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Preface 

The primary goal of the ILO is to contribute with member States to achieve full and 
productive employment and decent work for all, including women and young people, a goal 
a goal embedded in the ILO Declaration 2008 on Social Justice for a Fair Globalization, 
and1 which has now been widely adopted by the international community. 

In order to support member States and the social partners to reach the goal, the ILO 
pursues a Decent Work Agenda which comprises four interrelated areas: Respect for 
fundamental worker’s rights and international labour standards, employment promotion, 
social protection and social dialogue. Explanations of this integrated approach and related 
challenges are contained in a number of key documents: in those explaining and elaborating 
the concept of decent work,2 in the Employment Policy Convention, 1964 (No. 122), and in 
the Global Employment Agenda. 

The Global Employment Agenda was developed by the ILO through tripartite 
consensus of its Governing Body’s Employment and Social Policy Committee. Since its 
adoption in 2003 it has been further articulated and made more operational and today it 
constitutes the basic framework through which the ILO pursues the objective of placing 
employment at the centre of economic and social policies.3 

The Employment Sector is fully engaged in the implementation of the Global 
Employment Agenda, and is doing so through a large range of technical support and 
capacity building activities, advisory services and policy research. As part of its research 
and publications programme, the Employment Sector promotes knowledge-generation 
around key policy issues and topics conforming to the core elements of the Global 
Employment Agenda and the Decent Work Agenda. The Sector’s publications consist of 
books, monographs, working papers, employment reports and policy briefs.4 

The Employment Working Papers series is designed to disseminate the main findings 
of research initiatives undertaken by the various departments and programmes of the 
Sector. The working papers are intended to encourage exchange of ideas and to stimulate 
debate. The views expressed are the responsibility of the author(s) and do not necessarily 
represent those of the ILO.  

 

1 See http://www.ilo.org/public/english/bureau/dgo/download/dg_announce_en.pdf 

2 See the successive Reports of the Director-General to the International Labour Conference: Decent 
work (1999); Reducing the decent work deficit: A global challenge (2001); Working out of poverty 
(2003). 

3 See http://www.ilo.org/gea. And in particular: Implementing the Global Employment Agenda: 
Employment strategies in support of decent work, “Vision” document, ILO, 2006. 

4 See http://www.ilo.org/employment. 

 José Manuel Salazar-Xirinachs 
Executive Director 
Employment Sector 
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Foreword 

This paper on economic implications of labour and labour-related laws on MSEs 
(micro and small enterprises) was prepared based on the Latin American experiences. As a 
normative organization, the ILO is naturally concerned with the application of labour law 
on MSEs.   

Aside from legal and moral arguments, economic rationale is essential for wider 
compliance to labour law, particularly by the informal enterprises. This paper examines the 
economic effects of the labour law, particularly on informal economy in selected countries. 

The paper carries out a general review of labour law reforms in Latin American 
countries. Besides reviewing the studies carried out in seven countries, the report also 
discusses the topics of hiring and firing, organizing unions, collective bargaining, taxes and 
social protection and minimum wages in twelve countries.  

The economic effects of above labour-related provisions are analysed in the report by 
using various economic approaches, i.e., cross-section approach, before-after estimator, 
difference-in-difference estimator, structural estimation methods, etc. 

It also discusses the special labour regime in Peru and compares with exceptions in 
other Latin American countries. It then estimates the economic incentives for the transition 
of the informal economy to formality. 

The report was prepared by Juan Chacaltana under the technical supervision of Gopal 
Joshi of the Small Enterprise Programme in the Job Creation and Enterprise Development 
Department. The secretarial services of Annie Guyon in preparing and publishing this 
report are greatly appreciated. 

 

Martin Clemensson  
Programme Manager  
Small Enterprise Programme (SEED) 

David Lamotte  
Director a.i.  
Job Creation and 
Enterprise Development Department 
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Executive summary 

There has been a tendency in Latin America towards providing a separate labour 
regulation for MSEs since they remain a major provider of jobs. This report provides  

results of research regarding the economic implications of labour and labour-related 
laws on MSEs. The first part of the report provides a quick review of the existing literature 
on this subject and the second section provides evidence from empirical research findings.  

Latin American labour markets have large shares of workers in the MSEs as well as 
independent, domestic and family workers and a large pool of workers in the rural areas. 
The percentage of workforce generally covered by the labour and labour-related regulation 
is rather small, represented by a small circle, usually concentrating on medium and large 
enterprises. This fact has been used to justify labour reforms in the past.  

The literature review in this report concluded there are positive and negative 
economic effects of the labour law in general (other than the Fundamental Principles) 
although most studies seemed to have focused only on one parameter, usually the one 
related to negative effects, with positive effects being rarely assessed. A more balanced 
approach is needed in order to assess, as much as possible, both positive and negative 
effects.  

At the micro level, labour and labour-related laws can protect workers and increase 
their bargaining power, but this protection also may mean economic implications affecting 
employers´ incentives to growth and employment generation. At the macro level, labour 
and labour-related laws introduce equality in the labour market but, since it has costs, this 
can also affect efficiency and aggregate economic variables.  

For instance, hiring and firing laws regulate job and income security (entries and 
exits), and therefore they affect labour turnover, labour demand and productivity. Unions 
and collective bargaining regulations seek to equate bargaining power, but this affects 
profitability and could affect productivity. When social security contributions provide 
negligible or no return to workers or firms (due to systemic inefficiencies), they act exactly 
like a payroll tax. Finally, in the case of the minimum wage, the regulation attempts to 
reduce abuse in the labour market, introducing wage equality but this can also affect the 
firm’s labour demand.  

With the knowledge that both positive and negative effects occur, the question is then 
about magnitude of such effects and the offsetting capabilities as regulatory changes are 
introduced. On the one hand, countries such as Peru and Paraguay are implementing 
special labour regimes. The evidence however shows that in Paraguay no firm has used 
this system yet after three years of existence and in Peru five thousand out of two million 
firms are using it.  

Although some evidence about what works and what does not has been provided by 
this quick review, a detailed analysis of specific country experiences could provide more 
definitive evidence of economic implications of the labour law. A selected number of 
comparable cases with a uniform research framework would be useful in providing 
comparative analysis. 
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1. Introduction 

The relation between labour regulation and economics has always been a topic of 
great interest and debate for social actors, politicians and academics. In Latin America, 
there is a common idea that labour and labour-related laws impose “rigidities” to the labour 
market that need to be removed in order to promote employment generation. According to 
this view, labour and labour-related regulations, although created to help and protect 
workers, may actually hurt them, reducing the incentives of enterprises to hire them and 
reducing the efficiency in the general economy.5 Therefore, labour regulations should be 
minimal. Another vision, however, considers that this “conventional view” generally 
ignores the positive effects that labour and labour-related laws could have on the labour 
market and assumes that the prior to a regulated labour market – a hypothetical without 
regulation situation – is always better, in terms of efficiency and equality, but there is no 
proof of it and in fact, they suggest that it could be worst (if it ever exists).6  

In the last 15 years, the dominant vision in Latin America has been the first and as a 
consequence, the region has witnessed a tendency towards the reform of labour and labour-
related laws, with a clear emphasis towards more flexibility (Figure 1).  

��������	�
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Source: Vega (2005). 

Figure 1 shows that most of these reforms, focused on hiring and firing regulations – 
probably because it does not only affect the costs of the firms; but also the bargaining 
power of workers – and also in collective bargaining regulations, especially towards a more 

 

5 Heckman and Pagés (2003). 

6 Freeman (2005). 

Number of countries (out of 17)

0 1 2 3 4 5 6 7 8 9 

More descentralization in collective bargaining

More dismissal causes

Wage flexibility via collective agreement

New extrajudicial conflict resolution

Longer trial period

Integral minimun wage

Hours of work flexibility

SMEs exceptions to labour law

More temporal contracts 

New penalties for dismissal 

More collective bargaining role in labour relation

Change of the penalties for dismissal level 



 

2 

decentralized negotiation.7 In some countries there is already some kind of MSEs exception 
to labour laws. 

After almost two decades of reforms, labour market structures in the region have not 
improved. On the contrary, unemployment rates increased from 7.9 per cent to 11.7 per 
cent from 1990 to 2002, and informality rates increased from 42.8 per cent to 46.5 per cent 
in the same period.8 It is true that some institutions argue that these bad results were caused 
by incomplete reforms and therefore more reform is needed, but there is no evidence that 
more reform would improve this situation.  

While this debate has not been solved yet, and although labour reforms implemented 
in the last two decades have not been completely evaluated, a new generation of labour 
reforms is appearing in Latin America, which considers that labour and labour-related laws 
should treat differently to firms of different sizes.9 This is a very appealing idea in a region 
with high informality rates, a large share of the labour force working in small and low 
productivity business, and where there seems to be a positive correlation between the 
capability of governments to effectively implement labour and labour-related laws and firm 
size.  

The concern about MSEs is therefore valid.10 In fact, almost every country in the 
region has already some kind of differentiated treatment by firm’s size, at least in some 
parts of the regulations. However, the new tendency towards a completely different or 
special regime for MSEs is new. It already exists in Peru and Paraguay (Vega 2006), to a 
lesser extent in Argentina and Brazil (Morgado 2006) and there has been debate about it in 
at least Venezuela and Mexico.11 

Are these reforms the answer to the low compliance of labour and labour-related laws 
among small business? Are labour and labour-related costs so crucial for small firms that a 
reduction in these costs would be sufficient for complying with labour and labour-related 
regulations and also with other regulations (such as taxes and registry costs)? Are there 
other ways to increase compliance to labour law among MSEs? The objective of this report 
is to discuss these issues based on a quick review of the Latin American experience. For the 
above work, ILO publications and documents and other available literature were reviewed 
along with publications from other multilateral agencies, research organizations and donors.   

 

7 In this case, although reforms toward an improvement in collective rights have been observed, 
problems of effective implementation of these laws remain high. 

8 ILO (2005)b.  

9 For example, the 2006 Iberoamerican LabourLaw Summit considered this as one of the main 
topics. 

10 In fact, it is probable that the 90s reforms could have had a differentiated effect by firm size. While 
some regulations (hiring and firing for example) could have affected workers from large firms in a 
greater extent, other changes could have affected more MSE´s workers. Chacaltana (2003) for 
example, finds that in Peru, after the reform to the pension system (that created private funds, and 
changed the responsibility of payment from employers to employees) affiliation rates fell more 
among SME workers, than among large firm workers. 

11 See for Venezuela Conindustria (2001) and for Mexico, Sánchez-Castañeda (2006). 
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2. Economic implications of labour and 
labour-related laws  

The labour relation in economics has two sides that are not possible to separate: first, 
it has a complementary side because workers and employers complement each other in 
order to produce, and second, it has a competitive side because after the production process 
is finished, workers and employers compete with each other for the benefits of the 
production.12 As expected, the results of the competitive process determine who gets more 
of what is produced and it depends on the bargaining power of the parties involved. The 
main economic rationality for the existence of labour law is that there is an important 
market failure, an asymmetry in the bargaining power between employers and employees, 
which is stronger for employers.13 From this point of view, labour law constitutes a market 
institution that regulates its functioning, since imperfect labour markets do not produce 
optimal outcomes in economics both from the individual and/or the social point of view.  

Labour law regulates the labour relationship by giving workers some level of 
protection or benefits, the right to unionize and collectively bargain and also defining 
procedures and duties for both parties. At the same time, labour and labour-related laws 
usually imply costs, especially for firms. In both ways, they influence wages, employment, 
resource allocation, and also affect other aggregated variables such as welfare, demand, 
trade, investment, etc.   

There are many channels through which these laws affect economic incentives and 
variables. In fact, depending on the type of law analysed, affected variables could be so 
diverse that specific studies for every case would be needed. For example, analyzing the 
effects of fundamental labour standards on Foreign Direct Investment (FDI) flows, Kucera 
(2002), argues that there are negative and also positive incentives. A negative effect is that 
indeed labour standards increase firm’s costs and reduce incentives to FDI. However, 
positive effects arise from the fact that freedom of association increases political stability 
and the reduction in child labour and discrimination increases human capital, thus 
increasing the incentives for FDI. The final effect, that they find positive, is the balance of 
these two forces.  

All these variables and processes are involved in just the relation of one type of labour 
and labour-related law and one economic variable. It is not the purpose of this quick review 
to analyse all the incentives and variables affected by all types of labour and labour-related 
laws on all types of economic variables, but it is clear that most of these laws also generate 
negative and positive forces and affect many intermediate variables. Figure 2 shows a 
general review of the most common variables mentioned in the Latin American literature 
reviewed. Labour and labour-related laws regulate the labour relation and affect variables, 
both at the micro and the macro level. As we will see later, most studies usually only 
perform partial equilibrium analysis basically trying to assess the effects of one type of 
regulation on one or two variables.  

