CS employment.

3.4 Unequal Incidence: Why Service-Led Growth is Pro-Rich

A key implication of our theory is that the welfare gains from sectoral productivity growth differ

systematically across individuals. Substituting final good prices p,., in (10) into the indirect utility

19 The view that goods are necessities and services are luxury goods is also consistent with traditional Engel curve
analysis and with the existence of hierarchical preferences—see, e.g., Foellmi and Zweimiiller (2008) and Chai et al.
(2023). Banerjee and Duflo (2007) document that extremely poor households in developing countries allocate
between 56 and 78 percent of their budgets to food, whereas food accounts for less than 10 percent of spending
among rich households in advanced economies. Although the model in this paper abstracts from differences in the
income elasticity of agricultural and manufacturing goods, the framework readily accommodates this refinement,
as shown in Fan et al. (2023).
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function ((2) and (3)) allows us to express indirect utility in terms of the input prices p, and g,:

1 20, y qr
V(2wy, pe, Gr) = z (W) —vesln (—) ~ (15)

Let e(V, ps,q,) denote the expenditure a consumer, facing input prices p, and ¢, requires to
attain a level of utility V. The welfare effect of a change in input prices can be measured using the
equivalent variation, that is, the change in expenditure needed to maintain a fixed utility level V.
Based on the properties of the expenditure function (see Appendix Section A-1.3), one can show
that:

olne(V, ps, )
Jlng,

Olne(V, ps,q)
Olnp,

= ﬁSS(Zwr,pm QT) and =1- ﬂfs(zw“pz’ qT)’ <16>

where 999 (2w,, p,, ¢-) denotes the share of expenditure by a consumer with skill level z in region

r on the value-added component of the service sector, which (in analogy to (12)) is given by

—€
ZWy
ﬁfs(zwrapm (Jr) = Wes + Vos <—wcs) . (17)

PR
Note that the inequality term Z, is absent because (17) describes the sectoral spending share of
an individual rather than the aggregate share.

Equations (16) and (17) lead to a sharp distributional conclusion: service-led growth is pro-rich,
whereas growth driven by productivity increases in the tradable sector is pro-poor. Equation (16)
implies that the welfare effect of a price change is proportional to the value-added share in an
individual’s expenditure. A one percent fall in the service price ¢, increases the utility of a consumer
with skill z by 9% (zw,, p., ¢.). Because richer households allocate a larger share of their spending

to services, improvements in AYS benefit them more than poorer households.

3.5 Quantifying the Importance of Service-Led Growth

Methodology In this section, we illustrate how one can take the model to the data. A key
benefit of our approach is an empirical strategy that tackles the well-known difficulty of measuring
productivity in service sectors by recovering it from the system of equilibrium conditions implied
by the theory.

Directly measuring CS productivity A is challenging. Because services are non-tradable, one

would need local price indices, which are rarely available. More importantly, differences in quality
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are especially salient in services: expensive restaurants, hairdressers or hotels typically provide
a better experience rather than operating less efficiently. Without proper quality adjustment,
such differences remain unmeasured. Our methodology circumvents these issues by inferring A
from consumers’ willingness-to-pay, as revealed by regions’ sectoral employment patterns given
consumers’ income.

Suppose we observe average local earnings {y,}, CS employment shares {¢¢°}, and summary

measures of human capital such as years of schooling {h,}.?" Equations (13) and (14) imply that
(95 = wog + vos T (B, [2)(AT) ™05 (A%5)es) ™ and  y, = B[z, = E,[]AT.  (18)

Take the structural parameters wegs and € as given (we return to their estimation below).
Because productivity AY® has no natural units, we can, without loss of generality, normalize
vos = —1/Z. The negative sign implies that CS value added is a luxury, which is the empirically
relevant case. Under the assumption that local earnings are measured in units of the tradable
good, and that local human capital E,[z] can be linked to observed educational attainment (e.g.
via E,[z] = e, where p is the Mincerian return to education), one can infer local productivities
{AT A9} directly from (18).

The intuition is straightforward. Local earnings y, reflect both tradable sector productivity AZ
and local human capital E,[z]. As in the development accounting literature (Caselli, 2005, Gancia
et al., 2013), observed earnings allow us to recover A’ once human capital is measured. Given
wes and ¢, the CS employment share ££% then identifies AY®. Because the CS spending share is
sensitive to CS productivity through income effects, this approach separates service-biased from
service-led growth: a high CS employment share may reflect high incomes or high CS productivity.

The structure of the model delivers the required identification.

The discussion above presupposes knowledge of the demand parameters weg and . An ad-
vantage of our approach is that they can be estimated using micro-level data on consumption
expenditure. For this purpose, the result that the Engel elasticity € governs both the demand

system for final goods (Y5F) and the demand for value added (%) is crucial. Equation (4) implies

201f one has data on the local income distribution, one can also directly measure Z,. In our application we lack
such data and assume that inequality is constant across locations, i.e. Z,, = 7.
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that the expenditure share of individual ¢ for final good n is given by

1 €
195E(€i) pr) = Bn + KRy €XP </ 671 linn dn) 67;_6 (19)
0

To take (19) to the data, suppose that a particular category of consumption goods observed in
standard consumer expenditure surveys corresponds to a collection of final goods, J C [0, 1]. For
example, the observed spending share on “basic food” comprises expenditures on different varieties
of edible products (rice, fruit, etc.). Recall that these are final products, meaning that their prices
prn reflect the full cost of providing each product, including the CS content embodied in local
retail services. Integrating (19) over the set J and assuming that this set consists, on average, of

necessities, i.e. Ky = fj kn > 0, we obtain

eJ
1 1>
ln(ﬁf;E(ei,p,«)—ﬁj):lnmJ%—(/0 ﬁnlnpmdn) —¢elne; =6, —elne; (20)

where 7 = f] 7 B dn. Equation (20) shows that one can estimate the Engel elasticity e from a
cross-sectional regression of spending shares on individual income. In particular, the unobserved
final-good prices p, are absorbed by the regional fixed effect §,. The additional parameter [
can either be estimated jointly with ¢ or handled via an additional restriction, such as 7 ~ 0
when the choice set J comprises goods whose asymptotic expenditure share is small. For an
empirical implementation of this methodology, we refer to Fan et al. (2023), who apply it using

! To discipline the parameter wcg, one can exploit

consumption expenditure data from India.’
information from the time-series variation of employment shares in rich countries. Recall that weg
and wr = 1 — weg parameterize the asymptotic spending and employment shares on services and
tradable value added as incomes grow large, so they can be identified from a long-run restriction.

For example, if wcg = 0.7, this would imply that, in the long run, 70% of individuals are employed

in the CS sector. Under the assumption that preferences are stable across countries, data on

21 The discussion above assumes that ky = fj cgbin > 0. The only reason for this assumption is to ensure that
In k7 is well defined. If the set J comprises luxuries, k7, (20) can implemented as

1 €
In (/BJ - 19§E(e,pr)) =In(—-ky)+ </ Bn Inpryy dn) —¢clne; =6, —elney,
0

reflecting the fact that the expenditure share on luxuries is increasing in income and approaches S 7 from below.
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sectoral employment shares in rich economies such as the US can therefore be used to discipline

wcs-

Application: Structural Change Towards Services in Sub-Saharan Africa We now
apply this methodology to our sample of African countries analyzed in Section 2. The exercise is
intended to be illustrative rather than a comprehensive estimation.

To classify sectors into tradable goods and CS, we rely on the data reported in Figure 4. Our
analysis focuses exclusively on private employment, excluding public sector jobs. We define CS as
encompassing retail, leisure, and health. Consequently, all other sectors are classified as part of
the tradable sector.?? In Section 5 we illustrate how our framework can be extended to incorporate
a more disaggregated sectoral classification, distinguishing among manufacturing, agriculture, and
producer services within the tradable sector.

In Table 2 we report the empirical moments used to estimate our model. We restrict the sample
to countries for which two surveys are available in the period of interest in order to construct a
balanced panel. The moments include the relative population shares of rural and urban areas, the
allocation of employment between tradable goods and CS, measures of educational attainment, and
aggregate GDP per capita. In addition, we need information on the urban productivity premium
in the tradable sector, v = AL/ A%L. We estimate this premium from microdata on relative earnings
from the “Harmonized World Labor Force Survey (HWLFS)”.** As we show in detail in Appendix
Section A-2, we can infer the urban productivity premium ~ directly from the microdata on
earnings. Consistent with our results in Section 2, urbanization, educational attainment, and

income per capita have increased over time, and employment has shifted toward CS. The data also

22 In this classification, the tradable sector includes industries whose products are non-tradable in themselves but
serve as inputs in the production of tradable manufacturing goods, such as business services. Some industries
are ambiguous. For instance, transport services and construction are used by both firms and consumers. In
Fan et al. (2023), we use Indian survey data to measure the share of each industry that serves consumers and
firms and split value added accordingly. Because comparable data are not available for the African sample, we
classify Construction and Utilities, Transport and Storage, and Finance, Business and ICT as producer services
that ultimately belong to the tradable goods sector. Since we emphasize the rapid expansion of CS, this choice
is conservative.

23 We are immensely grateful to Charles Gottlieb, who developed the Harmonized World Labor Force Survey
(HWLFS), and ran these regressions for us. The HWLFS is a unique global micro-dataset harmonizing em-
ployment and job information from thousands of surveys in more than 100 countries and has also been used in
Goldberg et al. (2025), Gottlieb et al. (2024), and Gottlieb et al. (2025).
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reveal a pronounced rural-urban gradient: urban locations are more productive, more educated,
and more specialized in the service sector. Interestingly, the rural-urban productivity gap has risen
between 2000 and 2010 from about 5% to 15%.

Table 2: SPATIAL STRUCTURAL CHANGE IN SUB-SAHARAN AFRICA

Area  Year Pop. Share Sectoral Emp. Share  Yrs of  Urban-rural GDP per
Tradable CS schooling prod. gap v  capita

Rural 0.76 0.96 0.04 3.7
Urban 2000 0.24 0.62 0.38 6.9 105 1,902
Rural 0.63 0.87 0.13 4.4
Urban 2010 0.37 0.57 0.43 7.8 L15 2,693

Notes: The table reports empirical moments for the sample of African countries with at least two surveys in the period 1997-2017. The
sample includes Benin (2002, 2013), Ghana (2000, 2010), Malawi (1998, 2008), Mozambique (1997, 2017), Rwanda (2002, 2012), and
Tanzania (2002, 2012). The data are aggregated using 2002 population weights. CS comprise Retail, Leisure, and Health. The goods
sector comprises Agriculture, Manufacturing, Transport and Storage, and Finance, Business, and ICT. Public services are excluded

from total employment. GDP per capita is measured in constant 2021 international dollars.

As discussed above, to estimate sectoral productivity {AZ, A5} from the data reported in
Table 2, we need to take a stand on the structural parameters ¢ and weg and the Mincerian
returns to education p. For the former, we rely on the estimates of Fan et al. (2023), who estimate
that ¢ = 0.395 and wes = 0.692. To map observed years of schooling into human capital, we
assume an annual Mincerian return of p = 0.1. As we describe in detail in Appendix Section A-2,
we can then uniquely solve for the productivity terms {AZ, A5}

The results are reported in Table 3. For ease of comparison, we normalize sectoral productivity
in rural locations in 2000 to unity, and we report both the estimated productivity levels and
the corresponding annual growth rates. Table 3 reveals three important findings. First, there is
a substantial rural-urban productivity gap in both the tradable and non-tradable sectors, with
the disparity especially pronounced in CS. Second, productivity increased in both sectors, and

if anything, CS productivity increased faster. Quantitatively, annual productivity growth in the

tradable sector was between 1% and 3%; productivity growth in CS was about 3-4%.

Counterfactuals Using the estimated productivity terms in Table 3, we conduct counterfactual

analyses to quantify the welfare consequences of the inferred patterns of productivity growth.
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Table 3: ESTIMATED SECTORAL PRODUCTIVITY IN SUB-SAHARAN AFRICA

Tradable (A7) CS (A9)
Region 2000 2010 Growth 2000 2010 Growth

Rural 1.00 1.19 0.017 1.00 140  0.035
Urban 1.05 1.37 0.027 9.37 13.03 0.033

Notes: The table reports the estimated productivity levels for each region (urban and rural). The growth columns report the corre-

sponding annual growth rates. Productivity in both the tradable and CS sectors in rural areas in 2000 is normalized to 1.

Specifically, we compute the equivalent variation for consumers at different points of the income
distribution and residing in different locations, separately for service-biased growth (that is, rising
tradable productivity) and service-led growth (that is, rising CS productivity).?* Intuitively, this
statistic measures the share of income that an individual would be willing to give up for the
respective change in productivity to occur. We define a “poor” consumer as one at the 5th percentile
of the local income distribution and a “rich” consumer as one at the 95th percentile.

Panel (a) of Figure 7 shows two main patterns. First, rising CS productivity generates large
welfare gains. Second, the incidence of these gains varies across locations and income groups.
Across space, the welfare effects of service-led growth are larger in urban areas where CS account
for a larger share of both employment and expenditure—see Table 2. Rich urban households
enjoy welfare gains larger than those accruing from tradable-sector productivity growth. Across
income groups, richer households benefit more than poorer households from service-led growth
because they devote a larger share of their income to CS. In contrast, poorer households benefit
mainly from productivity growth in agriculture and manufacturing. The contrast is most dramatic
for poor rural households, who experience no welfare gains from service-led growth because their
expenditure share on services is zero at low income levels. In summary, richer urban households
are the main beneficiaries of productivity improvements in the provision of CS, while the living
standards of poor households, especially in rural areas, hinge primarily on productivity growth in
agriculture and other tradable goods.

We can also assess how much of the structural change toward services is driven by service-biased

24 Appendix Section A-1.3 provides the formal derivation of the equivalent variation in our model.
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growth versus service-led growth. Panel (b) of Figure 7 shows the results. The gray bars report the
empirically observed change in the CS employment share. Note that, although the CS employment
share is larger in urban Africa, the change over time is larger in rural areas, reflecting the rapid
decline of agriculture, which employed almost all rural workers in 2000; see again Table 2.

The blue bars plot the counterfactual change if only CS productivity, A%°, had changed,
holding A7 and human capital fixed at their 2000 levels. They therefore measure the structural
change attributable solely to service-sector productivity growth. The height of the blue relative to
the gray bars reflects the importance of service-led growth relative to the total change, which is
similar in rural and urban areas. The red bars plot the counterfactual change under service-biased
growth, that is, the change that would occur if only A%, had increased, with all other primitives
fixed at their 2000 levels. The importance of service-led growth for African economies is apparent:

to rationalize the observed structural transformation toward services, the model points to a central

role for rising CS productivity in both rural and urban areas.

A Different Development Path: Vietnam In Section 2.4, we have shown that Vietnam
followed a different development trajectory. Although income growth has been faster than in our
sample of African countries, Vietnam experienced a slower increase in the CS employment share,
with much of the decline in agricultural employment absorbed by manufacturing growth. As a
result, our framework points to very different conclusions about the sources of growth and their
welfare incidence.” As shown in panel (d) of Figure 7, the lion’s share of structural transformation
toward services is driven by productivity growth in the tradable sector. Our methodology infers
very little productivity growth in the service sector. In fact, in urban Vietnam we even estimate
a slight decline in CS productivity. As seen in panel (c), this implies that Vietnam’s welfare gains
are driven almost entirely by tradable productivity growth, with virtually no contribution from

service-led growth.

