The Growth-Employment Nexus

Iraq experienced steady and strong GDP growth, av-
erayying a rate of 7 percent per year over the 2007 to
2012 period but only modest poverty reduction; im-
plying a negative but weak relationship between eco-
nomic growth and poverty reduction. For ecomomic
growth to have a positive impact on poverty, it needs to
generate employment and income for those who need it
the most. Recent economic growth was dviven mainly
by growth in mining orv oil, which represents half of
the total GDP, the bulk of government revenues, and
almost all export revenues. However, it employs a tiny
shave of the labor force (1%) and bas a low output-
elasticity of employment (=0.2). Acvoss other sectors,
in general, employment genevation has vemained low
despite output growth. In contrast, earnings ave much
more vesponsive to output growth in general and for
the mining sector in particular; although the latter
is not likely to divectly benefit the poor. Earnings have
grown at an annual rate of 8.3 pevcent in the min-
ing sector, which employs 1 pevcent of the labor force,
compared to =2.5 percent in agriculture or 0.8 percent
in construction, which employ more than a fifth of the
population.

Although more than 750,000 new jobs were created
over the five year period, these weve not enough to ab-
sorl all mew participants in the labor market, and
four-fifths of these new jobs were generated by the public
sector. The expansion of public sector employment has
increased the incentives for ‘wait unemployment’ and
low labor force participation. Having a public sector
Job transiates into having a “better” job velative to the
private sector on several dimensions including wages,

benefits and working hours. Earnings have dispropor-
tionately increased amonyg public sector employees. A
private sector worker still earned almost 30 percent less
than public workers in 2012, before including other
benefits associated with public sector employment.

The expansion of the public sector has adversely affect-
ed the lnbor market in Iraq by creating economy wide
disincentives to labor force participation, especially for
the youth. An increase of one pevcentage point in the
public employment rate of the governorate where the
youth was born contributes to o significant veduction
(around 50 and 40 percent for 2007 and 2012 respec-
tively) in their participation rate, keeping everything
else constant. This disincentive to labor force partici-
pation is also significant amonyg adults. In general,
reduces the participation rate of both adult women
and men by abour 30 percent, holding everything
else constant. For women, in addition, a significant
gender wage gap further disincentivizes lnbor force
participation.

The nature of public sector expansion has also altered
the incentives for education. With the expansion in
public sector jobs for less educated men, the returns to
education in the public sector level off after primary
school, and do not pick up again until after tertinry
education. In 2012, an average male in the working-
age population received 20 pevcent more in the public
sector by having complete primary education relative
to being illitevate. However, the preminm for getting
an additional level is almost negligible thereafter un-
til be completes tertiary education.
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The type of employment growth generated by Iraq over
the last five years has only weakly impacted poverty,
and the expansion of public sector employment has oc-
curred in sectors where a minovity of the poor work.
For instance, one-quarter of the poor work in Con-
struction, wheve only 7 percent of jobs are public sec-
tor jobs. This does not imply more intervention of the
public sector in these sectors but the contrary. In fact,
the expansion of the public sector bas adversely affected
the lnbor market in Iraq by creating economy wide
disincentives to labor force participation; inhibiting
the development of the private sector; and distorting
incentives to invest in education.

The Links between Growth and
Employment in Iraq

As mentioned in Chapter 2, Iraq experienced
steady and strong GDP growth, averaging a rate
of 7 percent per year over the 2007 to 2012 period
but only modest poverty reduction (3.8 percentage
points over the entire five year period). This points
to a negative but weak relationship between eco-
nomic growth and poverty reduction, which may
be due to weak links between economic growth and
employment or between employment and earnings,
or both. On the other hand, the decomposition
analysis from Chapter 5 shows that the growth of
labor income is the most important contributory
factor to poverty reduction, but that in Iraq, it
was not driven by employment growth, but rather
by growth in earnings. Thus, an economy where
growth goes hand in hand with job creation and in-
come generation, i.e., one where the links between
growth and welfare are strong, has the potential
to deliver significant poverty reduction. And so,
we turn our attention to the relationship between
growth, employment and earnings in Iraq.

For economic growth to have a positive impact on
poverty, it needs to generate employment and in-
come for those who need it the most. Recent eco-
nomic growth was driven mainly by growth in mining
which represents almost half of the total GDP. How-
ever, of all the sectors, this has the lowest potential

for employment creation for any given growth rate
because its employs a tiny share of the labor force
(1%) and has a low output-elasticity of employment
(-0.2).* This implies that a 1 percent increase in
output will generate a 0.2 percent reduction in em-
ployment in the mining sector. Given the growth rate
experienced in mining since 2007, this means that
employment in the mining sector has reduced by 1.3
percent or 0.07 percent of the labor force.

