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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, iishg 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. TdwoEs 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-Gemethk 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 conmaat with the application of labour law
on MSEs.

Aside from legal and moral arguments, economiconaiie 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 unelée¢hnical supervision of Gopal
Joshi of the Small Enterprise Programme in theQaation and Enterprise Development
Department. The secretarial services of Annie Guyoipreparing 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 kyldbour and labour-related regulation
is rather small, represented by a small circlealigiconcentrating on medium and large
enterprises. This fact has been used to justifguabeforms in the past.

The literature review in this report concluded there positive and negative
economic effects of the labour law in general (ottiean 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 muchsa®lp, 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 econoaniables.

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#jlmrgaining power, but this affects
profitability and could affect productivity. Wherodal security contributions provide
negligible or no return to workers or firms (duesystemic 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 econsrhis 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 proraotployment generation. According to
this view, labour and labour-related regulationshaugh 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 econonfherefore, 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 cobtlworst (if it ever exists).

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

Figure 1: Labour reforms in Latin America (number of countries)

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 |
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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 reformeeded, but there is no evidence that
more reform would improve this situation.

While this debate has not been solved yet, anduwadh 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 sieThis 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 compliarfdabour and labour-related laws
among small business? Are labour and labour-reletsts 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 androtivailable literature were reviewed
along with publications from other multilateral ages, research organizations and donors.

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

8 ILO (2005)b.

° For example, the 2006 Iberoamerican LabourLaw Siimonsidered 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&gr employees) affiliation rates fell more
among SME workers, than among large firm workers.

! 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 @dnatnot possible to separate: first,
it has acomplementary side because workers and employers complement ataeh in
order to produce, and second, it ha®mpetitive side because after the production process
is finished, workers and employers compete withheather for the benefits of the
productionm:? 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, sineeperfect labour markets do not produce
optimal outcomes in economics both from the indialcand/or the social point of view.

Labour law regulates the labour relationship byirmgvworkers some level of
protection or benefits, the right to unionize arallexctively 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 aggesjatriables 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 wdgcheeded. 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 addice 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 aftebieall 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 ing¢eliate variables. Figure 2 shows a
general review of the most common variables meatioim the Latin American literature
reviewed. Labour and labour-related laws regulaéelabour relation and affect variables,
both at the micro and the macro level. As we wdé dater, most studies usually only
perform partial equilibrium analysis basically trgi to 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.

Figure 2: Some variables and dimensions usually mentioned as affected by labour and labour-related laws

Poverty
Equity
Activity rates

Welfare

MACRO EFFECTS
Agar. Demand Development Competitiveness
MICRO EFFECTS
Wages Productivity Technology Effciency Labuor costs Turnover
Standard of livin, Labour demand Job flows
Worker |« L&LR laws] Firm
Protection Profits Trade
Stability Firm size Investment
Market symmetry Risk management H.R management
Labonr structure Informality Unemployment

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, dpiand firing regulations, unions and
collective bargaining, payroll taxes and social usitg contributions, and minimum

* The most common approach is to divide them inethrein 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 relationgslare 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 racgyender, 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 atéithiwork 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, ctigrethere 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. Theegfion 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 differentiatiopn: no discrimination and
freedom of association and collective bargainingereH we will comment on no
discrimination since the right to form unions amdlective 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 lif§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 procasd 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 daoson-causal dismissal. On the
contrary, one could argue that when economic cafesdging 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 #ffects 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 incomecunsty associated with turnover. The
question is then whether reduced turnover limitgpmance variables such as productivity
growth. How is the relationship between turnover i@rker tenure) and productivity
within the firm? Is it positive, i.e., higher tunver 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 increasedbover 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 sustairdéas. 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) exdbed 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 combinadforegulations 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,
which produces “spurious competitiveness” (Fajneylkl988), since what one gains is what the
other looses.



In Latin America, labour reforms in hiring and fig regulations (more flexible and
temporal contracts and lower severance payments) haen introduced under the idea
more turnover is always better. Even now, afteyé@ars of reform, some studies consider
that further reductions in firing costs should heasped in most cases, regardless of the
process of reform already experienced and the mutevel of turnover in the labour
market. This is the case in Peru for example: aftbeavy process of reform that did not
produce the expected results, reformers still clém further flexibilization. In fact,
econometric evidence shows that there is not aumifrelation in all countries between
these variables. Several studies have been pedoresently to analyse firing costs. As
Galli and Kucera (2004) have noticed, this literathas no clear answers since they find a
negative impact of firing costs on labour demandgisross sections but detects no effect
using time series.

Box 1: Reform in hiring and firing in Peru

Peru is one of the countries with more extreme labour reforms (Vega, 2005). The reform introduced 24 forms of
hiring (most of them temporal contracts) and reduced firing costs: new causal of fair dismissal was introduced and
the prohibition of non-causal dismissal was removed. Reformers expected that these changes would create
incentives to firms to use flexible contracts and thus reduce non registered workers. However, time series data
shows that this has not happened.
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This was an unexpected result for reformers, and two arguments have been used to explain it: a) the reform was
insufficient and therefore more reform is needed and b) without the reforms the observed outcomes would have
been even worse.

In our view, however, this experience is a case in which reforms in hiring and firing were accompanied by a
reduction in the role of institutions at the labour market (unionization, dialogue and labour authority). Therefore the
moral would be that flexibility with a reduced role for institutions could generate more informality.

Analysing an Australian case, Freyens and Osling2004) argue that the net effect
of higher dismissal costs on employment is ambiguemd depends on multiple variables,
such as business cycle parameters (flatter anetanygles reduce probability of firing and
hence the impact of dismissal costs on employmeiggount and quit rates (higher rates
reduce the expected present value of these codthearce the impact), uncertainty about
future conditions (a higher probability of randohwosks, or larger random shocks, increase
the impact), and so on. They add that empiricaéaesh on firing costs, and in particular
research on the cost of unfair dismissal provisianstill at an early stage and there is even
discussion on the data about these costs. Forubgalan case, they find that estimates of
redundancy costs are around four to five monthseveagts; and costs of causal dismissal,
between one and four months wages. Although theg &ubstantial variation between
industries and occupations, they do not find mueidence of variation by firm size,



suggesting that unfair dismissal provisions do mopose a higher burden on small
business. Based on these estimates of firing ctsty, conclude that the employment
impacts of removing firing costs are likely to bedsst.

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

2.1.3 Unions and collective bargaining®®

Unions and collective bargaining laws are establishin order to strengthen
bargaining power of workers in the competitive palrthe labour relation. Unions have
usually focused on wages although other benefisahways included in the collective
bargaining processéd.In Latin America since the last few decades, theme been a
remarkable fall in the rate of unionization, espligiin the 90s. Labour reforms — and/or
problems in the effective application of laws —iamibn managerial strategies and even
union’s poor performance have been identified gagning factors for this proce$s.

Figure 3: The fall in unionization rates in the 90s (kernel density of countries) in Latin America
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Source: The author’s own, based on ILO (2005b).

8 Freeman, R (2005).

9 According to Szretter (2004), there are three wiaysvhich unions could influence in labour
incomes. First, when the union restricts its owbola supply (for example, limiting the entry to the
labour market); second, when it bargains threatemiith the retiring of the labour supply (for
example, a strike threat); and third, when the mnises its power to increase labour demand,
bargaining labour conditions, the entry of new teslbgies, pay and human resource systems or
similar issues that can have a positive impact mdyrctivity. He argues that there are no studies
evaluating which of these mechanisms predominate.

2 Weller, J. (2000).



Regarding the economic effects of unions, theditee has focused on the effects on
productivity and profitability. In the case of praivity, there is a widespread belief that
unions have a negative impact on firms. Actualhe televant question in this matter is
whether and how unions affect firm productivity.€Tliterature identifies two contrasting
positions in this matter. There is a “negative’iais(Dowrick y Spencer 1994; Estey 1981;
McHugh 1991; Rees 1963) that indicates that uni@ve a negative effect on productivity
at least in three ways: a) unions can impose waldsrthat limit productivity within firms;

b) strikes can generate output losses; and c) imiaage advantage can generate
distortions and inefficient allocation of labousecarces’ There is also a “positive” view
(Clark 1980; Barron, Fuess and Loewenstein, 198a}, argues that unions can increase
productivity: a) union’s wage advantage motivatesi$ to look for new technologies in
order to reduce labour costs substituting capialdbour; b) unions are a collective voice
that prevents disputes and increases worker'sfactiien and effort; and ¢) unions reduce
labour turnover, thus increases worker’'s securitg @romotes training, both related
positively with productivity. Freeman (2005) arguésit unions reduce inequity (since
unions reduce wage dispersion), turnover ratesy'dirprofits and increase workers’
benefits and satisfaction, productivity and padtiactivity. For these reasons, the observed
reduction in union density is more related to fsnantiunion activities, especially in the
United States.

Theory alone does not provide an unambiguous anaweio which one of these
arguments is more important. It is actually an el question and it depends on the
country. International literature finds mixed evide: there are countries in which unions
affect productivity positively and there are otkeuntries with negative effectsIn Latin
America, econometric evidence confirms mixed resai$o (Table 1).

Table 1: Effects of unions on firm’s performance in Latin America

Study

Country

Effects on productivity

Effects on profitability

Menezes-Filho,
Zylberstajn, Chahad y
Pazello (2002)

Brazil
(1988-1998)

Union density affects negatively labour productivity
and positively employment levels. No effect on
investment or wages. There is a concave relation
with labour productivity, labour and wages.

No impact on profitability and
wages.

Cassoni, Labadie y

Uruguay

Union density has positive impact on labour

No significant relationship with

Fachola (2002) (1988-1995) productivity and employment. profitability.
Saavedra y Torero Peru Union density has a negative but not significant Union density has a negative and
(2002) (1994-1996) relationship with labour productivity. significant impact on profitability.
Chacaltana (2005)a Peru (1998) Union density has a positive but not significant N.d.

relation with labour productivity.
Szretter (2004) Argentina The existence of productivity clauses on collective | N.d.

(1998) bargaining has a positive effect on labour

productivity.
Mertens, Brown y Mexico (2001) | Union density, through good labour conditions, has | N.d.
Dominguez (2004) a positive impact on labour productivity.
Hernandez (2004) Panama (1999) | A higher share of unionized workers within the firm | N.d.

is positively correlated with labour productivity.

Source: The author's own, based on cited texts.

2l Heckman (2002) for example, considers that uniaress monopolies and generate resource
allocation that is negative for productivity.

22 See for example Aidt and Tzanattos (2002).



In Brazil, there seems to be a negative relatiam; ih Argentina, Uruguay and
Mexico, the relation is positive. In Panama anduP#re relation is non significant. Why is
it that in some countries the relation is positwel in some other negative? Szretter (2004)
indicates that the final result of the union ondarctivity depends on the labour climate
within the firm and what is being bargained in eadse. There is little comparative
evidence on this issue but Szretter (2004) finds ith Argentina, some bargained clauses —
training, OSH or even profit sharing — seem to &g/ vmportant for productivity. Which of
these clauses promote more productivity? Thisiisgidhe research agenda for the future.

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

In a more general level, there is a debate abauetfects of unions and collective
bargaining on macro variables. For example, sonthoas consider that freedom of
association and collective bargaining disinceniiveestment rates do not contribute to
economic growth (Singh and Zammit, 2000) or thdtective bargaining in developing
countries generate rent seeking behaviour redweagg flexibility and causing informality
(Carneiro and Henley, 1998). However, others camdidgat labour standards are associated
with social and political stability and those etffecan offset the negative effects that labour
standards can have on labour costs (Kucera, 26@2)example, for the Latin American
case, Galli and Kucera (2004) find that countriggh wgtronger ‘civic rights’ (including
freedom of association and collective bargainireyjehhigher shares of formal employment
and lower shares of informal employment which isststent with the idea that the positive
effects of these variables off set the negativeot$t However, they also argue that there is
a strong relation but the causality may be moreptery and therefore the results could be
interpreted in the sense that civic rights and digthares of economic development may
represent different qualitative aspects of econom@velopment. Policies aimed at
increasing the share of formal employment may rieexbnsider not only the strengthening
of ‘civic rights’ but also other developmental \abies.