25 We use the same data sources for Vietnam as we use for the countries in sub-Saharan Africa. Because we did not
have access to microdata on earnings, we took an urban-rural productivity premium ~ of 1.15 as in Table 2 for
ease of comparison.
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Figure 7: SERVICE-LED GROWTH: STRUCTURAL CHANGE AND WELFARE EFFECTS
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Notes: The left panels report the associated welfare changes, measured as percent changes in income. The red bars correspond to
service-biased growth (allowing only Az; to change) and the blue bars to service-led growth (allowing only Ags to change). Light bars
show the effects for the poor (the 5% of the local income distribution) and dark bars show the effects for the rich (the 95%). The right
panels show the change in the CS employment share in the data (gray) and the counterfactual changes under service-biased growth
(red) and service-led growth (blue). Panels (a) and (b) correspond to our calibration for our sample of African countries. Panels (c)

and (d) correspond to Vietnam.
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Taking Stock. In this section, we developed a framework that captures the key forces behind
structural transformation in developing countries. It also highlights the distributional implications
of service-led growth: richer households devote a larger budget share to services and therefore
benefit more from falling service prices (or rising quality).

The model can be taken to the data in a transparent way. The PIGL demand system allows
a consistent mapping between final expenditures and sectoral value added and permits the con-
struction of a representative household whose demand system aggregates correctly. We illustrated
the approach using representative features of fast-growing African economies and contrasted them
with Vietnam’s industrialization path. While the quantitative conclusions are necessarily sugges-
tive given the simplicity of the baseline framework, they align with the richer empirical analysis
in Fan et al. (2023). Future work with alternative parameterizations and microdata can assess the
robustness of these findings.

An important question left open for future research concerns the mechanisms and extent of
formalization across developing economies. In many countries, including fast-growing ones such as
India, service-led growth has so far not been accompanied by a substantial decline in informality.
By contrast, economies such as Vietnam, where growth has been more industry-led, appear to have
experienced a faster reduction in informality, particularly among younger and more skilled workers
(see McCaig and Pavenik (2017)). Whether this contrast reflects differences in income levels or
instead the nature of jobs created in services versus manufacturing remains unclear. Relatedly,
recent work by Dix-Carneiro et al. (2026) shows that trade liberalization reduces informality in
the tradable manufacturing sector, as exposure to foreign competition and reallocation toward
formal exporters lower the share of informal firms producing tradable goods, while informality in

the non-tradable sector remains largely unchanged.

4 Sources of Service-Led Growth: Agglomeration and Labor
Market Frictions

Our results above suggest that rising productivity in CS can play an important role in overall

growth and structural change. This conclusion naturally raises the question of where such produc-
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tivity gains originate. After all, retail or hospitality are usually not viewed as activities in which
innovation or other productivity-enhancing investments play a major role.

In this section, we discuss three potential mechanisms that could drive productivity growth in
local services. First, in Section 4.1, we extend our baseline framework above with a simple model
of service agglomeration. Specifically, the range of services that can be offered in equilibrium is
limited by the size of the local market. Production often requires a fixed cost to open a store or
a restaurant, but is otherwise subject to constant returns. Therefore, in a world where consumers
love variety and are willing to pay for it, the effective productivity of services (which in our
model reflects consumers’ willingness to pay) depends on the scale of local demand. As such,
this mechanism can explain the emergence of consumer cities, that is, why service productivity is
particularly high in urban areas.?® In addition, this extension also allows to quantitatively assess
the relative importance of this endogenous mechanism relative to other forces of service-biased
productivity growth such as digitization.

Second, in Section 4.2, we explicitly introduce labor market frictions to capture the possibility
that some service jobs such as informal retail represent a form of disguised unemployment. This
implies that labor reallocation within the service sector can be a source of productivity growth if
it reduces misallocation. If, for example, a large share of service output is produced by informal,
self-employed workers, falling labor market frictions can lead to formalization and productivity
gains.

Third, in Section 4.3, we discuss the implications of actual productivity growth in the infor-
mal provision of service output. These improvements can, for example, reflect access to digital
technologies through the rising penetration of cell-phones or improvements in the financial system

such as small-scale loans that allow for larger inventories.

26 A recent illustration of this mechanism is offered by Graff (2025), who studies the provision of repair services
for equipment in Uganda. He documents that the limited market size restricts the availability of prompt repair
services, thereby reducing effective productivity and increasing the depreciation rate of capital in poor economies.
Different from his paper, we emphasize the role of love for variety in consumption. However, the mechanism is
similar: market size is a crucial constraint on specialization and on the effective productivity of service activities.
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4.1 Agglomeration and Consumer Cities

Our empirical results above and the findings of Fan et al. (2023) indicate that the effective produc-
tivity of services is particularly high in urban areas. Given their non-tradable nature, the fact that
cities are dense and the urban population is relatively rich suggests the presence of market size ef-
fects. To capture this possibility, we extend our baseline framework with a model of agglomeration
along the lines of Krugman (1980), as in Blanchard et al. (2025).

Specifically, rather than assuming that services are produced with exogenous productivity A¢°

as before, assume that CS are produced by a CES composite of different service providers, i.e.

N, o o1
= (e ae) 1)
0

Here N, is the number of service stores in region 7 and s¢° (v) is the output of variety v. Intuitively,
to produce a final good n one needs physical goods and CS content. The CS content for each good
consists of a variety of different activities: transportation, retail workers, wholesale workers, clerks,
etc. The CES structure (21) parsimoniously summarizes the breadth of these CS activities. And
because such activities are local in nature, they depend on the local mass of varieties N,.

Each service variety v is produced with productivity .., and opening a new establishment
requires f, workers. Note that both the entry costs and productivity can vary across space,
reflecting, for example, differences in regulation or access to other forms of infrastructure such
digitization of electricity. Each firm charges the standard CES markup, so its price is (o/(c —
1)) w,/a,.. Aggregating across varieties (see Section SM-2.1 for details) yields

o w, o AT
o a, N7 o Oy [Ny

Thus, CS productivity AY® combines exogenous productivity a, with the endogenous effect of
market scale, NV,. In particular, a larger number of establishments increases CS productivity
through the provision of more service varieties.

To solve the equilibrium number of service establishments, note that each store’s profits are a
fraction 1/0 of overall revenue. And because free entry requires that 7¢° = w, f,, the equilibrium

mass of establishments in region r is given by
1 S¢S 1

r = ﬁCSLTET 2
Uwrfr Ufr r [Z]7 ( 3)
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where S¢° = L,w,E, [2] 9¢° is aggregate spending on CS inputs (see (11)). Hence, a higher service
spending share, higher population density, and more human capital allow a larger number of CS
establishments to break even.

To compute the equilibrium, note that 9<% still satisfies the expression in Proposition 2:

—&

1995 = wes + vesZ, <%) . (24)
Equations (22), (23), and (24) jointly determine the number of establishments V,., the local service
price ¢, and the service spending share 9<%, Together they generate a self-reinforcing agglom-
eration mechanism. Higher income or population density raises service demand, which attracts
additional service providers. Entry expands the range of available varieties, increases effective
productivity, lowers the price ¢,, and further stimulates service spending. This feedback can be
strong enough to generate multiple equilibria, as in the classic "Big Push" literature (Buera et al.,
2021, Murphy et al., 1989). When entry is limited, service productivity and demand remain low;
when entry is extensive, a dense service sector emerges and spending on services rises.

To illustrate this dynamics graphically, consider Figure 8 (see Section SM-2.1 for details). The
blue curve depicts the free entry condition, that is, the supply of service establishments, given by
(23). The red curve shows the equilibrium CS expenditure share as a function of the number of
establishments.?” For very low levels of N,., the CS expenditure share is equal to zero because
service prices are prohibitively high. As N, increases, 9¢° rises, since falling service prices make
consumers richer in real terms. When N, becomes large, 9¢° approaches the asymptotic spending
share wcg.

The equilibrium is described by the intersection between the supply and demand schedules. In
Figure 8, we indicate the relevant stable equilibrium with a grey circle.?® In the left panel, we
depict how growth in tradable productivity endogenously increases service productivity: higher

incomes increase overall service spending, which allows for more entry.?” In the right panel, we

2T Formally, this is equation (24) after substituting for ¢, in (22).

28 As we describe in more detail in Section SM-2.1, we consider the other two intersections as less relevant. The
interaction at zero means that if there is no demand, no one enters. The intersection in between is an unstable
equilibrium.

29 Note that this link relies crucially on the presence of non-homotheticities. If v¢% = 0, then N, = %}W In

that case, N, only depends on human capital and population density and entry costs but is independent of AZ.
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Figure 8: SERVICE AGGLOMERATION AND ENDOGENOUS PRODUCTIVITY
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Notes: The figure shows the equilibrium of the model with agglomeration. In the left (right) panel, we depict the consequences of an

increase in tradable productivity (population density).

depict the effect of population growth (in the time-series) or higher population density (across
locations). While service demand does not depend on population size directly, the supply of
service establishments increases. The accompanying fall in service prices in turn increases service
spending, which amplifies the initial effect of higher population density. Hence, our theory implies
that more service establishments will open in places with high density, lots of human capital, low
entry costs, and high incomes. As such, it can at least qualitatively rationalize the emergence of
consumption cities with a vibrant service sector.*’

An appealing feature of this formulation of local service agglomeration is that we can directly
link it to the productivities estimated in our baseline model. As we show in detail in Section SM-2.1,
this model allows for an exact decomposition of the productivity estimates from the baseline model.

More specifically, let dIn A% denote the estimated growth rate of CS productivity in the baseline

30 Interestingly, as can be seen from (22), whether services are cheaper in cities is theoretically ambiguous. High
tradable productivity makes restaurants expensive. But variety is also higher in cities, both because of higher
AT and because of higher density L, and human capital E, [2]. The overall effect on prices, therefore, depends
on whether the “Krugman force” of higher variety dominates the neoclassical Balassa-Samuelson type effect. The
tug of war between these two effects is discussed in detail in Blanchard et al. (2025).
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model reported in Table 3. One can then write

_ 1
din AS° = dIn (aﬁ frt“) X — rdIn (VS5 L,E, [2]) . (25)
Exogenous Cgproductivity Endogenous agglomeration

Hence, given the parameter o, CS productivity growth from our baseline model can be exactly

1
o—1

split into an ezogenous component a, f» °~' and an endogenous component driven by overall service
spending 99L,E, [2].*} As a concrete example of actual productivity growth in consumer services,
d1In a,, consider the impact of improvements in digital technologies and rising access to digital
means of communication for the functioning of retail, which we discuss in more detail in Section
4.3 below.

For a given value of o, we can perform the decomposition in (25) with the same data that we
used to calibrate the baseline model. As we show in detail in Section SM-2.1 in the Supplementary
Material, this mechanism is quite powerful. Even for an elasticity of 8, which is consistent with
many service varieties being highly substitutable, the expansion in market size driven by human

capital accumulation, population growth, and rising CS employment can account for a large share

of CS productivity growth.

4.2 Labor Market Frictions and the Rise of the Formal Sector

The agglomerative nature of services discussed above provides one plausible reason for why service
productivity is larger in cities and why it has been growing over time. In this section, we discuss
a different mechanism that can shed light on the sources of service-led growth: labor reallocation
in the presence of labor market frictions. The analysis builds on the recent work of Schwartzman
(2025).

Informal employment is widespread in developing economies, particularly in retail and trans-
portation, where self-employment and informal arrangements are common (Ulyssea, 2020). This
dual structure has two implications. First, misallocation may shape measured sectoral produc-

tivity: if informal jobs are less productive, formalization can raise aggregate efficiency. Second, a

31 Note also that average service productivity a. is not separately identified from f,., which implies that fundamen-
tal spatial differences in service productivity could be due either to differences in labor productivity «, or to
differences in entry costs f;..
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large employment share in CS need not signal high productivity or strong demand. It may instead
reflect frictions that keep workers in low productivity informal activities, which must be taken into
account when estimating service sector productivity.

In this section, we show that our framework can be easily extended to incorporate such con-
sideration. Specifically, we consider an environment in which formal jobs are scarce, and frictions
constrain access to the formal sector. We show that improvements in labor market fluidity are
sometimes equivalent to productivity gains in the CS sector and are therefore part of service-led
growth.

To capture the possibilities of labor market frictions within our baseline framework, we modify
the labor market to feature a dual structure comprising both formal and informal jobs. For
simplicity, we assume that output from the two modes of production is perfectly substitutable.
The formal sector operates as in the baseline model: each efficiency unit of labor produces A? units
of output in sector s. In contrast, informal workers produce only ¢? < A’ units of output, reflecting
the productivity penalty associated with informality.>> Hence, absent frictions, all output would
be produced in formal establishments.

However, access to formal jobs is rationed: only a fraction u, of individuals can obtain formal
employment, while the remaining 1 — p, are restricted to informal work. We interpret pu, as
a reduced-form measure of both policy-induced and institutional labor market frictions. On the
labor supply side, we retain the same structure as in the baseline model: each individual is endowed
with z efficiency units, drawn from the Fréchet distribution F,.(z) specified in (9). For simplicity,
we assume that individual ability z and access to the formal labor market are independent, that
is, there is no selection on ability.

Letting ¢, again denote the price of CS output and w, the equilibrium formal wage, the earnings

of informal (self-employed) and formal workers are given by:

y M) =q 200, g2 =207,y (2) = 2w

Because informal workers chose the sector that maximizes their earnings, let the return per informal

32 The productivity of informal production can still vary across localities because it could depend on mobile con-
nectivity, basic transportation infrastructure, or access to basic financial services.
33In Section SM-2.3 of the Supplementary Material, we show how to extend the theory to allow for selection.
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efficiency unit be defined as ¢, = max{q.¢%°, ¢X}. Note that, in equilibrium, it must hold that
w, > ¢,; otherwise, workers with access to formal jobs would have no incentive to supply labor in
the formal market.

Per capita earnings and spending in this economy are given by:
V./L, =E,.[z]w, where w,= pw,+ (1 — u)or, (26)

where W, denotes the average returns per efficient unit. Equation (26) shows that labor market
frictions depress per capita income. Since w, > ¢,, the marginal revenue product of labor is higher
in the formal sector than in the informal sector. Hence, improvements in labor market institutions,
captured by an increase in .., or a rise in the service price ¢,., raise overall income.

To compute the overall demand for CS output, we must account for the fact that informal
workers are poorer and therefore spend less on CS. Leveraging our earlier results on the aggregative
properties of PIGL contained in Proposition 2, we show in Section SM-2.2 in the Supplemental

Materials that the aggregate service spending share is given by

Er Wy -
?9?5 =wes +ves L, (M) (27)

wes
r

where the inequality index, Z,., is now given by

[ dF(z) (L= mw) (i—’;)ls + i
=BG (=) (2) +m)

T

(. w:

Within group inequality ~~
Across group inequality

Equation (27) shows that CS demand has the same structure as in our baseline model except that
the demand shifter Z,. is now endogenous and reflects the combination of within-group inequality
(i.e., inequality within the group of formal and informal workers) and across-group inequality
(i.e., inequality between formal and informal workers). As such, overall demand depends on labor
market frictions (y,) and the relative sectoral earnings wedge (¢,./w,). As p, — 1 or ¢, — w,, labor
misallocation and inequality across groups disappear, and the model converges to the benchmark
case.