This pattern is evident not only in mining but
across almost all economic sectors. Even when a
sector’s GDP has grown over the period, employ-
ment generation has remained low. This implies
that employment is relatively inelastic to output
growth overall (Table 28). Among sectors which
have grown between 2007 and 2012, manufactur-
ing is one of the most responsive sectors in terms
of employment. It employs 10 percent of the labor
force and it has one of the highest output elastici-
ties of employment of 0.6. Having experienced an
annual growth rate of 9.5 percent over the period,
this indicates that employment in manufacturing
sector has increased by 6 percent, or 2.4 percent of
the labor force.

In contrast, earnings are much more responsive to
output growth in general and for the mining sec-
tor in particular; although the latter is not likely to
directly benefit the poor. Earnings have grown at
an annual rate of 8.3 percent in the mining sector,
which employs 1 percent of the labor force, com-
pared to —2.5 percent in agriculture or 0.8 percent
in construction, which employ more than a fifth of
the population (Table 28). Moreover, the output
elasticity of earnings is also relatively high in pub-
lic administration, the financial services sector, and
other services, all of which are primarily public sec-
tor jobs. Within the private sector, only transport,
storage and communications has a relatively high
earnings elasticity; and accounts for 11 percent of
employment.

% We are referring to the direct effect of mining on employ-
ment; we are not considering the spillover effect on other
sectors.
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TABLE 28: Growth, Employment and Labor Income Relations

Employment Earnings
Annual Annual Output Annual Output
growthrate  LaborShare  growthrate elasticityof  growthrate elasticity of
Economic Activities (%) 2007-12 (%) 2012 2007-12 labor 2007-12 earnings
Agriculture & fishing 2.69 8.94 -4.78 -1.78 -2.54 -0.95
Mining&quarying 78 100 129 07 86 106
Manufacturing Industry 945 967 59 06 e 05
Utlites 1608 221 187 o so4 037
Construction 1530 136 29 09 08 005
Transport storage & com'r‘r';l‘J'r‘m'i‘cation 7.96 .......... 11.4;‘ 3.65" 0.46 .......... 6.65 ...................... 084 ...........
Commerceandretail 239 1561 017 001 63 0%
Financil, insurance 61 1437 1551 130 33 08
Publicadministration 566 7.3 281 050 695 1B
Othersenvices 0 589 190 047 46 116
Total 709 10000 195 07 a 067

Source: Authors’ calculations, IHSES 2007 and 2012.

New Jobs in the Economy: Public
Versus Private Sector

Notwithstanding the weak relationship between
economic growth and employment, more than 750
thousand new jobs were created over the five year
period. However, these were not enough to absorb
all new participants in the labor market. In the face
of significant labor market discouragement, this has
translated into stagnant participation and employ-
ment rates for the working age population during
the period.*

Demographic trends in Iraq create opportunities as
well as challenges for the future growth and poverty
reduction. The working-age population has been
expanding at an average growth rate of 2.2 percent
per year indicating an 11 percent increase in the
working-age population between 2007 and 2012.
The “bulge” among five to fourteen year-olds in
the 2012 population indicates that the working-age
population growth trend will increase over the next
decade.*! While a growing labor force can be an as-
set for income generation and growth, absorbing a
large wave of new entrants every year poses a major

challenge for the labor market particularly in an
economy with relatively weak links between growth
and employment. Moreover, the relatively small im-
provement in human capital of younger generations
poses another challenge for the country.

The private sector contributed around 60 percent of
total jobs in Iraq in 2007 and 2012. However, it did
not lead new job creation: in the last five years 80 per-
cent of the new jobs were generated by the public sec-
tor. While in 2007, public jobs accounted for 35 per-
cent of total jobs in Iraq, five years later, their share
jumped to almost 40 percent (Figure 143 panel A).
These types of jobs grew not only across space—in

“In chapter 4 “For young women, the main reason cited for
not looking for work is social reasons and being a house-
wife. In contrast, for young men, the bulk those who fall
in this category say they are not actively looking for a job
because they cannot find a job, and this is another indicator
of labor market discouragement among young men”.

# Individuals between 5 and 15 year-olds grew annually al-
most 1 percentage point faster (3 percent per year) than the
annual growth rate of the working-age population between
2007 and 2012 based on IHSES 2007 and 2012.
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FIGURE 143: Public Sector Employment
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Baghdad, the North and the South—but also among
economic sectors such as Financial, Insurance and
professional services (with more than half of them in
2012), Manufacturing and Transport (Figure 143).

In 2007, the public sector already employed more
than 70 percent of highly educated workers, those
with higher secondary and tertiary education; and
around 40 percent of total public jobs were con-
centrated among them (Figure 144 panel A). While
the dominance of the public sector as a source of
employment for the highly educated has continued,
new public sector jobs have also absorbed less edu-
cated workers. Most of the new public jobs went
mainly those with lower than intermediate level of
education. In particular, 60 percent of the new pub-
lic sector jobs were distributed among workers with
less than primary complete (Figure 144 panel B).