2.1.4 Payroll taxes and social protection contributions

Payroll taxes and contributions are usually consideo have negative effects on
labour demand, because they represent a gap bethedabour cost for the employer and
the pay the worker receives, and reduce the valdedithat production creates (Cahuc,
2004), thus generating a “social loss”. The emainiesearch in Latin America has focused
in this effect. For example, Pagés and Heckman 3R@0ncluded that social security
contributions have a negative effect on labour demand the contributions finally
generate less employment and wages for workersrawide substitution of capital for
work. Gruber (1994) and Maclsaac and Rama (1997 Xtzat a great part of the increase in
labour costs is finally financed by workers viauedd wage&®

3 This has been confirmed with several empiricatlists. In Argentina, for the 1975-1996 period,
wages of non insured workers were 8 per cent hitifarthose of the insured workers (Mondino and
Montoya, 2000). In Chile, in 1994 workers explainé@l per cent of the social security costs and
insured workers earned 14 per cent less that reured (Edwards and Cox-Edwards, 1999).

10



However, regarding the economic effects, thereatiteast three discussions that need
empirical research. First, there are some diffazenibetween payroll taxes and social
security contributions, besides the fact that somext they are paid by the employer and
other times by the employees. Payroll taxes areaed by governments without a direct
return or reward for workers although some may ictanghe return in the forms of public
education, health, security, éfcSocial security contributions, however, directiptect
workers against work-related risks (illness, accide old age insecurity, etc.). This
distinction should make a difference. In fact, Karghnd Kugler (2003) concluded that in
the Colombian case, the extent of the link betweamtributions and benefits determines
the magnitude of the effects of these contributionslabour market variables, such as
unemployment. If there is no link, then social ségicontributions act as payroll taxes and
then workers will not accept lower salaries in exude for these taxes. If the link is higher,
then workers might be willing to accept wage cutsoirder to get these benefits, thus
reducing the effects on unemployméhHowever, an additional explanation could be that
when results of the contributions are observedidiwould also be interested in financing
these systems since they always face risk witharfitin.

Second, most economic papers consider that s@aatisy contributions are just costs
and therefore, reduce labour demand. However typis of analysis does not include the
existence of risk within the firm and society. S9@ecurity systems exist because risk is
present in the labour market and sooner or laigk,is costly for society. For example,
when health systems do not properly function, s@mebody would have to pay for illness
or accidents, if not firms, then workers shouldtdar the society via government expenses.
Even only considering the firm’s incentives, itdear that the non-existence of a health
protection system would reduce productivity sirlbeess and accidents generate absence at
work, reduce effort and even produce other contiogs at work. Hence, competitive
firms do not look for “minimum” rates of social seity contributions (the least possible),
but for “optimal” ones. In this case, such as leahd accidents, the optimal rate of
contribution is the one that efficiently handleskd inherent to the firm’s activity.

Table 2: Social protection systems as risk management mechanisms

Area Risk involved Negative effect Positive effect
Health and OSH lliness, accidents Increased labour costs Lower illness and accident rates
Lower costs related to illness and accident
compensation
Pensions Insecurity of income at | Increased labour costs Increased income security for old ages
old ages workers and families
Reduced costs for society
Unemployment Risk of unemployment Increased labour costs Increased income security for workers
Reduced costs for society

Source: The author’s own.

Third, and associated to the previous idea, evength social protection systems
actually increase labour costs to firms or reducages to workers, the efficient
administration of work-related risks generate bisedt different levels. For example,
health or OSH systems reduce illness and accidées end also reduce the consequences

%4 This is an important difference in Latin Americittwespect to developed countries: taxes are not
perceived as to have any benefit, nor even indbientfits for tax payers.

% It is interesting that these authors find thastheffects also depend on the business cycleteffec
on wages and labour demand in recessions seem smaker than effects on expansion periods.
(Kugler and Kugler, 2003).
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of those events on workers, thus reducing costsdorety who otherwise would have to

pay for those events. Similar benefits are assetiavith old age pensions and

unemployment systems, when they exist. In all thazsses, the question is not whether or
not these systems should exist, or what is themahtost of social security systems, but
what is the optimal one, i.e when costs start ediogebenefits. Unfortunately, most of the

papers reviewed concentrate only on the costshfofitm, but do not include the benefits

in the assessments. This is a more complicatedaneligical task as we will see in the

next section.

Another question is about the financing of thesstesys and if all social security
systems should be financed via the labour markendst cases in Latin America, there are
two ways in which these systems are financed. @Gnegai contributive mechanisms, and
those are inherently tied to wages or more spedifito salaried and formal work. These
kinds of systems are usually regressive since mwio#te covered or insured workers are
precisely those with the better and well paid jaba.the other hand, there are subsidized
mechanisms, not tied to contributions, but to figogenditure, which most of the times are
targeted and progressit&The question in these systems is usually relatedet possibility
of financing in most cases pro cyclical (financiageduced usually when output falls.

2.1.5 Minimum wages

Minimum wages are the floor of the private sectager distribution and are usually
set with redistributive purposé5sAlmost 90 per cent of the countries in the work/é
minimum wages and in Latin America that figure picadly reaches 100 per cefitAs in
the previous cases, the economic discussion ommimi wages usually focuses on the
benefits and costs of these interventions, sindke boexist and it is necessary to seek for
balance. First, an increase in the minimum wagddcpotentially have negative effects
especially if it generates an increase in labowts;osufficiently large as to reduce the
firm's labour demand. This result comes from thaially accepted negative relation
between wages and labour demand within the Hrrim other words, conventional
economic theory predicts a negative relation butddes not say anything about the
magnitude of this effect: how negative is this effeThat is an empirical question.

Second, theoretically minimum wage increases caldd have positive effects on the
labour market especially if they are able to infice the general wage distributi§hThis
would happen if the minimum wage affects not onlgges of those covered by this
mechanism but also those not covered, giving plad¢ke so-calledlight house effett If
there is a light house effect, then minimum wagagdd be used in order to influence the

% For example, some economists think of public wgrkegrammes as an unemployment insurance
system for the poor.

2 Marinakis, A and Velasco, J. (2006).

% See ILO (2005) Minimum Wage Data Base. Accordimghie Country Reports on Human Rights
Practices 2004 the exception in Latin America igr&me, where there is not a legal minimum wage
but where wages are influenced by collective baiiggi (almost 60 per cent of the labour force is
unionized).

29 See Hamermesh, D. (1993). Also see Cahuc (200#),mentions that a large number of studies
have attempted to estimate the elasticity of labemand and, most of them — using production
functions or cost functions — find a negative etétst of labour demand with respect to the cosit®f
factor.

%0 Ccard and Krueger (1995) for example find positffects of the minimum wage on employment
levels.
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overall wage distribution and therefore could haweeffect on aggregated demand that
could generate an expansion on output and therefoptoyment levels.

Then the question is: which one of these effeatsigminates? In other words, when
an increase in the minimum wages occurs, how negatithe effect on labour demand and
how positive is the effect on the overall wageridistion? These questions are always in
nature empirical dependent on the previous levét@iminimum wage and its relation with
the average wage, labour productivity and the ohteompliance of the minimum wage.
Most of the studies have usually estimated onlyfitet effect. Table 3 includes some
studies on the effects of minimum wage in Latin Aice

Table 3: Selected studies on the effects of minimum wage (MW) increases in Latin America

Country Study Negative effects Positive Effects
Colombia Maloney and Nifiez | Negative effects on employment, onthe | Minimum wage can have an important impact
(2003) probability of becoming unemployed and | on the wage distribution in the neighbourhood
in job flows. of the minimum wage, especially in wages
Employment-MW elasticity of - 0.15. below the minimum (this effect disappears as
wages rise).
Smaller effect among self employed workers.
Their wages adjust at a slower speed.
Chile Pagés and MW increment reduces employment An increase in the MW increases the
Montenegro (1999) probabilities of the youth and non probability of employment of women.
qualified workers of all ages.
Brazil Neri, Gonzaga and Positive correlation between MW and Positive impact on those workers at the bottom
Camargo unemployment. of the income distribution.
(2000) MW increases the probability that formal | MW affects more informal workers than formal
workers become unemployed (from 4.4 | workers.
per cent to 8.8 per cent) Negative elasticity MW-poverty (between -
0.68 and - 0.34)
Peru Jaramillo (2005) Negative effects on some groups: There is no light house effect.

Positive effects around 0.9 and 1.2 times the
previous MW.

Private salaried workers

Formal salaried workers around the
previous MW.

Less negative effect among independent
workers.

Céspedes (2005) Employment — MW elasticity of There is granger causality between MW and
-0.13. the general wage distribution (there is a light
Greater negative effects among youth. house effect)

Changes are higher in the lower parts of the

wage distribution and for the youth.

Source: The authors’ own, based on cited texts.

Even though we have found more studies than thossepted here, the ones shown
here are useful to identify the type of effectsiuFirst, most of the studies find negative
effects of the minimum wage on labour demand, eympént probabilities, and even job
flows. In some cases, those negative effects areettrated on some specific parts of the
labour distribution, implying that some groups amere affected by these increases. In
Colombia and Peru, negative employment-MW elagtievels are around -0.13 or -0.15.
In other words, while not in all cases, significargigative coefficients have been found,
when these coefficients are indeed significantir theel is not that large: in the extreme
cases, a 100 per cent increase in the Minimum weged be needed in order to motivate a
reduction of 13 or 15 per cent in employment. Irstrzases, these effects are concentrated
on some groups of workers.

Second, there seems to be an important discussiomhether “light house” effects
really exist. This is an important issue sincedRistence of light house effects could result
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in an increase in other workers’ incomes and evdarmaand shock for the economy. Some
studies report null light house effects, but soegort even granger causality (as Céspedes
in Peru) or effects for some specific groups. Nohthe studies under review estimated the
effects that this micro effect — the increase igegafor workers not covered by the MW —
could have on the aggregate demand and on produtdiels. However, given the
magnitude of the micro effects, we can think thatacro 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 lalvelated laws is a complicated
issue. Performance indicators need to be identdied then the impact of laws on those
indicators need to be assesdedssessing impact implies measuring “additionality.,
and this implies answering questions such as, atteathe additional positive outcomes that
the intervention produces, what are the returnsluad and also whether there is any
undesired result (Box 2). In practice, we needntanger the following question: Would the
outcome have been different if the regulation hatiatcurred? This simple question is
extremely difficult to answer in the real world beise we do not observe the world in two
situations at the same time: with intervention wittiout interventior?”

Box 2: The problem of evaluation
The evaluation problem has to identify several possible outcomes, both desired and undesired:
Desired outcomes:

0 Additionality: what specific net effects did the law created?
0 Returns: this means that the outcomes should be greater than costs when compared.

Undesired outcomes:

o Displacement effects: MSEs affected by the labour and labour-related laws displace other firms not affected
by the reform

0  Substitution effects: workers in MSEs affected by labour and labour-related laws generate employment but
substituting workers in other firms.

Source: White and Chacaltana (2002).

The first is a qualitative approach using perceygjmpinions, or logical assessments.
While this approach is very helpful especially fuick studies, care must be taken when
using this approach since the use of perceptiorts @ginions are valuable but not
systematic, and in many situations there may beentloan one opinion on a particular
subject. For example, while reformers are espgciaterested in attributing outcomes to
their efforts, others — especially those affectasbuid have a different view, and therefore
even in this simple task a tripartite assessmergdemmendable. Some laws, such as the

31 As we have mentioned before, multiple variablesl@de affected by every specific law, and
therefore the identification of the right “depentferariable can be an issue for impact evaluations.
Most studies select one or a limited number ofaldds, and focus on those effects.

%2 A more difficult question is: Would the outcomevilabeen different had the intervention been
different? See Heckman, LaLonde and Smith (1999).

3 While we can easily observe, and hence meastweewith intervention” state; for measuring the
outcomes in the “without intervention” state we ahéke construction of a counterfactual. In other
words, we need to estimate a hypothetical statedar to measure what would have happened if the
intervention had not been introduced.
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Colombian laws of SME promotion (Laws No. 905) awkn the national programme of
SME support, have been assessed using this appraadhhave produced debate and
discussior’’

Second, there is a growing literature that takegpiantitative approach. In general,
elaborated econometric methods have been developedder to assess the effects of
labour market interventions. Most of these methadly on the existence of a
counterfactual, or comparison groups to assessadmpe to identify the effects caused by
the interventions and not by other phenomena. Hewen the case of labour and labour-
related laws, by definitions these laws affecipalbple or enterprises in a country or region
and for that reason there is no possibility of ¢tamding a comparison group as a
counterfactual.