This expression also shows how the presence of labor market frictions interferes with the iden-

tification of CS productivity. First, holding average earnings E,[z]w, fixed, the aggregate CS
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expenditure share 9¢° depends both on CS productivity (via CS prices ¢.) and on labor market
frictions (via p, and ¢, /w,). Second, in the presence of frictions, the spending share no longer co-
incides with the employment share, precisely because some workers might be “underpaid”. Letting
s denote the share of informal workers employed in the CS sector, we show in Section SM-2.2
in the Supplemental Material that the CS employment share satisfies

(95 =085 4 (1 ) (1 20) (56 - 069). (28)

Wy

Employment therefore exceeds expenditure when formal jobs are rationed (u, < 1), formal wages
exceed informal earnings (w, > ¢,), and informal workers concentrate more heavily in CS than

the population as a whole (src SIS 9e9).

Equilibrium To determine the equilibrium, note that generally one sector will fully specialize
in formal work, while the other will exhibit a dual structure of formal and informal employment.**
To highlight the prevalence of informal workers in CS, we assume that informal workers have
a technological comparative advantage in the CS sector, i.e. ¢¢°/AYS > ¢TI/ AT. Economically,

informal food stalls may be closer substitutes to formal supermarkets than self-employed craftsmen

are to formal industrial plants.?> This implies that the equilibrium can take three forms:

1. All formal workers are employed in the tradable sector, and informal workers are employed

in both CS and tradables;
2. Tradable production is entirely formalized and CS production is purely informal;

3. Both sectors feature formal workers and all remaining informal workers are employed in CS.

34 If formal workers are employed in both sectors, then w, = AF = ¢, AS°. Similarly, if informal workers are present
in both sectors, o7 = ¢,¢¢°. These two equations can only hold under the knife-edge condition %CZS = f%

35 This assumption is well suited to analyzing the contrast between manufacturing and service activities. The CS
sector is often the primary source of informal employment in developing countries, as shown by Schwartzman
(2025). In the case of agriculture, the distinction is more blurred. One could, in principle, distinguish between
subsistence farming and mechanized farms, as in Storesletten et al. (2025). However, in very poor countries, most
farming activity is conducted in traditional labor-intensive agriculture. We do not pursue this distinction in this
section and defer a discussion of the separate role of agriculture to Section 5.2 below.
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Figure 9: THE CONSUMER SERVICE SECTOR WITH LABOR MARKET FRICTIONS
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In Figure 9 we display the equilibrium properties graphically.”® Panels (a) and (b) show,
respectively, the allocation of CS employment and CS prices as functions of labor market frictions
p. A striking feature is that total CS employment (shown in blue) first increases with p and
then declines. The initial increase is intuitive. Given our assumptions on comparative advantage,
informal workers are present in both sectors, but workers who formalize do so first in the tradable
sector rather than in CS. This reallocation raises aggregate income, which in turn increases the
demand for CS output. The additional demand is met by a reallocation of remaining informal
workers from the tradable to the CS sector. In this sense, a higher u reallocates informal tradable
workers both into the formal tradable sector and into the informal CS sector.

Panel (b) also shows that CS prices rise as u rises. Labor market frictions keep workers poor and
depress aggregate service demand, which lowers CS prices. At some point, all remaining informal
workers are employed in the service sector. With further formalization, total CS employment then
declines, because the marginal informal worker enters formal firms in the tradable sector. Hence,
total service output falls, and prices rise in response.

Finally, as formalization progresses, service prices become high enough for formal jobs to be
viable in the service sector, and further formalization increases formal employment in services at
constant prices (shown in dashed blue). Total CS employment continues to decline because each
formal worker produces more output than an informal worker, reducing the number of workers
needed to meet demand. Note also the disconnect between the employment share and the expen-
diture share (shown in red). As long as frictions remain, employment exceeds expenditure. As
i — 1, the difference disappears, and the employment and expenditure shares coincide.

In the bottom panels, we depict the implications for revenue productivity in the CS sector.
Specifically, letting ARPY® and ARPT denote the average revenue product in the CS and trad-
able sector, we plot relative service productivity, ARPS%/ARPT, as a function of labor market

frictions u (left panel) and tradable productivity AL (right panel).*” The relationship between

36 See Section SM-2.2 for a formal characterization.
37 As we show in Section SM-2.2, these are given by

Ccs T
(1-%2) (- p)s™ (1= %) (= p)st
ARPCS = ¢, ACS (1 _L A ’ and ARPT = AT [1- VA7 ’ ,

(Cs /T

T
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formalization and relative revenue productivity in services is U-shaped. The reason is the asym-
metric reallocation process shown in panel (a). At low levels of formalization, it is the tradable
sector that formalizes first. Hence, the gains from reallocation are first realized in tradables, and
relative revenue productivity in services, which is already lower, declines further. Once all informal
workers are employed in services, rising service prices, as shown in panel (b), raise the revenue
productivity of services. Finally, as informal self-employment gives way to more productive formal
jobs, aggregate CS productivity increases even as total CS employment continues to fall. This
decoupling arises from changes in the composition of employment and from the productivity gap
between formal and informal work. Relative to our baseline model, labor market frictions therefore
break the tight relationship between CS employment shares and CS productivity.

Finally, in panel (d), we show the link between physical productivity in the tradable sector, A7
and the sectoral revenue productivity gap. Interestingly, in the presence of labor market frictions,
higher physical efficiency in tradable goods increases relative service productivity. As consumers
become richer, the demand for services rises, which increases prices and therefore revenue produc-
tivity.

The patterns shown in Figure 9 paint a plausible picture of the development process. In very
poor economies, most workers are excluded from formal labor markets, and the few with access to
formal jobs tend to work in the manufacturing sector (and possibly in the public sector, which we
abstract from in this model). Productivity and earnings in informal service jobs remain low, and
there is a large reservoir of informal workers in the tradable sector (which in this simple two-sector
version of our framework also contains agriculture). Improvements in labor market institutions
allow informal tradable workers to obtain formal jobs, incomes rise, and informal work shifts from
agricultural activities to the informal provision of CS. At later stages of development, however,

the service sector acquires a dual structure comprising both formal and informal employment.

and therefore reflect service prices (g, ), the relative employment shares across sectors (££), and the allocation of

informal workers (siu). Note that if there are no frictions (u = 1) or if there is no productivity gap (¢°* = A®),
revenue productivity is equalized, because w, = ¢, A¢% = AT.
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4.3 Productivity Growth in the Informal Sector

The discussion in Section 4.2 highlighted the link between formalization and service productivity.
While this might be relevant in countries such as Brazil that are already further along the devel-
opment process (Schwartzman, 2025), the reality of many countries in Africa looks quite different:
informal means of production dominate the service sector and broad-based formalization has yet
to take place. This, however, does not mean that service productivity is necessarily stagnant,
because many new technologies have the potential to make the provision of services more efficient,
even if they are performed informally. As mentioned above, examples are improvements in digital
technologies, that enable firms to improve inventories, facilitate the matching between buyers and
seller, or reduce price dispersion through lower search costs (see, e.g., Jensen (2007) or Bergquist
et al. (2024)).

To see the implications of this form of technological progress, we build on the labor market
friction model of Section 4.2 and consider an increase of informal CS productivity, ¢¢°, relative
to the formal provision of CS. The results of this exercise are summarized in Figure 10. In the
initial equilibrium, where ¢<° /A% = 0.5, all formal workers are employed in the tradable sector
and informal workers are employed both in tradables and in consumer services. As we show in
Panel (a), an increase of informal CS productivity raises both CS employment and CS spending.
This is due to the fact that overall service productivity rises (panel (c)) and that the price of CS
inputs, ¢, falls (panel (b)). Interestingly, the impact on revenue productivity is non-monotone.
First, relative revenue productivity in the CS sector declines. The reason is that informal workers
leave the tradable sector and that the price of CS output falls. Once, the tradable sector is solely
populated by formal firms and no labor reallocation takes place, the decline in prices continues
at a slower pace and revenue productivity in services increases. As such, Figure 9 highlights how
rising productivity of informal CS activities can play a role for service-led growth, that is rising

living standards and rising service employment.
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Figure 10: PrRoDUCTIVITY GROWTH OF INFORMAL CS PROVIDERS
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4.4 Taking Stock

In this section, we have discussed three perspectives on service productivity. Fist, economies of
scale in the provision of services can generate a form of agglomeration, whereby rising demand trig-
gers the entry of new service providers, and productivity rises as a consequence. This mechanism
can, at least qualitatively, explain the presence of consumption cities and our finding that service
productivity increases over time. Second, labor market frictions can shape both service employ-
ment and service productivity. Formalization can raise service productivity if informal workers
are channeled into formal employment (even though the relationship is non-monotone), and ris-
ing tradable productivity can do so as well. Third, new technologies might have the potential
to increase the productivity of the informal provision and can, at least temporary, be a form of
service-led growth.

For expositional clarity, we have discussed these aspects separately. However, especially be-
tween the first two there is an obvious interconnection, which is explored in Schwartzman (2025).
If few formal service establishments enter, overall productivity in the service sector is low because
informal jobs dominate. This depresses income and aggregate demand, which in turn can make
limited entry optimal. Conversely, widespread entry fosters a vibrant service sector, which encour-
ages consumers to shift their spending toward services. Improved labor market institutions can
therefore support formal job creation, greater firm entry, and higher aggregate income and service
consumption.

We view the mechanisms discussed here as plausible, theoretical possibilities that we hope
future, empirically-oriented work could analyze in more detail. The link between economic devel-

opment and formalization (or the lack thereof) seems particularly relevant to us.*®

38 The existing literature contains some evidence that rising exports leads to formalization within the manufacturing
sector (see, e.g., McCaig and Pavenik (2018)). This is consistent with the theory proposed in Dix-Carneiro et al.
(2026), that also implies a shift toward formal employment within the manufacturing sector in response to trade
opening. At the same time, Schwartzman (2025) shows that the time-series decline in informality across countries
is to a large extent driven by formalization within non-tradable services.
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5 Extending the Baseline Framework

A strength of our framework is its portability. In this section, we show how it can be extended to
different contexts. In Section 5.1, we allow different regions to produce regional varieties of tradable
goods that are imperfect substitutes. In Section 5.2, we disaggregate the tradable sector into
industries such as agriculture and manufacturing, as well as into goods production and producer
services. These extensions make it possible to study natural patterns of specialization, such as rural
regions specializing in agriculture and urban regions specializing in producer services. Next, we
consider international trade and the role of natural resources in shaping industrialization patterns
(Section 5.3). In Section 5.4, we extend the framework to incorporate heterogeneous skills, where
human capital is not perfectly substitutable, and labor supply choices can influence structural
change. Finally, we allow for regional migration between urban and rural areas to illustrate how

service-led growth in cities can lead to spatial sorting (Section 5.5).

5.1 Regional Varieties, Specialization, and Spatial Inequality

In the baseline model the tradable composite x was homogeneous across regions, so no trade
occurred in equilibrium and the urban-rural wage gap was fully determined from productivity. We

now allow = to be a CES aggregate of regional varieties,
_ _ o/(e—1)
— (xg) ey gl 1)/g> ’

where o > 1 is the elasticity of substitution.?” The baseline framework is nested as the special case
of o — oo.

When regional varieties are imperfect substitutes, our model features endogenous regional wage
differences. To derive the urban-rural wage gap, note that trade balance requires that total spend-

ing by rural households on the urban variety be equal to total spending by urban households on

39 The EOS p plays the role of the trade elasticity, which has consistently been estimated to be larger than one (see,
e.g., Caliendo and Parro (2015)).
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the rural variety."’ This condition implies that

Wy o EU[Z]LU _% ./45 % 1 —1955 _%
wr (ER[Z]LR) i (Aﬁ “\1-og) 29)
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VvV Vv
Standard CES Properties Novel PIGL Effect

In general, under non-homothetic preferences the urban wage premium is not only driven by
tradable technologies and labor endowment, but also by the local service spending in the two
regions, which in turn depends on the relative income. Specifically, if the urban region is richer
and allocates a larger share of income to non-tradable CS goods (as in the consumer city parable),
this reduces the supply of the urban tradable good, thereby increasing its price. The resulting
terms-of-trade effect hurts rural households and increases the urban wage premium.

To fully solve for the equilibrium, observe that the CS expenditure share is still given by the

expression in Proposition 2,

197?5 = wes + VCSIr ((ASS)UJCS ET[Z] wlfwcs)—s .

r

Together with equation (29) and the choice of the tradable good as the numeraire, this expression
fully determines the equilibrium.

A particular transparent expression for spatial inequality arises if the asymptotic expenditure

share on services, weg, is close to unity. In that case, the urban-rural earnings gap, accounting for
human capital differences, is given by
1 e

o—1 1 —1+e €
_ Wy EU[Z] - Ly\ e Ag ¢ T\ ¢ EU[Z] e AgS °
ARU—wRER[zJ”(LR) (A \z) lem) 7 \ag) o ™
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N TV wV
Rel. size Technology Inequality Human Capital CS Productivity
Equation (30) shows that the urban earning premium depends on five terms. The first two follow

from standard properties of the CES production function: An increase in the relative productivity

of urban tradable goods raises the urban-rural wage gap, and an increase in the supply of urban

40 Letting the tradeable good be the numeraire, trade balance requires S%,, = S% -, where
g g RU UR

Sh=  (1-99%)wE.[s]L, - (we/AT)' "

Total spending on tradables in » Share on variety from k
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varieties reduces the terms of trade and hence urban wages. The more novel effects can be broken

down into three terms:

1. [Inequality] As we already discussed above, higher inequality increases the aggregate de-
mand for services, holding average income constant. Rising inequality in cities (relative to
rural areas) therefore reduces the relative supply of tradable goods and increases the urban-

rural earnings gap.

2. [Human Capital] Human capital differences also lead to disparities in spatial earnings.
First, higher urban human capital increases the supply of the urban tradable variety and
reduces skill prices. The elasticity of human-capital adjusted earnings with respect to human
capital is therefore not equal to 1 but only equal to (¢ — 1)/0 < 1. Second, higher human
capital increases individuals’ income and shifts demand towards CS. This second mechanism

operating via non-homothetic demand introduces an additional elasticity /o > 0.

3. [CS Productivity| The third effect is associated with CS productivity. A TFP increase in
CS in the urban region (holding rural CS TFP constant) induces a shift in demand toward
non-tradable CS, and as a consequence, raises average urban wages (in terms of the tradable

numeraire good!).

Expression (30) highlights that the elasticity of substitution ¢ is the key parameter governing
these terms-of-trade effects. When p — 0o, as in the baseline framework, rural and urban varieties

become perfect substitutes, wages reflect tradable productivity and human capital, thus, Agy =

Al Eyz]
AL Egl[2]’

When o — 1, corresponding to Cobb—Douglas aggregation of regional varieties, local
tradable prices fall with local output with unitary elasticity. Spatial wage gaps, therefore, no
longer depend on tradable productivity but instead reflect population size, local inequality, CS
productivity, and human capital.

This discussion highlights that the welfare consequences of productivity growth differ sharply
depending on whether the improvement originates in the tradable or the non-tradable sector. For
example, productivity growth in the production of the rural tradable variety, such as that associated

with the Green Revolution, lowers the price of tradable goods and thereby raises real incomes for
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both rural and urban residents. By contrast, productivity gains in non-tradable services accrue
exclusively to residents of the location in which the improvement occurs, and can adversely affect
residents of other areas through the terms-of-trade effect we highlighted. Thus, an expansion of
consumer cities driven by urban productivity growth in non-tradable CS reduces the welfare of

rural populations that remain behind.

