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Preface

The primary goal of the ILO is to contribute witrember States to achieve full and
productive employment and decent work for all, iiéshg women and young people, a goal
a goal embedded in the ILO Declaration 2008Sameial Justice for a Fair Globalization,
and" which has now been widely adopted by the internaticommunity.

In order to support member States and the socréhgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises fatgrrielated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnanthose explaining and elaborating
the concept of decent wofkn the Employment Policy Convention, 1964 (No. Y12thd in
the Global Employment Agenda.

The Global Employment Agenda was developed by th® through tripartite
consensus of its Governing Body’'s Employment andigdPolicy Committee. Since its
adoption in 2003 it has been further articulated avade more operational and today it
constitutes the basic framework through which th@ pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a lasgge of technical support and
capacity building activities, advisory services gralicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming tie tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwd®s publications consist of
books, monographs, working papers, employment tepmd policy brief§.

The Employment Working Papesgries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepadtments and programmes of the
Sector. The working papers are intended to enceuexghange of ideas and to stimulate
debate. The views expressed are the responsibflitie author(s) and do not necessarily
represent those of the ILO.

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmithload/dg_announce_en.pdf

2 See the successive Reports of the Director-Gerethk International Labour Conferen@ecent
work (1999);Reducing the decent work deficit: A global challe@001); Working out of poverty
(2003).

®See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

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






Foreword

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

Aside from legal and moral arguments, economiconadie is essential for wider
compliance to labour law, particularly by the infa@l enterprises. This paper examines the
economic effects of the labour law, particularlyioformal economy in selected countries.

The paper carries out a general review of labow reforms in Latin American
countries. Besides reviewing the studies carriedimwseven countries, the report also
discusses the topics of hiring and firing, orgamgziinions, collective bargaining, taxes and
social protection and minimum wages in twelve caast

The economic effects of above labour-related prongsare analysed in the report by
using various economic approaches, i.e., crosgeseapproach, before-after estimator,
difference-in-difference estimator, structural estiion methods, etc.

It also discusses the special labour regime in Baducompares with exceptions in
other Latin American countries. It then estimateseconomic incentives for the transition
of the informal economy to formality.

The report was prepared by Juan Chacaltana uneléethnical supervision of Gopal
Joshi of the Small Enterprise Programme in theQaation and Enterprise Development
Department. The secretarial services of Annie Guiyompreparing and publishing this
report are greatly appreciated.

Martin Clemensson David Lamotte
Programme Manager Director a.i.
Small Enterprise Programme (SEED) Job Creation and
Enterprise Development Department
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Executive summary

There has been a tendency in Latin America towardsiding a separate labour
regulation for MSEs since they remain a major mtewiof jobs. This report provides

results of research regarding the economic imptinatof labour and labour-related
laws on MSEs. The first part of the report provideguick review of the existing literature
on this subject and the second section provideteage from empirical research findings.

Latin American labour markets have large sharesarkers in the MSEs as well as
independent, domestic and family workers and aelgrgpl of workers in the rural areas.
The percentage of workforce generally covered yldbour and labour-related regulation
is rather small, represented by a small circlealiguconcentrating on medium and large
enterprises. This fact has been used to justifgdabeforms in the past.

The literature review in this report concluded theare positive and negative
economic effects of the labour law in general (ottien the Fundamental Principles)
although most studies seemed to have focused anlgne parameter, usually the one
related to negative effects, with positive effelsesng rarely assessed. A more balanced
approach is needed in order to assess, as muchsailp, both positive and negative
effects.

At the micro level, labour and labour-related laves protect workers and increase
their bargaining power, but this protection also/meean economic implications affecting
employers” incentives to growth and employment gian. At the macro level, labour
and labour-related laws introduce equality in thigour market but, since it has costs, this
can also affect efficiency and aggregate econowaniables.

For instance, hiring and firing laws regulate jaldancome security (entries and
exits), and therefore they affect labour turnoVabpur demand and productivity. Unions
and collective bargaining regulations seek to e#lmrgaining power, but this affects
profitability and could affect productivity. Wherodal security contributions provide
negligible or no return to workers or firms (duesistemic inefficiencies), they act exactly
like a payroll tax. Finally, in the case of the mimm wage, the regulation attempts to
reduce abuse in the labour market, introducing wageality but this can also affect the
firm’s labour demand.