Several methods haven been used to address tlikemroWe identify at least four
methods frequently used by the specialized liteegfu

2.2.1 The Cross-Section (CS) estimator

The cross section estimator is the basic desigassess the causal effect of one
variable over another. Studies performed using dbijsroach generally use cross-country
data, or cross-country variation, on labour regoiest to investigate the effects of labour
law on outcomes because changes in labour legislatiithin a country are usually
infrequent. For that reason, pooling data from saveountries allows to obtain the
required variation to estimate the relationshipirdérest. The studies of Lazear (1990),
Bertola (1990), Marquez and Pagés (1998), and Hackand Pagés (2003), are examples
of the CS design in a cross-country set-up.

Pitfalls. The main problem of the CS design is tbatising variables are seldom
randomly assigned, that is, they are not exogenousiost situations, it is impossible to
include all the additional variables correlatedthe causing variable in the regression
model simply because these variables are not &l&ita the researcher in the data. Thus,
CS estimates are often affected by omitted variblae. In general, it is difficult to ensure
that the causing variable is truly exogenous, tiaigpens because in real life many events
and features of an individual or a firm are inténed>® A second problem with the CS
estimator is over-controlling. This occurs wheroaariate affected by the causing variable
is included in the regression model. If the relaginip between these two variables is
positive, the inclusion of the additional covariatdl lead to a downward bias on the
estimated causing variable because some of thealcaffects will appear through its
relationship to this covariate.

% www. http://www.fundacioncorona.org.co/
% See Annex 2 for a detailed explanation.

% For instance, when estimating the returns to dafmait is difficult to ensure that schooling is a
exogenous variable. It is surely related to abilithich also affects earnings. Omitting abilityan
earnings regression biases the estimate of sclgoobefficient in an earnings regression, making
difficult to interpret the estimated relationshiptiveen schooling and earnings as causal. Typical
ways to attenuate the extent of omitted variabées lig to include as many covariates as possible to
attain theceteris paribusondition, that is, to maintain everything elseaq

15



Table 4: Studies using the cross section approach

output levels, employment levels, hours of work,
and unemployment rates, for ten countries, seven
European countries plus the U.S. and Japan.

Study Purpose Results
Lazear (1990) Investigates the effects of severance payments on | Finds that high severance payments and advance
employment, unemployment, labour force notice requirements reduce employment and labour
participation and hours of work using cross-country | force participation but do not affect unemployment.
data from 22 developed countries over 29 years.
Bertola (1990) Estimates the effects of job security provisions on | Job security provisions are negatively correlated with

the variance of employment and with
unemployment’s response to output changes.

Heckman and Pagés

Changes in dismissal costs and other forms of job
protection.

Dismissal costs are much higher in Latin America
than in OECD countries.

(2003)

Job security provisions and dismissal costs have
negative effects on the level and distribution of
employment and these effects are stronger in Latin
America than in OECD countries.

Source: The author's own, based on cited texts.

2.2.2 The Before-After (BA) estimator

The before-after estimator exploits temporal varathat defines a pre-change period
and a post-change period associated to the cauaii@ble. This estimator is applied in
empirical work when the same change in the caugimigible or the policy change applies
to the population at large, so everyone gets exptusthe new level of the causing variable
or the new policy regulation (we observe only omeug in both pre-change and post-
change periods). If the policy change associatabdaausing variables is the only change
in the environment, then the temporal variatiothie policy allows estimating the effect of
the causing variable on the outcome of interestdmparing outcomes before and after the
change. This empirical strategy is not valid in @ah but in some applications may be
appropriate. In particular, this strategy woulduseful in situations when there is a sharp
change in policy or in the causing variable and mimelividual units are comparable over
time in the absence of the policy change. In maases, it is difficult to obtain unbiased
estimators of changes in law because many othergelsaand secular trends occur at the
same time as the policy change being analysedinBtance, changes in labour codes and
trade liberalization were implemented during th@eties in several Latin American
countries and both policy changes affected all wislor firms and it is difficult to separate
their net effects.

An alternative approach consists on a two-step quoe. In the first step, the
parameters of an underlying relationship (such tes labour demand elasticity) are
estimated over time. Then, in the second stepeffieet of interest is isolated by estimating
a pre-post regression using the estimated parasniten the first step as the dependent
variable and a time dummy for the post-reform pkrés the main explanatory variable
(obviously, many other conditioning variables canificluded on this regression to reduce
the omitted variables bias problem). This was thiategy used by Paes de Barro and
Corseuil (2001) shown in Table 5.
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Table 5: Study using a before-after approach in two steps

Study Purpose Results

Paes de Barros | Analyses the effects of the They use monthly longitudinal information between 1985 and 1998 from the

and Corseuil 1988 constitutional change Pesquisa Industrial Mensal, a sample of about 5,000 manufacturing firms.

(2001) that modified Brazilian labour | First, they estimate month-by-month labour demand equations and key
market regulations, which parameters of the labour demand are obtained on a monthly basis
increased the level of worker | (employment-wage elasticity and speed of adjustment with respect to past
protection. Particularly, they employment).

analyse the effects of

increasing firing costs. In the second step, regressions of these parameters on a post-reform

variable (alongside other additional variables to control for the
macroeconomic environment) are estimated.

Their results suggest that the 1988 constitutional change did not have any
significant effect on labour demand.

Source:The author’'s own, based on cited text.

Pitfalls. The major problem with the BA estimatasrthe possibility that the group
before the policy change and the group after tHeypchange are not comparable. The
main identification assumption of the BA is thaésh two groups are comparable in the
absence of the policy change or the treatment. Mexyé is possible that other unobserved
factors besides the policy change under study taffecanalysis group. If this is the case,
then the BA estimator would pick up these othetdiactogether with the true effect of the
policy biasing the results. One possibility to sobhis problem is to identify sub-groups
affected by these other secular factors but unegpby the policy change. Then, any time
invariant secular trends can be removed by takiegdifference between the BA estimate
for the exposed and unexposed groups. This isntiuitive idea of the next identification
strategy.

2.2.3 The Difference-in-Differences (DD) estimator

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

The DD strategy is well suited when sharp changeabe environment or changes in
government policy are observed and when these ekagenerate variation across groups
affected and not affected by them, thus generatitrgatment group (exposed) and control
group (not exposed). This identification strate@gs lbeen applied to study the effects of
changes of labour law and labour reform in sevasahtries around the world (Table 6).
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Table 6: Some studies using DD estimators

Study Purpose Results
Kugler (2000) | In 1990, the Colombian Labour Reform reduced Workers employed at formal firms are the treatment group
severance payments, reduced limitations on and workers in the informal sector the control group. The
temporary contracts, broadened the reasons for indicator for treatment/control is interacted with a temporal
fair dismissals and accelerated procedures for variable indicating the post-reform period to identify the
massive dismissals. The author analyses the turnover effects of reducing firing costs.
effects of the labour reform on workers’ tumover Overall average tenure fell by 3.7 months after the labour
rates.3’ reform, i.e an increase in worker turnover rates.
Average unemployment spells fell by 3.1 weeks following
the reform.
Kugler mentions that a potential problem in this strategy is
that the decision by the firm to enter the formal sector
might be affected by labour costs, which were affected by
the labour reform.
Hopenhayn Studies the effects of the 1991 and 1995 Using a household survey for the Greater Buenos Aires
(2001) Argentinean labour reform on employment that follows individuals for two years, the author
turnover. The 1991 reform introduced fixed-term implements a DD strategy to identify the effects of the 1995
and temporary contracts that reduced dismissal reform on worker turnover (employment hazard rates).
costs and payroll taxes. The 1995 reform Treatment corresponds to exposed demographic groups
introduced a probationary period of three months (14-25 or 40-+ years of age) and workers from small firms.
for all new contracts, a special regime for hiring in | The evidence reported does not support the presence of
small firms without severance payments, labour any effect of the special regimes for small firms and young
contracts for some workers, and training contracts | yorkers. None of the coefficients of the relevant interaction
for 14-25 years old workers. terms were statistically significant on the hazard
regressions.
Kugler, Studies the employment effects of the 1997 Results indicate that reductions in payroll taxes and
Jimeno and Spanish labour reform that reduced dismissal dismissal costs increased the employment of young
Hernanz costs for unfair dismissal (-25 per cent) and payroll | workers on permanent contracts by 2.5 to 3.9 per cent
(2002) taxes (-40 per cent and -90 per cent) for relative to middle-age workers. They find no statistically
permanent contracts. These reductions applied significant effects for older workers or for women.
only to new permanent employment contracts and | They also explore the effects of the 1997 reform on
to conversions from temporary to permanent worker's transition probabilities between non-employment,
contracts signed after the second quarter of 1997 | hermanent employment and temporary employment. They
for particular groups of workers (workers 30 years | found that:
old or younger, workers older over 45 years of Transitions f eml it {
age, women under-represented in their ransttions from non-employment fo permanen
occupations, disabled workers, and long-term emp!oymentllncreased by 45 per cent for young worker§
unemployed). This change in the law constitutes a relat|ve to middle-age workers. For women these transition
natural experiment since it generates temporal and increased by about 16 per cent.
cross-section variation because the reform Transitions from temporary to permanent contracts
affected different groups of workers differently. increased by 33 per cent for younger workers and by 23
per cent for young women.
No statistically significant effects on the transitions from
permanent to non-employment were found.

Source: The author's own, based on cited texts.

A variation of this model arises when the inter@ctbetween the time variable and the
treated variable is not enough to correctly spetify group from which the effects of
interest shall be estimated. In particular, it milgh the case that among the treatment group
only a sub-group is really being affected by thande we are interested in. When this

37 Kugler (2000) also mentions that family workemsmporary workers, and workers employed in
small firms (enterprises with 5 or fewer employeas} not entitled to severance payments, and
domestic workers and workers employed by firms widny 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 D[atsgy is to consider higher-order

interactions to isolate the effect of interest. Uamg that there is a particular sub-group of
affected individual units after the change in thes lamong those exposed, an additional
variable indicating whether a treatment unit betog the affected sub-group shall be
included in the regression model alongside theates indicating the post reform period

and the indicator of the treatment group. Then, d@ffect of the change in the law is

estimated from the interaction of these three W& In terms of the previous discussion,
this procedure is a difference of difference-irfatiénces, usually denoted as DDD in the
labour economics literature.

Kugler (2001) implements a DDD strategy to estinhbteeffects of changes in labour
regulations in Latin America. The study examines ¢fffects on hourly wages and weekly
hours of work of the 1990 Social Security ReformQolombia. The reform enacted in
1990 replaced the traditional severance paymeiéesywith a severance payment savings
account (SPSA) system. Under the new system, emdoynust deposit severance
payments equivalent to 8.3 per cent of the cursal#ry into workers’ savings accounts on
a monthly basis. The new system applied autombtitalany worker hired after January
1% 1991. Given that Social Security legislation agplonly to formal-sector workers, the
identification strategy used by Kugler relies oe thteraction between post-reform time,
formal-sector workers, and short-tenure workersni-a theoretical standpoint, as long as
mandated benefits are valued by workers and theycodlect from their accounts the
proceeding of these payments without uncertaiihiy,costs of severance payments can be
shifted from employers to employees. Kugler findatthourly wages fall by 4.2 per cent
for treated workers — formal and short-tenure wrglgvorkers with less than 2 years of
tenure in 1992 and less than 6 years of tenur®®6)1— this is equivalent to a 50 per cent
shift of the 8.3 per cent severance pay contrilouby employers. Regarding hours of work,
Kugler finds a positive effect of the reform.

Pitfalls. DD strategies help solving some of thehems of the BA method to
estimate causal relationships. However, as anyr @mpirical strategy there are potential
pitfalls under these strategies as well. In gendd@l strategies will break down when
selection of units into the treatment and controlugs depends on pre-existing differences
in outcomes. This makes treated and control urstscomparable in other unobserved
dimensions, so the second difference that remosesla time invariant secular trends is
not enough to identify the true causal effect. iRstance, in the labour training programme
evaluation literature it is common to compare thegn earnings between participants and
non-participants to estimate the effect of trainomg earnings. However, as Ashenfelter
(1978) and Ashenfelter and Card (1985) pointed eaitnings of programme participants
usually drop in the period just before they enker programme which might be the actual
reason they enter the programme or make them nikely o seek treatment. This is
known as theAshenfelter’s dipn the programme evaluation literature. In geneta DD
design is not well suited when we suspect that tier@ant trends are present. In the context
of policy changes such as labour reforms, DD gjrasewill likely break down if the policy
change is targeted to some groups based on pmrraddferences between treatment
(exposed) and control (unexposed) individual unitsthis case, given the institutional
setting of the labour change it still may be pdssio estimate the causal effect of the
policy change if the targeting mechanism is knowd aformation on the variables that
determine exposure are available to the reseairchiee data.