It is important to mention that labour and labour-related regulations should aim to 
increase social welfare. However, since the labour relation has two parties, many situations 
could arise. If both workers and employers win, as a consequence of the law, this regulation 
undoubtedly increases social welfare. However, if one party wins and the other looses 

 

12 Ehrenberg and Smith (2003).  

13 http://www.law.cornell.edu/wex/index.php/Labour#labour_law:_an_overview 
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(which is the most common situation), then social welfare increases only if the gain of the 
first is bigger than the loss of the other. Sometimes it is difficult to assess gains or losses, 
and even some studies usually concentrate on one type of effects disregarding the other, and 
that is what economists usually discuss about. In this chapter we present a quick review of 
these issues using available evidence for Latin American. 
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2.1 Variants of the labour and labour-related laws and 
its effects 

As we have mentioned, the economic effects of labour and labour-related laws depend 
on the type of law analysed. There are several kinds of labour and labour-related laws and 
in this quick review we have found that there are also different classifications of these 
laws.14 In order to simplify the presentation of this review, we classify them in five groups: 
fundamental labour standards or basic rights, hiring and firing regulations, unions and 
collective bargaining, payroll taxes and social security contributions, and minimum 

 
14 The most common approach is to divide them in three main bodies: individual rights, collective 
rights and process laws. The ILO uses the fundamental and not fundamental rights approach in order 
to emphasize that the first are recognized internationally as a minimum set for all countries and the 
latter allow for national specificity. In the Latin American case, we have found some studies that 
provide general classifications of labour and labour-related laws (Figure A1 in the Annex). For 
example, Botero, Djankov, La Porta, Lopez-de-Silanes, and Shleifer (2004) propose four groups: 
employment laws, collective relations laws, social security laws, and civil rights. Employment laws 
are related to the labour contract and its conditions: hours and time of work, hiring and firing 
regulations and procedures. Collective relations laws are related to the right to unionization, to 
collective bargaining, institutions and characteristics of the bargaining and dialogue process; and the 
regulations on collective disputes and strikes. Social security laws regulate the risks of low income at 
older ages, disability and death, sickness and health and unemployment. Finally, civil rights are 
related to labour discrimination on grounds of race or gender, maternity leave protection, minimum 
working age and minimum wages. Another classification is provided by Portes (1994) – cited by 
Kucera and Galli (2005) – who distinguishes four types of labour and labour-related laws: basic 
rights, survival rights, security rights, and civic rights. Basics rights involve the rights against use of 
child labour, involuntary servitude and physical coercion. Survival rights include the rights to a 
living wage, to accident compensation and to a limited work week. Security rights involve the rights 
against arbitrary dismissal, to retirement compensation and to survivors’ compensation. Finally, civic 
rights include the rights to free association, to collective representation and to free expression of 
grievances.  
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wages.15 What are the likely effects of each type of labour and labour-related related law on 
economic variables that affect workers, firms and the economy? In this section we 
comment some of these questions, at a general level, and giving details in those aspects 
where the economic literature has had more emphasis. 

2.1.1 Fundamental labour standards (basic rights) 

The first set of labour rights are those that the ILO names the fundamental labour 
rights.16 Although in the past this was not the case, currently, there is a high degree of 
consensus in the literature about the need for eliminating child labour and forced labour, 
especially in a global market economy. However, it is also recognized that there is still 
child labour and forced labour in the region. The question is why. Naturally, some bad 
employers are making good money out of these practices and those employers represent a 
bad and disloyal competition for employers that do not use child or forced labour. Then the 
question is not about incentives, as in the other cases. The question is how those practices 
could be identified. Stronger labour inspection in collaboration with complying employers 
could be a useful approach as the Brazilian case has shown.  

The other fundamental rights are in a different situation: no discrimination and 
freedom of association and collective bargaining. Here we will comment on no 
discrimination since the right to form unions and collective bargaining is considered later. 
We have consulted several sources and not found literature evaluating the effects of 
antidiscrimination policies. We have not even found many sources relating to economic 
analysis of discrimination. This must then be part of the research agenda for the future.  

From the economic point of view, discrimination has different sources. First, it can be 
motivated by tastes of employers or coworkers, in which case, antidiscrimination policies 
are simpler because those employers when confronted with competition face higher costs 
(quasi fixed labour costs). Second, discrimination can also be motivated by consumer’s 
tastes, and they could be willing to pay for it, and then the situation gets complicated since 
market forces perpetuate this situation. Finally, discrimination can also be motivated by 
imperfections in other markets – information and/or education and training – and adopt the 
form of statistical discrimination. In the last two cases, exclusion arises from market 
imperfection and therefore positive policies are needed, since equal opportunity policies 
can perpetuate inequities. In Latin America, we have not found papers evaluating these 
types of policies.  

However, the question as to whether economic incentives can be used to prevent these 
practices is difficult since firm’s behaviour is just in seeking profits. The solutions seem to 
be in the policies dealing with market failures through information and/or education.  

This type of ideas can help explain why Galli and Kucera (2004) have found a positive 
correlation between civic rights (including freedom of association) and economic 
development since in developed countries the institutional framework seems to work better 
than in less developed countries.  

 

15 This is an empirical classification, since these groups explain most of the economic literature in 
the region in the last two decades. 
16 Fundamental principles and rights cover 4 areas: a) freedom of association, unionization and the 
right to collective bargaining; b) no forced labour; c) abolition child labour, and; d) elimination of 
discrimination in employment and occupation.  
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2.1.2 Hiring and firing  

Hiring and firing regulations constitute a protection for workers, in order to increase 
security and stability in their employment and incomes and also to prevent abuse, especially 
of non-causal dismissal. However, doing so these regulations could affect firms´ incentives 
since firms need efficiency in order to be competitive and thus need the possibility of 
introducing changes in both the production process and the resources involved in it.17 
Increasingly unstable demand in the goods market causes firms to adjust their production 
process constantly and hence the need to adjust labour and even firm size. If hiring and 
firing regulations are too rigid, in the presence of unstable product demand, incentives to 
hire or to fire formally could be reduced. For these reasons, some argue that in trying to 
protect workers, these regulations actually hurt them, reducing formal labour demand 
(Heckman and Pagés 2003). 

An important issue here is the discussion on the causes of dismissal since the 
flexibility in firing for economic reasons (firms need to adjust under changing economic 
circumstances) does not however mean automatic cause for non-causal dismissal. On the 
contrary, one could argue that when economic causes for firing exist, non-causal dismissal 
should have a higher cost since this kind of dismissal would be motivated by non-economic 
rationale. In general, non-competitive behaviour usually implies higher costs for those that 
act in this way, and this could be the rationale for severance payments, especially in the 
case of non-causal dismissal. 

Another important discussion is concerned with the effects of firing costs. The 
empirical literature has precisely focused on the effects of these regulations on turnover 
rates, usually finding a negative effect. This is actually expected since that is why these 
regulations were created for: to reduce income insecurity associated with turnover. The 
question is then whether reduced turnover limits performance variables such as productivity 
growth. How is the relationship between turnover (or worker tenure) and productivity 
within the firm? Is it positive, i.e., higher turnover always increases productivity? Some 
seem to think that way but in fact the relation between both variables seems to be more 
complex: there is a moment when actually increased turnover increases productivity but 
from a certain point, too much turnover could reduce productivity (Harris, Tang and Tseng 
2002; Auer, Berg and Coulibaly, 2005). The relation seems to be not linear and changes 
sign at some point.  

How does this happen? Several processes sustain this idea. For example, firms need 
experienced workers both potentially – at the labour market and specifically at the firm. 
Experienced workers contribute more to the firm’s productivity than their costs at the initial 
stages of the productive process. However, at some point this changes, because the costs of 
too experienced workers (with longer tenure) exceed their productive contribution. At the 
market level, turnover rates allow efficiency in the allocation of productive resources, but 
too much turnover reduces the incentives for investing in human capital thus limiting the 
expansion of productivity. Therefore, there seems to be an “optimal” rate of turnover for 
each country and there is not a unique combination of regulations of hiring and firing to 
reach to that point.  

 

17 Actually firms seeking higher profits through higher productivity may need to reduce total unit 
costs contributing to their competitiveness. However, there is another way: reducing labour costs, 
which produces “spurious competitiveness” (Fajnzylber, 1988), since what one gains is what the 
other looses.   
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In Latin America, labour reforms in hiring and firing regulations (more flexible and 
temporal contracts and lower severance payments) have been introduced under the idea 
more turnover is always better. Even now, after 15 years of reform, some studies consider 
that further reductions in firing costs should be pursued in most cases, regardless of the 
process of reform already experienced and the current level of turnover in the labour 
market. This is the case in Peru for example: after a heavy process of reform that did not 
produce the expected results, reformers still claim for further flexibilization. In fact, 
econometric evidence shows that there is not a uniform relation in all countries between 
these variables. Several studies have been performed recently to analyse firing costs. As 
Galli and Kucera (2004) have noticed, this literature has no clear answers since they find a 
negative impact of firing costs on labour demand using cross sections but detects no effect 
using time series.  
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Analysing an Australian case, Freyens and Oslington (2004) argue that the net effect 
of higher dismissal costs on employment is ambiguous and depends on multiple variables, 
such as business cycle parameters (flatter and longer cycles reduce probability of firing and 
hence the impact of dismissal costs on employment), discount and quit rates (higher rates 
reduce the expected present value of these costs and hence the impact), uncertainty about 
future conditions (a higher probability of random shocks, or larger random shocks, increase 
the impact), and so on. They add that empirical research on firing costs, and in particular 
research on the cost of unfair dismissal provisions, is still at an early stage and there is even 
discussion on the data about these costs. For the Australian case, they find that estimates of 
redundancy costs are around four to five months wage costs; and costs of causal dismissal, 
between one and four months wages. Although they find substantial variation between 
industries and occupations, they do not find much evidence of variation by firm size, 
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suggesting that unfair dismissal provisions do not impose a higher burden on small 
business. Based on these estimates of firing costs, they conclude that the employment 
impacts of removing firing costs are likely to be modest.  

More research is thus needed before further reforms in these kinds of laws in the Latin 
American region are undertaken. 

2.1.3 Unions and collective bargaining18 

Unions and collective bargaining laws are established in order to strengthen 
bargaining power of workers in the competitive part of the labour relation. Unions have 
usually focused on wages although other benefits are always included in the collective 
bargaining processes.19 In Latin America since the last few decades, there has been a 
remarkable fall in the rate of unionization, especially in the 90s. Labour reforms – and/or 
problems in the effective application of laws – antiunion managerial strategies and even 
union’s poor performance have been identified as explaining factors for this process.20  
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18  Freeman, R (2005). 
19 According to Szretter (2004), there are three ways in which unions could influence in labour 
incomes. First, when the union restricts its own labour supply (for example, limiting the entry to the 
labour market); second, when it bargains threatening with the retiring of the labour supply (for 
example, a strike threat); and third, when the union uses its power to increase labour demand, 
bargaining labour conditions, the entry of new technologies, pay and human resource systems or 
similar issues that can have a positive impact on productivity. He argues that there are no studies 
evaluating which of these mechanisms predominate. 
20 Weller, J. (2000). 
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Regarding the economic effects of unions, the literature has focused on the effects on 
productivity and profitability. In the case of productivity, there is a widespread belief that 
unions have a negative impact on firms. Actually, the relevant question in this matter is 
whether and how unions affect firm productivity. The literature identifies two contrasting 
positions in this matter. There is a “negative” vision (Dowrick y Spencer 1994; Estey 1981; 
McHugh 1991; Rees 1963) that indicates that unions have a negative effect on productivity 
at least in three ways: a) unions can impose work rules that limit productivity within firms; 
b) strikes can generate output losses; and c) union’s wage advantage can generate 
distortions and inefficient allocation of labour resources.21 There is also a “positive” view 
(Clark 1980; Barron, Fuess and Loewenstein, 1987), that argues that unions can increase 
productivity: a) union’s wage advantage motivates firms to look for new technologies in 
order to reduce labour costs substituting capital for labour; b) unions are a collective voice 
that prevents disputes and increases worker’s satisfaction and effort; and c) unions reduce 
labour turnover, thus increases worker’s security and promotes training, both related 
positively with productivity. Freeman (2005) argues that unions reduce inequity (since 
unions reduce wage dispersion), turnover rates, firm’s profits and increase workers’ 
benefits and satisfaction, productivity and political activity. For these reasons, the observed 
reduction in union density is more related to firm’s antiunion activities, especially in the 
United States.  

Theory alone does not provide an unambiguous answer as to which one of these 
arguments is more important. It is actually an empirical question and it depends on the 
country. International literature finds mixed evidence: there are countries in which unions 
affect productivity positively and there are other countries with negative effects.22 In Latin 
America, econometric evidence confirms mixed results also (Table 1).  
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21 Heckman (2002) for example, considers that unions are monopolies and generate resource 
allocation that is negative for productivity. 

22 See for example Aidt and Tzanattos (2002).  
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In Brazil, there seems to be a negative relation; but in Argentina, Uruguay and 
Mexico, the relation is positive. In Panama and Peru, the relation is non significant. Why is 
it that in some countries the relation is positive and in some other negative? Szretter (2004) 
indicates that the final result of the union on productivity depends on the labour climate 
within the firm and what is being bargained in each case. There is little comparative 
evidence on this issue but Szretter (2004) finds that in Argentina, some bargained clauses – 
training, OSH or even profit sharing – seem to be very important for productivity. Which of 
these clauses promote more productivity? This is part of the research agenda for the future.  