Having a public sector job translates into having a
“better” job relative to the private sector on several
different dimensions such as retirement plan. Figure
145 shows that around 90 percent of public work-
ers have a retirement plan irrespective of the year
compared to their private counterparts who have no
benefits at all.*?

Additionally, being in a public sector job implies
working fewer hours (about 2 hours less) than in the
private sector (Figure 146 panel A). The hours gap
between both sectors has been increasing between
2007 and 2012. However, there are differences
across space: while this gap increases significantly in
Kurdistan and Baghdad, it remains almost constant
in the South and Central division and reduces in the
North (Figure 146 panel B). For instance, in Kurdis-
tan the difference between the median hours of work
in private and public sector was 2 hours in 2007. This
represents 22 percent less hours of work relative to
the median hours of work in the private sector for
that year. In 2012, this gap increases up to 27 percent
of the median hours of work in the private sector (i.c.
9.5 hours). This translates into almost 2.6 less hours
of work in a public job relative to a private one.

Thus, what little job creation has taken place in Iraq
over the last five years has been driven by the public

# According to last consultation with country counterparts
held in Erbil-May 2014, all public jobs include health in-
surance. However, the 2012 THSES presents inconsisten-
cies in the variable that measures this benefit; thus results
are not presenting in this report.



FIGURE 144: Public Jobs — Education Levels
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B. Distribution of new public jobs
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FIGURE 145: Private and Public Jobs: Retirement
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sector. A large and expanding public sector can cre-
ate significant distortions in the labor market, espe-
cially in a country where there is already low labor
force participation, even among men, and labor
market discouragement is widespread. The increas-
ing possibility of a public sector job, with greater
job security, benefits and fewer hours of work, can
raise the reservation wage among the working age

population, and limit active job search as people wait
and queue for openings in the public sector. More-
over, the private sector’s ability to attract talent is
also severely constrained by an expanding and in-
creasingly well-paying public sector. In the medium
term, the anticipation of public sector employment
can also distort education investments, by catering
to certain fields of study that may be irrelevant to
the private sector. Below we quantify some of these
adverse consequences of the expansion of public
sector employment on youth, male and female labor
force participation; on education investments; and
on the potential for private sector development.

Youth Participation in the Workforce

Youth labor force participation in Iraq is low and
stagnant. Only 40 percent of Iraqis between the ag-
es of 15 and 24 who are not in school, are employed
or looking for work. This means that 6 out of every
10 young Iragis who are not in school are neither
working nor actively seeking work. However, labor
force participation rates vary significantly by the
level of education of the youth. It ranges from 25
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FIGURE 146: Private and Public Jobs: Gaps on Hours of Work Per Day
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percent for illiterate individuals to 66 percent for
those with tertiary education (Figure 147 panel A).

Given these low participation rates, it is not surpris-
ing to find low levels of employment among this
young cohort. 33 percent of this population found

ajob in 2007 compared to 35 percent in 2012 (Fig-
ure 147 panel B). Conversely to the participation
rate, the employment rate does not vary much by
education. This implies much higher unemploy-
ment rates among the highest educated youth. In
2012, unemployment rises to almost 25 percent

FIGURE 147: Youth Participation and Employment Rates, by Education Level
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FIGURE 148: Type and Sector of Work, by Education Level
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among youth with tertiary education in comparison
to about 5 percent for illiterate.

The majority of employed youth were engaged in
salaried jobs irrespective of their level of education.
In 2007, salaried employment accounted for 70
percent of all employed youth with a variation of 20
percentage points between the lowest and highest
education level. In 2012, the share of salaried em-
ployment increased at all levels of education (or in
other words, self-employment increased) except ter-
tiary (Figure 148 panel A). Salaried workers consist
of two distinct groups, public and private workers,
with public sector jobs making up a fifth of salaried
employment. The former has remained at almost 20
percent over the five year period. Between 2007 and
2012, there was a 17 percentage point decrease in
the share of tertiary educated workers employed in
the public sector; but since their share in the youth
population is so small, the overall rates of public sec-
tor employment remain largely unchanged (Figure
148 panel B).

Between 2007 and 2012, the youth have moved out
mainly from Agriculture, Public Administration and
Commerce to Construction, Manufacturing and

Financial, Insurance and professional services (Fig-
ure 149 panel A). As a result of this sectoral shift
among the youth, the education levels within each
sector have remained largely unchanged, with the
most educated youth are still being employed in
services and the less educated are absorbed main-
ly by Construction (Figure 149 panels B and C).
However, average education levels within the pub-
lic administration and mining sectors has increased,
with more young workers having relatively high
education.