A second potential problem with DD strategies &t thf functional form dependence.
This occurs when the average level of the outcomterest is very different between
treatment and control units before the policy clearg such a situation, the magnitude or
even the sign of the DD effect is sensitive to fitwectional form being estimated. For
instance, it is possible that when estimating a lefression model with the outcome in
levels no effect is obtained, but when the modektimated with the log of the outcome as
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the model's dependent variable instead, a statlbtisignificant relationship arises. Thus,
it is a good practice to compare outcome averageddetween treated and control units in
the period before the policy change (the pre-refpariod), and to check the robustness of
results to different functional form assumptions.

A third potential threat to DD strategies, whiclsalapply to other strategies that
assume common effectsjs the presence of treatment effect heterogen@fiis problem
occurs when treatment and control units resporfdrdifitly to the policy change. A fourth
threat to the validity of DD strategies is the plodisy of omitted interactions that occur
when there exists a relationship between the mfstm variable and the exposure status
variable besides treatment. For instance, assuatectincurrent with labour legislation
reforms that modify severance payments and payeolés one observes a period of
economic expansion unrelated to the reform. likisly that different income groups are
affected differently by an economic expansion, thdditional interactions might be needed
to correctly specify the model. Finally, DD stratsgalso break down when the policy
change generates general equilibrium effects, ihatvhen changes in the environment
cause changes across markets or across sectorsffants in a market have feedback
effects on other markets.

2.2.4 Structural estimation methods

Structural methods begin by constructing a fullgafied model of the economy; it
could be a partial or a general equilibrium model,which the relationship between
variables of interest (outcomes as well as causam@bles) are considered. This model is
solved to obtain policy functions, that is, optinmakponse functions. In some cases, the
fundamental parameters of the model can be estimbtata is available, in other cases
these parameters are calibrated from other soutre=e all these ingredients are in place,
the model can be used to simulate what would happdra variable (such as firing costs)
of the model changed.

The major advantage of structural models is thaivef are able to estimate the
underlying parameters of the model, we can pretfliet effects of virtually any policy
change that directly manipulates either pricesnopine. Up until the last two decades,
structural models were rather simple due to theprdgational requirements to solve them
or to estimate them. Thanks to the constant impneve of computer capabilities and
processing speed, structural models are becoming nwnplete. In Table 7, we describe
some recent studies that use structural modelsstesa the effects of labour regulation.

Pitfalls. One of the major problems and sourcegpatential pitfalls of structural
models and structural estimation is precisely thedsition of arbitrary structure to the
data. The main problem of imposing structure to daéa is that this structure could be
misspecified, leading to wrongful results, espégiahen assumptions about the functional
forms of preferences or technology are inconsistgtit the data. A second problem of
these methods is that they require large amountiafofmation in order to estimate the
parameters embodied in the models. It is usuaffycdit to get enough data in order to
obtain all the ingredients required to estimateséhgarameters. This often drives
researchers to calibrate their models instead tihatng them, setting simple functional
forms, and obtaining the parameters either fronsssg®ction or time series datasets. In

% The cross-section, before-after, and differenedifferences models assume what is known as the
common coefficient model. In short, the common ficieht model refers to situations in which the
response to treatment does not vary across sulpgyiouthe population. See Heckman and Robb
(1985) or Heckman, LaLonde and Smith (1999) foailet
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many cases, researchers obtain some of the parameteir models from other micro-
econometric studies, which may generate problemsingbnsistency because the
identification assumptions of these micro-econoimetiudies might be incompatible with
their own model. Additional limitations to the sban and estimation of structural models
are related to complex calculations required tinédiehigh computational burden even for
fairly simple models and what is called in thist#ture “the curse of dimensionality”.
These limitations restrict the models to considest p few variables in order to keep the
model manageable (particularly when the variablegleu analysis are continuous
variables), and often also force researchers mdhea to impose assumptions not intrinsic

to the economics of the problems under analysisdorputational convenience.

Table 7: Some studies using structural form estimation

and Rogerson
(1993)

effects of firing costs on job turnover
and firm entry and exit.

Study Purpose Results
Bentolila and Using a partial equilibrium model they Their simulations suggested that employment increases slightly with
Bertola (1990) | simulated the effects of increasing firing | firing costs, because the firing effect dominates the hiring effect.
and hiring costs on employment levels.
Hopenhayn Using a GE model, they studied the They simulate the effect of firing costs and find that an increase in firing

costs reduces employment.

Particularly they tried to explain why
observed worker turnover is lower in
Europe than in the U.S.

Pries and General equilibrium model to study the | Simulations from the calibrated model suggested that minimum wages
Rogerson effects of labour market institutions on and firing costs policies have significant effects on worker turnover and
(2005) employment and worker turnover. employment levels: a 15 per cent increase in the minimum wage

reduces workers turnover by 13 per cent, while moving from zero to
three months dismissal costs reduces worker turnover by 10 per cent.

The same changes in the minimum wage and dismissal costs reduce
employment levels by 4.5 per cent and 1 per cent respectively.

Dolado, Jansen

Studied the effects of dual employment

They used a general equilibrium where skilled and unskilled workers

which are common in several European
and Latin American countries.

and Jimeno protection laws that established compete for the same job, and where EPL establish that firing costs are
(2005) different regulations for some workers different for these groups of workers. Their findings were:
(young, women, unskilled workers, A reduction in firing costs for only unskilled workers reduces unskilled
etc.). In particular, they studied how unemployment by about 4.2 per cent and increases skilled
regulations that reduce firing costs for unemployment by about 2.1 per cent.
some particular group might affect the . . . L
A reduction of firing costs for skilled workers alone generates negligible
level of employment of that group as foct | t of unskilled and skilled individual
well as the employment of other groups. effects on unemployment of unskilled and skilled individuals.
The idea is that a reduction of dismissal | They compare these results to a general reduction of firing costs for all
regulations for one particular group may | workers, in which case, the unemployment of the unskilled falls while the
affect aggregate employment levelsina | unemployment of the skilled increases slightly.
different way than a reduction in firing They find that labour market tightness and unemployment of unskilled
costs across the board. individuals are lowest under targeted reductions of firing costs for the
unskilled, while total production and average productivity are highest
under targeted reductions of firing costs for the skilled workers.
Alonso- General equilibrium model that They calibrated their model to Spanish longitudinal establishment data.
Borrego, introduces the possibility to study the Their simulations indicated that the introduction of temporary contracts
Fernandezand | effects of labour laws that liberalize the | increases unemployment, reduces production, and increases
Galdon (2005) | use of temporary labour contracts, productivity.

Source: The author's own, based on cited texts.

In sum, the advantages and pitfalls of the modadgiasst that a mixed approach could
be useful, using both logical assessments and itptarg information, having always in
mind the pitfalls of every option.
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3.

Labour and labour-related law and its
effects on MSEs

Micro and small (MSEs) firms in Latin America explaa large proportion of
employment and are usually believed to have masblems to comply business and labour
regulations® Their low productivity, problems of information éreven characteristics
associated to the way they function have been drgsdimits to the compliance levéfs.

Labour and labour-related legislation in Latin Amarhas always considered all
workers as equal regardless of the size of thefilrare they work. It was assumed that it
was not only in the interest of workers but alsdiohs, because this helped to regulate
competition among them. Even in the great laboforme process of the 90s in most
countries of the region, we did not observe spetiaintion to MSEs in labour and labour-
related laws and it was believed that if the labmarket became more flexible for all, then
MSEs would have more incentives for compliance. By, a new tendency towards
special labour regimes for MSEs is being observesewveral countries. It started in Peru
and Paraguay but similar arrangements are currdrglgg discussed in Ecuador and
Venezuela.

Should firms of different sizes be treated diffélerby labour and labour-related
Laws? This debate is not new in the region bugitainly has deepened in the last decade.
According to Morgado (2006), the main argumentdaivour of different treatments are
three. First, labour and labour-related laws infia cost burden too difficult to handle by
MSEs, and for that reason generate an incentivetieir informality or impede the
formalization. Second, it is important that thestegprises are supported since they employ
most of the labour force, especially when the ghowt formal employment remains
sluggish. Third, it is believed that a separatalegrangement for the SME sector allows
them to be connected to the medium and large eigerpMLE). In general, there are
arguments in favour and against, a different lagjish for MSEs (Table 8). Arguments in
favour indicate that MSEs can not afford costlyolaband labour-related laws usually
conceived for large firms. Arguments against thpegposals indicate that this kind of
initiatives imply a different treatment among warke with moral risk of possible
exclusion, since this type of system could encoarkdpour market segmentation, thus
limiting social mobility.

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

¥t is interesting to note that MSEs definitions.iatin America are very diverse. Not only not &l o
the countries use the same criteria (some useutmber of workers, some other combine it with the
sales level or the assets level) but even thogeu®the number of workers do not use the same
limits in each case to distinguish between micresmall enterprises (see Figure A2 in the annex).
Why do these limits vary so much? A quick reviewligates that these limits do not have any
relation with the level of development of the caies and evidently require further research and
harmonization.

40 Giordano (1995) cited by Sanchez-Castafieda (20§i6¢s five reasons for specific labour
relations for MSEs: a) lower specialization in éstand functions; b) different conformation of the
worker-employer relation; ¢) lower administrativ@pacity; d) financial weakness and difficulties to
cover labour debts; and e) lower productivity arghlr labour share in the cost structure.
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Table 8: Arguments in favour and against special labour and labour-related laws for MSEs

Pro Against
v Productive integration v ltimplies a different treatment among workers
v" MSEs have special characteristics: v There are opposed interests
* Less specialization within the firm * This changes worker’s protection for SME
» Different employer- employee relation protection
» Less administrative capacity V" Moral risk
« Low financial capacity to cover debts  Employers can reduce their firm sizes
« Low productivity and high labour share on costs * This can limit firm growth
v' There are already differences in some norms in most V' Exclusion:
countries * This limits social mobility for workers
v There are problems of effective application of law among
MSEs

3.1 The current situation

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

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

In Colombia depending on the number of workersulagpns vary in the entry
registry, labour contract certification, OSH regdidas, work uniforms (clothes)atixilio
de cesantiaand collective dismissals. In Costa Rica, basadiiee number of workers,
there is a difference on the percentage of postwithin the firm reserved for national
workers and their labour share (in the total pdyrém Ecuador, based on the number of
workers, there are differences in collective disaigprocedures. In Panama, according to
the number of workers and the economic sector, segpalations related to the ending of
the labour contract do not apply and some admatisé procedures are not required. Also
in Venezuela, based on the number of workers, doenefits differ; such as, mandatory
scholarships for children of workers, nationalityess, mandatory child care places, medical
services, collective dismissals.

23



Table 9: Common exceptions/differences of labour and labour-related laws on MSEs in Latin America

Country Special | Hiring Firing Specific Unions and Specific Other
Regime minimum collective contributions | differences/exceptions
(a) wage (b) bargaining: to social
minimun #of | security
workers
Argentina v v v na Training, annual leave,
payment facilities.
Bolivia 20
Brazil v n.a v
Chile 8 Night work, share of
national workers, internal
personnel policy, training,
penalties facilities.
Colombia v v 25 v Entry registry, internal
personnel policy, uniform
and auxilio de cesantia
Ecuador v v 30
Mexico 20
Panama v v 40 v
Paraguay v v v 20 v Internal personnel policy
Peru v v 20
Uruguay -
Venezuela v 20 Share of national workers,
nurseries, health centers,
profit sharing.

Source: The author’s own.

A check (V) means that the country has an exception. n.a: not available.

A negative case is the exception in the right tmnize and collective bargaining. In
most countries, workers working for small firms Iy a number of workers) can not
organize unions, although they can participate anevaggregated unions. This also limits
their right to representation since usually sodd@#logue mechanisms include only
organized workers. An interesting question herelditne what is the rationality for these
limits, why do these limits vary among countrieshiw?20 workers in most cases?), what
have been the effects of these practices andris tmther way to promote MSE workers’
representation.