Regarding profitability, theory and empirical evidence indicate a negative effect. 
However, as Chacaltana (2005b) argues, this is not surprising since the main reason of 
union’s existence is to compete for the benefits of production and productivity. If wages or 
workers’ benefits increase, firm’s profits are reduced by definition. This is what the 
bargaining process is about. In sum, in Latin America, the literature review indicates that 
unions and collective bargaining do not necessarily affect productivity although they do 
affect firm’s profits since their role is precisely to compete with the firm for the benefits of 
the production process.  

In a more general level, there is a debate about the effects of unions and collective 
bargaining on macro variables. For example, some authors consider that freedom of 
association and collective bargaining disincentive investment rates do not contribute to 
economic growth (Singh and Zammit, 2000) or that collective bargaining in developing 
countries generate rent seeking behaviour reducing wage flexibility and causing informality 
(Carneiro and Henley, 1998). However, others consider that labour standards are associated 
with social and political stability and those effects can offset the negative effects that labour 
standards can have on labour costs (Kucera, 2002). For example, for the Latin American 
case, Galli and Kucera (2004) find that countries with stronger ‘civic rights’ (including 
freedom of association and collective bargaining) have higher shares of formal employment 
and lower shares of informal employment which is consistent with the idea that the positive 
effects of these variables off set the negative effects. However, they also argue that there is 
a strong relation but the causality may be more complex, and therefore the results could be 
interpreted in the sense that civic rights and higher shares of economic development may 
represent different qualitative aspects of economic development. Policies aimed at 
increasing the share of formal employment may need to consider not only the strengthening 
of ‘civic rights’ but also other developmental variables. 

2.1.4 Payroll taxes and social protection contributions 

Payroll taxes and contributions are usually considered to have negative effects on 
labour demand, because they represent a gap between the labour cost for the employer and 
the pay the worker receives, and reduce the value added that production creates (Cahuc, 
2004), thus generating a “social loss”. The empirical research in Latin America has focused 
in this effect. For example, Pagés and Heckman (2003) concluded that social security 
contributions have a negative effect on labour demand, and the contributions finally 
generate less employment and wages for workers or provide substitution of capital for 
work. Gruber (1994) and MacIsaac and Rama (1997) add that a great part of the increase in 
labour costs is finally financed by workers via reduced wages.23  

 
23 This has been confirmed with several empirical studies. In Argentina, for the 1975-1996 period, 
wages of non insured workers were 8 per cent higher that those of the insured workers (Mondino and 
Montoya, 2000). In Chile, in 1994 workers explained 70 per cent of the social security costs and 
insured workers earned 14 per cent less that non insured (Edwards and Cox-Edwards, 1999).  
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However, regarding the economic effects, there are at least three discussions that need 
empirical research. First, there are some differences between payroll taxes and social 
security contributions, besides the fact that sometimes they are paid by the employer and 
other times by the employees. Payroll taxes are collected by governments without a direct 
return or reward for workers although some may consider the return in the forms of public 
education, health, security, etc.24 Social security contributions, however, directly protect 
workers against work-related risks (illness, accidents, old age insecurity, etc.). This 
distinction should make a difference. In fact, Kugler and Kugler (2003) concluded that in 
the Colombian case, the extent of the link between contributions and benefits determines 
the magnitude of the effects of these contributions on labour market variables, such as 
unemployment. If there is no link, then social security contributions act as payroll taxes and 
then workers will not accept lower salaries in exchange for these taxes. If the link is higher, 
then workers might be willing to accept wage cuts in order to get these benefits, thus 
reducing the effects on unemployment.25 However, an additional explanation could be that 
when results of the contributions are observed, firms would also be interested in financing 
these systems since they always face risk within the firm.  

Second, most economic papers consider that social security contributions are just costs 
and therefore, reduce labour demand. However, this type of analysis does not include the 
existence of risk within the firm and society. Social security systems exist because risk is 
present in the labour market and sooner or later, risk is costly for society. For example, 
when health systems do not properly function, then somebody would have to pay for illness 
or accidents, if not firms, then workers should do it or the society via government expenses. 
Even only considering the firm’s incentives, it is clear that the non-existence of a health 
protection system would reduce productivity since illness and accidents generate absence at 
work, reduce effort and even produce other contingencies at work. Hence, competitive 
firms do not look for “minimum” rates of social security contributions (the least possible), 
but for “optimal” ones. In this case, such as health and accidents, the optimal rate of 
contribution is the one that efficiently handles risks inherent to the firm’s activity.  
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Third, and associated to the previous idea, even though social protection systems 
actually increase labour costs to firms or reduce wages to workers, the efficient 
administration of work-related risks generate benefits at different levels. For example, 
health or OSH systems reduce illness and accident rates and also reduce the consequences 

 
24 This is an important difference in Latin America with respect to developed countries: taxes are not 
perceived as to have any benefit, nor even indirect benefits for tax payers. 
25 It is interesting that these authors find that these effects also depend on the business cycle: effects 
on wages and labour demand in recessions seem to be smaller than effects on expansion periods. 
(Kugler and Kugler, 2003). 



 

12 

of those events on workers, thus reducing costs for society who otherwise would have to 
pay for those events. Similar benefits are associated with old age pensions and 
unemployment systems, when they exist. In all those cases, the question is not whether or 
not these systems should exist, or what is the minimal cost of social security systems, but 
what is the optimal one, i.e when costs start exceeding benefits. Unfortunately, most of the 
papers reviewed concentrate only on the costs for the firm, but do not include the benefits 
in the assessments. This is a more complicated methodological task as we will see in the 
next section.  

Another question is about the financing of these systems and if all social security 
systems should be financed via the labour market. In most cases in Latin America, there are 
two ways in which these systems are financed. One is via contributive mechanisms, and 
those are inherently tied to wages or more specifically to salaried and formal work. These 
kinds of systems are usually regressive since most of the covered or insured workers are 
precisely those with the better and well paid jobs. On the other hand, there are subsidized 
mechanisms, not tied to contributions, but to fiscal expenditure, which most of the times are 
targeted and progressive.26 The question in these systems is usually related to the possibility 
of financing in most cases pro cyclical (financing is reduced usually when output falls. 

2.1.5 Minimum wages 

Minimum wages are the floor of the private sector wage distribution and are usually 
set with redistributive purposes.27 Almost 90 per cent of the countries in the world have 
minimum wages and in Latin America that figure practically reaches 100 per cent.28 As in 
the previous cases, the economic discussion on minimum wages usually focuses on the 
benefits and costs of these interventions, since both coexist and it is necessary to seek for 
balance. First, an increase in the minimum wage could potentially have negative effects 
especially if it generates an increase in labour costs, sufficiently large as to reduce the 
firm’s labour demand. This result comes from the usually accepted negative relation 
between wages and labour demand within the firm.29 In other words, conventional 
economic theory predicts a negative relation but it does not say anything about the 
magnitude of this effect: how negative is this effect? That is an empirical question.  

Second, theoretically minimum wage increases could also have positive effects on the 
labour market especially if they are able to influence the general wage distribution.30 This 
would happen if the minimum wage affects not only wages of those covered by this 
mechanism but also those not covered, giving place to the so-called “light house effect”. If 
there is a light house effect, then minimum wages could be used in order to influence the 

 

26 For example, some economists think of public works programmes as an unemployment insurance 
system for the poor. 
27 Marinakis, A and Velasco, J. (2006). 
28 See ILO (2005) Minimum Wage Data Base. According to the Country Reports on Human Rights 
Practices 2004 the exception in Latin America is Suriname, where there is not a legal minimum wage 
but where wages are influenced by collective bargaining (almost 60 per cent of the labour force is 
unionized).  
29 See Hamermesh, D. (1993). Also see Cahuc (2004), who mentions that a large number of studies 
have attempted to estimate the elasticity of labour demand and, most of them – using production 
functions or cost functions – find a negative elasticity of labour demand with respect to the cost of its 
factor.  
30 Card and Krueger (1995) for example find positive effects of the minimum wage on employment 
levels. 
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overall wage distribution and therefore could have an effect on aggregated demand that 
could generate an expansion on output and therefore employment levels. 

Then the question is: which one of these effects predominates? In other words, when 
an increase in the minimum wages occurs, how negative is the effect on labour demand and 
how positive is the effect on the overall wage distribution? These questions are always in 
nature empirical dependent on the previous level of the minimum wage and its relation with 
the average wage, labour productivity and the rate of compliance of the minimum wage. 
Most of the studies have usually estimated only the first effect. Table 3 includes some 
studies on the effects of minimum wage in Latin America.  
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Even though we have found more studies than those presented here, the ones shown 
here are useful to identify the type of effects found. First, most of the studies find negative 
effects of the minimum wage on labour demand, employment probabilities, and even job 
flows. In some cases, those negative effects are concentrated on some specific parts of the 
labour distribution, implying that some groups are more affected by these increases. In 
Colombia and Peru, negative employment-MW elasticity levels are around -0.13 or -0.15. 
In other words, while not in all cases, significant negative coefficients have been found, 
when these coefficients are indeed significant, their level is not that large: in the extreme 
cases, a 100 per cent increase in the Minimum wage would be needed in order to motivate a 
reduction of 13 or 15 per cent in employment. In most cases, these effects are concentrated 
on some groups of workers.  

Second, there seems to be an important discussion on whether “light house” effects 
really exist. This is an important issue since the existence of light house effects could result 
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in an increase in other workers’ incomes and even a demand shock for the economy. Some 
studies report null light house effects, but some report even granger causality (as Céspedes 
in Peru) or effects for some specific groups. None of the studies under review estimated the 
effects that this micro effect – the increase in wages for workers not covered by the MW – 
could have on the aggregate demand and on production levels. However, given the 
magnitude of the micro effects, we can think that the macro effects could be small also.  

2.2 Measuring economic effects of labour and labour -
related law: importance and pitfalls 

Measuring the economic effects of labour and labour-related laws is a complicated 
issue. Performance indicators need to be identified and then the impact of laws on those 
indicators need to be assessed.31 Assessing impact implies measuring “additionality”, i.e., 
and this implies answering questions such as, what are the additional positive outcomes that 
the intervention produces, what are the returns involved and also whether there is any 
undesired result (Box 2). In practice, we need to answer the following question: Would the 
outcome have been different if the regulation had not occurred?32 This simple question is 
extremely difficult to answer in the real world because we do not observe the world in two 
situations at the same time: with intervention and without intervention.33   
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The first is a qualitative approach using perceptions, opinions, or logical assessments. 
While this approach is very helpful especially for quick studies, care must be taken when 
using this approach since the use of perceptions and opinions are valuable but not 
systematic, and in many situations there may be more than one opinion on a particular 
subject. For example, while reformers are especially interested in attributing outcomes to 
their efforts, others – especially those affected – could have a different view, and therefore 
even in this simple task a tripartite assessment is recommendable. Some laws, such as the 

 

31 As we have mentioned before, multiple variables could be affected by every specific law, and 
therefore the identification of the right “dependent” variable can be an issue for impact evaluations. 
Most studies select one or a limited number of variables, and focus on those effects.  
32 A more difficult question is: Would the outcome have been different had the intervention been 
different? See Heckman, LaLonde and Smith (1999). 
33 While we can easily observe, and hence measure, the “with intervention” state; for measuring the 
outcomes in the “without intervention” state we need the construction of a counterfactual. In other 
words, we need to estimate a hypothetical state in order to measure what would have happened if the 
intervention had not been introduced.  



 

15 

Colombian laws of SME promotion (Laws No. 905) and even the national programme of 
SME support, have been assessed using this approach, and have produced debate and 
discussion.34  

Second, there is a growing literature that takes a quantitative approach. In general, 
elaborated econometric methods have been developed in order to assess the effects of 
labour market interventions. Most of these methods rely on the existence of a 
counterfactual, or comparison groups to assess impact, i.e to identify the effects caused by 
the interventions and not by other phenomena. However, in the case of labour and labour-
related laws, by definitions these laws affect all people or enterprises in a country or region 
and for that reason there is no possibility of constructing a comparison group as a 
counterfactual.  

Several methods haven been used to address this problem. We identify at least four 
methods frequently used by the specialized literature.35  

2.2.1 The Cross-Section (CS) estimator  

The cross section estimator is the basic design to assess the causal effect of one 
variable over another. Studies performed using this approach generally use cross-country 
data, or cross-country variation, on labour regulations to investigate the effects of labour 
law on outcomes because changes in labour legislation within a country are usually 
infrequent. For that reason, pooling data from several countries allows to obtain the 
required variation to estimate the relationship of interest. The studies of Lazear (1990), 
Bertola (1990), Márquez and Pagés (1998), and Heckman and Pagés (2003), are examples 
of the CS design in a cross-country set-up.  