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

Although some evidence about what works and whas dmt has been provided by
this quick review, a detailed analysis of specifimintry experiences could provide more
definitive evidence of economic implications of thbour law. A selected number of
comparable cases with a uniform research framewaokld be useful in providing
comparative analysis.



1.

Introduction

The relation between labour regulation and econsrh@s always been a topic of
great interest and debate for social actors, piaits and academics. In Latin America,
there is a common idea that labour and laboureélktws impose “rigidities” to the labour
market that need to be removed in order to prorantployment generation. According to
this view, labour and labour-related regulationkhcaugh created to help and protect
workers, may actually hurt them, reducing the itiees of enterprises to hire them and
reducing the efficiency in the general econonWherefore, labour regulations should be
minimal. Another vision, however, considers thats thconventional view” generally
ignores the positive effects that labour and labrelated laws could have on the labour
market and assumes that the prior to a regulateslifamarket — a hypothetical without
regulation situation — is always better, in termsfficiency and equality, but there is no
proof of it and in fact, they suggest that it cobklworst (if it ever exists).

In the last 15 years, the dominant vision in La&merica has been the first and as a
consequence, the region has witnessed a tendenayds the reform of labour and labour-
related laws, with a clear emphasis towards mesetfility (Figure 1).

Change of the penalties for dismissal level

More collective bargaining role in labour relation ]

New penalties for dismiss ]

More temporal contracts ]

SMEs exceptions to labour law ]

Hours of work flexibility ]

Integral minimun wage ]

Longer trial period ]

New extrajudicial conflict resolution |

Wage flexibility via collective agreement ]

More dismissal causes ]

More descentralization in collective bargaining |

0 1 2 3 4 5 6 7 8 9

Number of countries (out of 1

Source: Vega (2005).

Figure 1 shows that most of these reforms, focusetiring and firing regulations —
probably because it does not only affect the cotthe firms; but also the bargaining
power of workers — and also in collective bargainiaegulations, especially towards a more

® Heckman and Pagés (2003).

® Freeman (2005).



decentralized negotiatidnin some countries there is already some kind oEM&xception
to labour laws.

After almost two decades of reforms, labour mastaictures in the region have not
improved. On the contrary, unemployment rates smed from 7.9 per cent to 11.7 per
cent from 1990 to 2002, and informality rates iased from 42.8 per cent to 46.5 per cent
in the same periollt is true that some institutions argue that tHese results were caused
by incomplete reforms and therefore more reformesded, but there is no evidence that
more reform would improve this situation.

While this debate has not been solved yet, anduadh labour reforms implemented
in the last two decades have not been completedjuaied, a new generation of labour
reforms is appearing in Latin America, which coestdthat labour and labour-related laws
should treat differently to firms of different siZeThis is a very appealing idea in a region
with high informality rates, a large share of tladdur force working in small and low
productivity business, and where there seems t@ Ipmsitive correlation between the
capability of governments to effectively impleméadtour and labour-related laws and firm
size.

The concern about MSEs is therefore validn fact, almost every country in the
region has already some kind of differentiatedtineat by firm’'s size, at least in some
parts of the regulations. However, the new tendeogyards a completely different or
special regime for MSEs is new. It already exist$eru and Paraguay (Vega 2006), to a
lesser extent in Argentina and Brazil (Morgado 208&d there has been debate about it in
at least Venezuela and Mexith.

Are these reforms the answer to the low compliasfdabour and labour-related laws
among small business? Are labour and labour-reledsts so crucial for small firms that a
reduction in these costs would be sufficient fomptying with labour and labour-related
regulations and also with other regulations (susttaxes and registry costs)? Are there
other ways to increase compliance to labour lawregddSEs? The objective of this report
IS to discuss these issues based on a quick refigve Latin American experience. For the
above work, ILO publications and documents androdivailable literature were reviewed
along with publications from other multilateral ag&s, research organizations and donors.

" In this case, although reforms toward an improwemie collective rights have been observed,
problems of effective implementation of these la@main high.

8 ILO (2005)b.

° For example, the 2006 Iberoamerican LabourLaw Siimoonsidered this as one of the main
topics.

%1n fact, it is probable that the 90s reforms cchdae had a differentiated effect by firm size. Whi
some regulations (hiring and firing for examplellcbhave affected workers from large firms in a
greater extent, other changes could have affecterk IVISE's workers. Chacaltana (2003) for
example, finds that in Peru, after the reform te gension system (that created private funds, and
changed the responsibility of payment from empley&r employees) affiliation rates fell more
among SME workers, than among large firm workers.