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

In general, we have not found studies regardingettmmomic effects of these special
regulations for firms, and neither have we founduwioents explaining the rationality for
these decisions. In general, this seems to exginassmpact evaluations of these laws are
not common practices, and these laws are expeotedotk under the rationality that
smaller firms have more difficulties for complyingowever, several questions arise from
this evidence. Do these differences really work?yWhbes the number of workers vary
even within a country for theses exceptions? Whthdse 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 difftsrenthere is a problem with the
effective application of labour and labour-relatledvs among MSEs. Inspection and
supervision of small business compliance repreadnigher cost for governments and at
the same time MSEs have more difficulties to congdhce their resources are smaller and
have limited information and abilities requireddomply. To analyse this issue from the
economic point of view, we use Figure 4, which asssisome kind of normalized indexes
for all variables presented.

Figure 4: Labour and labour-related laws and MSEs - the problem
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The above figure shows the stylized fact that nmwestkers actually work in MSEs.
Also, that there is a positive relation between glience and firm size, probably because
larger firms are more productive and hence havernities to comply; smaller firms
however do not have those incentives. Therefotengesqual labour standards for firms of
all sizes generate incompliance in the smaller djravhich — by the way — explain the
largest share of the labour force. This incomplkaig exacerbated by the fact that the
capacity of the authorities to enforce regulatibas also a positive relation with firm size.

Probably using a combination of these argumentsiecent years we observe a
marked tendency in Latin America towards the refafmabour and labour-related laws
with SME criteria. According to Vega (2005), almbstf of the Latin American countries
have already reformed their labour and labour-eeldegislation in order to support and
promote these types of firms, although most of themy timidly. In some countries, the
legal references are dispersed in the generalldtigis or implicit in the labour codes. In
other cases, such as Peru and Paraguay, thengearial segimes, probably because in these
countries the changes have had negative aspectgabito (2006) distinguishes two forms
of labour and labour-related legislation for MSEpa general regime with some exceptions
for MSEs, and b) special regimes of labour and ualvelated laws for MSEs. In this
chapter we analyse these two alternatives, wittstiaece existing evidence in some Latin
American countries.
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3.2.1 Solution 1: special labour regimes
The simplest solution is to generate some kindpetwl treatment or special regime
for MSEs (Figure 5). The general regime holds dolymedium and large firms, and for
MSEs, lower labour standards apply.

Figure 5: Labour and labour-related laws and MSEs: a special labour regime
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Although Peru and Paraguay are illustrated to hlp@pecific legal provisions for
MSEs (Vega, 2005), such provisions are also prasefitgentina and Brazil. Many other
countries have also specific labour regulationgtierMSEs with the purpose of generating
jobs. Ecuador and Venezuela are already discuspiegjfic labour laws for MSEs.

In Peru there has been a special regime since 2@%i8h reduces drastically non-
wage labour costs, but this system has not workeskpected by the policy makers. Since
2002, Paraguay has had a special regime althoughastricted only to first job workers,
especially young workers between 15 and 28 yeatsiotluding professionals with no
work experience. All firms including small firmsgistered at the Labour Authority are the
beneficiaries of this provision. This law reducem§ and hiring costs for firms that hire
these types of workers and it includes exemptioos forovisions for the old age pensions
payments, social security payments, family allovearannual leave and dismissal costs.
The requirements for firms are simple, and the mopbrtant are that they can not employ
more than 20 per cent of their workers under thig &nd that they have to be currently
paying social security contributions. Three yeatsr, in September of 2005, no firm had
registered for this system, according to a repgrthe Justice and Labour Ministry of
Paraguay which is a sign that firms, even largespaee not interested in this system. For
this reason, even though this law exists in Panggudoes not work at all.

The Argentine Government approved in 2000 a laedjt‘Promotion of micro, small
and medium enterprises” (Law No0.25.300), that tieestrengthen MSEs primarily through
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Figure 6:
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provision of credit (creating several funds forithgevelopmentf’ Only in one article of
the law, there has been reference to providinguabod social security incentives for its
compliance by the MSEs. Later in 2004, the Law R®&877 complements the Law No.
25300 and states that firms with less than 80 werkell have reduced social security
contributions, but only for the new employees. ha#8l, there is an SME law of 1999 that
provides the institutional framework for its implemation, and further states that the
Government will introduce in the future labour intiees and simplified procedures. No
follow up to this law has been however found.

There is hot much experience in the region witlpeesto the evaluation of the impact
of these types of laws. The literature review iatks that detailed and primary data would
be necessary in order to properly assess eachWaskave found this kind of data only for
the Peruvian case, but it certainly would be irdéng to perform the similar type of
analysis in all cases mentioned.

The Peruvian special regime

Compliance to labour regulations is lower amongM&Es in Peru, as in many other
Latin American countries. In Figure 6, lack of cdimpce of the provisions relating to the
minimum wage and social security contributions (@aare indicated by enterprise sizes
in Peru. While there is some degree of lack of danpe in all firm sizes, these rates are
clearly higher among smaller firms, specially thienm enterprises. Another striking result
is that firms of all sizes comply more with the minm wage than with the provision
relating to the social security contributitn.

Compliance rates for minimum wage and social security contributions in Peru

Micro Small Medium Large

B Minimum wage M SS. Health " SS.Pensions

Source: The author’s own, based on household surveys. Compliance rates are estimated for private salaried workers.

“L It is worth mentioning that Argentina is a casewihich labour regulations have had enormous
variations in the last two decades. While it was tountry with the most severe reform (Vega,
2006), in the late 90s, a counter reform was itgitlaHowever, special regulations for MSEs remain
and recently they have been defined more accurately

“2 This surely is related to the fact that in Pehe $ocial security system of health operates like a
tax, in other words, it is not clear that thesetdbations finally benefit workers.
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The Peruvian congress passed in 2003 8Es Promotion and Formalization Law
(Law number 28015) The Government proposed three main argumentghierlaw: a)
most of the Peruvian labour force works in MSEs rgnthan two thirds); b) labour
productivity in MSEs is lower than labour produdivin larger enterprises (the relation is
5/1 is enterprises with more than 100 workers amdrprises with less than 5 workers are
compared); and c) most of the problems of compéaare concentrated among the MSEs.

The most important feature of this law is thatréates a special labour law regime for
MSEs, reducing drastically non-wage costs. Seemiriggh non-wage costs have made it
difficult for MSEs to comply with labour and laberglated laws.

This law operates at three levels:

» It eliminates some benefits: the overtime premiomnight work (35 per cent); special
payments for holidays (callegratificacionesin July and December), a compensation
for time of service (one monthly salary per yeawofk) and a family allowance (10 per
cent of the minimum wage).

» It reduces some other benefits and reduces to alfi¢hle paid vacations period and the
compensation for arbitrary dismissal.

» It makes the contribution to a pension plan optiohlae pension system is based
on workers’ contribution so this element does epresent a cost to employers.

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

To be part of this system, firms need to registeahe labour ministry with a simple
declaration.
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In 2003, Peru approved the MSEs Promotion and Formalization Law (law number 28015). Among other instruments, this law
includes a special labour regime that reduces (in some cases eliminates) some labour and labour related benefits for workers of

Box 3: The Peruvian special labour regime for MSEs

MSEs.
Characteristics of the labour regime for MSEs:
Benefit General Regime Special Regime Unit
1. Labour
Overtime premium for night 35% 0 % of the salary
work
Compensation for arbitrary 1% (max: 12) %2 (max 6) monthy salary per year
dismissal
Special holidays payments 2 monthy salary per year
Compensation for time of 1 monthy salary per year
service
2. Labour related
Minimum wage (MW) 500 500 soles per month
Family allowance 10% 0% % of the MW
Social security (health) 9% 9% % of the salary
Annual leave 30 15 days a year
Pensions 11% (mandatory) 11% (optional)
3. Effect on labour costs
Labour costs * 152% 113%
Wage costs 100% 100%
Non-wage costs 52% 13%

* Estimated for the case of a worker earning MW and with children.

Although the minimum wage is the same for both regimes, this law reduces drastically some labour and labour related benefits to
SME workers: it eliminates special holiday payments, reduces vacations to a half and makes it optional important benefits such
as pensions. The immediate consequence is that non-wage costs paid by employers are reduced from 52 per cent in the general
regime to 13 per cent in the special regime. (Pensions are not included in this estimate since they are paid by workers).

Has this special regime worked? No formal impaetl@ation has been performed yet.
However some studies have emphasized one indiciteuccess: the number of MSEs
registered in order to benefit from this I&The evolution of this registry shows (Figure 7)
some 5 thousand MSEs had registered at the LabousthW after some 30 months of the
existence of the programrfieConsidering that in Peru there are more than Romimmicro
enterprises, it is a disappointment that too fewBdglBave had incentives for this special
regime, considering the considerable reductioatimur costs involved.

Why is this special regime not working as expect€d@ Labour Ministry argues that
two problems seem to be important: a) the law nigpteral and hence, MSEs may not be

43 According to the law, if a SME wishes to parti¢ipan this program (and actually in all the
programmes associated with this law), then it baggister in the Labour Ministry.

“4 Vildoso (2006).

“5If not for enterprises, is this working for work&r Probably not since the small number of firms
involved represent a very small share of the laboarket. Figure A4 in the annex confirms this
view and shows that incompliance with the minimurage is increasing, instead of reducing;
incompliance with social security, health is notpnaving either and the percentage of workers
without a signed contract remains high.
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interested in a temporal programme only; and b)aiehas not had a good communication
strategy and many MSEs are not aware of this sy&tem

Figure 7: Evolution of the registry of MSEs for the special labour regime in Peru
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Source: Labour Ministry.

The law seems to have forgotten about the charstitsrof informality as withessed
in the last three decades. Basically, MSEs tergketselective in their compliance with all
legal requirements. This can be seen in Figure @&h Bhe percentages of complete
compliance as well as complete non-compliance term low. Most firms are selective in
their compliance and are thus concentrated in tigellesn Most of them comply with some
regulations. Many more MSEs comply with registnatemd taxation requirements and then
only with the labour law.

Figure 8: Percentage of MSEs complying with legal requirements in Peru
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Source: Chacaltana (2003).

“® This has been pointed out by the Peruvian Labduaiskly (2004).
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Therefore based on the above, the incentives efcred non-wage costs do not seem
strong enough. In Table 10, a rough comparison hef incentives involved in the
formalization decision is presented and only nogavaosts and taxes (sales and revenues)
are being considered. Although most assumptionshis exercise (such as the cost
structure) are based on real data (drawn from s&eguin 2001), this is obviously a
simplification since it is based on a static conguar; and positive effects of compliance
are only operationalized via the cost of credit] énerefore a more detailed evaluation
(using data of those firms registered in the systenmeeded. However, the picture of
incentive based compliance is adequately preseiitegl.idea is that if outcomes are not
observed, then there is no impact.

Table 10: Incentives involved in the special labour regime in Peru

Case 1 Case 2
Category Full formal MSE Law Informal 1 Informal 2 MSE Law
Labour costs 30 22 20 20 22.6
Wage 20 20 20 20 20
Non-wage costs 10 26 0 0 2.6
Materials 53.6 53.6 53.6 45 53.6
Raw cost 45 45 45 45 45
Sales tax 8.6 8.6 8.6 0 8.6
Total production costs 83.6 76.2 73.6 65 76.2
Financial costs 33 3 29 6.5 3
Total costs 86.9 79.2 76.5 715 79.2
Total sales (without sales tax) 100 100 85 85 85
Total sales (includes sales tax) 119 119 101.2 101.2
Gross revenue 321 39.8 24.7 135 22
Tax to the government 19 19 16.2 0 16.2
Gross Firm profit 13.1 20.8 85 13.5 5.8
Business tax (15%) 2 3.1 1.3 0 0.9
Net profit 11.1 17.7 7.2 135 49
Profitability 13% 22% 9% 19% 6%

Note: Informal 1: Labour informal but tax formal
Informal 2: Both labour and tax informal.