Pitfalls. The main problem of the CS design is that causing variables are seldom 
randomly assigned, that is, they are not exogenous. In most situations, it is impossible to 
include all the additional variables correlated to the causing variable in the regression 
model simply because these variables are not available to the researcher in the data. Thus, 
CS estimates are often affected by omitted variable bias. In general, it is difficult to ensure 
that the causing variable is truly exogenous, this happens because in real life many events 
and features of an individual or a firm are intertwined.36 A second problem with the CS 
estimator is over-controlling. This occurs when a covariate affected by the causing variable 
is included in the regression model. If the relationship between these two variables is 
positive, the inclusion of the additional covariate will lead to a downward bias on the 
estimated causing variable because some of the causal effects will appear through its 
relationship to this covariate. 

 

34  www. http://www.fundacioncorona.org.co/ 
35 See Annex 2 for a detailed explanation. 
36 For instance, when estimating the returns to schooling, it is difficult to ensure that schooling is an 
exogenous variable. It is surely related to ability, which also affects earnings. Omitting ability in an 
earnings regression biases the estimate of schooling coefficient in an earnings regression, making 
difficult to interpret the estimated relationship between schooling and earnings as causal. Typical 
ways to attenuate the extent of omitted variable bias is to include as many covariates as possible to 
attain the ceteris paribus condition, that is, to maintain everything else equal.   
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2.2.2 The Before-After (BA) estimator 

The before-after estimator exploits temporal variation that defines a pre-change period 
and a post-change period associated to the causing variable. This estimator is applied in 
empirical work when the same change in the causing variable or the policy change applies 
to the population at large, so everyone gets exposed to the new level of the causing variable 
or the new policy regulation (we observe only one group in both pre-change and post-
change periods). If the policy change associated to the causing variables is the only change 
in the environment, then the temporal variation in the policy allows estimating the effect of 
the causing variable on the outcome of interest by comparing outcomes before and after the 
change. This empirical strategy is not valid in general, but in some applications may be 
appropriate. In particular, this strategy would be useful in situations when there is a sharp 
change in policy or in the causing variable and when individual units are comparable over 
time in the absence of the policy change. In many cases, it is difficult to obtain unbiased 
estimators of changes in law because many other changes and secular trends occur at the 
same time as the policy change being analysed. For instance, changes in labour codes and 
trade liberalization were implemented during the nineties in several Latin American 
countries and both policy changes affected all workers or firms and it is difficult to separate 
their net effects.  

An alternative approach consists on a two-step procedure. In the first step, the 
parameters of an underlying relationship (such as the labour demand elasticity) are 
estimated over time. Then, in the second step, the effect of interest is isolated by estimating 
a pre-post regression using the estimated parameters from the first step as the dependent 
variable and a time dummy for the post-reform period as the main explanatory variable 
(obviously, many other conditioning variables can be included on this regression to reduce 
the omitted variables bias problem). This was the strategy used by Paes de Barro and 
Corseuil (2001) shown in Table 5. 
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Pitfalls. The major problem with the BA estimator is the possibility that the group 
before the policy change and the group after the policy change are not comparable. The 
main identification assumption of the BA is that these two groups are comparable in the 
absence of the policy change or the treatment. However, it is possible that other unobserved 
factors besides the policy change under study affect the analysis group. If this is the case, 
then the BA estimator would pick up these other factors together with the true effect of the 
policy biasing the results. One possibility to solve this problem is to identify sub-groups 
affected by these other secular factors but unexposed by the policy change. Then, any time 
invariant secular trends can be removed by taking the difference between the BA estimate 
for the exposed and unexposed groups. This is the intuitive idea of the next identification 
strategy. 

2.2.3 The Difference-in-Differences (DD) estimator 

Difference-in-differences techniques are an extension to the before-after method that 
applies when certain groups are exposed to the causing variable while others are not. 
Exposed units comprise the treatment group, while unexposed units the control group. The 
method consists of taking the difference of the outcome of interest before and after a 
change in the causing variable for the exposed group and then difference away the 
difference of the outcome before and after the change for the unexposed group, thus the 
term difference-in-differences or double difference.  

The DD strategy is well suited when sharp changes in the environment or changes in 
government policy are observed and when these changes generate variation across groups 
affected and not affected by them, thus generating a treatment group (exposed) and control 
group (not exposed). This identification strategy has been applied to study the effects of 
changes of labour law and labour reform in several countries around the world (Table 6). 
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A variation of this model arises when the interaction between the time variable and the 
treated variable is not enough to correctly specify the group from which the effects of 
interest shall be estimated. In particular, it might be the case that among the treatment group 
only a sub-group is really being affected by the change we are interested in. When this 

 

37 Kugler (2000) also mentions that family workers, temporary workers, and workers employed in 
small firms (enterprises with 5 or fewer employees) are not entitled to severance payments, and 
domestic workers and workers employed by firms with very little capital are entitled only to a 
severance payment of 15 days per year worked. 
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situation arises, a natural extension of the DD strategy is to consider higher-order 
interactions to isolate the effect of interest. Assuming that there is a particular sub-group of 
affected individual units after the change in the law among those exposed, an additional 
variable indicating whether a treatment unit belongs to the affected sub-group shall be 
included in the regression model alongside the variables indicating the post reform period 
and the indicator of the treatment group. Then, the effect of the change in the law is 
estimated from the interaction of these three variables. In terms of the previous discussion, 
this procedure is a difference of difference-in-differences, usually denoted as DDD in the 
labour economics literature.  

Kugler (2001) implements a DDD strategy to estimate the effects of changes in labour 
regulations in Latin America. The study examines the effects on hourly wages and weekly 
hours of work of the 1990 Social Security Reform in Colombia. The reform enacted in 
1990 replaced the traditional severance payment system with a severance payment savings 
account (SPSA) system. Under the new system, employers must deposit severance 
payments equivalent to 8.3 per cent of the current salary into workers’ savings accounts on 
a monthly basis. The new system applied automatically to any worker hired after January 
1st 1991. Given that Social Security legislation applies only to formal-sector workers, the 
identification strategy used by Kugler relies on the interaction between post-reform time, 
formal-sector workers, and short-tenure workers. From a theoretical standpoint, as long as 
mandated benefits are valued by workers and they can collect from their accounts the 
proceeding of these payments without uncertainty, the costs of severance payments can be 
shifted from employers to employees. Kugler finds that hourly wages fall by 4.2 per cent 
for treated workers – formal and short-tenure workers (workers with less than 2 years of 
tenure in 1992 and less than 6 years of tenure in 1996) – this is equivalent to a 50 per cent 
shift of the 8.3 per cent severance pay contribution by employers. Regarding hours of work, 
Kugler finds a positive effect of the reform.  

Pitfalls. DD strategies help solving some of the problems of the BA method to 
estimate causal relationships. However, as any other empirical strategy there are potential 
pitfalls under these strategies as well. In general, DD strategies will break down when 
selection of units into the treatment and control groups depends on pre-existing differences 
in outcomes. This makes treated and control units not comparable in other unobserved 
dimensions, so the second difference that removes secular time invariant secular trends is 
not enough to identify the true causal effect. For instance, in the labour training programme 
evaluation literature it is common to compare the gain on earnings between participants and 
non-participants to estimate the effect of training on earnings. However, as Ashenfelter 
(1978) and Ashenfelter and Card (1985) pointed out, earnings of programme participants 
usually drop in the period just before they enter the programme which might be the actual 
reason they enter the programme or make them more likely to seek treatment. This is 
known as the Ashenfelter’s dip in the programme evaluation literature. In general, the DD 
design is not well suited when we suspect that time variant trends are present. In the context 
of policy changes such as labour reforms, DD strategies will likely break down if the policy 
change is targeted to some groups based on pre-reform differences between treatment 
(exposed) and control (unexposed) individual units. In this case, given the institutional 
setting of the labour change it still may be possible to estimate the causal effect of the 
policy change if the targeting mechanism is known and information on the variables that 
determine exposure are available to the researcher in the data.  

A second potential problem with DD strategies is that of functional form dependence. 
This occurs when the average level of the outcome of interest is very different between 
treatment and control units before the policy change. In such a situation, the magnitude or 
even the sign of the DD effect is sensitive to the functional form being estimated. For 
instance, it is possible that when estimating a DD regression model with the outcome in 
levels no effect is obtained, but when the model is estimated with the log of the outcome as 
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the model’s dependent variable instead, a statistically significant relationship arises. Thus, 
it is a good practice to compare outcome average levels between treated and control units in 
the period before the policy change (the pre-reform period), and to check the robustness of 
results to different functional form assumptions.  

A third potential threat to DD strategies, which also apply to other strategies that 
assume common effects,38 is the presence of treatment effect heterogeneity. This problem 
occurs when treatment and control units respond differently to the policy change. A fourth 
threat to the validity of DD strategies is the possibility of omitted interactions that occur 
when there exists a relationship between the post-reform variable and the exposure status 
variable besides treatment. For instance, assume that concurrent with labour legislation 
reforms that modify severance payments and payroll taxes one observes a period of 
economic expansion unrelated to the reform. It is likely that different income groups are 
affected differently by an economic expansion, thus additional interactions might be needed 
to correctly specify the model. Finally, DD strategies also break down when the policy 
change generates general equilibrium effects, that is, when changes in the environment 
cause changes across markets or across sectors and effects in a market have feedback 
effects on other markets. 

2.2.4 Structural estimation methods 

Structural methods begin by constructing a fully specified model of the economy; it 
could be a partial or a general equilibrium model, in which the relationship between 
variables of interest (outcomes as well as causing variables) are considered. This model is 
solved to obtain policy functions, that is, optimal response functions. In some cases, the 
fundamental parameters of the model can be estimated if data is available, in other cases 
these parameters are calibrated from other sources. Once all these ingredients are in place, 
the model can be used to simulate what would happen had a variable (such as firing costs) 
of the model changed.  

The major advantage of structural models is that if we are able to estimate the 
underlying parameters of the model, we can predict the effects of virtually any policy 
change that directly manipulates either prices or income. Up until the last two decades, 
structural models were rather simple due to the computational requirements to solve them 
or to estimate them. Thanks to the constant improvement of computer capabilities and 
processing speed, structural models are becoming more complete. In Table 7, we describe 
some recent studies that use structural models to assess the effects of labour regulation.  

Pitfalls. One of the major problems and sources of potential pitfalls of structural 
models and structural estimation is precisely the imposition of arbitrary structure to the 
data. The main problem of imposing structure to the data is that this structure could be 
misspecified, leading to wrongful results, especially when assumptions about the functional 
forms of preferences or technology are inconsistent with the data. A second problem of 
these methods is that they require large amounts of information in order to estimate the 
parameters embodied in the models. It is usually difficult to get enough data in order to 
obtain all the ingredients required to estimate these parameters. This often drives 
researchers to calibrate their models instead of estimating them, setting simple functional 
forms, and obtaining the parameters either from cross-section or time series datasets. In 

 

38 The cross-section, before-after, and difference-in-differences models assume what is known as the 
common coefficient model. In short, the common coefficient model refers to situations in which the 
response to treatment does not vary across sub-groups in the population. See Heckman and Robb 
(1985) or Heckman, LaLonde and Smith (1999) for details. 
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many cases, researchers obtain some of the parameters in their models from other micro-
econometric studies, which may generate problems of inconsistency because the 
identification assumptions of these micro-econometric studies might be incompatible with 
their own model. Additional limitations to the solution and estimation of structural models 
are related to complex calculations required that entail high computational burden even for 
fairly simple models and what is called in this literature “the curse of dimensionality”. 
These limitations restrict the models to consider just a few variables in order to keep the 
model manageable (particularly when the variables under analysis are continuous 
variables), and often also force researchers in this area to impose assumptions not intrinsic 
to the economics of the problems under analysis for computational convenience. 
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In sum, the advantages and pitfalls of the models suggest that a mixed approach could 
be useful, using both logical assessments and quantitative information, having always in 
mind the pitfalls of every option.  



 

22 

3. Labour and labour-related law and its 
effects on MSEs 

Micro and small (MSEs) firms in Latin America explain a large proportion of 
employment and are usually believed to have more problems to comply business and labour 
regulations.39 Their low productivity, problems of information and even characteristics 
associated to the way they function have been argued as limits to the compliance levels.40  

Labour and labour-related legislation in Latin America has always considered all 
workers as equal regardless of the size of the firm where they work. It was assumed that it 
was not only in the interest of workers but also of firms, because this helped to regulate 
competition among them. Even in the great labour reform process of the 90s in most 
countries of the region, we did not observe special attention to MSEs in labour and labour-
related laws and it was believed that if the labour market became more flexible for all, then 
MSEs would have more incentives for compliance. However, a new tendency towards 
special labour regimes for MSEs is being observed in several countries. It started in Peru 
and Paraguay but similar arrangements are currently being discussed in Ecuador and 
Venezuela.   