5.2 Inside the Tradable Sector

So far, we have treated the tradable sector as a single aggregate. Tradable goods are produced with
some constant returns to scale production function that combines agricultural, manufacturing, and
“white collar” service workers; see equation (6). In this section, we introduce additional structure
into the aggregate production function f, to distinguish explicitly between these industries. Doing
so allows us to decompose productivity, AZ, into its sectoral components and to capture the idea
that poor locations are often specialized in agricultural production, whereas business services are
more prevalent in urban regions.

To this aim, we assume that the composite tradable good x, is produced using a CES aggregate
of agricultural and industrial goods, while the latter are produced with manufacturing workers and
producer services. Unlike CS, producer services, which comprise industries such as IT, business

services, and finance, become embedded in tradable goods and thus generate tradable value added

n

B
_ AG 174G\ 55+ IND\ 5] 7T IND _ Ps 17PS\ 55+ MAN ;pMANY S5 | 771
z, = [(AJHAC) 7 4+ (yiP) and y = |(APH®) 7 4 (AMANHMAN)

T

Here 1 denotes the EOS between agricultural and industrial inputs, 8 governs the substitutabil-
ity between manufacturing inputs and producer services, and A? are region-sector-specific labor
productivities that reflect the quality and quantity of land (in the case of agriculture), differ-
ences in production technologies (in the case of manufacturing), or agglomeration externalities
(for producer services).

Profit maximization implies that =, = AT (HAC + HMAN + HPS) | where

1

AT = ()™ ()™ (™) ) en

-
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Equation (31) highlights that tradable productivity, A”, can ultimately be viewed as a CES aggre-
gate of local agricultural, manufacturing, and business service productivity. This implies that the
underlying reasons for high tradable productivity across space may differ: rural locations might
benefit mostly from high agricultural productivity (e.g., due to the abundance of fertile land),
while urban centers might leverage their high productivity in business services.

Differences in sectoral specialization can be inferred directly from relative employment shares.
Profit maximization yields

n—1
AG AG
H; AL

= - and
HMAN + HPS ((APS),BA n (AMAN)Bﬂ) B—1

HPS APS \ P
HYAN (AMAN)

Given 1 and 3, these ratios identify AA¢ AMAN and AP® and thus allow a decomposition of
tradable productivity AZ. For example, as long as n > 1, the large agricultural employment share
in rural labor markets indicates a high level of agricultural productivity, relative to manufacturing
and producer services, reflecting the abundance of agricultural land.*!

Producer services play, so far, a marginal role in sub-Saharan Africa. However, they are
important in economies like Vietnam or China, where industrial productivity growth has been the
main driver of growth (see Chen et al. (2023) for the case of China). Note that, in contrast to CS,
fast productivity growth in producer services has beneficial general equilibrium effects on tradable
sectors and spreads welfare gains across regions by reducing the price of goods. The relationship
between service-led growth and inequality, therefore, crucially depends on whether productivity

rises in non-tradable services such as CS or in tradable business services.

41 The elasticity of substitution between agricultural and non-agricultural goods is a key parameter in many models
of structural change. Given the structure of our model, assuming that the two inputs are complements (n < 1)
would generate counterfactual predictions across space. Specifically, land abundance in rural areas implies that
relative labor productivity in agriculture is higher in rural than in urban areas. Assuming complementarity would
then require that the employment ratio between agriculture and manufacturing be higher in urban than in rural
areas, which would clearly be at odds with the data. Kelly et al. (2023) provide evidence in line with agricultural
and non-agricultural output being substitutes. In Section 6 we discuss the existing evidence in detail. Note that
any assumption about 7 affects only the estimates of relative TFP in agriculture and manufacturing; it does not
influence the estimation of TFP in CS.
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5.3 International Trade

Our framework can be further extended to be incorporated into an open-economy model that
is suitable to study the link between structural change and international trade. Consider a small
open developing economy and suppose that final tradable goods are produced as a CES Armington

aggregate of domestic and foreign goods:
s=1 1 =1\ ¢—1
r = <xh< + oyt ) , ¢>1,

where s¢; captures the importance of foreign goods and < is the Armington elasticity of substitution.

The domestic good xj, should be interpreted as the same national tradable composite introduced
in the closed-economy setting of Section 5.1, where it is defined as a CES aggregator over the
regional tradable varieties x,. The Armington structure introduced here simply augments that
national composite with an imported variety xf, while preserving the internal spatial aggregation
of the closed economy. In the context of Section 5.2, and for the case in which the home economy

is a poor developing country, it is natural to interpret x;, as being intensive in agricultural inputs.*?

Service-Biased Growth in the Open Economy To understand how international trade can
induce structural change toward services, note that natural resources play a central role for many
low income economies. To capture this, suppose the country is endowed with a resource that
requires no labor to extract and is not consumed domestically, so it is fully exported. Let b denote
the export value of the endowment, which reflects the quantity of the resource, its world price, and
the trade costs associated with exporting it.

Consider first the limiting case in which home and foreign goods are perfect substitutes, ¢ — oc.
In this case, if b = 0, although goods are tradable, no trade occurs in equilibrium, and the allocation
coincides with that of the closed economy. When b > 0 (while maintaining that ¢ — oo), there
is a positive trade flow whereby the domestic economy exports the natural resource and imports

foreign goods. Sectorally, the availability of natural resources reduces the domestic production of

42 This characterization refers to equilibrium factor use rather than to a change in the underlying technology. The
nested CES structure still combines agricultural and industrial inputs, but in an economy with a comparative
advantage in agriculture, the endogenous value share of agricultural inputs is high. This is the sense in which xj,
is agriculture-intensive.
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tradable goods and shifts employment toward services. Changes in the value of b have similar
effects. For instance, suppose that b increases due to a boom in natural resource prices. Since
the domestic economy can now finance more imports of foreign goods, domestic employment shifts
away from agriculture and toward services.

When domestic and foreign goods are imperfect substitutes (¢ < oo), the domestic economy
also exports its own variety of tradable goods. If we think of the domestic economy as a poor
sub-Saharan country, it is natural to assume that it has a comparative advantage in agriculture
relative to industry. Consequently, it exports agricultural-intensive tradable goods (alongside
natural resources) and imports industrial tradable goods. Suppose again that the value of the
endowment b increases, for example, due to a boom in natural resource prices. Since the domestic
economy can now finance more imports of foreign industrial goods, domestic employment shifts
away from agriculture and toward services, while exports of primary resources fund higher imports
of foreign tradable goods.

The export of natural resources increases domestic service employment through two reinforcing
channels: production specialization and non-homothetic demand. First, raw materials provide
a cost-effective means of financing imports, reducing the need for domestic goods production.
Second, as domestic residents become richer, they shift expenditure from goods to services, further
lowering employment in the domestic goods sector. Both trade liberalization and increases in the
world price of tradable resources can, therefore, trigger a structural transformation that resembles

premature industrialization.

The Global Economy So far, we have focused on a small open economy. The framework,
however, can be readily extended to large countries representing different world regions. Consider,
for instance, a three-region world comprising the North, the South, and the Fast. The North is
altogether richer and characterized by high wages. Since most of its labor force is employed in
services, the goods produced in the North are relatively expensive. The East has a comparative
advantage in the production of goods, especially owing to its high productivity in the industrial
sector.

In a two-region North-South world, the South might specialize in the production and export
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of goods owing to its low wages. However, two factors limit these opportunities in the three-
region scenario. First, the existence of the East that has a strong technological advantage in
the production of goods constrains the South’s competitiveness in this sector. Second, the South
possesses raw materials that are highly valued in international markets, either for consumption or
as inputs in production. In this world, the North naturally specializes in services, exporting a few
high-priced varieties to the rest of the world. The East becomes the world supplier of goods, while
the South exports primary resources and only a limited range of (agriculturally intensive) goods.*

This picture is consistent with the structure of international trade in the contemporary world.
Further economic development in the East, accompanied by rising local wages, together with
productivity gains in the goods sector of the South, could, in principle, alter this pattern. However,
reversing the current configuration of comparative advantages is likely to remain an uphill battle.
An alternative path may lie in achieving further productivity gains in the service sector. Whether
this path has a growth potential comparable to export-led industrialization and growth remains

an open question.

5.4 Imperfect Substitution and Skill Bias in Technology

In our baseline model, workers with different efficiency units are perfect substitutes. As a result,
changes in the skill endowment, either across regions or over time, affect structural transformation
only through an income effect, since a more skilled workforce raises productivity and income. In
reality, changes in the skill distribution can also influence technology adoption and the sectoral
allocation of labor. For example, an increase in the supply of educated workers reduces the skill
premium and encourages the expansion of sectors that use skilled labor more intensively. Our
framework can be extended to incorporate this mechanism by allowing imperfect substitution be-
tween skills, so that increases in the skill endowment operate as a technological driver of structural
change, similar to Porzio et al. (2022) and Hendricks and Schoellman (2023).

Specifically, suppose that workers with different educational attainments are imperfect substi-

tutes, and tradable goods and CS vary in their skill intensity. If, for example, there are two skill

“3In Aghion et al. (2025), we postulate that the North is endowed with financial services (such as the provision
of safe assets) that are valued by other countries. We interpret this as capturing the empirical notion of trade
imbalances. In this scenario, the North can also exchange financial services for goods.
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groups, production could be modeled as

0= AT () + BTE)T) and o = AT ((Hioe) 7+ (B H) 7).
where H™ and H~ denote high- and low-skilled workers, respectively, and B¢ parameterizes the
technological skill-bias, which can differ between tradables and CS and between rural and urban
locations.

As before, we allow for heterogeneous productivity among workers within the same educa-
tional group and assume that individuals of skill type j € {—,+} draw their efficiency z from a
distribution F7(z). Total income of an individual ¢ of skill type j in region r is thus given by
yp = wiz].

The aggregative properties of PIGL preferences still yield a characterization of the equilibrium
that is similar to our baseline model. In particular, the overall spending share on CS is given by

the same functional form as in Proposition 2

—_— —€
E,|z|w,

ﬁgszwchersIr( LC]S > :
gr

where E, [z]w, = > sJw/E, 2] denotes average income, s/ = L7 /L, is the share of people of type
j, and the inequality index Z, is given by
>, s (w))' ™ [ 2R (2)

(Ej siwifzdFﬂ(z)) )

Hence, as in our baseline model, the overall demand for CS output is driven by average local income

I =

and the inequality shifter Z,., which now depends both on the distribution of z within skill-groups
(“within-inequality”) and skill-specific factor prices w? (“across-inequality”). Moreover, given the
data on sectoral earnings shares and average earnings by skill group in each region, the model still

uniquely identifies the productivity parameters A% and Bs.*

5.5 Regional Migration

Our baseline model treats households as immobile. However, it is straightforward to allow for

regional productivity differences to generate migration flows. Following the spatial economics

4 See Section SM-3.4 in the Supplementary Materials for details.
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literature (e.g., Redding and Rossi-Hansberg (2017) or Allen and Arkolakis (2025)), we model
location choice as a discrete choice problem with idiosyncratic preferences and region specific

amenities. Let the utility of living in region r be
ur(zi7 ui) =V (Z, Wy, q?") Qr ui,

where V (z,w,, q,) > 0 is indirect utility, Q, is an amenity term, and u’ is an idiosyncratic prefer-
ence draw.?

To fully describe individuals’ migration choices, one needs to take a stand on whether individ-
uals know the realization of the skill index z, or whether they only know the distribution in each
region, but observe their individual productivity draw z after settling in region r. In the latter
case, which is implemented in Fan et al. (2023), the optimal location of residence of individual i,

r*([ul],) is given by

r

/ U (2 i) dF(2) > / (= u)dB(z) V1) (32)

z
It is convenient to assume that the vector [u’] is drawn from a Fréchet distribution with shape

parameter 0. Equation (32) then implies that the probability to choose location r, w,, is given by

_ (LY dR:) o
D (fzv(zaw17QI)dE(2))9 oY

With a continuum of consumers L in the aggregate economy, the total population in location r is

T

then given by L, = w,L. Note that the distribution of efficiencies in each location is still given by
F.., as in the baseline model. Hence, the estimation of regional productivities would proceed exactly
as in Section 3.5, using the observed population distribution. This observed population distribution
can always be rationalized with an appropriate choice of local amenities [Q’”L' However, allowing
for migration affects the counterfactual results: higher real wages in cities can draw workers from
rural areas, and vice versa.

An alternative, and arguably more interesting, assumption would be that individuals know
their skill realization z before making their moving choices. In that case, the moving probabilities

w, would be a function of z, because they would depend on V (z,w,,q,) as opposed to expected

5 Note that we must require that V (2, w,, q,.) > 0; otherwise U, (2%, u’) might be decreasing in local amenities Q,..
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utility. Using the indirect utility function in (15), and that p, = 1, the relative probability of

individuals of type z to settle in r as opposed to k is given by

0

M =

€
¢ (q‘;”cr's> — Vcs lan

(33)

w,(2) V(z,ww,q,«)g QY _ <Qr)0
wk('z) V(Z7wkaqk)0 Qz

- Qe

M =

2 (q%”ﬁ)e —vesIngy
Equation (33) highlights that there can be spatial sorting because non-homothetic preferences for
consumption goods also generate a non-homotheticity in individuals’ spatial choices: as long as
ves # 0, the relative moving probabilities are a function of z, that is individuals will sort across
space in a selected way. In particular, if vog < 0 and services are luxuries, high z individuals will
have an incentive to move towards “urban service hubs” where wages are high and services are,

quality-adjusted, cheap; see Gaubert and Robert-Nicoud (2025) for a recent theoretical treatment

of spatial sorting, which also covers the case of PIGL preferences.

6 Literature Review

In this section, we discuss and interpret the results of several earlier papers from diverse literatures
(development, macroeconomics, urban economics, and trade) through the lens of our framework.

We build on a long-standing macroeconomic literature on structural transformation. The dual
economy model of Lewis (1954) and the empirical work of Chenery and Syrquin (1975) emphasize
the reallocation of labor from agriculture to manufacturing and, eventually, to services. Seminal
models by Kongsamut et al. (2001) and Ngai and Pissarides (2007) highlight the roles of income and
substitution effects. A growing literature explores the drivers of these transitions, including capital
deepening (Acemoglu and Guerrieri, 2008, Storesletten et al., 2025), reductions in misallocation
over time (Cheremukhin et al., 2016, Song et al., 2011), productivity growth in consumption and
investment sectors (Garcia-Santana et al., 2021, Herrendorf et al., 2020), and the accumulation of
human capital (Caselli and Coleman II, 2001, Porzio et al., 2022). See Herrendorf et al. (2014) for
a survey of this literature.

The remainder of the literature review is organized into seven thematic areas: (1) the decline
of agriculture; (2) demand-driven structural change and non-homothetic preferences; (3) prema-

ture industrialization; (4) human capital accumulation and structural change toward services; (5)
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spatial structure, urbanization and consumer cities; (6) informality, labor market frictions, and
marketization; (7) development accounting. In each area, we highlight how our framework relates

to and extends existing contributions.

Decline of Agriculture The development process is typically rooted in a shift out of agriculture,
which is the dominant employer in low-income economies. In line with our empirical analysis in
Section 2, McMillan and Harttgen (2014) documents that structural change, and more specifically
the reallocation of labor from agriculture to services, has been a salient feature of the recent growth
experience in sub-Saharan Africa.