Four situations are compared for a small enterprifieng to produce the same goods
at the same volume, so that their production castgthe same. First, we consider the case
of a fully formal enterprise, i.e. it pays all lalsdenefits and all taxes. Labour costs are 20
per cent but since it pays all benefits it hasdd &0 units more (non-wage costs are about
50 per cent in Peru). Materials of production efsbut since sales tax is 19 per cent, it has
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3.2.2

to add 8.6 to the production costs. Financial casts4 per cent, the formal interest rate at
the banks. For this case, the special labour regingpod because it reduces non-wages
costs and thus increases the profitability ramnfd.3 per cent to 22 per cent. The benefits
come from the fact that reduced labour costs agqaire less financial costs. So the idea is
that formal MSEs have an incentive to registeris tegime. Also, potential new formal
enterprises could have an incentive.

However, does this also work for the informal MSIE&E?e we compare two informal
situations. The first one is informal (informal dnly in the labour issues, but is formal in
the goods market because it pays taxes. The sdotodmal 2) is informal both in the
labour and the goods market. We assume that thiegt seprice that is 15 per cent less than
the formal one and thus, their revenues are algmetsent lower. Informal 1 pays all taxes
and also it has financial costs of 4 per cent.rimfid 2 does not pay taxes and has higher
financial costs (10 per cent). As a consequendernral 1 gets a profitability rate of 9 per
cent, less than the 13 per cent in the fully forroase. However, “informal 2" gets a
profitability rate of 19 per cent.

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

The general lesson then is that this law is godd fam those firms that have already
decided to go formal and that informal MSEs woubd Imave an incentive to formalize only
on the basis of this law. This discussion thenthasmain implications for policy making.
First, to make this system appealing, the tax sirecfor MSEs needs to be changed.
Second, provide other (exogenous) incentives fonédization, such as access to markets,
increased productivity, efé.

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

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

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

* Low capacity of the MSEs, which is related to thew productivity and/or lack of
knowledge;

" An interesting issue is however if special regirtraarginal variables) affect labour productivity
(structural variables). For example, in a high jimgpcompetition, the minimum official mark could
be lowered for some not so tall competitors. Thisild benefit small competitors for some time, but
the question is if this procedure (lowering the khaould benefit these competitors and make them
grow or reach the official mark some day. This Buigan issue for a research agenda.
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* Low capacity of the State to enforce complianceahse lack of budget, efficiency, too
much bureaucracy (thought for large firms) orgatiiza etc.

Therefore, always at the theoretical level, attaglsome of the causes would increase
compliance directly, without reducing labour stamida For example, a generalized
increase in labour productivity across all firmesiazvould move the compliance curve up-
left and then the incompliance area would be redimegurally. This would be the best way
to reduce incompliance rates but it may take a evhih the meanwhile, some other
measures could be taken.

Figure 9: Labour and labour-related laws and MSEs - special treatment for MSEs
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For example, in Chile, there is a case in which #gproach is being used. This is the
case of the system that allows MSEs (up to 9 wesjkier substitute penalties for training.
This mechanism assumes lack of knowledge of theulabnd labour-related regulation by
MSEs. However, this is not a mechanism for not pagyihe penalty since MSEs are
required to correct the situation that motivates plenalty.

This system is well oriented in the direction ofedtly increasing the compliance
curve for MSEs. Although it is too early to find@ig results, its main effect is that it has
opened a line of thought that is challenging ininiédmerica. Thus, it has raised the
question whether the labour inspection should lbeechout in the same way in small and
larger enterprises? In the Peruvian case for ex@antpk labour inspection procedure is
complex enough to last up to 5 days for a largererise. Obviously, MSEs could not
afford such an inspection, and simpler procedumadavgreatly improve.
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Box 4: The substitution of penalties for training in Chile

The 2001 labour reform included an initiative that allows employers of micro enterprises (up to 9 workers) that
have labour infractions, to substitute the penalty for the attendance of a training course (no longer than two
weeks), on labour laws given by the Labour Direction. Upon request by the firm, inspectors decide and
authorize if the firm can use this mechanism. This benefit is used only once a year and since the moment of
approval, the employer has up to two months for taking the training course. Using this benefit implies that the
employer has corrected the situation that gave rise to the penalty (Vergara, 2005).

Impact evaluations using longitudinal data (Montero, Reinecke and Zapata, 2006) show that — on average —
participating in these courses do not reduce significantly the probabilities of not complying with labour laws
again. However, effects are stronger among smaller firms.

In Europe some interesting experiences in thispeets/e are being taken. Although,
in Europe, the problem is not as big as in Latinehica, they do have problems of
undeclared work especially in certain occupationsadivities, such as domestic work

(Table 11).

Table 11: Some practices in Europe to end undeclared work

Experience

Description

Results

Service vouchers

This programme focuses on domestic work. Households buy vouchers (6.2 pr hour

Expected result:

against black

loss is minimized even with albeit reduced liberty.

(Belgium)) of work, the real cost is 19.5 and the difference is paid by the government) in order | creation of 25 thousand
to pay for services performed by certified firms, that hire unemployed persons. After | new jobs.
6 months, the firm has to offer an indefinite contract.
Cheque Emploi Domestic workers are hired without the complex administrative procedures and 800 thousand
Service (CES, labour contracts, paying the wage via a check that can be purchased in a bank. households use the
France) The household gets a 50 per cent reduction in taxes on the value of the check. CES system, thus
legalizing undeclared
work.
National Itis an initiative that allows workers or employers that declare having operated n.a
Commission for illegally to formalize their situation with respect to taxes, OSH and social security
the emergence of | contributions. In exchange, employers pay reduced penalties, social security
irregular work. contributions in three years to offset the impact of increased labour costs. Workers
(Italy) pay reduced contributions.
3 pillars national The programme includes actions such as: na
programme . . . . C
»  Change of attitude: information campaigns, simplification of the regulatory
(Sweden)
framework
> Increased risk of sanctions: centralization of information, more resources for
fiscal authorities and antifraud policies
» Incentives: link of old age pensions with lifetime contributions and tax
deduction upon bill presentations
National council The emphasis is on improved inspections and sanctions, so the risk of financial na

market Measures are: cross check of information among public agencies and application of

(Switzerland) sanctions

Minijobs Itis a programme of jobs with reduced social security contributions By the year 2003, some
(Germany) 580 thousand informal

workers have been
declared.

Source: Renoy et al (2004). n.a.: not available.
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According to Renoy et al (2004) these programmesiarerse including subsidies by
the government, simplification procedures for cacts, programmes for the emergence of
irregular work, awareness campaigns, and improveémeanforcement procedures. Also,
in Germany there is a scheme in which reduced lseeturity contributions are the key
variable (the Mini jobs programm&).Some results are included in the same study, with
respect to the number of workers involved and #egm promising. However, we have not
found any impact evaluation document on these nmésimas?®

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

Special labour regimes are usually one part of aentbooad set of instruments. In
some cases, these promotion instruments are alsmatized in a sort of MSE specific
law. A recent study by Conindustria (2001) has tbdiSE specific laws in Colombia,
Argentina, Mexico, Brazil and Venezuela. (Table W2; have added the case of Peru). As
we can see in this table, these laws include “lalicentives” only in Argentina, Brazil
and Peru.

SME laws usually cover all workers but sometimegecavorkers of one sector only,
usually concentrate on other aspects of the busieegironment of MSEs, such as credit,
fiscal incentives, government expenditure, trairamgl technical assistance, administrative
simplification procedures and export incentives wessaw in the case of Peru, the impulse
for formalization usually does not come mainly fréme cost equation in the labour market,
but from restrictions at the goods markets. Forseheeasons, some countries have
undertaken this issue directly.

“8 Actually this would be a typical case for the sioln 1 example.

“9It is worth mentioning that in developed countribere is more experience in the application of
formal evaluations to assess the effects of lakemron MSEs, and using different approaches. For
example, Edwards, Ram and Black (2003), using a sagly approach analyse the 1997 changes in
labour and labour-related legislation in the UKgttincluded new laws on trade union recognition, a
National Minimum Wage (NMW), working time regulatis, and rights in relation to the work-life
balance. Contrary to the common view that these lawauld increase costs and reduce employment
and/or profitability, this study argues regulatioan have ‘positive’ as well as ‘negative’ effects
analysing in detail the mechanisms involved witthia firm exposed to these changes. They find that
“the impact of employment legislation on small firmanixed, and is contingent on the market
context and the individual situation of each fiimdeed they find that effects mainly arise from the
context of the legislation as opposed to its cant€herefore when analysing the impact on small
firms, the focus should not be on the impact onllisfinns as a whole but rather the impact of
specific legislation under certain circumstances.
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Table 12: MSE promotion laws in Latin America

Colombia Argentina  México Brazil Venezuela Peru
Sectors All All Industry All Industry All
Covered population
Handcraft v v
Micro enterprise v v v v v
Small enterprise v v v v
Medium enterprise v v v
Instruments
Credit v v v v v
Fiscal incentives v v v v
Government exp.(compra Estatal) v v v v
Tech. assistance and training v v v v
Administrative simplification v v v v v
Labour incentives v v v
Exports incentives v v v v

Source: Based on Conindustria (2001).

In Latin America, an interesting institutional medism is the case of Brazil, where
the legal and institutional framework for MSE suggtas two main bodies. First, there is a
legal mechanism oriented to give a different amdpéified treatment to MSEs regarding
not only labour issues, but other aspects, suctaxas, credit, government expenditure,
training and even a special treatment with regardriports and exports. The Law No.
8.864 (March, 1994) and then Law No. 9841 (Octoh®89), were passed for a different
and simplified treatment to MSEs regarding sucheeispas administrative procedures,
taxes, old age pension, labour, credit and econpeiiformance. MSEs are defined based
on gross sales and the following benefits are abklfor the MSES:

» Taxes: simplified accounting requirements, simptifdocuments issued by MSEs
and simplified annual declaration.

» Labour: simplified processes in order to make #i@ato comply with labour and
labour-related laws, elimination of bureaucratistrietions not compatible with
the simplified regime, minimum payments for OSH amdeption to some articles
of the labour code related to the annual leave.

» Credit: Public institutions creating favourable ditions for SME access to credit
and tax incentives for private financial institutgthat give them credits. The
government can guarantee MSEs when they requidi.cre

» Other: No less than 20 per cent of the federal $uriented to entrepreneurial and
technological training oriented to MSEs, having ofty in government
expenditures and a special treatment regardingrimipad exports.

Second, there is a specialized institution, catedBrazilian Service for MSE Support
(SEBRAE) created in 1972 with the specific purposie facilitating the business
environment in five areas: taxes, less bureaucracgess to credit, technology and
knowledge for the MSEd4Jnfortunately, in this quick review we have not fiduempirical
assessments of these policies although they semmiging.
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On the other hand, in Colombia we have found sévataresting experiences on
MSE promotion. First, this country had MSE NatioRabgrammes (PNM) since 1984 until
2000 when this strategy was replaced by MSE lainst (fersion 2000 and second in 2004).
Second, there is a long tradition of exercises ih@nd to evaluate the impact of these
promoting laws and the public and private sectapeoation. Third, although it started in
2001, since 2004, some 26 thousand MSEs are suhweyary year in order to provide
information for policy making (this may be the lasj MSE survey in the region and
probably in the world).

Box 5: SME national programmes in Colombia

Since 1984, Colombia has National Plans for Micro Enterprise Development (PNM). These programmes were
issued as policy documents (different from laws).

1) PNM 1984-1988: concentrated on administrative training, technical assistance and credit. It created an
evaluating council and supporting committees in order to implement the strategies.

2) PNM 1988-1990: marketing strategies, technological development, entrepreneurial organization, legal
framework, entrepreneurial training, and credit. It created the National council of the Micro Enterprise.

3) PNM 1991-1994: An evaluation of the previous experience indicated that those PNDM had reduced
coverage, too much emphasis on credit, duplicated functions, and low technological development. Therefore
this PNM was reoriented towards the improvement of technology, marketing, finance and managerial
performance.

4) PNM 1994-1998: Implemented a system of integral finance, a programme for technological services and a
new industrial framework.