Should firms of different sizes be treated differently by labour and labour-related 
Laws? This debate is not new in the region but it certainly has deepened in the last decade. 
According to Morgado (2006), the main arguments in favour of different treatments are 
three. First, labour and labour-related laws introduce a cost burden too difficult to handle by 
MSEs, and for that reason generate an incentive for their informality or impede the 
formalization. Second, it is important that these enterprises are supported since they employ 
most of the labour force, especially when the growth in formal employment remains 
sluggish. Third, it is believed that a separate legal arrangement for the SME sector allows 
them to be connected to the medium and large enterprise (MLE). In general, there are 
arguments in favour and against, a different legislation for MSEs (Table 8). Arguments in 
favour indicate that MSEs can not afford costly labour and labour-related laws usually 
conceived for large firms. Arguments against these proposals indicate that this kind of 
initiatives imply a different treatment among workers, with moral risk of possible 
exclusion, since this type of system could encourage labour market segmentation, thus 
limiting social mobility.  

The question is then if these exceptions or regimes really work or if there are other 
ways to improve compliance among MSEs. The Latin American experience can provide 
some empirical elements to this debate.  

 

39 It is interesting to note that MSEs definitions in Latin America are very diverse. Not only not all of 
the countries use the same criteria (some use the number of workers, some other combine it with the 
sales level or the assets level) but even those that use the number of workers do not use the same 
limits in each case to distinguish between micro or small enterprises (see Figure A2 in the annex). 
Why do these limits vary so much? A quick review indicates that these limits do not have any 
relation with the level of development of the countries and evidently require further research and 
harmonization. 
40 Giordano (1995) cited by Sanchez-Castañeda (2006), gives five reasons for specific labour 
relations for MSEs: a) lower specialization in duties and functions; b) different conformation of the 
worker-employer relation; c) lower administrative capacity; d) financial weakness and difficulties to 
cover labour debts; and e) lower productivity and higher labour share in the cost structure. 
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3.1 The current situation 

Most countries in the region actually have labour and labour-related regulations that 
are differentiated based on the firm size. As indicated in Table 9, most of these differences 
are related to the right to unionization, the application of special rules for firing (especially 
collective dismissals), and the use of some administrative, training or profit-sharing 
exceptions.  

Table A4 in the Annex presents a more detailed summary of these practices reported 
by several authors. In Argentina MSEs have a more flexible access to hiring contract 
modalities and have special regulations on OSH and training, can redefine workplace 
activities, annual leave, complementary payments and the change of the regime of contract 
termination. In Chile workers below legal age can work at night only if other members of 
their families work at the same place. Firms with less than 25 workers are not required to 
comply with the 85 per cent quota of Chilean nationals at the firm. Firms with less than 9 
workers are not required to have internal personnel policy nor the OSH policy. Also, in 
firms with less than 50 workers, 8 of them can form a firm union. For firms with more than 
one establishment, workers can form a union if they add up 25 or more workers or 30 per 
cent of the total number of workers and the number of representatives also vary for firms 
with less than 25 workers. In Chile, fines for violation of labour regulations also vary for 
small enterprises. 

In Colombia depending on the number of workers, regulations vary in the entry 
registry, labour contract certification, OSH regulations, work uniforms (clothes), “auxilio 
de cesantía” and collective dismissals. In Costa Rica, based on the number of workers, 
there is a difference on the percentage of positions within the firm reserved for national 
workers and their labour share (in the total payroll). In Ecuador, based on the number of 
workers, there are differences in collective dismissal procedures. In Panama, according to 
the number of workers and the economic sector, some regulations related to the ending of 
the labour contract do not apply and some administrative procedures are not required. Also 
in Venezuela, based on the number of workers, some benefits differ; such as, mandatory 
scholarships for children of workers, nationality rules, mandatory child care places, medical 
services, collective dismissals.  
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A negative case is the exception in the right to unionize and collective bargaining. In 
most countries, workers working for small firms (below a number of workers) can not 
organize unions, although they can participate in more aggregated unions. This also limits 
their right to representation since usually social dialogue mechanisms include only 
organized workers. An interesting question here would be what is the rationality for these 
limits, why do these limits vary among countries (why 20 workers in most cases?), what 
have been the effects of these practices and is there another way to promote MSE workers’ 
representation.  

There is another negative aspect under the column “other” in Table 9. Included are 
some procedures usually applicable for large firms, such as the internal personnel policy 
requirement, that may not apply to smaller firms.  

In general, we have not found studies regarding the economic effects of these special 
regulations for firms, and neither have we found documents explaining the rationality for 
these decisions. In general, this seems to express that impact evaluations of these laws are 
not common practices, and these laws are expected to work under the rationality that 
smaller firms have more difficulties for complying. However, several questions arise from 
this evidence. Do these differences really work? Why does the number of workers vary 
even within a country for theses exceptions? Why do these exceptions apply for some rights 
and not for others?  
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3.2 Improving compliance among MSEs: different 
approaches 

In any case, even with these exceptions or differences, there is a problem with the 
effective application of labour and labour-related laws among MSEs. Inspection and 
supervision of small business compliance represent a higher cost for governments and at 
the same time MSEs have more difficulties to comply since their resources are smaller and 
have limited information and abilities required to comply. To analyse this issue from the 
economic point of view, we use Figure 4, which assumes some kind of normalized indexes 
for all variables presented.  
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The above figure shows the stylized fact that most workers actually work in MSEs. 
Also, that there is a positive relation between compliance and firm size, probably because 
larger firms are more productive and hence have incentives to comply; smaller firms 
however do not have those incentives. Therefore, setting equal labour standards for firms of 
all sizes generate incompliance in the smaller firms, which – by the way – explain the 
largest share of the labour force. This incompliance is exacerbated by the fact that the 
capacity of the authorities to enforce regulations has also a positive relation with firm size.   

Probably using a combination of these arguments, in recent years we observe a 
marked tendency in Latin America towards the reform of labour and labour-related laws 
with SME criteria. According to Vega (2005), almost half of the Latin American countries 
have already reformed their labour and labour-related legislation in order to support and 
promote these types of firms, although most of them very timidly. In some countries, the 
legal references are dispersed in the general legislation or implicit in the labour codes. In 
other cases, such as Peru and Paraguay, there are special regimes, probably because in these 
countries the changes have had negative aspects. Morgado (2006) distinguishes two forms 
of labour and labour-related legislation for MSEs: a) a general regime with some exceptions 
for MSEs, and b) special regimes of labour and labour-related laws for MSEs. In this 
chapter we analyse these two alternatives, with the scarce existing evidence in some Latin 
American countries.  

 Compliance 

 Labour & LR Laws (general regime) 

            Distribution of workers 

 Firm Size
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3.2.1 Solution 1: special labour regimes 

The simplest solution is to generate some kind of special treatment or special regime 
for MSEs (Figure 5). The general regime holds only for medium and large firms, and for 
MSEs, lower labour standards apply.  
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Although Peru and Paraguay are illustrated to having specific legal provisions for 
MSEs (Vega, 2005), such provisions are also present in Argentina and Brazil. Many other 
countries have also specific labour regulations for the MSEs with the purpose of generating 
jobs. Ecuador and Venezuela are already discussing specific labour laws for MSEs.  

In Peru there has been a special regime since 2003, which reduces drastically non-
wage labour costs, but this system has not worked as expected by the policy makers. Since 
2002, Paraguay has had a special regime although it is restricted only to first job workers, 
especially young workers between 15 and 28 years old, including professionals with no 
work experience. All firms including small firms registered at the Labour Authority are the 
beneficiaries of this provision. This law reduces firing and hiring costs for firms that hire 
these types of workers and it includes exemptions from provisions for the old age pensions 
payments, social security payments, family allowance, annual leave and dismissal costs. 
The requirements for firms are simple, and the most important are that they can not employ 
more than 20 per cent of their workers under this law and that they have to be currently 
paying social security contributions. Three years later, in September of 2005, no firm had 
registered for this system, according to a report by the Justice and Labour Ministry of 
Paraguay which is a sign that firms, even large ones, are not interested in this system. For 
this reason, even though this law exists in Paraguay, it does not work at all. 

The Argentine Government approved in 2000 a law titled, “Promotion of micro, small 
and medium enterprises” (Law No.25.300), that tries to strengthen MSEs primarily through  

Compliance 

General Regime 

Special regime 

 Firm Size
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provision of credit (creating several funds for their development).41 Only in one article of 
the law, there has been reference to providing labour and social security incentives for its 
compliance by the MSEs. Later in 2004, the Law No. 25877 complements the Law No. 
25300 and states that firms with less than 80 workers will have reduced social security 
contributions, but only for the new employees. In Brazil, there is an SME law of 1999 that 
provides the institutional framework for its implementation, and further states that the 
Government will introduce in the future labour incentives and simplified procedures. No 
follow up to this law has been however found.  

There is not much experience in the region with respect to the evaluation of the impact 
of these types of laws. The literature review indicates that detailed and primary data would 
be necessary in order to properly assess each case. We have found this kind of data only for 
the Peruvian case, but it certainly would be interesting to perform the similar type of 
analysis in all cases mentioned.  

The Peruvian special regime 

Compliance to labour regulations is lower among the MSEs in Peru, as in many other 
Latin American countries. In Figure 6, lack of compliance of the provisions relating to the 
minimum wage and social security contributions (health) are indicated by enterprise sizes 
in Peru. While there is some degree of lack of compliance in all firm sizes, these rates are 
clearly higher among smaller firms, specially the micro enterprises. Another striking result 
is that firms of all sizes comply more with the minimum wage than with the provision 
relating to the social security contribution.42  
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41 It is worth mentioning that Argentina is a case in which labour regulations have had enormous 
variations in the last two decades. While it was the country with the most severe reform (Vega, 
2006), in the late 90s, a counter reform was initiated. However, special regulations for MSEs remain 
and recently they have been defined more accurately.  
42 This surely is related to the fact that in Peru, the social security system of health operates like a 
tax, in other words, it is not clear that these contributions finally benefit workers. 
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The Peruvian congress passed in 2003 the “MSEs Promotion and Formalization Law 
(Law number 28015)”. The Government proposed three main arguments for this law: a) 
most of the Peruvian labour force works in MSEs (more than two thirds); b) labour 
productivity in MSEs is lower than labour productivity in larger enterprises (the relation is 
5/1 is enterprises with more than 100 workers and enterprises with less than 5 workers are 
compared); and c) most of the problems of compliance are concentrated among the MSEs. 

The most important feature of this law is that it creates a special labour law regime for 
MSEs, reducing drastically non-wage costs. Seemingly, high non-wage costs have made it 
difficult for MSEs to comply with labour and labour-related laws. 

This law operates at three levels:  
�  It eliminates some benefits: the overtime premium for night work (35 per cent); special 

payments for holidays (called gratificaciones in July and December), a compensation 
for time of service (one monthly salary per year of work) and a family allowance (10 per 
cent of the minimum wage).  

�  It reduces some other benefits and reduces to one half the paid vacations period and the 
compensation for arbitrary dismissal.  

�  It makes the contribution to a pension plan optional. The pension system is based 
on workers’ contribution so this element does not represent a cost to employers. 

As a result of these changes, important non-wage costs to employers are reduced 
drastically. With regards to labour benefits, the costs to employers are reduced from 52 to 
13 per cent of the wage cost. In addition, it is easier and cheaper to fire workers. Finally, 
from the workers’ point of view, old age pension is optional, so he/she can decide to 
affiliate or not. In the case of non-affiliation, monthly reduction of 11 per cent from the 
wages is saved. 

To be part of this system, firms need to register at the labour ministry with a simple 
declaration. 
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Has this special regime worked? No formal impact evaluation has been performed yet. 
However some studies have emphasized one indicator of success: the number of MSEs 
registered in order to benefit from this law.43 The evolution of this registry shows (Figure 7) 
some 5 thousand MSEs had registered at the Labour Ministry after some 30 months of the 
existence of the programme.44 Considering that in Peru there are more than 2 million micro 
enterprises, it is a disappointment that too few MSEs have had incentives for this special 
regime, considering the considerable reduction in labour costs involved.45   

Why is this special regime not working as expected? The Labour Ministry argues that 
two problems seem to be important: a) the law is temporal and hence, MSEs may not be 

 
43 According to the law, if a SME wishes to participate in this program (and actually in all the 
programmes associated with this law), then it has to register in the Labour Ministry.  
44 Vildoso (2006). 
45 If not for enterprises, is this working for workers?  Probably not since the small number of firms 
involved represent a very small share of the labour market. Figure A4 in the annex confirms this 
view and shows that incompliance with the minimum wage is increasing, instead of reducing; 
incompliance with social security, health is not improving either and the percentage of workers 
without a signed contract remains high. 
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interested in a temporal programme only; and b) the law has not had a good communication 
strategy and many MSEs are not aware of this system.46  
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The law seems to have forgotten about the characteristics of informality as witnessed 
in the last three decades. Basically, MSEs tend to be selective in their compliance with all 
legal requirements. This can be seen in Figure 8. Both the percentages of complete 
compliance as well as complete non-compliance tend to be low. Most firms are selective in 
their compliance and are thus concentrated in the middle. Most of them comply with some 
regulations. Many more MSEs comply with registration and taxation requirements and then 
only with the labour law.  
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46 This has been pointed out by the Peruvian Labour Ministry (2004).  
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Therefore based on the above, the incentives of reducing non-wage costs do not seem 
strong enough. In Table 10, a rough comparison of the incentives involved in the 
formalization decision is presented and only non-wage costs and taxes (sales and revenues) 
are being considered. Although most assumptions in this exercise (such as the cost 
structure) are based on real data (drawn from a survey in 2001), this is obviously a 
simplification since it is based on a static comparison; and positive effects of compliance 
are only operationalized via the cost of credit, and therefore a more detailed evaluation 
(using data of those firms registered in the system) is needed. However, the picture of 
incentive based compliance is adequately presented. The idea is that if outcomes are not 
observed, then there is no impact. 
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Four situations are compared for a small enterprise willing to produce the same goods 
at the same volume, so that their production costs are the same. First, we consider the case 
of a fully formal enterprise, i.e. it pays all labour benefits and all taxes. Labour costs are 20 
per cent but since it pays all benefits it has to add 10 units more (non-wage costs are about 
50 per cent in Peru). Materials of production cost 45 but since sales tax is 19 per cent, it has 
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to add 8.6 to the production costs. Financial costs are 4 per cent, the formal interest rate at 
the banks. For this case, the special labour regime is good because it reduces non-wages 
costs and thus increases the profitability rate, from 13 per cent to 22 per cent. The benefits 
come from the fact that reduced labour costs also require less financial costs. So the idea is 
that formal MSEs have an incentive to register in this regime. Also, potential new formal 
enterprises could have an incentive.  