What contributes to labor force
participation among youth?

To investigate the hypothesis that youth labor force
participation rates are low because youth are queu-
ing for a job in the public sector, we calculate the
marginal effects of the probability of being active
conditioned on several individual and household
characteristics of the young population for 2007
and 2012. We find that an increase of one percent-
age point in the public employment rate of the gov-
ernorate where the individual was born contributes
to a significant reduction (around 50 and 40 percent
for 2007 and 2012 respectively) in the participation
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FIGURE 149: Sectors of Employment, Youth
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rate among the youth, keeping everything else con-
stant (Table A 6.1).%3

Being born in a governorate where the public sec-
tor contributes a larger share of the jobs in the local
economy relative to other governorates creates dis-
incentives to participate in the labor market among
the youth. To illustrate by how much the public
employment rate affects the labor participation of
this cohort, we calculate the probability to partici-
pate by education level considering three levels of

public employment rates: minimum or low, mean
and maximum (Figure 150).

These graphs provide clear evidence in favor of the
hypothesis that youth queue for a job in the pub-
lic sector independent of their education level. Both

#To avoid problems associated with the endogeneity of mi-
gration, we use the jurisdiction of birth rather than that of
current residence to calculate the relevant public employ-
ment rate as Asaad (2013)
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FIGURE 150: Youth Participation Rate by Public Employment Rate in the Governorate of Birth
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graphs show on the one hand, that the probability
to participate in the labor market increases with the
level of education of the young independent of the
share of public employment. For instance, in 2012,
around 40 percent of the youth with less than inter-
mediate level education were willing to participate in
the labor market if they were born in a governorate
with low public employment rate. These participa-
tion rate levels increase to 70 percent for youth with
higher secondary or more in similar governorates.

On the other hand, the higher the share of employ-
ment in the public sector, the lower the participa-
tion rates among the youth irrespective of their level
of education. For example, the participation rate
among those with tertiary education decreases 30
percentage points (from 70 to 40 percentage) if the
youth were born in a governorate with low pub-
lic employment rates relative to a governorate with
high rates of public employment. In other words,
the bigger the public sector, the higher the disincen-
tive to participate among the youth.

We also note that there are other factors which con-
tribute to lower labor force participation among
youth. For instance, having another household

member working in the public sector as well as living
in urban areas, in houscholds where the net income
is relatively high and where the household head has
more than incomplete primary education; reduces
the probability to participate in the labor market.**

On the other hand, there are many factors which
encourage youth labor force participation in 2007
and 2012. Among these, we find that being male
increases participation significantly by about 70 per-
cent for both years. Being relatively older and living
in a rich governorate increases the probability by
about 3 and 8 percent respectively. The individual’s
level of education also has a positive effect on the
probability to participate. The higher the education
level, the higher the impact on participation, rang-
ing from 5 up to 20 percent higher with respect to
being illiterate (Figure 151).

Female Participation in the Labor Force
Only 15 percent of adult Iragi women of working age
participate in the labor force; well below the already

4 Net income includes labor income from other household

members and from non-labor sources.
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FIGURE 151: Marginal Effects of Being Active
- Youth Population by Education
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low rates of female labor force participation in the
Middle East and North Africa region of around 25
percent. The share of women aged 25 to 64 who
are either employed or actively seeking work has
remained stagnant between 2007 and 2012. Par-
ticipation varies sharply by education. Among adult
women with intermediate or lower education, labor
force participation rates are below 10 percent. With
secondary education, these rates more than double
to 24 percent, and increase six-fold with secondary
and tertiary education. Well educated Iraqi women
are therefore at least six times as likely to work or to
be looking for work compared to the vast majority
of Iraqi women (Figure 152 panel A).

This pattern is almost entirely reflected in employ-
ment rates for adult women. Almost all of labor
force participation comprises of employment, with
negligible rates of unemployment at each level of
education. Less than 10 percent of women with
intermediate education or less are employed, but
almost 60 percent of women with higher second-
ary or tertiary education work. However, there has
been an 8 percentage point decline in employment
among the most highly educated women between

2007 and 2012 (Figure 152 panel B). Conse-
quently, the most educated women also have the
highest rates of unemployment of around 5 to 6
percent.

Overall, 70 percent of employed women work in
salaried employment (Figure 153 panel A). Among
the few less educated women who work, the major-
ity are self-employed: about a third of women with
primary education or less work in salaried jobs. In
contrast, with higher education, the likelihood of
working in a salaried job more than doubles: for
instance, almost all employed women who have
secondary or higher education are employed in a
salaried job. This pattern is driven by differences
in access to public jobs by education level. Almost
two-thirds of employed women work in the public
sector, varying from around a fifth of women with
primary education or less to almost all employed
women with secondary or higher education (Figure
153 panel B).