The impact evaluation exercises were implementet®ua system, called the System
for the evaluation of public support to MSEs thas fbeen used at least in 1997, 1998 and
2001 with specific surveys with a longitudinal dgsi For example, Cabal et. al. (1998) —
using this data and a log model — finds that inghdod 1997-1998 the PNM had a clear
impact on the probabilities of survival of firmstet probability of closing the firm was 19
per cent for participating firms while this probiglgiwas 42 per cent for non participating
firms, after controlling for other variables. Moierestingly, they found that this effect
was stronger when credit was combined with techaigsistance in contrast to credit alone.
This exercise was repeated later by Castafieda ahdldS (2002) for the period 1998-
2000, and they also found that participating inPiNM reduced the probability of closing.
Later, the second version of the MSE law was al&duated, this time using a qualitative
approach. This study concludes that the new versidhe MSE law (Law No. 905) was
not consulted with social partners and worsengtbblems of the former law (509). They
argue that since this new law generates two pamalltems and that critical problems —
such as tax, sanitary and credit regimes for MSEemain. They conclude that an
important lesson is that the roles of the goverrtraed the civil society have to be clear for
an effective support to MSEs, and that issuingva ianot sufficient to promote MSEs,
especially when this law is not derived from corsses’

All these cases show that most countries in LatineAca understand that a secure
way to improve compliance and improving workers dibans, without reducing firms’
profitability, is to increase labour productivitpé firm’s competitiveness. In other parts of
the world, such as in Europe for example, otherr@gghes, such as institutional
mechanisms are used to reduce undeclared work - agi@revention, enforcement and
awareness (see Figure A7 in the Annex). Howevekjason (2006) mentions, we have to

¥ Note that in a quantitative approach to evaluatibese types of conclusions could not be derived.
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take into account that in Europe, the problem sdeme qualitatively different from Latin
America. Not only the informal economy explains mon share of the labour market, but
contrary to Latin America, where these activities a@isible, in Europe most of these
activities are undercover or illegal. For thesesoes, caution must be taken when
comparing these experiences.
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4.

Conclusions and agenda

This report provides results of the first stageadfvo stage research, regarding the
economic implications of labour and labour-relateds on MSEs. The first part of the
report provides a quick review of the existingritieire on this subject and it is expected
that the second section provides evidence from mrapiresearch findings — basically
primary and comparative data. This report concésdgraon the review of the Latin
American experience although some references e §or countries in other regions.

Since MSEs provide a large share of employmenténlabour market, a tendency
towards a separate labour regulation for MSEs leas lvitnessed in Latin America. The
literature review points out the most common ecadoaffects in the region, along with the
methodological approaches and pitfalls utilizeddetecting such effects. Most of the
literature seems to focus on a few variables; sisch specific relation between a particular
legal provision and one or two economic variabeghout much examination of the
possible positive effects of the legal provisiolkast of the economic studies focused on
general effects of laws, although there may beetbfit results when viewed in terms of the
firm size. Specific literature on the impact of ¢ab law on MSEs is certainly scarce
although a diverse set of mechanisms exists inrggeon (at least in Colombia, Brazil,
Chile and Peru) which may be worth examining iratgedetaif’

In any case, some interesting lessons arise framptiesent review. First, some
interesting findings have come to light in relatimnthe regulated and unregulated sectors
(corresponding to formal and informal economiesniany ways). Theoretically, there are
two main options in a situation in which a labouarket is divided between a sector
covered by the regulation and another sector thabt covered by the regulatithOne
approach seems to lower the standards of the tegudactor to provide opportunity for the
unregulated sector to raise its standards simudtzstg. Another approach could be to work
directly with the unregulated sector to detect whynpliance rates are so low among them.
The first strategy has already been implementedeiveral countries in Latin America.
However, after more than a decade of reforms, \@hathe reasons why informality rates
are still rising? One explanation may be the stmgcof Latin American labour markets.

As presented in Figure 10, Latin American Labourkets have large shares of
workers in the MSE sector as well as independasestic and family workers besides
having a large pool of workers in the rural arédse percentage of workforce generally
covered by the labour and labour-related regulasamther small, represented by a small
circle, usually concentrating on medium and largeemgprises. This fact has been used to
justify labour reforms in the past. However thistfean also explain why those reforms did
not produce the expected results: those reformsress that the large share of workers in
the unregulated sector could be incorporated mtcstnall circle of protected workers. This
meant that reformers expected this small circle ldrogrow and absorb the huge
unregulated sector as a result of only labour laferms. However, it has been ignored

*L Why this literature has developed so little in tegion. There could be several explanations and
the lack of experience with evaluation of any lamgeneral could be one of them. Another reason
could be that in Latin America, the developmenffioh level data is very limited, especially for
small firms (we have excellent household data dbblr demand analysis requires firm level data).
On the other hand, labour and labour-related lamisatin America vary too much in short periods of
time. Finally, in most Latin American countries, B$ workers — the most interested in these
evaluations — have limited rights to representatiod voice.

*2 Freeman, Richard (2005).
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what really drives the size of this circle, whichthe magnitude of labour productivity
determined by other variables. The reform procéss seemed to be oblivious of the fact
that the effect of reforms takes rather long gastateriod before any results are evident.

Figure 10: A simplified view of the Latin American labour markets structure

Utrban Rural Total

Salaried
Public
Private
SMEs
Medium&large a>
Other workers
Owners
Independent
Other (domestics, TFNR, etc.)

Source: The author’s own.

Secondly, regarding the economic implications & kbour law, the above review
has detected diverse effects. In some cases, suttie dundamental rights, it is very clear
that law and its effective application should praviatolerable situations. Currently, there
is a general consensus about the Fundamental fléscilating to child labour and forced
labour, which should not exist since these prastibave both social and economic
implications.

In other types of law however, there are positind aegative economic effects, with
the net effect being important. The literature egwiin this report concluded that most
studies focused only on one parameter, usuallyotie related to negative effects with
positive effects being rarely assessed. A morenbathapproach is then needed in order to
avoid, as much as possible, to assess both pogmibléve and negative effects. At the
micro level, labour and labour-related laws cantgumb workers and increase their
bargaining power, but this protection also may meaonomic implications affecting
employers” incentives to growth and employment gei@. At the macro level, labour
and labour-related laws introduce equality in thgolur market but, since it has costs, this
can also affect efficiency and aggregate econowani@kles.

Hiring and firing laws regulate job and income gégu(entries and exits), and
therefore they affect labour turnover, labour dethaand productivity. Unions and
collective bargaining regulations seek to equategdining power, but this affects
profitability and could affect productivity. Paytdhxes always take resources out of the
labour market and therefore always have negatfeetsfespecially on labour demand. This
is different in the case of social security conttibns, especially when there is a return for
these contributions, for example, in the form oflueed risk at work or worker-related
risks. It would be useful and interesting to analyghat net economic effect payroll taxes
or social security contributions have. When sos&durity contributions provide negligible
or no return to workers or firms (due to systenmiefiiciencies), they act exactly like a
payroll tax. Finally, in the case of the minimumgea the regulation attempts to reduce
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abuse in the labour market, introducing wage etudlit this can also affect the firm’'s
labour demand.

Table 13: Labour and labour-related laws and most mentioned economic effects

Labour and labour-related laws Most common economic effects
Basic rights « Unfair competition
* Human rights violations

Hiring and firing « Job and income security
* Turnover and productivity

Unions/collective bargaining « Bargaining power
« Productivity and profitability

Payroll taxes and social security contributions * Risk administration
* Labour demand

Minimum wage » Wage equality
* Labour demand

Other procedures » Compliance

* Incentives

Source: The author’s own.

With the knowledge that both positive and negaéffects occur, the question is then
about magnitude of such effects and the offsettiaygabilities as regulatory changes are
introduced. Therefore, laws do not need to ménimal or maximum?”; they need to be
“optimal”. The discussion about minimum laws or maximumdas/normal among social
partners since the labour relation is not only clemgntary but also is competitive.
However, from the point of view of the law (in othgords, the State), balance is required.

This point can be better expressed with an exarfolen the hiring and firing
regulation that has been heavily reformed in L&tmerica in recent years. Since these
regulations affect turnover and productivity théme tquestion is about the form of the
relation between these two variables. Some pea#endo think that this relationship is
linear, since they are always trying to reformniyicosts no matter what the current
situation is. If this relation is linear, then heahturnover would always increase
productivity (via increased efficiency). Howevemgirical evidence seems to show that
this relation is not linear but rather concave (Segire 11). In this case, turnover increases
productivity only up to a point, beyond which highernover means less productivity. This
is the finding of Harris, Tangnd Tseng (2002) for the Australian case, in wihdy find a
positive effect meaning that still further reform firing and firing regulations in that
country could improve labour productivity. For thatin American case, Chacaltana and
Garcia (2004) found a negative relation in Perummggthat in this country further reform
could reduce labour productivity.
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Figure 11: An example of balance - the relation between labour turnover and labour productivity

Productivity

Turnover

Source: The author’s own.

Thirdly, a tendency towards creating specific legabvisions for MSEs in Latin
America has been found. Reasons for this tendemgcgpecific characteristics of MSEs, the
type of labour relations within them and their lowgroductivity levels that impose
restrictions to some procedures or regulationdiéncontext of traditional labour relations,
non-liquidity constraints, and the existence of amant collaterals or rapid access to
financial markets.

On the one hand, countries such as Peru and Pgragriamplementing special labour
regimes, in Peru specific for MSEs and in Paragoayhe youth (including MSEs). The
evidence however shows that in Paraguay no firmuked this system yet after three years
of existence and in Peru five thousand out of twition firms are using it. This seems to
indicate that the mere reduction of social protectr workers’ benefits through labour law
reforms is not enough for encouraging small enigeprto formalize (Morgado, 2006). The
incentive for formalization seems to come from wdsthe labour cost equation.
Particularly, the tax costs and labour productigigem to be more powerful instruments for
formalization than the reduction in workers’ prdies. On the other hand, in Chile, the
approach seems to be to address directly the pnobfelow compliance among MSEs
attacking one of its causes, lack of knowledgeh@ugh impact data is not clear yet, this
provides a new approach for tackling the challeage therefore poses a new agenda for
reform on procedures, both on the labour relatimhthe inspection service.

Considering these evidences and lessons, it ig thed the second stage of this
research is needed, especially considering theesiplerience of approaches being used for
the promotion of MSEs in the region. In particulalthough some evidence about what
works and what does not has been provided by thiskgeview, a detailed analysis of
specific country experiences (such as the one lin)Reuld provide more information. For
this purpose a selected number of comparable easalsl be needed as well as a uniform
research framework (Chile, Colombia and Brazil ifstance). For example, even though
public efforts to support MSEs have more or lesammon objectives (to support MSEs and
to improve MSEs workers” conditions), the scarcalwations found do not review the
same variables, and indeed they analyse differenfoppnance indicators such as the
probability of complying after a period, or the @ual rate of MSEs, or employment
generation.
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Another — more complex — set of questions wouldvhat works better: labour cost
reductions, tax reductions or simplification progexs? Do they work better alone or
combined? How do these effects vary under diffesa@narios for labour productivity
evolutions? For these types of studies (detailedinty analysis or comparative
evaluations) primary data on each country expegdsdeeded even if these assessments
do not include econometric considerations (economanalysis would need even more
detailed data at the firm level).
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Annex 1

Table A1: Latin America: Composition of labour, 2004 (%)

Other (domestic, family, etc.)

Urban Rural Total

Total 4 29 100
Public sector 8 3 11
Private sector 52 19 71
Independent 19 8 27
2 to 5 workers 8 3 1
6 to 10 workers 4 1 5
11 to 49 workers 1 3 14
More than 50 workers 10 3 13
Other workers 12 7 19
Business owners 4 1 5
8 6 14

Source: Own estimation based on ILO (2005b) and Eclac (2004).
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Table A2: Types of labour and labour-related laws

Study

Types of Law

Specific areas of laws

Botero,
Djankov, La
Porta, Lopez-
de-Silanes,
and Shleifer1
(2004)

Employment laws

v
v

v

Alternative employment contracts (part time contracts, fixed term contracts, etc)

Hours worked (days of annual leave, mandatory holidays, overtime, work on the rest
day, hours of work per week, weeks worked a year,

Firing regulations: redundancy dismissal, no cause dismissal, notice period, severance
payment, and penalty for no cause dismissal.

Dismissal procedures: notification to or approval by a third party, retraining or
replacement prior to dismissal, priority rules.