However, does this also work for the informal MSEs? Here we compare two informal 
situations. The first one is informal (informal 1) only in the labour issues, but is formal in 
the goods market because it pays taxes. The second (informal 2) is informal both in the 
labour and the goods market. We assume that they sell at a price that is 15 per cent less than 
the formal one and thus, their revenues are also 15 per cent lower. Informal 1 pays all taxes 
and also it has financial costs of 4 per cent. Informal 2 does not pay taxes and has higher 
financial costs (10 per cent). As a consequence, informal 1 gets a profitability rate of 9 per 
cent, less than the 13 per cent in the fully formal case. However, “informal 2” gets a 
profitability rate of 19 per cent.  

Therefore, the Peruvian MSE special labour regime reduces non-wage costs, but at the 
expense of potentially increasing other formality costs (taxes and registry) in the goods 
market. If they register, then it is highly probable that they would be observed by the tax 
system. Hence, given the current tax structure, reducing labour costs could have the effect 
of increasing total costs because of the need to pay taxes, and therefore reducing the yield 
rates. This happens even if the firm is informal only in the labour market, and for any price 
level (the only requirement is that they are the same in all cases). So the lesson here is that 
for informal MSEs, this is not good enough. Any other fixed cost, such as registration costs, 
amplifies these differences.  

The general lesson then is that this law is good only for those firms that have already 
decided to go formal and that informal MSEs would not have an incentive to formalize only 
on the basis of this law. This discussion then has two main implications for policy making. 
First, to make this system appealing, the tax structure for MSEs needs to be changed. 
Second, provide other (exogenous) incentives for formalization, such as access to markets, 
increased productivity, etc.47  

3.2.2 Solution 2: General regime to all, with exceptions 
for MSEs 

The second solution is a general legislation with some exceptions to MSEs. This is the 
case depicted in Figure 9. Regulations are flexible not on labour standards, but on the 
compliance curve. If this is low for small firms, then why not work directly with those 
firms and try to improve their compliance?    

This requires knowing the reasons for non-compliance among MSEs. Theoretically, 
we can identify at least two main causes: 

·  Low capacity of the MSEs, which is related to their low productivity and/or lack of 

knowledge; 
 

47 An interesting issue is however if special regimes (marginal variables) affect labour productivity 
(structural variables). For example, in a high jumping competition, the minimum official mark could 
be lowered for some not so tall competitors. This would benefit small competitors for some time, but 
the question is if this procedure (lowering the mark) could benefit these competitors and make them 
grow or reach the official mark some day. This surely is an issue for a research agenda. 
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·  Low capacity of the State to enforce compliance, because lack of budget, efficiency, too 

much bureaucracy (thought for large firms) organization, etc. 

Therefore, always at the theoretical level, attacking some of the causes would increase 
compliance directly, without reducing labour standards. For example, a generalized 
increase in labour productivity across all firm sizes would move the compliance curve up-
left and then the incompliance area would be reduced naturally. This would be the best way 
to reduce incompliance rates but it may take a while. In the meanwhile, some other 
measures could be taken. 
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For example, in Chile, there is a case in which this approach is being used. This is the 
case of the system that allows MSEs (up to 9 workers) to substitute penalties for training. 
This mechanism assumes lack of knowledge of the labour and labour-related regulation by 
MSEs. However, this is not a mechanism for not paying the penalty since MSEs are 
required to correct the situation that motivated the penalty.  

This system is well oriented in the direction of directly increasing the compliance 
curve for MSEs. Although it is too early to find strong results, its main effect is that it has 
opened a line of thought that is challenging in Latin America. Thus, it has raised the 
question whether the labour inspection should be carried out in the same way in small and 
larger enterprises? In the Peruvian case for example, the labour inspection procedure is 
complex enough to last up to 5 days for a large enterprise. Obviously, MSEs could not 
afford such an inspection, and simpler procedures would greatly improve.  

                     Compliance

General Regime

       Firm Size

                          MSEs
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In Europe some interesting experiences in this perspective are being taken. Although, 
in Europe, the problem is not as big as in Latin America, they do have problems of 
undeclared work especially in certain occupations or activities, such as domestic work 
(Table 11). 
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According to Renoy et al (2004) these programmes are diverse including subsidies by 
the government, simplification procedures for contracts, programmes for the emergence of 
irregular work, awareness campaigns, and improvement of enforcement procedures. Also, 
in Germany there is a scheme in which reduced social security contributions are the key 
variable (the Mini jobs programme).48 Some results are included in the same study, with 
respect to the number of workers involved and they seem promising. However, we have not 
found any impact evaluation document on these mechanisms.49 

3.3 A more general approach: MSE promotion laws 
and specific institutions for MSEs 

Special labour regimes are usually one part of a more broad set of instruments. In 
some cases, these promotion instruments are also summarized in a sort of MSE specific 
law. A recent study by Conindustria (2001) has found MSE specific laws in Colombia, 
Argentina, Mexico, Brazil and Venezuela. (Table 12; we have added the case of Peru). As 
we can see in this table, these laws include “labour incentives” only in Argentina, Brazil 
and Peru.  

SME laws usually cover all workers but sometimes cover workers of one sector only, 
usually concentrate on other aspects of the business environment of MSEs, such as credit, 
fiscal incentives, government expenditure, training and technical assistance, administrative 
simplification procedures and export incentives. As we saw in the case of Peru, the impulse 
for formalization usually does not come mainly from the cost equation in the labour market, 
but from restrictions at the goods markets. For these reasons, some countries have 
undertaken this issue directly.  

 

48 Actually this would be a typical case for the solution 1 example. 
49 It is worth mentioning that in developed countries there is more experience in the application of 
formal evaluations to assess the effects of labour law on MSEs, and using different approaches. For 
example, Edwards, Ram and Black (2003), using a case study approach analyse the 1997 changes in 
labour and labour-related legislation in the UK, that included new laws on trade union recognition, a 
National Minimum Wage (NMW), working time regulations, and rights in relation to the work-life 
balance. Contrary to the common view that these laws would increase costs and reduce employment 
and/or profitability, this study argues regulation can have ‘positive’ as well as ‘negative’ effects 
analysing in detail the mechanisms involved within the firm exposed to these changes. They find that 
“ the impact of employment legislation on small firms is mixed, and is contingent on the market 
context and the individual situation of each firm. Indeed they find that effects mainly arise from the 
context of the legislation as opposed to its content. Therefore when analysing the impact on small 
firms, the focus should not be on the impact on small firms as a whole but rather the impact of 
specific legislation under certain circumstances.” 
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In Latin America, an interesting institutional mechanism is the case of Brazil, where 
the legal and institutional framework for MSE support has two main bodies. First, there is a 
legal mechanism oriented to give a different and simplified treatment to MSEs regarding 
not only labour issues, but other aspects, such as taxes, credit, government expenditure, 
training and even a special treatment with regard to imports and exports. The Law No. 
8.864 (March, 1994) and then Law No. 9841 (October, 1999), were passed for a different 
and simplified treatment to MSEs regarding such aspects as administrative procedures, 
taxes, old age pension, labour, credit and economic performance. MSEs are defined based 
on gross sales and the following benefits are available for the MSEs: 

�  Taxes: simplified accounting requirements, simplified documents issued by MSEs 

and simplified annual declaration.  

�  Labour: simplified processes in order to make it easier to comply with labour and 

labour-related laws, elimination of bureaucratic restrictions not compatible with 

the simplified regime, minimum payments for OSH and exception to some articles 

of the labour code related to the annual leave.  

�  Credit: Public institutions creating favourable conditions for SME access to credit 

and tax incentives for private financial institutions that give them credits. The 

government can guarantee MSEs when they require credit. 

�  Other: No less than 20 per cent of the federal funds oriented to entrepreneurial and 

technological training oriented to MSEs, having priority in government 

expenditures and a special treatment regarding imports and exports. 

Second, there is a specialized institution, called the Brazilian Service for MSE Support 
(SEBRAE) created in 1972 with the specific purpose of facilitating the business 
environment in five areas: taxes, less bureaucracy, access to credit, technology and 
knowledge for the MSEs. Unfortunately, in this quick review we have not found empirical 
assessments of these policies although they seem promising.  
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On the other hand, in Colombia we have found several interesting experiences on 
MSE promotion. First, this country had MSE National Programmes (PNM) since 1984 until 
2000 when this strategy was replaced by MSE laws (first version 2000 and second in 2004). 
Second, there is a long tradition of exercises that intend to evaluate the impact of these 
promoting laws and the public and private sector cooperation. Third, although it started in 
2001, since 2004, some 26 thousand MSEs are surveyed every year in order to provide 
information for policy making (this may be the largest MSE survey in the region and 
probably in the world).  

 

 

 

 

 

 

 

 

 

 

 

 

 

The impact evaluation exercises were implemented under a system, called the System 
for the evaluation of public support to MSEs that has been used at least in 1997, 1998 and 
2001 with specific surveys with a longitudinal design. For example, Cabal et. al. (1998) – 
using this data and a log model – finds that in the period 1997-1998 the PNM had a clear 
impact on the probabilities of survival of firms: the probability of closing the firm was 19 
per cent for participating firms while this probability was 42 per cent for non participating 
firms, after controlling for other variables. More interestingly, they found that this effect 
was stronger when credit was combined with technical assistance in contrast to credit alone. 
This exercise was repeated later by Castañeda and Cubillos (2002) for the period 1998-
2000, and they also found that participating in the PNM reduced the probability of closing.  
Later, the second version of the MSE law was also evaluated, this time using a qualitative 
approach. This study concludes that the new version of the MSE law (Law No. 905) was 
not consulted with social partners and worsens the problems of the former law (509). They 
argue that since this new law generates two parallel systems and that critical problems – 
such as tax, sanitary and credit regimes for MSEs – remain. They conclude that an 
important lesson is that the roles of the government and the civil society have to be clear for 
an effective support to MSEs, and that issuing a law is not sufficient to promote MSEs, 
especially when this law is not derived from consensus.50  

All these cases show that most countries in Latin America understand that a secure 
way to improve compliance and improving workers conditions, without reducing firms’ 
profitability, is to increase labour productivity and firm’s competitiveness. In other parts of 
the world, such as in Europe for example, other approaches, such as institutional 
mechanisms are used to reduce undeclared work – such as prevention, enforcement and 
awareness (see Figure A7 in the Annex). However, as Marcon (2006) mentions, we have to 

 

50 Note that in a quantitative approach to evaluation, these types of conclusions could not be derived. 

�
 �2	���/*�����
����,�
�����������-
�
������

*�	
��456���2������������8����	������	��
���.�
���A 	��� �����;�#��� ��	����8.��������� ���������������
���������� ���
(���
���	������

���	��
�����������

4�� �8.� 456�"4566!� 
�	
�	������� �	� ����	�������#�� �� ��	�	��� ��
�	�
��� �������	
�� �	�� 
������� '�� 
������ � �	�
�#������	��
��	
����	����  ����	��
�����������	���� �������� ����	�������������������

��� �8.� 4566"455�!� ���%���	�� ������������ ��
�	�����
 ��� ��#��� ��	��� �	��� ��	������� ����	�)����	�� ����� �

�������%���	��� ��	�����������	�	����	��
�������'� �
�����������8����	���
��	
����
�����.�
���A	��� �� ����

@�� �8.� 4554"455�!� :	� �#�������	� �
� ����  ��#����� �� ����	
�� �	��
����� ����� ������ �8;.� ���� ����
���

�#������� ���� ��
�� �� ������ �	� 
������� �� ��
����� 
 �	
���	��� �	�� ���� ��
�	�����
��� ��#��� ��	��� �����
 ����
����� �8.� ���� ������	���� �������� ���� �� ��#���	�� �
� ��
�	����(�� ���%���	��� 
�	�	
�� �	�� ��	��������
 ��
����	
���

����8.�455�"4556!�'� ����	�������(������
��	������� 
�	�	
����� ���������
�����
�	�����
������#�
����	� ���
	����	���������
�������%��



 

38 

take into account that in Europe, the problem seems to be qualitatively different from Latin 
America. Not only the informal economy explains a minor share of the labour market, but 
contrary to Latin America, where these activities are visible, in Europe most of these 
activities are undercover or illegal. For these reasons, caution must be taken when 
comparing these experiences.  
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4. Conclusions and agenda 

This report provides results of the first stage of a two stage research, regarding the 
economic implications of labour and labour-related laws on MSEs. The first part of the 
report provides a quick review of the existing literature on this subject and it is expected 
that the second section provides evidence from empirical research findings – basically 
primary and comparative data. This report concentrates on the review of the Latin 
American experience although some references are given for countries in other regions.  