Between 2007 and 2012, adult women have moved
primarily from the public administration, health
and education services sector, which still employs
40 percent of women, to mostly public sector jobs
in financial, insurance and professional services, and
private sector jobs in commerce and retail. In ad-
dition, there was a small decrease in employment
in agriculture (Figure 154 panel A). Almost all
women who work in agriculture have low levels of
education; in contrast, almost 90 percent of women
employed in the public administration sector have
secondary and higher education. As a result of shift
in women’s employment towards financial services
and commerce, the share of highly educated women
in the former has come down, whereas the share of
highly educated women in commerce has increased
(Figure 154 panels B and C).

What contributes to labor force
participation among adult women?

As in the case of the youth, we analyze how the pub-
lic sector affects adult female participation in the la-
bor market. To do so, we consider women between
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FIGURE 152: Participation and Employment Rates, Adult Women
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FIGURE 153: Type and Sector of Work, Adult Women
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25 and 64 years old and we divide them into two
groups accordingly to their marital status: currently
married and non-married (including single, widowed
and separated); and skill level: less educated—Iess
than primary complete, and highly educated—more
than primary complete. This results in four mutu-
ally exclusive groups. We find that an increase of one

percentage point in the public employment rate of
the governorate where the woman was born would
contribute to a significant reduction, in general
about 30 percent, in her participation holding every-
thing else constant (see Table A 6.2 and A 6.3). The
exception to this result is married women with high
education levels in 2012. One possible explanation
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FIGURE 154: Economic Sector of Employment, Adult Women
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of this is that the overall improvement in economic
conditions over the last five years may have increased
the pool of highly educated women who were also
competing for the relatively scare number of public
sector jobs. This is measured through the negative
coefficient on the local labor supply measure. At the
same time, the opportunity cost of working appears
to be increasing for these women. This is captured
by the stronger relationship of having children on
the decision to participate.

In general, the higher the net income, the lower the
participation rate among women. We also note that
the presence of another member employed in the
public sector acts as a disincentive to participate for
less educated women. However, for highly educated

women who are more qualified for public sector
jobs, this effect acts as an incentive to participate
possibly because of better access to networks and
connections to get these types of jobs.

Among the factors that contribute to higher labor
force participation, we find evidence that social and
gender norms within the household, which are mea-
sured by the presence of a working woman in the
household, matter. This factor increases the labor
force participation by at least 10 percent. The de-
cision to participate is unaffected by the education
of the spouse or the household head. Finally, own
education independently promotes the labor force
participation even after controlling for a range of
household and individual characteristics.



Male Participation in the Labor Force

More than four-fifth of adult Iragi men of work-
ing age are cither employed or actively looking for
work. While these rates of labor force participation
are much higher than those among adult women
and have remained almost stagnant between 2007
and 2012. Unlike for women, male labor force par-
ticipation rates are on average higher among the less
educated than among the better education. For in-
stance, in 2012, while 87 percent of men aged 25 to
64 participated in the labor force, this drops 10 per-
centage points among illiterate educated men and
increases to more than 90 percent among secondary
educated men (Figure 155 panel A).

As with women, the variation in labor force partici-
pation by education is reflected in employment rates
at different levels of education. Overall, 85 percent
of adult men are employed, a rate that varies from
70 percent among the less educated men to 90 per-
cent among men with tertiary education (Figure
155 panel B).

More than 70 percent of employed men work in
salaried employment, which represents an increase
of 6 percentage points relative to 2007 (Figure 156

FIGURE 155: Participation and Employment Rates,
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panel A). A majority of men work in salaried em-
ployment at each level of education, and the share
of self-employment has fallen at each level of educa-
tion between 2007 and 2012. At the highest lev-
els of education, more than four-fifths of employed
men work in salaried jobs. Unlike for women, this
is not entirely driven by public sector employment,
except for the highly educated. While the share
of employment in the public sector has increased
across education levels, less than 50 percent of men
with secondary education in the public sector. In
contrast, 70 percent of tertiary educated men work
in the public sector. However, on average, 58 per-
cent of adult men are employed in the private sec-
tor; driven by a greater dependence on the private
sector as a source of employment among the major-
ity of adult men who have relatively low levels of
education (Figure 156 panel B).

In 2012, three sectors—commerce and retail, public
administration, health and education; and financial,
insurance and professional services—together ac-
counted for almost half of all employment for men
(Figure 157 panel A). Between 2007 and 2012, adult
men have moved away from agriculture, commerce
and retail and public administration, predominantly
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FIGURE 156: Type and Sector of Work, Adult Men
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into the financial services sector, which has almost
doubled its share in male employment to 15 percent.