1 See for Venezuela Conindustria (2001) and for kiexSanchez-Castafieda (2006).



2.

Economic implications of labour and
labour-related laws

The labour relation in economics has two sides @dhatnot possible to separate: first,
it has acomplementaryside because workers and employers complement ataeh in
order to produce, and second, it hammpetitiveside because after the production process
is finished, workers and employers compete withheather for the benefits of the
production:? As expected, the results of the competitive precktermine who gets more
of what is produced and it depends on the bargaipower of the parties involved. The
main economic rationality for the existence of labdaw is that there is an important
market failure, an asymmetry in the bargaining pob&tween employers and employees,
which is stronger for employet$From this point of view, labour law constitutesnarket
institution that regulates its functioning, sineaperfect labour markets do not produce
optimal outcomes in economics both from the indraldand/or the social point of view.

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

There are many channels through which these lafestaéconomic incentives and
variables. In fact, depending on the type of lawlgsed, affected variables could be so
diverse that specific studies for every case wdglcheeded. For example, analyzing the
effects of fundamental labour standards on ForBigect Investment (FDI) flows, Kucera
(2002), argues that there are negative and alsovgosicentives. A negative effect is that
indeed labour standards increase firm’'s costs a&ddice incentives to FDI. However,
positive effects arise from the fact that freeddnassociation increases political stability
and the reduction in child labour and discriminationcreases human capital, thus
increasing the incentives for FDI. The final effdtiat they find positive, is the balance of
these two forces.

All these variables and processes are involvedshthe relation of one type of labour
and labour-related law and one economic variabls.rot the purpose of this quick review
to analyse all the incentives and variables aftebigall types of labour and labour-related
laws on all types of economic variables, but itlear that most of these laws also generate
negative and positive forces and affect many in¢eliate variables. Figure 2 shows a
general review of the most common variables meatioim the Latin American literature
reviewed. Labour and labour-related laws regulagelabour relation and affect variables,
both at the micro and the macro level. As we wde dater, most studies usually only
perform partial equilibrium analysis basically trgito assess the effects of one type of
regulation on one or two variables.

It is important to mention that labour and laboelated regulations should aim to
increase social welfare. However, since the lalbelation has two parties, many situations

could arise. If both workers and employers winaa®nsequence of the law, this regulation
undoubtedly increases social welfare. However,né garty wins and the other looses

2 Ehrenberg and Smith (2003).

13 http://www.law.cornell.edu/wex/index.php/Laboutt#tar_law:_an_overview



(which is the most common situation), then socielfare increases only if the gain of the
first is bigger than the loss of the other. Sometirit is difficult to assess gains or losses,
and even some studies usually concentrate on peeofyeffects disregarding the other, and
that is what economists usually discuss abouthi;r¢hapter we present a quick review of
these issues using available evidence for Latin daan.

A

% *

2.1 Variants of the labour and labour-related laws and
its effects

As we have mentioned, the economic effects of labod labour-related laws depend
on the type of law analysed. There are severalskafdabour and labour-related laws and
in this quick review we have found that there as®o aifferent classifications of these
laws In order to simplify the presentation of this mwi we classify them in five groups:
fundamental labour standards or basic rights, ¢niand firing regulations, unions and
collective bargaining, payroll taxes and social usitg contributions, and minimum

* The most common approach is to divide them inethrain bodies: individual rights, collective
rights and process laws. The ILO uses the fundaahant not fundamental rights approach in order
to emphasize that the first are recognized int@nally as a minimum set for all countries and the
latter allow for national specificity. In the Latidmerican case, we have found some studies that
provide general classifications of labour and labmlated laws (Figure Al in the Annex). For
example, Botero, Djankov, La Porta, Lopez-de-S#arend Shleifer (2004) propose four groups:
employment laws, collective relations laws, sosiaturity laws, and civil rights. Employment laws
are related to the labour contract and its condfitichours and time of work, hiring and firing
regulations and procedures. Collective relationsslare related to the right to unionization, to
collective bargaining, institutions and charactarssof the bargaining and dialogue process; ard th
regulations on collective disputes and strikes.i@®ecurity laws regulate the risks of low incoaie
older ages, disability and death, sickness andttheald unemployment. Finally, civil rights are
related to labour discrimination on grounds of racgender, maternity leave protection, minimum
working age and minimum wages. Another classifaratis provided by Portes (1994) — cited by
Kucera and Galli (2005) — who distinguishes foypety of labour and labour-related laws: basic
rights, survival rights, security rights, and civights. Basics rights involve the rights against of
child labour, involuntary servitude and physicakrmon. Survival rights include the rights to a
living wage, to accident compensation and to atéichiwork week. Security rights involve the rights
against arbitrary dismissal, to retirement compgoisand to survivors’ compensation. Finally, civic
rights include the rights to free association, tdlective representation and to free expression of
grievances.