Lagakos and Waugh (2013) and, more recently, Storesletten et al. (2025) document that dif-
ferences in labor productivity between poor and rich countries are especially large in agriculture.
They emphasize, respectively, the productivity gains arising from worker sorting across sectors and
from the mechanization of agricultural production.’® In a similar vein, Herrendorf and Schoell-
man (2018) show that differences in sectoral wages across agriculture, manufacturing, and services
largely reflect differences in workers’ human capital.

Alvarez-Cuadrado and Poschke (2011) distinguish between “push” and “pull” factors behind the
decline of agriculture. The main push factor is productivity growth in agriculture, which allows the
same amount of food to be produced with less labor, thereby releasing excess workers from agri-
culture. This mechanism is consistent with the narrative in the classical work of Ashton (1948)
and Rostow (1960). More recently, Bustos et al. (2016) exploit the introduction of genetically
engineered soybeans in Brazil as an exogenous source of technological change that raised agricul-
tural productivity, particularly in regions suited to soybean cultivation. They find that regions
with higher exposure to this technological shock experienced labor reallocation out of agriculture
toward manufacturing and services.

In contrast, pull factors are forces that increase the attractiveness of nonagricultural sectors,
thereby drawing workers out of agriculture. Specifically, faster productivity growth in industry and

services raises wages outside agriculture and attracts workers toward these expanding sectors. In

46 Part of these productivity differences likely reflects measurement error. For instance, Gollin et al. (2014) point
to differences in hours worked per worker and underreporting of self-employment or subsistence output.
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line with this view, Kelly et al. (2023) show that during the British Industrial Revolution, industrial
development took root in regions where agricultural productivity and wages were relatively low. A
similar pattern is observed in contemporary rural India: Foster and Rosenzweig (2004) document
that nonfarm employment expanded more rapidly in regions where agricultural productivity growth
was slower, as surplus labor was reallocated into rural industry. This result is echoed in the recent
findings of Fan et al. (2023). Michaels et al. (2012) provide complementary evidence from a macro
and spatial perspective, showing that a high initial reliance on agriculture can slow the transition
toward urban, high-productivity sectors, particularly when geographic frictions and infrastructure
constraints are binding. See also Goldberg and Reed (2023) who, using cross-country data, also
find the link between agricultural productivity growth and poverty reduction to be weak.

Storesletten et al. (2025) propose a synthesis of push and pull factors. In their model, capi-
tal accumulation triggers both a shift of workers out of agriculture and a reallocation within the
agricultural sector itself. Specifically, they distinguish between two types of agricultural activity:
traditional, labor-intensive farming and modern, capital-intensive agriculture. As capital accumu-
lates, total agricultural employment declines, and the sector becomes increasingly dominated by
its modern, capital-intensive segment.

In our framework, agriculture is part of the tradable sector. While productivity growth in
agriculture contributes to overall economic development, its benefits are transmitted across regions
through trade, primarily via a decline in the relative price of agricultural goods. This contrasts
with the productivity gains in the regional non-tradable CS sector that, as noted in the extension

presented in Section 5.2, generate negative effects on other regions through a terms of trade channel.

Non-homothetic Preferences Non-homothetic preferences play an important role in our anal-
ysis.?” We adopt PIGL preferences, a class of non-Gorman form preferences first introduced by
Muellbauer (1976) and further discussed by Deaton and Muellbauer (1980a). Boppart (2014) re-
vamped the interest in this class of preferences by proposing a flexible formulation of PIGL that has

significantly shaped subsequent research. Alder et al. (2022) show that this class of preferences can

4T As such, we also relate to a growing body of research that studies the role of income effects in growth theory and
trade more generally (see, e.g., Fieler (2011), Foellmi and Zweimiiller (2008), Matsuyama (2000), or Oberfield
(2023)).
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successfully match the aggregate dynamics of structural change across countries. Leon-Ledesma
and Moro (2020) develop a two-sector model under PIGL preferences in which structural transfor-
mation toward services helps account for observed long-run trends in investment, output growth,
and capital returns. Eckert and Peters (2022) incorporate PIGL preferences into a spatial general
equilibrium model with trade and migration and develop a quantitative theory of spatial structure
change that can rationalize the first structural transformation of the US between 1880 and 1920
across both time and space.

An alternative class of non-homothetic preferences based on nested CES functions originally
proposed by Sato (1975) has also gained traction. These formulations, recently applied in Mat-
suyama (2019) and Comin et al. (2021), are particularly well-suited to capturing demand comple-
mentarities and long-run compositional shifts.*®

In this paper we stress two features of PIGL preferences that are particularly useful for our
analysis. First, they permit tractable aggregation: inequality enters the aggregate demand system
only through a single statistic closely related to the Atkinson index. Second, they provide a
transparent mapping between demand for final goods and sectoral value added, a key distinction
in studies of structural change (Herrendorf et al.; 2013). These properties make it possible to
analyze structural transformation in a spatial general equilibrium setting with regional inequality

and labor market segmentation using both macro and micro data.

Premature Industrialization The expansion of services during the development process has
often been described as a mere consequence of rising income rather than an independent source
of growth. A common argument is that traditional services offer limited scope for innovation
and technological progress, and that their expansion primarily reflects disguised unemployment
or underemployment. Rodrik (2016) defines premature deindustrialization as the tendency for
developing countries to experience a decline in manufacturing employment and value-added shares
at much lower levels of income than today’s advanced economies did historically.*” Rodrik argues

that this pattern implies that developing economies face a narrower window for industrialization

48 See Matsuyama (2023) for a recent survey of Non-CES preferences.
49 See also Huneeus and Rogerson (2023) for a quantitative assessment of such different paths of industrialization.
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as a path to rapid productivity growth. In a similar vein, Duarte and Restuccia (2019) show
that cross-country productivity gaps in services are large and persistent. In their view, sluggish
convergence in services helps explain why structural change in many developing countries has
not translated into faster aggregate growth. Lagakos (2016) argues that retail productivity in
developing countries because stores rationally use traditional, small-scale technologies, given the
absence of complementary investments such as cars of fridges on the household side.

A critical issue in this debate is the measurement of service productivity. Reliance on pub-
lished price indexes is problematic insofar as these indexes do not accurately reflect changes in
service quality. Moreover, given their non-tradable nature, the correct price indices should be
local in nature. Our methodology addresses this challenge by retrieving productivity changes from
expenditure and employment data without relying on any information on prices.

Another important dimension is the heterogeneity of service industries. Hallward-Driemeier and
Nayyar (2018) and Nayyar et al. (2021) argue that the direction of global technological change,
especially automation, together with contemporary trade patterns, has reduced the scope for de-
veloping countries to replicate East Asian—style manufacturing-led industrialization. At the same
time, they emphasize that modern tradable services such as ICT, professional, and business services
can generate productivity gains, spillovers, and export opportunities analogous to those tradition-
ally associated with manufacturing. The role of these services for the future of growth in the US
is discussed in Duernecker et al. (2024).

The distinction between non-tradable CS and tradable producer services can be incorporated
into our analysis, as discussed in Section 5.2. Empirically, producer services have played and are
playing an important role in East Asian countries such as Vietnam and China (see, e.g., Chen

et al. (2023)).

Urbanization, Spatial Structure and Consumer Cities Urbanization plays a pivotal role
in the process of structural change. While producer services are important in many industrializing
economies, the experience of much of sub-Saharan Africa is quite different: the expansion of services
has been dominated by consumer-oriented, non-tradable activities. This distinction has important

spatial implications. Because CS depend heavily on local demand and face limited scope for long-
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distance trade, their growth is closely tied to patterns of urbanization and regional labor-market
dynamics. Understanding how these spatial forces interact with service-led structural change is an
important step in our analysis.

The idea that urban growth can be driven by CS amenities originates in the “consumer city”
hypothesis of Glaeser et al. (2001). They document that cities offering richer amenity bun-
dles—restaurants, entertainment, and other consumption-oriented services—tend to experience
faster population growth. This insight has been influential in recent work examining why many
cities in developing countries have expanded in the absence of large-scale manufacturing.

Empirically, several studies characterize these patterns as the rise of consumer (or consumption)
cities in the developing world. Gollin et al. (2016) and Jedwab et al. (2022) show that urbanization
in Africa and parts of South Asia has been fueled primarily by domestic demand for CS rather
than by tradable production. These cities are dominated by comparatively low-productivity and
often informal activities such as local retail, hospitality, and transport. Reflecting this, much of
the literature offers a pessimistic interpretation: for example, Henderson and Turner (2020) argue
that some countries urbanize “too early,” before the institutional and technological preconditions
for productivity-enhancing agglomeration are in place.

Our analysis offers a different perspective. Although urban growth in poor countries may appear
disorderly, the expansion of CS can still be associated with substantial improvements in produc-
tivity and living standards. By explicitly modeling non-homothetic demand, the composition of
service industries, and spatial labor market frictions, our framework quantifies how the distribu-
tion of population across regions interacts with sectoral specialization and informality to shape the
welfare consequences of service-led urbanization. Consistent with this emphasis on cities as centers
for non-tradable consumption, Blanchard et al. (2025) use cell phone data from Tanzania, Nigeria,
and Kenya to show that rural residents travel frequently to cities to visit service establishments
and consume services that are unavailable, or only weakly available, in the countryside.

Our approach is also more broadly related to the literature in spatial economics that studies
how geography, trade, and migration determine the regional allocation of economic activity—see,
e.g., Alder (2025), Allen and Arkolakis (2014), Donaldson and Storeygard (2016), Redding and
Rossi-Hansberg (2017), and Bryan et al. (2020) and Bryan et al. (2025) for an emphasis on the
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developing world. Within this tradition, our paper highlights the central role of non-tradable CS
in shaping spatial inequality and structural change.

Finally, our discussion (especially, the extension discussing internal migration) relates to Budi-
Ors and Pijoan-Mas (2022), who develop a spatial general equilibrium model with rural-urban
migration and regional labor-market frictions. They show how mobility costs and local labor-

market conditions interact to determine regional specialization patterns.

Skill-Biased Service Growth A recent literature also provides a more optimistic view of ser-
vices in the development process by linking structural transformation to the interaction between ris-
ing skills and the diffusion of skill-biased technologies. Buera and Kaboski (2012) develop a model
in which market services require fixed costs and specialized skills, generating scale economies and
productivity advantages relative to home production. Higher demand for market services thereby
increases the returns to skill acquisition, reinforcing the transition from home to market services
and generating skill-biased structural change. Building on this mechanism, Buera et al. (2022)
propose a multisector general equilibrium model in which skill-biased technological change and
the rise of services are jointly determined. The evidence reviewed in Gollin and Kaboski (2024)
further emphasizes that modern structural transformation is tightly linked to the diffusion of skill-
biased technologies, including in low- and middle-income settings where services are increasingly
absorbing skilled labor.

Recent empirical work provides complementary causal evidence connecting human-capital ac-
cumulation to the exit from agriculture. Porzio et al. (2022) show that rising cohort-level schooling
explains a large share of the global decline in agricultural employment, suggesting the rising hu-
man capital shifts labor supply out of agriculture. This is consistent with Cox Lescano (2024),
who studies a large-scale expansion of higher education in Brazil. Exploiting regional variation
in educational supply constraints, he shows that rising education leads to a shrinking agricultural
and expanding service sector. Engbom et al. (2025) provide a quantitative analysis of the link
between rising skill supplies and structural change.

Our baseline framework incorporates human capital by allowing for regional heterogeneity in

the distribution of efficiency units and by modeling how skills affect the demand for CS because
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human capital accumulation raises average incomes. The extension discussed in Section 5.4 allows
one to incorporate the supply effect: if sectors differ in their skill-intensive, spatial differences in
educational attainment emerge as a determinant of sectoral specialization. Using this methodology,
Fan et al. (2023) document substantial variation in skill bias across Indian states and over time.
This relates to the theory of Acemoglu and Zilibotti (2001), who argue that poor countries and
regions adopt low-skill technologies in industries where advanced economies employ high-skill ones.
It also connects to the recent findings of Rossi (2022), who shows that cross-country heterogeneity
in the skill bias of technology helps explain why high-skill workers are relatively more productive

in rich economies.

Informality Informal labor markets are a pervasive characteristic of developing economies, par-
ticularly in the service sector. The transition from informal to formal provision of services plays
an important role in our analysis.

A rich literature investigates the origins and consequences of informality—see Ulyssea (2020)
for a survey. La Porta and Shleifer (2014) distinguish between “dualist” and “survivalist” forms
of informality, underscoring that informal activity can reflect both structural segmentation and
low-productivity self-employment. Ulyssea (2018) develops a structural model in which imperfect
enforcement and entry barriers shape firms’ formalization decisions, linking informality to policy
and institutional frictions. On the workers’ side, Meghir et al. (2015) emphasize wage segmentation
and limited mobility across formal and informal jobs. Taken together, these contributions highlight
how enforcement, entry costs, and labor mobility shape the size and productivity of the informal
service sector. These mechanisms play a central role in our analysis.

Recent work has embedded informality into general equilibrium environments as we do. Dix-
Carneiro and Kovak (2017) and Dix-Carneiro et al. (2026) examine how trade liberalization and
labor market regulation affect the allocation of workers across formal and informal sectors within
an economy. These models highlight how exposure to global competition, combined with institu-
tional frictions, can generate persistent declines in formal employment and long-lasting spatial and
sectoral adjustment patterns.

Our analysis of informality in the service sector specifically relates to the recent paper of

65



Schwartzman (2025), who analyzes the transformation of services in Brazil. He shows that for-
malization has involved the replacement of traditional own-account workers by modern service
firms, particularly in sectors such as retail and hospitality. Formalization is associated with large
productivity and earnings gains, especially in poorer regions. These dynamics closely align with
the mechanisms emphasized in our paper: formalization can boost productivity, both through

improved worker-firm matching and through the entry of more productive firms.

Development Accounting Finally, our paper connects more broadly with the development ac-
counting literature, which aims to quantify the sources of cross-country income differences (Caselli,
2005, Hall and Jones, 1999, Klenow and Rodriguez-Clare, 1997) A growing body of research extends
these insights to sectoral and spatial comparisons (see, e.g., Gollin et al. (2014), that we discussed
above). Gancia et al. (2013) develop a structural approach to development accounting that, like
ours, leverages general equilibrium conditions to infer sectoral productivities from observed wages
and employment shares.

Our work builds on Fan et al. (2023), who apply a similar strategy to the Indian context,
combining microdata on income and employment with general equilibrium modeling to identify
productivity growth in the non-tradable service sector. This methodology clarifies the distinction
between service-biased and service-led growth. A rising service employment share may reflect
either high productivity in CS or demand shifts driven by income effects. Our framework provides
a tractable way to separate these forces using restrictions imposed by preferences and equilibrium
behavior. In doing so, we offer a new lens on structural transformation that connects micro-level

labor allocation to macro-level productivity gaps.

7 Conclusion and Future Work

This paper has developed a spatial general equilibrium framework to study recent trends in the
structural transformation of developing economies, with a particular focus on fast-growing African
countries where urbanization and the decline of agricultural employment have taken place largely
in the absence of large-scale industrialization. By integrating non-homothetic preferences, the

non-tradable nature of CS, spatial heterogeneity, and labor market frictions, our framework dis-
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tinguishes between service-led growth, where the service sector acts as an engine of productivity
growth, and service-biased growth, where the expansion of services arises as a corollary of produc-
tivity growth in other sectors and of human capital accumulation. It also allows us to quantify
their distinct implications for productivity, welfare, and inequality.