The majority of male workers in agriculture and con-
struction are less educated: more than 80 percent of
male workers have intermediate or lower education.
In contrast, more than half of male employees in
mining and public administration have secondary
or higher education levels. With the shift towards
male employment in the public sector-dominated
financial services sector, the average education level
in this sector has come down, suggesting that these
new jobs attracted relatively less educated men (Fig-
ure 157 panel B and C). A similar trend is noticeable
in the utilities sector, which is also predominantly

public sector.

What contributes to labor force

participation among adult men?

The expansion of jobs was led by the public sector,
which accounts for more than 40 percent of adult
male employment. We now explore whether queu-
ing for public sector jobs inhibits adult male partici-
pation. In order to do so, we estimate the likelihood
to participate in the labor market for this cohort

conditioned on several individual and household
characteristics. The results show that being born in a
governorate with high public employment rates is a
powerful disincentive to participate in the labor mar-
ket, lowering it by almost 30 percent (Table A 6.4).

Another factor that operates in the same direction
is higher levels of household net income which
reduces by almost 4 percent the likelihood of par-
ticipating in the labor market. In other words, the
higher the household net income, the lower the ne-
cessity to work or look for work for adult men. As
expected, older men, living in urban areas, in richer
governorates, head of household, married and with
high levels of education have higher labor force par-
ticipation rates.

At a time when labor market outcomes have ex-
hibited very little dynamism, the primary mover in
the labor market has been the public sector. But
irrespective of the group of analysis, the presence
of a large public sector in the local labor market
has acted as a significant deterrent to labor force
participation, which has potentially further weak-
ened the relationship between economic growth
and employment.
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FIGURE 157: Sector of Economic Activity, Adult Men
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What Explains Differences in
Earnings?

At the same time, another dimension in which the
public sector affects the labor market in the medium
term is through distorting the incentives to invest in
education by catering to certain fields of study that
may be irrelevant to the private sector. To provide
some evidence from the demand side on this partic-
ular problem, we use the 2011 Iraq Enterprise Sur-
vey (BES), which collects information over almost

1000 firms across the country.** The BES is a na-
tionally representative, firm-level survey conducted
periodically by the World Bank Group in the devel-
oping world. It collects data from non-agricultural,
private-owned, registered firms with more than
5 employees. The survey covers a broad range of
business environment topics including investment
as well as their balance sheets and performance

“The BES was collected in Iraq between March 2011 and
October 2011.
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measures. Given that this survey is representative at
the national level, it is ideal for obtaining a broader
picture of the investment environment in Iraq.

The BES finds that one of the major business con-
straints is inadequately educated labor force. 34 per-
cent of the firms identified this as a major constraint,
which is almost 13 percentage points higher than the
average in the region and 7 percentage points higher
than among all countries (Figure 158). This could be
a reflection of an important supply side challenge for
the growth of the private sector. Iraq’s private sector
also faces a range of other challenges to growth and
job creation (See Box 4 for the main findings from
the 2012 Investment Climate Assessments).

Earning functions for the Iraqi labor market are es-
timated in order to understand the factors that ac-
count for differences in earnings levels and growth
rates. As expected, the main factors include sector of
occupation, education, experience and geographic
location. Even though the educational structure of
the Iraqi working age population has not signifi-
cantly changed over the last five years; the returns to
education have increased for all workers. However,

FIGURE 158: Business Constraints
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there are significant differences in how these returns
have varied across levels of education for male and
female workers over time.

We calculate the returns to education for the work-
ing-age population (between 15 to 65 years old) by
gender in 2007 and 2012. We sce that returns have
increased significantly for almost all levels of edu-
cation irrespective of being male or female (Figure
159). However, for males, the gap has been expand-
ing over the last five years in a faster rate than that
observed for females (Figure 159 panel A). Note
also that the magnitude of differences in returns be-
tween low and high educated women is bigger than
for men. Moreover, these differentials in returns
seem to not have significantly changed for women
with less than secondary education but have wid-
ened for women with higher secondary or tertiary
education. This may be related to labor market seg-
mentation between low and high educated women
(Figure 159 panel B).

So far it appears that the labor market is generating
the correct incentives to invest in education. How-
ever, these dynamics seem to differ in the public
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BOX 4: Doing Business in Iraq — Main Messages from the Investment Climate Assessment 2012

The private sector has limited presence and incentives for its expansion are nearly absent in Iraq. Accordingly to the last Investment Climate Assessment (ICA) for
Iraq, this is a consequence of decades of socialist economic policy which have tightly bound Irag’s economy to the state. Although the potential for private sector
engagement in post-conflict Iraq is significant, the country’s private sector is both under-developed and unsupported. Most private businesses in Iraq are very
small and informal, mainly operating in retail and trade, construction and transportation services, as well as in light industry in the textile, food, engineering,

and chemicals fields.