wages-’> What are the likely effects of each type of laband labour-related related law on
economic variables that affect workers, firms ahé tconomy? In this section we
comment some of these questions, at a general, landl 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 th® Ihames the fundamental labour
rights!® Although in the past this was not the case, ctirethere is a high degree of
consensus in the literature about the need forimditimg child labour and forced labour,
especially in a global market economy. Howevelis itilso recognized that there is still
child labour and forced labour in the region. Theegtion is why. Naturally, some bad
employers are making good money out of these pexctind those employers represent a
bad and disloyal competition for employers thandbuse child or forced labour. Then the
guestion is not about incentives, as in the otlases. The question is how those practices
could be identified. Stronger labour inspectiorcallaboration with complying employers
could be a useful approach as the Brazilian caseliawvn.

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

From the economic point of view, discrimination liif§erent sources. First, it can be
motivated by tastes of employers or coworkers, Imictv case, antidiscrimination policies
are simpler because those employers when conframtbdcompetition face higher costs
(quasi fixed labour costs). Second, discriminatiam also be motivated by consumer’s
tastes, and they could be willing to pay for itddhen the situation gets complicated since
market forces perpetuate this situation. Finaligcdmination can also be motivated by
imperfections in other markets — information andducation and training — and adopt the
form of statistical discrimination. In the last tweases, exclusion arises from market
imperfection and therefore positive policies aredes, since equal opportunity policies
can perpetuate inequities. In Latin America, weehaot found papers evaluating these
types of policies.

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

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

'3 This is an empirical classification, since theseugs explain most of the economic literature in
the region in the last two decades.

'8 Fundamental principles and rights cover 4 arepfreadom of association, unionization and the
right to collective bargaining; b) no forced labpa) abolition child labour, and; d) elimination of
discrimination in employment and occupation.



2.1.2 Hiring and firing

Hiring and firing regulations constitute a proteatifor workers, in order to increase
security and stability in their employment and im&s and also to prevent abuse, especially
of non-causal dismissal. However, doing so thegelations could affect firms” incentives
since firms need efficiency in order to be compatitand thus need the possibility of
introducing changes in both the production procassd the resources involved in'it.
Increasingly unstable demand in the goods markesesafirms to adjust their production
process constantly and hence the need to adjustifand even firm size. If hiring and
firing regulations are too rigid, in the presendeunstable product demand, incentives to
hire or to fire formally could be reduced. For thgsasons, some argue that in trying to
protect workers, these regulations actually hugnth reducing formal labour demand
(Heckman and Pagés 2003).

An important issue here is the discussion on thases of dismissal since the
flexibility in firing for economic reasons (firmseed to adjust under changing economic
circumstances) does not however mean automatie danson-causal dismissal. On the
contrary, one could argue that when economic cafesd&ing exist, non-causal dismissal
should have a higher cost since this kind of disatisiould be motivated by non-economic
rationale. In general, non-competitive behaviouwrally implies higher costs for those that
act in this way, and this could be the rationaledeverance payments, especially in the
case of non-causal dismissal.

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

How does this happen? Several processes sustairdéa. For example, firms need
experienced workers both potentially — at the laboarket and specifically at the firm.
Experienced workers contribute more to the firnreductivity than their costs at the initial
stages of the productive process. However, at smirg this changes, because the costs of
too experienced workers (with longer tenure) exdbedt productive contribution. At the
market level, turnover rates allow efficiency irethllocation of productive resources, but
too much turnover reduces the incentives for inmgsin human capital thus limiting the
expansion of productivity. Therefore, there seembéd an “optimal” rate of turnover for
each country and there is not a unique combinagforegulations of hiring and firing to
reach to that point.

7 Actually firms seeking higher profits through héghproductivity may need to reduce total unit
costs contributing to their competitiveness. Howetkere is another way: reducing labour costs,
wh