Since MSEs provide a large share of employment in the labour market, a tendency 
towards a separate labour regulation for MSEs has been witnessed in Latin America. The 
literature review points out the most common economic effects in the region, along with the 
methodological approaches and pitfalls utilized in detecting such effects. Most of the 
literature seems to focus on a few variables; such as a specific relation between a particular 
legal provision and one or two economic variables, without much examination of the 
possible positive effects of the legal provisions. Most of the economic studies focused on 
general effects of laws, although there may be different results when viewed in terms of the 
firm size. Specific literature on the impact of labour law on MSEs is certainly scarce 
although a diverse set of mechanisms exists in the region (at least in Colombia, Brazil, 
Chile and Peru) which may be worth examining in greater detail.51    

In any case, some interesting lessons arise from the present review. First, some 
interesting findings have come to light in relation to the regulated and unregulated sectors 
(corresponding to formal and informal economies in many ways). Theoretically, there are 
two main options in a situation in which a labour market is divided between a sector 
covered by the regulation and another sector that is not covered by the regulation.52 One 
approach seems to lower the standards of the regulated sector to provide opportunity for the 
unregulated sector to raise its standards simultaneously. Another approach could be to work 
directly with the unregulated sector to detect why compliance rates are so low among them. 
The first strategy has already been implemented in several countries in Latin America. 
However, after more than a decade of reforms, what are the reasons why informality rates 
are still rising? One explanation may be the structure of Latin American labour markets.  

As presented in Figure 10, Latin American Labour markets have large shares of 
workers in the MSE sector as well as independent, domestic and family workers besides 
having a large pool of workers in the rural areas. The percentage of workforce generally 
covered by the labour and labour-related regulation is rather small, represented by a small 
circle, usually concentrating on medium and large enterprises. This fact has been used to 
justify labour reforms in the past. However this fact can also explain why those reforms did 
not produce the expected results: those reforms assumed that the large share of workers in 
the unregulated sector could be incorporated into the small circle of protected workers. This 
meant that reformers expected this small circle would grow and absorb the huge 
unregulated sector as a result of only labour law reforms. However, it has been ignored 

 

51 Why this literature has developed so little in the region. There could be several explanations and 
the lack of experience with evaluation of any law in general could be one of them. Another reason 
could be that in Latin America, the development of firm level data is very limited, especially for 
small firms (we have excellent household data but labour demand analysis requires firm level data). 
On the other hand, labour and labour-related laws in Latin America vary too much in short periods of 
time. Finally, in most Latin American countries, MSEs workers – the most interested in these 
evaluations – have limited rights to representation and voice. 
52 Freeman, Richard (2005). 



 

40 

what really drives the size of this circle, which is the magnitude of labour productivity 
determined by other variables. The reform process also seemed to be oblivious of the fact 
that the effect of reforms takes rather long gestation period before any results are evident.   
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Secondly, regarding the economic implications of the labour law, the above review 
has detected diverse effects. In some cases, such as the fundamental rights, it is very clear 
that law and its effective application should prevent intolerable situations. Currently, there 
is a general consensus about the Fundamental Principles relating to child labour and forced 
labour, which should not exist since these practices have both social and economic 
implications. 

In other types of law however, there are positive and negative economic effects, with 
the net effect being important. The literature review in this report concluded that most 
studies focused only on one parameter, usually the one related to negative effects with 
positive effects being rarely assessed. A more balanced approach is then needed in order to 
avoid, as much as possible, to assess both possible positive and negative effects. At the 
micro level, labour and labour-related laws can protect workers and increase their 
bargaining power, but this protection also may mean economic implications affecting 
employers´ incentives to growth and employment generation. At the macro level, labour 
and labour-related laws introduce equality in the labour market but, since it has costs, this 
can also affect efficiency and aggregate economic variables.  

Hiring and firing laws regulate job and income security (entries and exits), and 
therefore they affect labour turnover, labour demand and productivity. Unions and 
collective bargaining regulations seek to equate bargaining power, but this affects 
profitability and could affect productivity. Payroll taxes always take resources out of the 
labour market and therefore always have negative effects especially on labour demand. This 
is different in the case of social security contributions, especially when there is a return for 
these contributions, for example, in the form of reduced risk at work or worker-related 
risks. It would be useful and interesting to analyse what net economic effect payroll taxes 
or social security contributions have. When social security contributions provide negligible 
or no return to workers or firms (due to systemic inefficiencies), they act exactly like a 
payroll tax. Finally, in the case of the minimum wage, the regulation attempts to reduce 
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abuse in the labour market, introducing wage equality but this can also affect the firm’s 
labour demand.  
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With the knowledge that both positive and negative effects occur, the question is then 
about magnitude of such effects and the offsetting capabilities as regulatory changes are 
introduced. Therefore, laws do not need to be “minimal or maximum”; they need to be 
“optimal”. The discussion about minimum laws or maximum laws is normal among social 
partners since the labour relation is not only complementary but also is competitive. 
However, from the point of view of the law (in other words, the State), balance is required.   

This point can be better expressed with an example from the hiring and firing 
regulation that has been heavily reformed in Latin America in recent years. Since these 
regulations affect turnover and productivity then the question is about the form of the 
relation between these two variables. Some people seem to think that this relationship is 
linear, since they are always trying to reform firing costs no matter what the current 
situation is. If this relation is linear, then higher turnover would always increase 
productivity (via increased efficiency). However, empirical evidence seems to show that 
this relation is not linear but rather concave (see Figure 11). In this case, turnover increases 
productivity only up to a point, beyond which higher turnover means less productivity. This 
is the finding of Harris, Tang

 

and Tseng (2002) for the Australian case, in which they find a 
positive effect meaning that still further reform in hiring and firing regulations in that 
country could improve labour productivity. For the Latin American case, Chacaltana and 
García (2004) found a negative relation in Peru meaning that in this country further reform 
could reduce labour productivity. 
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Thirdly, a tendency towards creating specific legal provisions for MSEs in Latin 
America has been found. Reasons for this tendency are specific characteristics of MSEs, the 
type of labour relations within them and their lower productivity levels that impose 
restrictions to some procedures or regulations in the context of traditional labour relations, 
non-liquidity constraints, and the existence of important collaterals or rapid access to 
financial markets.  

On the one hand, countries such as Peru and Paraguay are implementing special labour 
regimes, in Peru specific for MSEs and in Paraguay for the youth (including MSEs). The 
evidence however shows that in Paraguay no firm has used this system yet after three years 
of existence and in Peru five thousand out of two million firms are using it. This seems to 
indicate that the mere reduction of social protection or workers’ benefits through labour law 
reforms is not enough for encouraging small enterprises to formalize (Morgado, 2006). The 
incentive for formalization seems to come from outside the labour cost equation. 
Particularly, the tax costs and labour productivity seem to be more powerful instruments for 
formalization than the reduction in workers’ protection. On the other hand, in Chile, the 
approach seems to be to address directly the problem of low compliance among MSEs 
attacking one of its causes, lack of knowledge. Although impact data is not clear yet, this 
provides a new approach for tackling the challenge and therefore poses a new agenda for 
reform on procedures, both on the labour relation and the inspection service.  

Considering these evidences and lessons, it is clear that the second stage of this 
research is needed, especially considering the rich experience of approaches being used for 
the promotion of MSEs in the region. In particular,  although some evidence about what 
works and what does not has been provided by this quick review, a detailed analysis of 
specific country experiences (such as the one in Peru) could provide more information. For 
this purpose a selected number of comparable cases would be needed as well as a uniform 
research framework (Chile, Colombia and Brazil for instance). For example, even though 
public efforts to support MSEs have more or less common objectives (to support MSEs and 
to improve MSEs workers´ conditions), the scarce evaluations found do not review the 
same variables, and indeed they analyse different performance indicators such as the 
probability of complying after a period, or the survival rate of MSEs, or employment 
generation.   
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Another – more complex – set of questions would be what works better: labour cost 
reductions, tax reductions or simplification procedures? Do they work better alone or 
combined? How do these effects vary under different scenarios for labour productivity 
evolutions? For these types of studies (detailed country analysis or comparative 
evaluations) primary data on each country experience is needed even if these assessments 
do not include econometric considerations (econometric analysis would need even more 
detailed data at the firm level).  
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Annex 2 

Methodological Appendix 

A review of econometric impact methods for evaluati on 

There is a growing literature that takes a quantitative approach in order to assess the effects of labour 
market interventions. Most of these methods rely on the existence of a counterfactual, or comparison 
groups to assess impact, i.e to identify the effects caused by the interventions and not by other 
phenomena. However, in the case of labour and labour-related laws, by definition these laws affect 
all people or enterprises in a country or region and for that reason there is no possibility of 
constructing a comparison group as a counterfactual. Several methods haven been used to address 
this problem. We identify at least four methods frequently used by the specialized literature. In order 
to guide the description of these methods it is appropriate to differentiate between reduced form and 
structural form estimation, and also to specify what an identification strategy of causal effects is.53   

·  Estimation of reduced forms means estimating net impacts of causing variables on the variables 
(outcomes) of interest. Economic theory is used to frame causal questions and propose 
alternative hypothesis to be tested using an empirical identification strategy. The main task here 
is to identify a credible source of exogenous variation in order to isolate the causal effect of a 
given variable (the causing variable) on the outcomes of interest. However, given that the 
sources of variation in a specific context do not apply in general to all possible situations, 
reduced form results are not easily generalized to other situations.  

·  Estimation of structural modeling of behavioural functions, and the main problem is estimating 
parameters supposed to enter people’s behaviour (such as utility functions, firms’ production 
functions, government’s loss functions, and so forth). This type of estimation identifies the 
fundamental structure of an economic model, and therefore using the results of these procedures 
the researcher is able to make causal statements and to generalize the results.  

Ideally, we would want the causing variable to be assigned randomly across individuals or firms so 
running a regression of the outcome on the causing variable will yield unbiased estimates of the 
causal effect going from the causal variable to the outcome. However, in real situations, the causing 
variable is not randomly assigned. Therefore, we need to design empirical strategies aimed at 
eliminating likely biases in order to identify a causal relationship in an observational study (as 
opposed to an experimental study, such as clinical trials, where the researchers can assign randomly 
the causing variable among individuals). In many applications, policy changes such as the 
introduction of new regulations or abolition of regulations in place serve as sources of exogenous 
variation as long as these changes are unrelated directly to the outcomes of interest. 

The Cross-Section (CS) estimator 

The cross-section estimator is the basic design to assess the causal effect of one variable over 
another. In a regression framework, it consists on running a regression of the outcome on the causing 
variable and to control for additional variables that are confounded with the causal variable. The 
intuition is that including these additional variables allows attaining the ceteris paribus condition,54 
so the relationship between the causing variable and the outcome can be estimated without biases, 
and therefore can be interpreted as a causal relationship. Assuming that we have a sample of 
individual units i , that the outcome of interest is represented by Y , the causing variable by C , and 
the additional variables by X , the regression framework can be represented by the estimating 
equation: 

 
53 Most of the description of methods and their pitfalls presented in this overview is based on work 
by Heckman and Robb (1985), Meyer (1995), Angrist and Krueger (1999), Heckman, LaLonde and 
Smith (1999). 
54 Ceteris paribus, means “keeping all other things constant”. 
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iiii XCY eba +G++= . 

In this expression, e  represents the regression error. This estimating equation is usually estimated 
using Ordinary Least Squares (OLS), although other estimation techniques can also be applied. The 
coefficient b  captures the relationship between the causing variable and the outcome. The main 
identification assumption of the CS estimator is that the causing variable is uncorrelated to the 
regression error. If this is the case, the CS estimate of b  identifies the causal relationship between 

the causing variable and the outcome.55  

The main problem of the CS design is that causing variables are seldom randomly assigned, that is, 
they are not exogenous. In most situations, it is impossible to include all the additional variables 
correlated to the causing variable in the regression model simply because these variables are not 
available to the researcher in the data. Thus, CS estimates are often affected by omitted variable bias. 
In general, it is difficult to ensure that the causing variable is truly exogenous, this happens because 
in real life many events and features of an individual or a firm are intertwined.56 A second problem 
with CS estimator is over-controlling. This occurs when a covariate affected by the causing variable 
is included in the regression model. If the relationship between these two variables is positive, the 
inclusion of the additional covariate will lead to a downward bias on the estimation of the causing 
variable because some of the causal effects will appear through its relationship to this covariate. 