A key methodological contribution of our framework is that it recovers sectoral productivity,
particularly in non-tradable CS, from equilibrium allocations rather than from price data, which are
often unavailable or poorly measured. This feature makes the framework well-suited for studying
service-led growth in settings where data limitations are severe. In addition, our analysis of
agglomeration mechanisms highlights how growing urban markets can endogenously raise service
productivity, reinforcing the emergence of consumer cities and amplifying the gains from service-led
growth.

Our application to sub-Saharan Africa shows that, in line with the recent findings of Fan et al.
(2023) for India, much of the observed shift toward services reflects productivity improvements
in locally oriented CS rather than the mere byproduct of rising incomes. These gains have been
particularly important in urban areas, where formalization, agglomeration, and specialization ef-
fects reinforce productivity growth. At the same time, the welfare effects are uneven: productivity
growth in tradables tends to benefit poorer households across space, whereas service-led growth
delivers larger gains to richer and more urban consumers. This distributional asymmetry high-
lights the importance of accounting for non-homotheticity and spatial structure when evaluating
development trajectories.

Our framework is modular and can accommodate extensions that incorporate regional special-
ization, regional and international trade, skill heterogeneity and skill-biased technological change,
and endogenous migration. These extensions make it possible to study, for example, how ed-
ucational expansion interacts with sectoral demand patterns, how internal migration mediates
the spatial incidence of productivity shocks, or how natural resources and the presence of glob-
ally competitive goods producers abroad shape the industrial opportunities available to latecomer
economies.

We conclude that the path to development need not replicate the factory-first model of earlier

industrializers. Under the right institutional and market conditions, CS can contribute mean-
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ingfully to aggregate productivity growth. Yet this is not automatic, and the sustainability of a
service-led path depends on complementary transformations such as formalization, infrastructure
investments that enable agglomeration externalities, and local demand growth.

While service-led growth can play a significant role in reducing poverty over the long run,
its short-term distributional consequences are more problematic. In particular, our analysis shows
that the rise of consumer cities driven by productivity growth in non-tradable services can generate
adverse welfare effects for those who remain in rural areas. Non-homothetic preferences imply
that low-income households benefit less from improved service availability, while terms-of-trade
effects can erode their real incomes. As a result, richer households, and especially urban residents,
tend to capture the largest gains. Understanding these dynamics is critical for policy design, as
complementary measures such as improving rural access to markets, investing in human capital,
and facilitating mobility may be needed to ensure that service-led growth translates into broad-
based welfare improvements.

Several promising directions for future research remain. First, we did not discuss the gender
dimension, which could shed light on how changes in female labor force participation affect the
composition and productivity of services—see, for example, Rendall (2013), Ngai and Petrongolo
(2017), and Peters et al. (2024). Second, future work along the lines of Acemoglu and Zilibotti
(2001) could more explicitly model the direction of technological change to analyze whether growth
can indeed be service-led in the long run. Third, a fuller integration of producer services and global
value chains would help assess whether service-led growth can generate spillovers comparable to
those historically associated with manufacturing—see Antras and Chor (2022), Baldwin (2016),
Caliendo and Parro (2015), Costinot et al. (2013) and the excellent overview provided by Goldberg
and Ruta (2026) in this volume. Fourth, a dynamic extension with capital accumulation along the
lines of Chen et al. (2023) would enable the analysis of transitional dynamics and long-run growth
in settings where savings, investment, and sectoral productivity evolve jointly.

Last but not least, the interaction between service-led growth and environmental sustainabil-
ity deserves particular attention. More specifically, could economic development be “greener” if
today’s developing economies skip the factory stage? In recent research, we develop a framework

in which long-run growth features a sustained slowdown in the expansion of material production
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while living standards and service employment continue to rise (Aghion et al., 2025). This analy-
sis complements the themes of this paper, embedding non-homothetic PIGL preferences, sectoral
heterogeneity, and directed technical change into a unified model of growth, structural transfor-
mation, and environmental sustainability. We view this as a particularly promising direction for
future work.

By combining a tractable theoretical structure with micro-founded empirical measurement, the
approach developed here offers a template for studying the positive and normative implications
of structural transformation across a broad range of development paths, whether growth is driven
primarily by services or by manufacturing. We hope it will provide a foundation for future work
on the diverse pathways through which developing economies can achieve sustained and inclusive

growth.
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APPENDIX A: THEORETICAL AND QUANTITATIVE RESULTS

A-1 The Baseline Model (Section 3)

In this section, we present detailed derivations for the baseline model presented in Section 3.

A-1.1 Aggregation (Section 3.2)

Proof of Proposition 1 In Proposition 1 we derived the aggregate expenditure share on product
n. Using the expression for the expenditure share at the individual level, equation (4), we get that

19an = fﬁgE (Zwrapr) Zw?”dFT (Z) — ﬂn + K (exp </1 Bn lnprn dn)>€ f (Zw’l’)lis dFr (Z)
0

[ zw,dF, (z) [ zw,dF, (z)
E, [z] w, N
exp (fy Balnpen dn)
= Bn + £, L T (E, [2]w,, pr) © (A-1)

where Z, = ﬁ%ﬁ(ﬁg and 7(.) is defined in (4). Note also that Z, is a transformation of the
(le’s chT(z))11T€

T2dF ) (see Atkinson (1970)).

Atkinson index. The Atkinson index is given by Al. =1 —
Hence, Z, = (1 — AIL)'"=.

Proof of Proposition 2 Substituting the expression from Proposition 1 into S (see (11))
yields the result:

LK, [2] [ A0FE d .
s = LBl S [ e = [ (ot T T B ) )

— /)\nﬁn dn + / At dn .Y (E, [z] w,, pr)
= wes + vesLY (B, [2) wp; ey qr)

where weog = fn AnfBndn and vog = fn Ankin dn. Using p,, = pi=2»g (see (10)), it follows that

1
exp < / Bn lnpndn> = p, “O5gres. (A-2)
n=0
Thus, we can rewrite
E, [z] w,
r (Er [Z] Wy, pr) = pl_wquwCs =7 (Er [Z] Wr; Px, q'r) (A‘S)
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A-1.2 Equilibrium

Equation (13) determines the local wage and the price of CS inputs as w, = Al and ¢, = AL/ A5,
Hence, we merely need to determine the the sectoral labor allocations {HT, H®}. These solve

the following equilibrium conditions:

1. Market clearing for local CS:
wTHTCS = ﬂfserr

2. Market clearing for tradable goods:
w.H! = (1 =9%) w, H,

3. Labor market clearing: H, = H®S + HT
With H, = E, [z] L,, the market clearing for CS can be written as

r

ECS_LCS_HTCS_
" L, H,

CS
o

A-1.3 Welfare Effects

In Section 3.4 we argued that the welfare effects of sectoral productivity growth are summarized
by the expenditure shares. To see this, note that the expenditure function to achieve utility V at

prices (p., ¢.) is given by

eV, prr ) = P05 205 {e[V + vosn(g, /pa)] } 7.

Taking logs of (A-4) and differentiating w.r.t. Ing, (holding V constant) yields

dlne(V,ps, qr) e 1 ves
dlng, e Vi vosn(g/p.)

By Shephard’s Lemma,

Olne _ qr Oe B qu'gs(]}?pxaqr)

== = =9(V; p, 01,
dlng. e g, eV, pe, ) r Vipear)

and similarly d1lne/dlnp, =1 — 95, Also note that (A-4) implies that

eV, Dz, ¢r) )5

€ [V + Vos ln(QT/px)} = <pIchsqwCS

Using (A-6), we can derive

1 . Vcs —y 6<V7pzv QT)
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A-2
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which together with (A-5) also yields the result.

A-1.4 Equivalent variation (EV)

In Figure 7 we reported the welfare effects of different sources of productivity growth. To compute
the effects on welfare, we rely on individuals’ equivalent variation. Formally, consider the we sum-
marize the welfare effect of moving from the status-quo allocation (w, p,,q) to the counterfactual
allocation (w, p,,q) for an individual with skills z with the equivalent variation

EV (2) = e(V(2),p2,0) — e(V(2) ;12 @) = e(V (2) ;2 @) — 2w, (A-T)
where e (.) is the expenditure function and

V(2) =V (e():w,prng) = - (p—w) ~veshn (i) (As)

£ q r

is the indirect utility function. Indirect utility in the counterfactual allocation is Y (z) =V (20; W, Py, G)
and V (z) =V (zw; w, ps, q) denotes the indirect utility in the status quo. The second equality uses
that e(V (2),ps,q) = zw, because zw is total spending in the status quo. In words: EV is the
amount of money one would need to give consumer z in excess of their income zw, to reach utility
V(z) at the old prices (p,,q). Note that the EV can be negative (in case the new allocation
reduces welfare) or positive (in case the new allocation increases welfare.), because e (V, p,,q) is
increasing in V.

To compute EV, we need to take into account the restriction 9<% > 0. In particular, because
CS value added is luxury, the consumer’s expenditure share on CS value added might be zero, in
case the consumer is too poor. In that case, the indirect utility function in (A-8) and the associated
expenditure function

1/e
e(V,p,q) = {6 (V + vesIn (i)ﬂ py wosgres (A-9)

€T

do not apply. To perform our welfare analysis while taking into account the non-negativity con-
straints in the CS expenditure share, we propose an extension of V (.) and e (.) over the full domain
of household expenditure that we can use to compute EV in (A-7) for all z.

Extending V (.) and e(.) Toextend V(.) and e (.) over the full domain of household expenditure,

it is useful to define

VCS

B(pe,q) = py *79¢° and A= ——>0. (A-10)

For the expenditure share on CS to be weakly positive, 9¢° > 0, equation (17) implies that total
expenditure has to satisfy

1/e
e>e(ps,q) = (;“> pr“esqees = \VeB (p,, q) . (A-11)

wes
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Equation (A-8) implies that indirect utility at e =€ (p,, q) is given by

V (per @) =V (@ (P2 ) s Purq) = é (%)E —ves ln(%) = éA + Awes In (%) , (A-12)

where we use the superscript I to indicate that this is the branch of the indirect utility function
that applies in the interior range of 9°°. Note that (A-9) implies that the associated expenditure
at V (ps,q) is given by e’ (V (ps, q) , pzr q) = ANV°B (ps,q) = € (ps, q) as required.

To extend V and e to the case of negative CS shares, we want to find V¢ (e, p,,q), “C” for
corner, which satisfies three properties:

1. V is continuous, including at € (p,, q), i.e. V(€ (pe,q) , pes @) = VI (€ (02, Q) , Py q)

BVC(E(pI,q),pz,q) — 8VI(€(p17Q)>pz»Q)

2. V is differentiable, including at € (p,, q) , i.e. e 5 ,

3. Applying Roy’s identity to V¢ (e, p,, ¢) indeed yields 9% = 0 and 97 = 1.

As we show in Section SM-1.1 in the Supplementary Material, the following function form for
VY (e, ps, q) satisfies all three properties:

1
VE past) = V! (€ ) pus) + A —am () aomy, (a

DPx

where the second equality follows upon substituting V! (€ (ps, q) , p, ¢) and € (p,, ¢). The associated
expenditure function is given by

1
W) =exp (5~ L0100 (A14)

Note that neither V¢ (e, p,,q) nor ¢ (V, p,,q) depend on ¢, which is intuitive because spending
on CS is zero. The overall indirect utility and expenditure functions are thus given by

Aln (p—) +IA(A-m))  ife<@(psq) =N B(ps,q)

Viepa = : (m)g + dwes In <pi) if € > € (pa, q) = A\°B (ps, q) i
and
L [eeGtasmyn Y <V (pa) =2+ wesn (1))
¢ Wrpen) = [« (v = dwestn (p%))}I/EB(px,q) iV =V (pa) = A(L+woshn (i£))
(A-16)

where € (p,, q) and V (p, x) are given in (A-11) and (A-12). In Section SM-1.1 in the Supplemen-
tary Material we also show that e (V, p,, q) as defined in (A-16) is continuous, differentiable, and
applying Shepard’s lemma yields 9¢° = 0 and 97 = 1.
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Computing EV  With e (V,p.,q) and V (e, p., q) as defined in (A-15) and (A-16) at hand, we can
compute the equivalent variation in (A-7). Because V and e have different branches depending on
z, the equivalent variation is also defined as a function of z. As we show in detail in Section SM-1.2
in the Supplementary Material, depending on whether relative price of services are increasing or
falling in the counterfactual. the following situations can occur.

- ( 2 )5 Lo (q/px)“’cs
2=\ == - an R = — .
B q)) A q/Pa

1. Suppose the k > 1, i.e. the relative price of services is higher in the status quo, compared to
the counterfactual. Then:

Proposition 3. Define

(a) 2 <1 (“Full corner”): The consumer consumes only tradable goods both in the coun-
terfactual and when trying to reach V (2) at the old prices.

(b) 1 <zZ<1+Ink (“Interior / Corner”): The consumer consumes positive quantities
of CS value added in the counterfactual but only tradable goods when trying to reach
V (z) at the old prices.

(c) 1+Ink <7 (“Full Interior”): The consumer consumes positive quantities of CS value
added in both the counterfactual and when trying to reach V (z) at the old prices.

2. Suppose the k < 1, i.e. the relative price of services is lower in the status quo, compared to
the counterfactual. Then:

(a) Z <k (“Full corner”): The consumer consumes only tradable goods both in the coun-
terfactual and when trying to reach V (z) at the old prices.

(b) k <z <1 (“Corner / Interior”): The consumer consumes only tradable goods in the
counterfactual but positive quantities of CS value added when trying to reach V (z) at
the old prices.

(c) 1 <Z (“Full Interior”): The consumer consumes positive quantities of CS value added
in both the counterfactual and when trying to reach V (z) at the old prices.

Proof. See Section SM-1.2 in the Supplementary Material. O]

These configurations are intuitive. Consider the case of k > 1, i.e. services are relatively
expensive at the old prices. If the consumer only consumes tradable goods in the new allocation
(z < 1), she will also only consume tradable goods when trying to achieve the same utility level
at the old prices, i.e. when services are relatively expensive. By contrast, if the consumer choses
an interior allocation in the new allocation (Z > 1), it is possible that the consumer would only
consume tradables in case services are are sufficiently expensive (1 < Z < Ink). A similar intuition
holds for the case of k < 1, i.e. the case where services relatively cheap at old prices. There, if the
consumer ends up buying services in the new allocation (Z > 1), she will also do so at old prices
where services are cheap. However, it might be that the consumer only buys tradables in the new

A-5



allocation (z < 1) but ends up consuming services when facing old prices where services are cheap
(k<ZzZ<1).

Given this characterization, we can now formally state the implied equivalent variation. Specif-
ically, we compute R
EV(z) _e(V(2),psq)

wz wz

that is the percentage change in current income the individual has to receive to achieve the new
utility level at current prices. Using the results in Proposition 3, x (z) is given in the following
Proposition.