The Enterprise Survey suggests significantly higher costs of doing business in Iraq than elsewhere in the region. Respondents to this survey listed electricity,
instability, and corruption as the three most severe obstacles to doing business in Iraq. The average firm suffered nearly 600 power interruptions per year, with
some firms reporting three outages per day. This unstable power supply results in significant sales losses. As a reflection of the political instability in Iraq, security
and crime are also major concerns, with many surveyed firms spending considerably on protection. Note however, that the importance of these problems
often varies significantly between regions and sectors. Corruption further acts as an economic burden on firms surveyed, with firms reporting that bribes are
commonplace, often to smooth frequent inspections from authorities, including government agencies and municipal police forces.

Among other problems identified by this report are the following: poor access to finance and land; and competition from State-Owned Enterprises (SOEs)
and the informal sector. Credit systems and access to finance are severely limited because of the state’s long-term dominance. Nearly half of the firms
surveyed reported having great difficulty in obtaining financing; fewer than 7% reported having a loan. Some small and micro-enterprises have no access to
banks with markedly difficulties for the smaller ones. Firms also reported poor access to land for investment in general caused by widespread government
ownership of prime land and inefficient methods of allocation to the private sector. With regard to competition from the informal sector, firms report
difficulties confronting competition from unregistered companies, many of which infringe upon the rights of registered businesses, and face lower costs due
to their noncompliance with formal rules.

These are few of multiple constraints that private firms faced on doing business in Iraq such as proper transport or access to adequate labor force. It is not
surprising that the ICA report emphasizes the fact that The World Bank’s Doing Business 2012 Report ends ranking Iraq 164 out of 183 economies. Iraq ranks
second to last amongst the economies in the Middle East and North Africa region (MENA), significantly behind regional best performers on a global level such as
Saudi Arabia (12), United Arab Emirates (33), and Qatar (36).

Source: Investment Climate Assessment—Iraq, World Bank (2012).

FIGURE 159: Evolution of Returns to Education by Gender
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and private sector labor markets. From the public
sector’s viewpoint, the incorporation of less edu-
cated workers has produced an expected adjustment
on their returns relative to highly educated public
workers irrespective of gender. Figure 160 shows
that there was no significant increase in the returns
of the highly educated workers while the less edu-
cated ones experienced the opposite relative to il-
literate workers. On the other hand, what occurred
in the private sector was that the gap was widened
significantly only for highest educated males.

The returns to education in the labor market can
profoundly affect the decision to invest in education
and the level at which education is stopped. When
we examine the earnings gains for each additional
education level, we see that in 2012 an average male
in the working-age population receives 20 percent
more in the public sector by having complete pri-
mary education relative to being illiterate. How-
ever, the premium for getting an additional level is
almost negligible thereafter except when he com-
pletes tertiary education, when he obtains roughly
an additional 11 percent increase (Table 29). The
private sector is not as generous as the public sector
at lower levels of education and a similar male will

only get 6 percent higher returns for having com-
pleted primary school. However, the private sector
catches up for the highest educated males by ofter-
ing similar premiums as the public sector. Note that
the private sector pays much less than the public sec-
tor irrespective of gender.

A similar story is true for Iraqi women (Table 29).
For the few women who are employed, the pre-
mium for getting primary school is higher than for
males, increasing from 11 percent up to 25 percent
relative to illiterate women in the private and public
sector respectively. In contrast to their male coun-
terparts, women received an increase again of about
30 percent more by obtaining secondary school ir-
respective of the sector (Table 29). This would be
mainly driven by the types of activities (i.e. secretar-
ies, assistants, etc.) that most of these workers likely
perform in comparison to males. The next big jump
in women’s education premium happens when they
get up to tertiary.

Hand in hand with the growth in employment in
the public sector, earnings have disproportionately
increased among public sector employees, from al-
ready high levels compared to the private sector. At

FIGURE 160: Evolution of Returns to Education by Gender - Public Sector
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TABLE 29: Returns to Education by Gender
and Sector — 2012

Private Public

Male  Female Male  Female

Incomplete primary ~ 0.0136 0.0610 0.108***  0.199

Completeprimary 00635 0116 0189 0253
ntermedite 00691 0470 009%™ 0175
Seondary 019 0405 025 0509
HigherSecondary 0118 0075 0247+ 0708

Source: Authors’ calculations, IHSES 2007 and 2012.