The Before-After (BA) estimator 

The before-after estimator exploits temporal variation that defines a pre-change period and a post-
change period associated to the causing variable. This estimator is applied in empirical work when 
the same change in the causing variable or the policy change applies to the population at large, so 
everyone gets exposed to the new level of the causing variable or the new policy regulation (we 
observe only one group in both pre-change and post-change periods). If the policy change associated 
to the causing variables is the only change in the environment, then the temporal variation in the 
policy allows estimating the effect of the causing variable on the outcome of interest by comparing 
outcomes before and after the change. Assume that we have information for two cross-section 
samples of the population, one before the change (0=t ) and another after the change ( 1=t ). In 
such a situation, the before-after design to estimate the causal effect of the change can be expressed 
using the following regression model:57 

 

itiitY eba ++= Post , 

Here, Y  is the outcome of interest (wages, hours of work, labour demand, etc.), e  is the regression 
error, and Post is a dummy variable that takes a value of one if the observation comes from the 
period after the policy change and zero otherwise (that is 1Post=  when 1=t  and 0Post=  
when 0=t ). The BA estimator of b  is equivalent to:58 

 
55 Notice that this identification assumption is different from the OLS requirement that the regressors 
are uncorrelated with e . OLS “mechanically” impose this assumption to the data in order to get an 
estimate of b . The causal interpretation of the OLS estimate of b  comes only if we can ensure that 

nothing in the error term e  remains correlated to the causing variable. 
56 For instance, when estimating the returns to schooling, it is difficult to ensure that schooling is an 
exogenous variable. It is surely related to ability, which also affects earnings. Omitting ability in an 
earnings regression biases the estimate of schooling coefficient in an earnings regression, making 
difficult to interpret the estimated relationship between schooling and earnings as causal. Typical 
ways to attenuate the extent of omitted variable bias is to include as many covariates as possible to 
attain what the ceteris paribus condition, that is, to maintain everything else equal.   
57 Additional variables can also be included in the regression equation. 
58 See Heckman and Robb (1985) or Meyer (1995). 
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In this expression, the bar indicates an average over individual units and the subscripts indicate 
whether the average corresponds to the period after the policy change ( 1=t ) or to the period before 
policy change ( 0=t ). In other words, the BA estimator is simply the difference between the 
outcome of interest before and after the change.59 The main identifying assumption of the BA 
strategy is that in the absence of the policy change, b  would be zero. 

This empirical strategy is not valid in general, but in some applications may be appropriate. In 
particular, this strategy would be useful in situations when there is a sharp change in policy or in the 
causing variable and when individual units are comparable over time in the absence of the policy 
change. In many cases, it is difficult to obtain unbiased estimators of changes in law because many 
other changes and secular trends occur at the same time as the change analysed. For instance, 
changes in labour codes and trade liberalization were implemented during the nineties in several 
Latin American countries and both policy changes affected all workers or firms and it is difficult to 
separate their net effects.  

An alternative approach consists of a two-step procedure. In the first step, the parameters of an 
underlying relationship (such as labour demand elasticity) are estimated over time. Then, in the 
second step, the effect of interest is isolated by estimating a pre-post regression using the estimated 
parameters from the first step as the dependent variable and a time dummy for the post-reform 
period as the main explanatory variable (obviously, many other conditioning variables can be 
included in this regression to reduce the omitted variables bias problem).   

Pitfalls. The major problem with the BA estimator is the possibility that the group before the policy 
change and the group after the policy change are not comparable. The main identification 
assumption of the BA is that these two groups are comparable in the absence of the treatment. 
However, it is possible that other unobserved factors besides the policy change under study affect the 
analysis group. If this is the case, then the BA estimator would pick-up these other factors together 
with the true effect of the policy biasing the results. One possibility to solve this problem is to 
identify sub-groups affected by these other secular factors but unexposed by the policy change. 
Then, any time invariant secular trend can be removed by taking the difference between the BA 
estimate for the exposed and unexposed groups. This is the intuitive idea of the next identification 
strategy. 

The Difference-in-Differences (DD) estimator 

Difference-in-differences techniques are an extension to the before-after method that applies when 
certain groups are exposed to the causing variable while others are not. Exposed units comprise the 
treatment group, while unexposed units the control group. The method consists of taking the 
difference of the outcome of interest before and after a change in the causing variable for the 
exposed group and then difference away the difference of the outcome before and after the change 
for the unexposed group, thus the term difference-in-differences or double difference. The DD 
strategy is well suited when sharp changes in the environment or changes in government policy are 
observed and when these changes generate variation across groups affected and not affected by 
them, thus generating a treatment group (exposed) and control group (not exposed).  

In a regression framework, the DD estimator is obtained by estimating the following regression: 

ititiitiitY ebaaa +´+++= )TreatmentPost(TreatmentPost 210 , 

Here Treatment is a dummy variable indicating whether an individual unit belongs to the exposed or 

treatment group. The coefficient on the interaction term )TreatmentPost( iti ´  is the parameter 

of interest, it captures the variation experienced by treated units relative to the control units because 

 
59 Under this approach, the identification of b  does not require data on individual units as long as 
only grouped means are required and thus aggregate data is sufficient to estimate the effect of 
interest. However, in order to obtain standard errors and to perform statistical tests data on individual 
units (repeated cross-sections) or time series data on aggregates are required.  
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of the causing variable. As such, the key identification assumption is that the interaction term is zero 
in the absence of the change in environments or policies. It can be shown that the DD estimator of 
b  is equivalent to:60 

)()(ˆ
0101
CCTT

DD YYYY ---=b , 

In this case, the superscripts T  and C  denote the treatment and control groups, as before the bar 
indicates an average over individual units and subscripts indicate time post policy change ( 1=t ) 
and pre policy change ( 0=t ). Note that the DD estimator eliminates any secular trend associated to 
the passage of time by taking the difference between treated and control units before and after the 
policy change.  

A variation of this model arises when the interaction between the time variable and the treated 
variable is not enough to correctly specify the group from which the effects of interest shall be 
estimated. In particular, it might be the case that among the treatment group only a sub-group is 
really being affected by the change we are interested in. When this situation arises, a natural 
extension of the DD strategy is to consider higher-order interactions to isolate the effect of interest. 
Assuming that on the treatment group there is a particular sub-group of affected individual units after 
the change in the law, alongside the variables indicating the post reform period and the indicator of 
the treatment group, an additional variable indicating whether a treatment unit belongs to the 
affected sub-group shall be included in the regression model. Then, the effect of the change in the 
law is estimated from the interaction of these three variables. In terms of the previous discussion, 
this procedure is a difference of difference-in-differences, usually denoted as DDD in the labour 
economics literature.  

Kugler (2001) implements a DDD strategy to estimate the effects of changes in labour regulations in 
Latin America. The study examines the effects on hourly wages and weekly hours of work of the 
1990 Social Security Reform in Colombia. The reform enacted in 1990 replaced the traditional 
severance payment system with a severance payment savings account (SPSA) system. Under the 
new system, employers must deposit severance payments equivalent to 8.3 per cent of the current 
salary into workers’ savings accounts on a monthly basis. The new system applied automatically to 
any worker hired after January 1st 1991. Given that Social Security legislation applies only to formal-
sector workers, the identification strategy used by Kugler relies on the interaction between post-
reform time, formal-sector workers, and short-tenure workers. From a theoretical standpoint, as long 
as mandated benefits are valued by workers and they can collect from their accounts the proceeding 
of these payments without uncertainty, the costs of severance payments can be shifted from 
employers to employees. Kugler finds that hourly wages fall by 4.2 per cent for treated workers –
formal and short-tenure workers (workers with less than 2 years of tenure in 1992 and less than 6 
years of tenure in 1996) – this is equivalent to a 50 per cent shift of the 8.3 per cent severance pay 
contribution by employers. Regarding hours of work, Kugler finds a positive effect of the reform.  

DD strategies help solving some of the problems of the BA method to estimate causal relationships. 
However, as any other empirical strategy there are potential pitfalls under these strategies as well. In 
general, DD strategies will break down when selection of units into the treatment and control groups 
depend on pre-existing differences in outcomes. This makes treated and control units not comparable 
in other unobserved dimensions, so the second difference that removes secular time invariant secular 
trends is not enough to identify the true causal effect. For instance, in the labour training programme 
evaluation literature, it is common to compare the gain on earnings between participants and non-
participants to estimate the effect of training on earnings. However, as Ashenfelter (1978) and 
Ashenfelter and Card (1985) pointed out, earnings of programme participants usually drop in the 
period just before they enter the programme, which might be the actual reason they enter the 
programme or make them more likely to seek treatment. This is known as the Ashenfelter’s dip in 
the programme evaluation literature. In general, the DD design is not well suited when we suspect 
that time variant trends are present. In the context of policy changes such as labour reforms, DD 
strategies will likely break down if the policy change is targeted to some groups based on pre-reform 
differences between treatment (exposed) and control (unexposed) individual units. In this case, given 
the institutional setting of the labour change, it still may be possible to estimate the causal effect of 

 

60 See Meyer (1995) or Angrist and Krueger (1999). 
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the policy change if the targeting mechanism is known and information on the variables that 
determine exposure are available to the researcher in the data.  

A second potential problem with DD strategies is that of functional form dependence. This occurs 
when the average level of the outcome of interest is very different between treatment and control 
units before the policy change. In such a situation, the magnitude or even the sign of the DD effect is 
sensitive to the functional form being estimated. For instance, it is possible that when estimating a 
DD regression model with the outcome in levels no effect is obtained, but when the model is 
estimated with the log of the outcome as the model’s dependent variable instead, a statistically 
significant relationship arises. Thus, it is a good practice to compare outcome average levels between 
treated and control units in the period before the policy change (the pre-reform period), and to check 
the robustness of results to different functional form assumptions.  

A third potential threat to DD strategies, which also apply to other strategies that assume common 
effects,61 is the presence of treatment effect heterogeneity. This problem occurs when treatment and 
control units respond differently to the policy change. A fourth threat to the validity of DD strategies 
is the possibility of omitted interactions that occur when there exists a relationship between the post-
reform variable and the exposure status variable besides treatment. For instance, assume that 
concurrent with labour legislation reforms that modify severance payments and payroll taxes one 
observes a period of economic expansion unrelated to the reform. It is likely that different income 
groups are affected differently by an economic expansion, thus additional interactions might be 
needed to correctly specify the model. Finally, DD strategies also break down when the policy 
change generates general equilibrium effects, that is, when changes in the environment cause 
changes across markets or across sectors and effects in a market have feedback effects on other 
markets. 

Structural estimation methods 

Structural methods begin by constructing a fully specified model of the economy; it could be a 
partial or a general equilibrium model, in which the relationship between variables of interest 
(outcomes as well as causing variables) are considered. This model is solved to obtain policy 
functions, that is, optimal response functions. In some cases, the fundamental parameters of the 
model can be estimated if data is available, in other cases these parameters are calibrated from other 
sources. Once all these ingredients are in place, the model can be used to simulate what would 
happen had a variable (such as firing costs) of the model changed. The major advantage of structural 
models is that if we are able to estimate the underling parameters of the model, so we can predict the 
effects of virtually any policy change that directly manipulates either prices or income. Up until 
recently (last two decades), structural models were rather simple because of the computational 
requirements to solve them or to estimate them. Thanks to the constant improvement of computer 
capabilities and processing speed, structural models are becoming more complete.  

One of the major problems and sources of potential pitfalls of structural models and methods is 
precisely the imposition of arbitrary structure to the data. The main problem of imposing structure to 
the data is that this structure could be misspecified, leading to wrongful results, especially when 
assumptions about the functional forms of preferences or technology are often inconsistent with the 
data. A second problem of these methods is that they require large amounts of information in order 
to estimate the parameters embodied in the models. It is usually difficult to get enough data in order 
to obtain all the ingredients required to estimate these parameters. This often drives researchers to 
calibrate their models instead of estimating them, setting simple functional forms, and obtaining the 
parameters either from cross-section or time series datasets. In many cases, researchers obtain some 
of the parameters in their models from other micro-econometric studies, which may generate 
problems of inconsistency because the identification assumptions of these micro-econometric studies 
might be incompatible with their own model. Additional limitations to the solution and estimation of 
structural models are related to complex calculations required that entail high computational burden 

 

61 The cross-section, before-after, and difference-in-differences models assume what is known as the 
common coefficient model. In short, the common coefficient model refers to situations in which the 
response to treatment does not vary across sub-groups in the population. See Heckman and Robb 
(1985) or Heckman, LaLonde and Smith (1999) for details. 
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even for fairly simple models and what is called in this literature “the curse of dimensionality”. 
These limitations restrict the models to consider just a few variables in order to keep the model 
manageable (particularly when the variables under analysis are continuous variables), and often also 
force researchers in this area to impose assumptions not intrinsic to the economics of the problems 
under analysis for computational convenience. 
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