~1 (A-17)

X (2) =

Y

Proposition 4. Consider x (z) as defined in (A-17). Let Z and k be as defined in Proposition 3.
Then

1. If k > 1, x(2) is given by

W/w __Ink 1/e . . ~
—B(ﬁzl,q“)/B(pz,q) (1 = ) 1 ifl+lnk<z
x(2) = { eleGinOmy) fl1<i<l4lnk.

o/ B(pz,9) -

W/ Px p o~

wips 1 if 2 <1

2. If k < 1, x (2) is given by

__ww o _me\lE_ N
B(pz,4)/B(pe,q) (1 E ) 1 if1<z2

Veln 241 1In k] . .
X (z) = ¢ Az el Ty ifk<z<l1.
5/p B(pz,q)
w pz _ . ~
w/pe 1 if 2 <k

With our choice of numeraire (py = p, = 1) ,we have w = AT, w = AT, ¢ = AT/A°S, and

g=AT/AS.
Proof. See Section SM-1.2 in the Supplementary Material. O

Proposition 4 contains a full characterization of the welfare consequences of sectoral produc-
tivity growth. To build intuition, focus on the first and third branches, which are less knife-edge
and which are the empirically relevant cases for our quantitative analysis. For poor consumers, i.e.
for individuals with Z sufficiently low, we have the expected result that welfare is fully determined
by % = % because they only consume tradable goods. For rich consumers, who consume CS in
positive quantities at both prices vectors, the welfare effect is determined by the product of two

terms

1/e
~ 1 1/e N 1 ~
_fw x(l_ﬁ) S — T}
B (pz,q) /B (D= q) z B (pz,q) /B (p2,q) (B(;wq)>
Real wage N — 7

Non-homo. adjustement
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The first term is akin to the change in the real wage as determined from the price index, B(p,, q),
which is the price index evaluated at the asymptotic expenditure shares weg. The second term
captures the non-homothetic adjustment and hence the unequal gains from sectoral growth. Note
first that if preferences are homothetic, vog = A = 0, the adjustment disappears and the welfare
gains are equal across consumers. Furthermore, note that

0 (_mwm)
(s625) ) wes
0z N zZW c
(—B@zm) o
This expression again highlights the unequal welfare effects of service-led growth. If CS out-

put is a luxury (A > 0), the adjustment is increasing in z (higher welfare gains for the rich) if

relative service prices fall (In(¢/q) = In (%j‘i—;) > 0), i.e. service productivity grows faster

x An (¢/q) .

that tradable productivity. Vice versa, the adjustment is decreasing in z (higher welfare gains
for the poor) if productivity in the tradable sector grows faster than productivity in services

(In (¢/d) = (4= 47) < 0).

A-2 Quantification of Baseline Model: Details

This section provides detailed steps for the quantitative analysis discussed in Section 3.5. Specif-
ically, we first discuss the data we use and the moments we target to calibrate the structural
parameters. We then discuss how we implement our counterfactual analysis.

A-2.1 Estimation

Data We calibrate our model using three data sources: (1) the micro data on sectoral employment
as measured from I[PUMS; (2) data on aggregate GDP from the WDI; (3) microdata on individual
earnings from the “Harmonized World Labor Force Survey (HWLFS)” (see, e.g., Gottlieb et al.
(2024)).

Parameters and Moments To calibrate our model, we need to estimate 8 productivity pa-
rameters: A2, for two sectors (T vs C'S), two regions (R and C'), and two time periods (“pre" and
“post"). Furthermore, we need three preference parameters (¢, wcg, and vcg), the average amount
of human capital, E,[z], and the inequality index, Z,.

The Engel elasticity, €, and the asymptotic CS value-added share, wgg, are taken from Fan
et al. (2023), who follow the procedure laid out in the main text using micro data on household
expenditure from India. In terms of the income distribution, F.(z), we for now only assume
that Z, defined in (8), is independent of r and ¢. This would, for example, be satisfied for the
Fréchet distribution and the Pareto distribution if the shape parameter is common across space
and time but the scale differs across both space and time. Because we can always choose the units
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of CS productivity, AY®, without loss of generality, we normalize the inequality adjusted non-
homotheticity term, vcgZ to be -1. To map observed schooling into human capital, we assume an
annual Mincerian return of p = 0.1, and hence set E.[z] = eV 1%t where h,, denotes the average
years of schooling in region r at time ¢. We summarize these parameters in the first four rows of
Table A-I.

Table A-I: STRUCTURAL PARAMETERS

Parameters Targets Values
€ Engel elasticity 0.395
wes From Fan et al. (2023) 0.692
vos L Normalization -1
p Mincerian schooling returns 0.1
¢ Earning distribution within regions 2

Notes: This table summarizes the structural parameters we used for quantitative exercises.

To implement our estimation over both time and space, we take our “pre period” to be 2000
and “post period” to be 2010 and matching the timing of the respective IPUMS surveys (pre ~
2000, post =~ 2010). We partition the population into two mutually exclusive locations, rural (R)
and urban (C), with ¢z + ¢ = 1. Average years of schooling h,; and sectoral employment shares
2, (by r € {R,C} and s € {T,CS}) are computed as the location-specific averages of educational
attainment and sectoral employment shares from IPUMS (see Section B-1.2). To compute such
regional averages from the microdata, we employ the sampling weights that are included IPUMS
(see also the discussion in Section B-1).

In our model, we considered the case of two sectors: tradables and CS. To map the data
to these two industries, we associate CS directly with non-tradable services (i.e. retail, leisure,
health) as in Figure 4 and combine the remaining sectors (agriculture; manufacturing; producer
services including finance, business, ICT; and transport & storage) into tradables. We exclude
public services because our theory concerns the provision of private services.

GDP per capita (PPP, constant 2021 int’l §) is taken at the country-year level from WDI and
matched to the exact IPUMS country and survey year. We then construct aggregate GDP pc
capita at time t as the population-weighted average.

Identification. Given the structural parameters in Table A-I and overall human capital E,[z],
we need to identify the eight productivity terms {.A%,}. We do so from the following restrictions.

1. Rural tradable productivity in 2000 (A%,q,,): By choice of units we can normalize rural
tradeable productivity in the early period to unity; Akysp = 1.

2. The urban productivity premium in tradables (A%,/A%,): To estimate the relative
productivity of urban locations in the tradable sector, i.e. v, = AL,/ A%,, we exploit micro-
data on relative earnings form the “Harmonized World Labor Force Survey (HWLFS)”.! Our

! We are very grateful to Charles Gottlieb for his help with this empirical anlysis.

A-8



model implies that total earnings for individual i in location r are given by 3’ = w,z* = Al 2",
We therefore estimate v from a regression of the form

In Yreti = 5tc + ’YtUrbanrcti + xgnctint + Upetss (A_18)

where r denotes region (i.e., urban versus not-urban), ¢ denotes country, ¢ denotes whether
the survey belongs to the early period (i.e.. before 2000) or the late period (i.e., after 2000),
and i denote the individual. The covariates x,+; control for z*, which is correlated with the
urban dummy Urban,..;; via the distribution Fi.

Table A-II: ESTIMATING THE TRADABLE URBAN-RURAL PRODUCTIVITY PREMIUM -~y

Log wage
(1) (2) (3) (4)

Urban 0.154*** 0.061* 0.263*** 0.142**

(0.032) (0.022) (0.050) (0.027)
Time Period 2000-2010 2000-2010 2011-2025 2011-2025
Education Yes Yes
Demographics Yes Yes
Country-Year FE Yes Yes Yes Yes
Number of Country-Year Surveys 16 16 24 24
Observations 71,706 71,266 847,508 834,597
R? (within) 0.010 0.222 0.022 0.238

Notes: The table reports the results of estimating the regression in equation (A-18)

The results are reported in Table A-II. The first two columns refer to the early period (2000-
2010), the last two columns refer to the late period (following 2010). Columns 1 and 3 report
the unconditional estimates, columns 2 and 4 control for individual-level education and other
demographics such as age and gender. The productivity premium is therefore around 6% in
the early period and 14% in the late period. Given the sampling variation in these estimates,
we, for simplicity, take use 5% and 15% in our quantitative analysis.”

3. Rural tradable productivity in 2010 (A%,,,,): We determine tradeable productivity in
rural areas in 2010, A%,q,,, from the growth rate of aggregate GDP. Specifically, aggregate
GDP is given by

GDP; = wpiEBpi[2|lpt + werEei[2]ler = (Erel2]lre + viEot]z]lot) Aﬂt, (A-19)

2 These estimates are lower than the average results for urban-rural premia reported in Gollin et al. (2014). In the
HWLFS we only observe earnings for individuals who receive wages. Given the large size of the informal sector in
many countries in sub-Saharan Africa, this is a highly selected sample. Moreover, if informal and self-employed
individuals have lower earnings and are more likely to live in rural areas, the overall urban-rural premium would
be larger.
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where ¢,; are the rural/urban population shares (see the column "Pop. Share" in Table 2)
and ; is estimated in Table A-TI. Using (A-19) and the normalization A%y, = 1, it follows

that

GDP E 4 E ¢
2010 r2010(2]¢R,2010 + Y2010Ec 2010(2] ¢,2010 41 (A-20)

= R,2010°
G D Py ER,QOOO [ZWRQOOO + 72000Ec,2000 [2]50,2000

This equation can be directly solved for A% 59,0-

4. CS productivity (A%%): To estimate productivity in the CS sector, AS°, we use the labor
market clearing condition (14):

gvgs = 197255 = Wes + VcsI(Ert[z] (_AZ;)lfWCS (AS;S>"JCS>_E
= Wwes — <Ert[2] (.Azﬂt)lfwcs (.A,C,;S)wcs)_ ’ (A—21)
T

where the second line uses vogZ = —1. Given E,4[z], €, wes, and the identified A, equation
(A-21) can be used to uniquely determine A% in each period for both rural and urban areas.

The results for A?, are reported in Table (3). To compute annual growth rates, we use for g,s =
1/10
(Aimlo) -1

s
72000

A-2.2 Counterfactual analysis

Given the estimated model, we then conduct our counterfactual analysis; reported in Figure 7.
Specifically, we refer to the service-led scenario as the equilibrium, where tradable productivity
and human capital are held fixed (AL, = ALy and E,a0102] = E,2000[2]) and only CS pro-
ductivity changes. In the same spirit, the service-biased scenario refers to the equilibrium where
CS productivity and human capital is unchanged (A%, = A% and E,.2010[2] = Er.000[2]) and
tradable productivity changes.

Structural Change To quantity the consequences for structural change, we simply use the
expression for the sectoral employment share in (A-21). The counterfactual service-led share is
then given by

7 _ —€
€r2%11(1)ED =wes + VCSI<]E7“2000[Z] (AzQOOO)l wes (A’IQQ%IO)UJCS) :

The corresponding change due to service-led growth (blue bars in Figure 7), is then computed as

7CS,LED o : o :
Cooone”” — €%500- Similarly, we compute CS employment in the service-biased scenario as

e _ —&
grzf)’lj(g)IASED =wes + vesL (Er2000[2] (Agom)1 wos (Arozgoo)wcs) .

Service-biased structural change (red bars in Figure 7) is then given by Ecﬂ%’f]IASED — (55000-

A-10



Welfare To compute the associated changes in welfare, we compute equivalent variations (see
Section A-1.4). To do so, we require the preference parameter vcg. Hence, it is at this point where
we need to separately identify vog and Z as opposed to vgg Z = —1. To make progress, we assume

that z is Fréchet distributed as in (9): F4(z) = exp (— (Z/Zt)_c) Hence, averge human capital

is given by E,o000[2] = Z;¢ ['¢, where I';, = I'(1 — %) is the gamma function. Moreover, the scalar 7
si given by
I ¢

Z= 11:55 = I7
FC

which shows that Z,,; is indeed constant across time and space as long as ¢ and ¢ are constant.
To calibrate (, recall that individual earnings in location r are given by y,.;; = w,.2;. Hence,
the distribution of earnings is given by

P(yrti<g>—Frt<

g ) :6_<w7‘t§27‘t>7c7

Wyt

i.e. earnings are also Fréchet distributed with shape ( and scale w,;z,;. This implies that the Gini
coefficient of earnings is given by
GINI =2Y¢ —1.

Using data from Tanzania, Blanchard et al. (2025) report a Gini coefficient of earnings in both
rural and urban locations of around 0.4 (see (Blanchard et al., 2025, Table 6)). This implies that
¢ =1In(2)/In(1 4 0.4) ~ 2.06. We therefore use ( = 2 for our quantitative analysis (see last line of
Table A-T). This implies that vog = —Z~ !, where Z = FL/Fé’E evaluated at ( = 2 and € = 0.395.

1—e

We then compute the welfare gains from service-led growth, x“* (), and the welfare gains from
service-biased growth, 7 (z), by applying Proposition 4. For service-led growth we set A7 = A%,
and ASS = ASS . For service-biased growth we set AT = AT, and A5 = AZS

We evaluate these terms at different quantiles of the local income distribution. Recall that we
assumed that z is Fréchet distributed according to (9). Define the 7th quantile of the distribution

in region r as z,
™\ ¢
T=P(2,<2")=F.(2") =exp [— (i—) ] :
Zr

This implies that 2™ = (—In7) /¢ FLc E,[z], with 7 the income quantile and I'; the normalization

constant for the parametric income distribution. We set 7 = 0.05 for the poor and 7 = 0.95 for
the rich, and report EVs for rural and urban groups.
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APPENDIX B: EMPIRICAL RESULTS

B-1 Empirical Data Sources

This section documents the data sources and our measurement choices for the analysis in Section
2.

B-1.1 Aggregate Data

World Development Indicators (WDI). WDI is the World Bank’s primary collection of
development statistics, compiled from official sources. In this paper, we use the following series:
(i) aggregate GDP and GDP per capita (PPP, constant 2021 international $); (ii) population; (iii)
sectoral employment shares; (iv) urban population share (% of total population); and (v) exports
of goods and services (% of GDP).

Table B-I lists all sub-Saharan African countries with average annual real GDP growth of
at least 3.5% over 2000-2019, as reported in WDI, and highlights the countries included in our
analysis—blue for East Africa and green for West Africa. We restrict attention to large, non-oil-
exporting, and politically stable countries over this period. Unless otherwise noted, population
refers to the year 2002, which we also use to weigh counties when computing aggregates.

The sectoral employment data used in panel (b) of Figure 2 follow the WDI’s standard three-
sector decomposition: (i) agriculture, including agriculture, hunting, forestry, and fishing; (ii)
industry, including mining and quarrying, manufacturing, construction, and utilities; and (iii)
services, including wholesale and retail trade; restaurants and hotels; transport, storage, and
communications; finance, insurance, real estate, and business services; and community, social, and

personal services. This taxonomy aligns with the micro-level classification we implement below
using IPUMS.

Educational Attainment. We measure educational attainment at the country-level from the
Barro—Lee data (Barro and Lee, 2013). These data are an internationally comparable panel re-
porting schooling distributions and average years of schooling by sex and 5-year age group for
about 146 countries (1950-2015). We focus on average years of schooling for ages 25-34 to cap-
ture education improvements among new labor-market entrants, comparing 2000 and 2015 where
available.

Gallup World Poll. We measure economic well-being using the Life Evaluation Index from the
Gallup World Poll, based on a Cantril ladder. Respondents are asked to imagine a ladder with
steps numbered from 0 (worst possible life) to 10 (best possible life) and answer:

e “On which step of the ladder would you say you personally feel you stand at this time?”

e “Just your best guess, on which step do you think you will stand in the future, say about
five years from now?”