the same time, between 2007 and 2012, even pri-
vate sector workers experienced an increase in their
earnings although they continue to be at a disadvan-
tage in the labor market relative to their public sec-
tor counterparts. A private sector worker still earned
almost 30 percent less than public workers in 2012,
before including other benefits associated with pub-
lic sector employment. A portion of this difference
is likely due to differences in the endowments of
public and private sector workers like education lev-
els, experience, among others. In order to under-
stand the factors underlying public/private income
differentials, we utilize the Oaxaca-Blinder decom-
position method. This approach is typically used in
order to disentangle the share of the wage gap at-
tributable to characteristics from the share attribut-
able to an unexplained component (which may be
due, in part, to discrimination). In the Iraqi context,
the most problematic assumption of this approach is
the failure to recognize the potential for deep seg-
mentation between the kinds of jobs that public and
private workers perform. Construction of counter-
factuals, i.e. private workers’ earnings if rewarded at
public prices, may be meaningless if private workers
cannot be matched to public workers with similar
characteristics. As described in Nopo (2008), failure
to recognize this problem implies in overestimation
of the unexplained component of the wage gap.

In order to take this problem into account, the
earning decomposition is undertaken after “match-
ing” public and private workers that have “similar”

THE GROWTH-EMPLOYMENT NEXUS

characteristics. Figure 161 panel A shows that, even
after controlling for these differences, about 13 per-
cent of the gap remains unexplained in 2012. How-
ever, almost 50 percent of the gap is explained by
differences in characteristics among similar workers
in both sectors. This may reflect the fact that the
type of activities performed by private workers de-
mand lower levels of qualification than their public
counterparts. This pattern has not changed over the
period of analysis.

To disentangle these differences between private
and public workers, we performed the same analysis
for men and women workers separately. We see that
the unexplained factor is the smallest contributory
factor for men and the differences in human capital
characteristics (education, experience, sector of em-
ployment, etc) increases their contribution to almost
60 percent in 2012. In other words, there seems to
be no significant discrimination factors that explain
differences in earnings between private and public
workers for men (Figure 161 panel B), but rather,
public sector employees have better characteristics
relative to those employed in the private sector.

On the other hand, women seems to be more ex-
posed to labor segmentation between public and
private activities given the lack of common support
among these types of workers. Figure 161 panel C
shows that more than 60 percent of the gap among
women is explained by this factor. As we have al-
ready seen women with low levels of education
are mainly concentrated in private sector activities
which are mainly informal (i.e. with almost no ac-
cess to health insurance or retirement plan) and in
economic sectors such as agriculture and commerce
that pay much less than their public counterparts.
On the other hand, we find that it is the highest
educated women who have access to “better” jobs,
in terms of access to benefits as well as high levels of
earnings; mainly concentrated in public sector.

Another gap relevant to our analysis is the difference
between male and female earnings. If there is a sig-
nificant gender wage gap, so that women with simi-
lar characteristics systematically earn less than men
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FIGURE 161: Decomposing Differences in
Earnings
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with similar characteristics, this may be a further dis-
incentive for women to work. We perform two de-
compositions of the gender wage gap based on the
sector of employment: public and private. Men earn
a substantial premium in the labor market relative

to women irrespective of the sector they are work-
ing in. In general, in 2012, males earned 20 per-
cent more than women if they were working in the
public sector. Moreover, in contrast to 2007, when
up to 26 percent of the gap could be explained by
human capital characteristics, by 2012, the contri-
bution of this factor is less than 13 percent, despite
the slight improvement in women levels of educa-
tion (Figure 162 panel A). The primary reason why
women carned less than men is largely unexplained
and not attributable to the idea that women lack
qualifications for being public servants; perhaps is
attributable to discrimination against them. This
gender wage gap dramatically increases up to almost
8 times of that observed in the public sector when
considering workers in the private sector, which may
explain why women who have high enough educa-
tion work primarily in the public sector (Figure 162
panel B). Again, the main contributor to this differ-
ence is the unexplained factor.

The type of growth generated by Iraq over the last
five years has only weakly impacted poverty. The
analysis of the previous chapter shows that it was
mainly through the increase in labor income rather
than with the creation of new jobs that some of the
poor jumped the threshold. Throughout this chap-
ter, we also learned that even though the new jobs,
which were mainly created by the public sector, are
much “better” in terms of hours and benefits, these
did not benefit many of the poor. Figure 163 shows
that the poor are concentrated in those economic
sectors where the public sector generates a smaller
share of employment. For instance, one-quarter of
the poor work in the construction sector, where 93
percent of jobs are in the private sector. This does
not imply more intervention of the public sector in
these sectors but the contrary. In fact, the expan-
sion of the public sector has adversely affected the
labor market in Iraq by creating economy wide dis-
incentives to labor force participation; inhibiting the
development of the private sector; and distorting in-
centives to invest in education. In the next chapter,
we turn to a closer examination on the labor market
facing the poor.
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FIGURE 162: Decomposing Gender Differences in Earnings
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FIGURE 163: Evolution of Employment by Economic Sector
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