B-1



Table B-I: Descriptive Statistics of Sub—Saharan Countries

Country Code GDP GDP pc Population Type Small
Ethiopia ETH 0.090 0.060 71,635,517 NRI
Rwanda RWA 0.077 0.052 8,400,180 NRI
Mozambique MOZ 0.069 0.041 18,958,338 NRI
Somalia SOM 0.074 0.040 9,550,063 N/A
Cabo Verde CPV  0.045 0.038 467,046 NRI  Yes
Ghana GHA 0.062 0.036 20,729,388 RI
Mauritius MUS 0.039 0.035 1,204,621 NRI  Yes
Tanzania TZA 0.064 0.034 36,121,304 RI
Uganda UGA 0.064 0.032 25,532,870 NRI
Chad TCD 0.066 0.029 9,116,192 OIL
Nigeria NGA 0.056 0.029 133,471,989 OIL
Burkina Faso BFA  0.058 0.027 12,680,897 RI
Seychelles SYC 0.037 0.027 83,723 NRI  Yes
Eswatini SWZ 0.032 0.026 1,059,441 NRI  Yes
Sierra Leone SLE  0.055 0.025 4,971,435 RI
Equatorial Guinea GNQ 0.072 0.024 797,957 OIL  Yes
Guinea GIN  0.046 0.022 8,674,066  RI
Sao Tome and Principe STP  0.042 0.021 149,922 NRI  Yes
Congo, Dem. Rep. COD 0.053 0.020 53,750,524  RI
Lesotho LSO 0.024 0.019 1,994,679 NRI  Yes
Mali MLI 0.051 0.018 12,288,050 OIL
Angola AGO 0.055 0.017 17,327,699 OIL
Kenya KEN 0.045 0.017 32,629,808 NRI
Namibia NAM 0.037 0.017 1,889,970  RI Yes
Botswana BWA 0.035 0.017 1,744,763  RI Yes
Malawi MWI  0.045 0.016 11,880,440 NRI
Niger NER 0.054 0.016 12,349,144 RI
Senegal SEN 0.041 0.015 10,466,214 NRI
Benin BEN 0.044 0.014 7,675,426 NRI
South Africa ZAF 0.026 0.013 48,019,415 RI
Cameroon CMR 0.042 0.013 15,725,528 OIL
Guinea-Bissau GNB 0.036 0.011 1,289,307 NRI  Yes
Mauritania MRT 0.040 0.011 2,738,655 N/A
Cote d’Ivoire CIV  0.036 0.010 18,654,771 NRI
Togo TGO 0.036 0.009 5,413,274 NRI

Notes: This table reports all sub-Saharan African countries with average annual real GDP growth > 3.5% over 2000-2019 and indicates
our analysis samples — blue for East Africa and green for West Africa. GDP and GDP per capita are average annual growth rates
over 2000-2019 from the World Development Indicators (PPP, constant 2021 international $). Population is measured in 2002 and used
as fixed weights throughout the paper. Type follows International Monetary Fund (2024): NRI = Non-Resource-Intensive; OIL = Oil
Exporters; RI = Other Resource-Intensive; N/A = not classified. Small indicates population < 2 million.
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Respondents are classified as thriving if their current life evaluation is between 7 and 10 and their
expected future evaluation is between 8 and 10; as suffering if both current and expected future
evaluations are 4 or below; and as struggling otherwise. We compute changes in the country-level
shares in these three categories between 2008 and 2019, replacing 2008 with 2009 for Cote d’Ivoire
and Malawi due to data availability. Guinea, Guinea-Bissau, and Ethiopia are excluded because
no data are available during this period. By construction, changes in the three shares sum to zero.

B-1.2 Microdata: IPUMS

Source and Coverage. We use harmonized census microdata from IPUMS International. We
select census rounds between 1997 and 2020 that consistently report information on industry/sector,
occupation, education, and urban-rural residence. Vietnam is included as a comparator, using the
1999 and 2019 rounds. Responses coded as “Unknown” or “NIU” (not in universe) are treated as
missing for the corresponding variables.

Table B-II summarizes the census rounds and how each country enters the analysis. Column
“Emp. Analysis” indicates whether a country is included in the employment analyses in the main
text. Column “Amenity Change” indicates the countries used to construct Figure B-3. The last
column reports whether the country is included in the cross-sectional amenity regression in Table 1,
where we use only the most recent census round available in each country.

Table B-II: IPUMS Coverage

Country Census Rounds Emp. Analysis Amenity Change Amenity Reg.
Benin 2002, 2013 Yes Yes
Burkina Faso 2006 Yes
Ethiopia 2007 Yes
Ghana 2000, 2010 Yes Yes
Kenya 2019 Yes
Malawi 1998, 2008 Yes Yes
Mozambique 1997, 2017 Yes Yes
Rwanda 2002, 2012 Yes Yes Yes
Senegal 2002, 2013 Yes Yes
Sierra Leone 2004, 2015 Yes Yes
Tanzania 2002, 2012 Yes Yes Yes
Togo 2010 Yes
Uganda 2002, 2014 Yes Yes
Vietnam 1999, 2019 Yes

Notes: This table lists all IPUMS census samples used in the analysis. Vietnam is used only as a comparator in the structural change

exercises and is not included in the amenity analysis.

Unit of Analysis and Weights. To measure changes in sectoral employment, we focus on
individuals. We restrict to working age (25-60) employed individuals (IPUMS EMPSTAT = 1) and
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use IPUMS person weights (PERWT) to compute aggregates. The availability of durable goods and
other amenities is measured at the household level. We therefore aggregate the information at the
household level using household weights (HHWT).

Classification of amenities and durable goods. We construct binary indicators for house-
hold amenities and availablity of durable goods using harmonized IPUMS variables. Table B-III
summarizes the coding rules; all responses coded as “Unknown” or “NIU” are set to missing prior
to recoding.

Table B-1II: CLASSIFICATION OF IPUMS AMENITIES

Amenity Variable  Coding rule (indicator = 1)
Electricity ELECTRIC Access to electricity

Radio RADIO Access to a radio

Water supply WATSUP Piped water (codes 10-18)

Toilet TOILET Flush toilet (code 21)

Wall material WALL Good walls (codes 500-526, 550-557)
Roof material ROOF Good roof (codes 10-38)

Notes: This table lists all IPUMS amenity variables used in the analysis. Water sources piped inside or outside the dwelling are classified

as piped water. Walls made of brick, stone, or metal are treated as "good", as are roofs made of cement, tile, or metal.

Sector Classification. We aggregate [IPUMS industry codes into six broad sectors: agriculture,
mining, manufacturing, construction & utilities, private services, and public services. Within
private services, we distinguish three subgroups used in the main text: CS (retail, leisure, health),
producer services (finance, business, ICT), and transport and storage. Table B-IV reports the
mapping from the original IPUMS codes to our detailed and broad sector classifications.

Other Characteristics. We also recode several demographic variables to ensure consistency
across countries:

e Years of schooling: we recode “some primary” (code 91) to 4 years; “some technical after
primary” (code 92) and “some secondary” (code 93) to 10 years; “some tertiary” (code 94) to
14 years. “Not specified” (code 90), “Adult literacy” (code 95), and “Special education” (code
96) are set to missing.

e Educational attainment: we define “high-educated” as completed at least secondary educa-
tion; all others are “low-educated”.

e Class of worker (CLASSWK): we distinguish self-employed, wage/salary workers, and a residual
group combining unpaid workers and “other” categories, since the latter are small.

All recodes are applied consistently across countries and waves; the replication files provide the
exact maps from harmonized codes to analysis variables.
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Table B-1V: RECLASSIFICATION OF IPUMS INDUSTRY CODES

Code Original IPUMS Label Detailed Sector Broad Sector

010 Agriculture, fishing, and forestry Agriculture Agriculture

020 Mining and extraction Mining Manufacturing

030 Manufacturing Manufacturing Manufacturing

040 Electricity, gas, water and waste manage- Construction & Utilities Manufacturing
ment

050 Construction Construction & Utilities Manufacturing

060 Wholesale and retail trade Retail, Leisure, and Health Private Services

070 Hotels and restaurants Retail, Leisure, and Health Private Services

080 Transportation, storage, and communica- Transport and Storage Private Services
tions

090 Financial services and insurance Finance, Business, and ICT Private Services

100 Public administration and defense Education & Public Administration Public Services

110 Services, not specified Retail, Leisure, and Health Private Services

111 Business services and real estate Finance, Business, and ICT Private Services

112 Education Education & Public Administration Public Services

113 Health and social work Retail, Leisure, and Health Private Services

114 Other services Retail, Leisure, and Health Private Services

120 Private household services Retail, Leisure, and Health Private Services

000 NIU (not in universe) Set to missing / excluded from analysis

130 Other industry, n.e.c. Set to missing / excluded from analysis

998 Response suppressed Set to missing / excluded from analysis

999 Unknown Set to missing / excluded from analysis

Notes: CS comprises retail, leisure, and health; producer services comprise finance, business, and ICT; transport and storage is treated

as a mixed private service. Full code—sector mappings by country and year are provided in the replication files.

B-2 Additional Empirical Results

In this subsection, we provide additional results for our empirical analysis contained in Section 2.

Urbanization and Educational Attainment

Figure B-1 complements Figure 2 by documenting urbanization and educational attainment for the
same set of African countries, using the WDI and Barro—Lee measures described in Section B-1.1.

Panel A reports trends in urbanization. The urban share of the population rose by more than 8
percentage points on average, with faster increases in West than in East Africa. Ghana, Tanzania,
and Burkina Faso each experienced increases exceeding 12 percentage points, whereas Malawi and
Rwanda remain low-urbanization outliers, with some of the lowest urban shares in the world.

Panel B reports changes in educational attainment for the 25-34 age group in countries where
data are available. These data indicate substantial gains in human capital: on average, individuals
aged 25-34 in 2015 had completed about 1.5 more years of schooling than the corresponding cohort
in 2000. The gains are heterogeneous, ranging from almost no change in Kenya to an increase of
roughly 4.5 years in Mozambique.

Happiness

We complement the income-based evidence with self-reported well-being, using the Gallup World
Poll Life Evaluation Index defined in Section B-1.1. To maximize sample size, we use the 2008—
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Figure B-1: EDUCATION AND URBANIZATION

(a) URBANIZATION (b) RISE IN EDUCATIONAL ATTAINMENT
144 ! 51 !
L ! S - !
121 [ m E .
g 107 - z
i ln i  : |
N = b
- — | 5 - |
5 o | % |
< | B 2] |
) | = |
g 4 l E l
$ I & 11 I
2 ! 5] !
0L < il I
OA f f T i T T T f T T T T T T T : T T OA T T T T T T g T T T T T : T T
éﬁ & & C‘\'N O\é & oY &Oo (0@ &erw N\\‘\ @@ «W&‘\ & & q&% & Gy %@ NG &Oo %@e w\d" ,ﬁ\ @3 W QC; &

Notes: Panel A illustrates changes in the urbanization rate between 2000 and 2019. Panel B shows the rise in average years of schooling
among the 25-34 age group between 2000 and 2015. BFA, GIN, GNB, and ETH are missing in the Barro—Lee data. Regional averages
are population-weighted using 2002 population shares. Country codes follow ISO-3 standards (e.g., KEN = Kenya, CIV = Céte d’Ivoire),
and regional abbreviations are WA = West Africa (green) and EA = East Africa (blue). Guinea-Bissau (GNB) is not shown as an
individual bar but is included in the West Africa average. Data Source: WDI, Barro—Lee.

2019 window (replacing 2008 with 2009 for Cote d’Ivoire and Malawi due to data availability);
Guinea, Guinea-Bissau, and Ethiopia are excluded because no data are available in this period.

Figure B-2 shows that, despite considerable heterogeneity, the share of people classified as
thriving increased between 2008 and 2019 in all countries except Malawi and Rwanda, with an
average increase of around 13 percentage points. The increase in the share of thriving respondents
is primarily offset by a decline in the share of those classified as struggling, while the proportion
of those suffering remained relatively stable. Overall, subjective well-being improves in this set of
fast-growing poor economies, mainly through an expansion of the group reporting the highest life
satisfaction.

Changes in Household Amenities Over Time

In Table 1 we analyzed cross-sectional patterns of durable ownership across individuals. Here,
we examine how economic growth has affected access to these amenities over time by comparing
multiple survey waves from the same countries, using the amenity definitions and coding described
in Section B-1.2. For each country, we compute changes between the initial and final survey rounds,
and then calculate a weighted average using population size as weights, disaggregated by rural and
urban areas. Figure B-3 reports the results.

Given the heterogeneity across surveys, some degree of measurement error is to be expected.
Nonetheless, the results broadly align with expectations: African households have experienced
rising access to electricity, piped water, flush toilets, and improved wall and roof materials, and
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Figure B-2: CHANGES IN HAPPINESS
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Notes: This figure shows the percentage-point change in the share of individuals classified as thriving (light shaded bars) or suffering
(dark shaded bars) from the Gallup Life Evaluation Index between 2008 and 2019. Country codes follow ISO-3 standards (e.g., KEN
= Kenya, CIV = Cote d’Ivoire), and regional abbreviations are WA = West Africa (green) and EA = East Africa (blue). For CIV and
MWI, 2009 is used as the baseline year because 2008 data are unavailable; GIN, GNB, and ETH are excluded due to missing baseline
data. The absence of a bar indicates no change between the two years. Regional averages are population-weighted using 2002 population
shares. Data source: Gallup World Poll.



are increasingly likely to own a radio. The slight decline in the urban share of households with piped
water likely reflects the challenge many governments face in expanding public utility provision amid
rapid urbanization.

International Trade

Figure B-4 compares exports of goods and services as a share of GDP in our East and West
African country groups with Vietnam, using WDI data. In East Africa, exports constitute a
relatively modest share of GDP and show no clear upward trend over time. In West Africa, the
export-to-GDP ratio is somewhat higher (around 25%), reflecting the presence of mineral-rich
economies such as Ghana and Guinea, but export performance is again fairly flat. By contrast,
Vietnam’s export-to-GDP ratio rises sharply from about 57% to 82% between 2000 and 2019.

This divergence reflects deeper differences in development models. Vietnam exemplifies the
canonical export-led path to structural transformation: rapid integration into global value chains
has fueled industrialization, urban wage growth, and productivity gains. In contrast, most African
economies have remained only weakly integrated into global markets, and the tradable sector
has played a relatively modest role in employment and output growth. The limited dynamism
of exports, combined with a sectoral composition tilted toward non-tradable CS, suggests that
domestic demand has been the primary engine of structural change.
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Figure B-3: GROWTH IN HOUSEHOLD DURABLES
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Notes: The figure reports the share of households that have access to electricity, piped water, radio, flush toilet, good-quality wall, and
good-quality roof (as defined in Section B-1.2) in rural and urban districts between pre- and post-period. Surveys used for calculating
averages include: Rwanda (2002, 2012), Tanzania (2002, 2012), Uganda (2002, 2014), Senegal (2002, 2013), Sierra Leone (2004, 2015).
The pre-period is before 2005, while the post-period is after 2005. The shares are a population-weighted average of country-level surveys

using 2002 population shares. Data source: IPUMS International.
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Figure B-4: INTERNATIONAL TRADE
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Notes: This figure plots the time series of export shares in GDP for 2000-2019. Malawi and Ethiopia are excluded from the East Africa
series due to missing data. Regional averages are population-weighted using 2002 population shares. Data source: WDI.
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