Collective
relations laws

Labour union power: right to unionization, to collective bargaining, duties of employers
and unions, closed shops, workers councils, etc

Collective disputes. Employer lockouts, industrial action, wildcat strikes, political
strikes, requirements before strikes occur, conciliation procedures, arbitration during a
labour dispute, rules to fire or replace striking workers, etc

Social security
laws

AN

Old age, disability and death benefits. Right to coverage of risk of old age, disability
and death, retirement age, months of contribution before retirement, level of salary
deductions for old age and disability benefits,

Sickness and health benefits. Right to coverage of risk of sickness, rules for
contributions or employment required to qualify for sickness benefits, waiting period for
sickness benefits,

Unemployment benefits. Right to coverage of risk of unemployment, rules for
contributions or employment required to qualify for unemployment benefits by law,
waiting period for unemployment benefits

Civil rights

No labour discrimination on grounds of race or gender
Statutory duration of maternity leave with 100% earnings
Minimum working age

Mandatory minimum wage

Portes (1994)
cited by
Kucera and
Galli (2005)

Basic rights

Right against use of child labour
Right against involuntary servitude
Right against physical coercion

Survival rights

Right to a living wage
Right to accident compensation
Right to a limited work week

Security rights

Right against arbitrary dismissal
Right to retirement compensation
Right to survivors’ compensation

Civic rights
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Right to free association
Right to collective representation
Right to free expression of grievances

Source: own sources.
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Table A3: Definitions of MSEs in Latin America (number of workers limits)

Micro Small Medium Large
Chile 4 49 199 200
Colombia 10 50 200 200
Costa Rica 5 30 100 100
El Salvador 4 49 99 99
Guatemala 4 49 199 199
Mexico 30 100 500 500
Venezuela 4 20 100 100
Peru 10 50 100 100

Source: Zevallos, Emilio, FUNDES.

Figure A1: Peru — Incompliance with labour and labour-related laws before and after the SME law approval
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Figure A2: Peru - correlation between inspection and compliance
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Table A4: Cases of general legislation with exceptions for MSEs

Country Detail
Argentina v' MSEs have amore flexible access to hiring contract modalities and have special regulations on
OSH and training.
v MSEs can redefine workplace activities, the characteristics of ordinary annual leave, the payment
of the annual complementary payment, and the change of the regime of contract extinction.
Chile v Under legal age workers can work at night only if other members of their families work at the same
place.
v' Firms with less than 25 workers are not required to comply with the 85 per cent cuota of Chilean
nationals at the firm.
v' Firms with less than 9 workers are not required the internal personnel policy, neither the hygiene
and security policy.
v Smaller firms can apply to some training systems specially oriented to them.
v" 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. The number of representatives also varies for firms with less than 25
workers.
v' Fines for labour faults have a special treatment for Small business.
Colombia v According to the number of workers, there are different regulations in:
e the entry registry
*  labour contract certification
e OSH regulations
e Work uniforms (clothes)
e “auxilio de cesantia”
»  Collective dismissal.
v According to the volume of capital, there are different norms on the hiring of apprentices and OSH
benefits.
v" According to the economic sector, there are different norms on issues such as the internal
personnel policy.
Costa Rica v Acccording to 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).
Ecuador v According to the number of workers, there are differences in collective dismissal procedures.
Panama v According to the number of workers and the economic sector, some regulations related to the
ending of the labour contract do not apply.
v" In MSEs, internal personnel policies are not required, neither a committee for grievance resolution
nor places to nurse children.
Paraguay v" The internal personnel policy is only required at firms with more that 20 workers. The same applies
for places to nurse and feed children.
Dominican v Atfirms with more numbers of workers, the cuota (mandatory share) of Dominicans national at the
Republic firm increases.
v According to the volume of capital, agricultural firms with low capital do not pay profit sharing (profit
sharing schemes).
v’ Family businesses do not have limits on the hours of work or night work.
v" Firms with less than 20 workers can not have unions.
Venezuela v" According to the number of workers some benefits differ:
e Mandatory scholarships for children of workers only for firms with more than 100 workers
«  Nationality rules only apply to firms with more than 10 workers
e Child care places only for firms with more than 20 female workers
»  Medical services only for firms with more than 500 workers. Hospital services for firms with
more than 1000 workers
«  Different percentage allowed for collective dismissal. Also in smaller firms, non-causal
dismissal does not give right for rehiring.
¢ According to the volume of capital and activity sector, there is a different level of profit sharing.

Source: Morgado (2006); Vega (2005).
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Table A5: Some measures taken in Europe to reduce undeclared work

Dimension Measure Countries

Prevention Simplification of administrative procedures Austria, Denmark, Holand, England, Spain

and .

incentives Tax reduction Denmark, Portugal, Ireland
Labour flexibility Austria, Belgium
Regulation harmonization Austria, Greece, Holand, France, Portugal, Denmark
Finance programs to compete with undeclared Germany, England
work
Formalization programs Italy

Repression Better fiscal control, via multiple authority Finland, Sweden, Luxemburg, Germany
cooperation (cross check)
Better fiscal control via strengthening of existing Austria, Germany, Greece, Ireland, England, Ireland
authorities
Better fiscal control via creation of new authorities Austria, Holland, Portugal
Specific control actions in particular sectors Portugal (illegal immigrants), Spain (domestic

service), construction sector (Sweden)
Awareness Specific awareness campaigns England, France

Information to foreign workers Finland
Publication of the names of those that hire Ireland

undeclared workers

Campaigns on the risks of undeclared work Sweden

Source: Marcon, F. (2006).
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Annex 2

Methodological Appendix

A review of econometric impact methods for evaluation

There is a growing literature that takes a quant#aapproach in order to assess the effects afuiab
market interventions. Most of these methods relyhenexistence of a counterfactual, or comparison
groups to assess impact, i.e to identify the effeaused by the interventions and not by other
phenomena. However, in the case of labour and tatedated laws, by definition these laws affect
all people or enterprises in a country or regionl dor that reason there is no possibility of
constructing a comparison group as a counterfacBmaleral methods haven been used to address
this problem. We identify at least four methodsjrently used by the specialized literature. In orde
to guide the description of these methods it isaypate to differentiate between reduced form and
structural form estimation, and also to specify idraidentification strategy of causal effects’is.

e Estimation of reduced forms means estimating nettts of causing variables on the variables
(outcomes) of interest. Economic theory is usedfrione causal questions and propose
alternative hypothesis to be tested using an eogpiidlentification strategy. The main task here
is to identify a credible source of exogenous \ammin order to isolate the causal effect of a
given variable (the causing variable) on the outesrof interest. However, given that the
sources of variation in a specific context do npplg in general to all possible situations,
reduced form results are not easily generalizemttter situations.

e Estimation of structural modeling of behaviourahdtions, and the main problem is estimating
parameters supposed to enter people’s behavioah @s utility functions, firms’ production
functions, government’s loss functions, and sohforfThis type of estimation identifies the
fundamental structure of an economic model, ancefbee using the results of these procedures
the researcher is able to make causal statemenht® gieneralize the results.

Ideally, we would want the causing variable to bsigned randomly across individuals or firms so
running a regression of the outcome on the causgam@ble will yield unbiased estimates of the
causal effect going from the causal variable todheome. However, in real situations, the causing
variable is not randomly assigned. Therefore, wednto design empirical strategies aimed at
eliminating likely biases in order to identify ausal relationship in an observational study (as
opposed to an experimental study, such as clitiizd$, where the researchers can assign randomly
the causing variable among individuals). In manypligptions, policy changes such as the
introduction of new regulations or abolition of td@tions in place serve as sources of exogenous
variation as long as these changes are unrelatectlgiito the outcomes of interest.

The Cross-Section (CS) estimator

The cross-section estimator is the basic desigastess the causal effect of one variable over
another. In a regression framework, it consistsumming a regression of the outcome on the causing
variable and to control for additional variablesttlare confounded with the causal variable. The
intuition is that including these additional valied allows attaining theeteris paribusx:onditionf_>4

so the relationship between the causing variablethe outcome can be estimated without biases,
and therefore can be interpreted as a causal aesip. Assuming that we have a sample of
individual unitsi , that the outcome of interest is representedYhythe causing variable b& , and

the additional variables byX , the regression framework can be represented ®yestimating
equation:

%3 Most of the description of methods and their figfaresented in this overview is based on work
by Heckman and Robb (1985), Meyer (1995), Angniet Krueger (1999), Heckman, LaLonde and
Smith (1999).

> Ceteris paribus, means “keeping all other thirarsstant”.
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Y =a+[C + X[ +e.

In this expressiong represents the regression error. This estimatijugtion is usually estimated
using Ordinary Least Squares (OLS), although ofiséimation techniques can also be applied. The
coefficient 5 captures the relationship between the causingbiariand the outcome. The main
identification assumption of the CS estimator iattthe causing variable is uncorrelated to the
regression error. If this is the case, the CS estirof [ identifies the causal relationship between

the causing variable and the outcome.

The main problem of the CS design is that causaripbles are seldom randomly assigned, that is,
they are not exogenous. In most situations, itmipdssible to include all the additional variables
correlated to the causing variable in the regressimdel simply because these variables are not
available to the researcher in the data. Thus,SliShates are often affected by omitted variabls.bia
In general, it is difficult to ensure that the dagsvariable is truly exogenous, this happens begau
in real life many events and features of an indigidor a firm are intertwine® A second problem
with CS estimator is over-controlling. This occwien a covariate affected by the causing variable
is included in the regression model. If the relagtdp between these two variables is positive, the
inclusion of the additional covariate will lead daodownward bias on the estimation of the causing
variable because some of the causal effects wilkapthrough its relationship to this covariate.

The Before-After (BA) estimator

The before-after estimator exploits temporal vasiathat defines a pre-change period and a post-
change period associated to the causing variallis. &stimator is applied in empirical work when
the same change in the causing variable or theyoliange applies to the population at large, so
everyone gets exposed to the new level of the wgusiriable or the new policy regulation (we
observe only one group in both pre-change and giumtge periods). If the policy change associated
to the causing variables is the only change inethéironment, then the temporal variation in the
policy allows estimating the effect of the causuzgiable on the outcome of interest by comparing
outcomes before and after the change. Assume thahave information for two cross-section
samples of the population, one before the chaiige @) and another after the change% 1). In
such a situation, the before-after design to esérttee causal effect of the change can be expressed
using the following regression modél:

Yit =a+IBPOS¥+£it’

Here, Y is the outcome of interest (wages, hours of wiatipur demand, etc. is the regression
error, andPOsSt is a dummy variable that takes a value of onééf dbservation comes from the
period after the policy change and zero otherwibat(is POSt=1 whent =1 and Post=0
whent = 0). The BA estimator of3 is equivalent t6?

*® Notice that this identification assumption is diint from the OLS requirement that the regressors
are uncorrelated witl€ . OLS “mechanically” impose this assumption to ta¢a in order to get an

estimate of 3. The causal interpretation of the OLS estimatgBotomes only if we can ensure that
nothing in the error tern& remains correlated to the causing variable.

*% For instance, when estimating the returns to dafmait is difficult to ensure that schooling is a
exogenous variable. It is surely related to abilithich also affects earnings. Omitting abilityan
earnings regression biases the estimate of sclgoobefficient in an earnings regression, making
difficult to interpret the estimated relationshiptiveen schooling and earnings as causal. Typical

ways to attenuate the extent of omitted variabées lig to include as many covariates as possible to
attain what theeteris paribusondition, that is, to maintain everything else&q

>" Additional variables can also be included in tegression equation.
*8 See Heckman and Robb (1985) or Meyer (1995).
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Bea=M" =Yy )
In this expression, the bar indicates an average owividual units and the subscripts indicate
whether the average corresponds to the period thitguolicy changet(=1) or to the period before
policy change { =0). In other words, the BA estimator is simply thiéfedence between the
outcome of interest before and after the cha?ﬁg'éhe main identifying assumption of the BA
strategy is that in the absence of the policy chayffy would be zero.

This empirical strategy is not valid in generalt lm some applications may be appropriate. In
particular, this strategy would be useful in sitoa$ when there is a sharp change in policy ohén t
causing variable and when individual units are caraple over time in the absence of the policy
change. In many cases, it is difficult to obtairbiased estimators of changes in law because many
other changes and secular trends occur at the sameas the change analysed. For instance,
changes in labour codes and trade liberalizatiore vimplemented during the nineties in several
Latin American countries and both policy changdseciéd all workers or firms and it is difficult to
separate their net effects.

An alternative approach consists of a two-step gualace. In the first step, the parameters of an
underlying relationship (such as labour demandtielag are estimated over time. Then, in the
second step, the effect of interest is isolate@dtimating a pre-post regression using the estimate
parameters from the first step as the dependemablarand a time dummy for the post-reform
period as the main explanatory variable (obvioushany other conditioning variables can be
included in this regression to reduce the omittadables bias problem).

Pitfalls. The major problem with the BA estimatertihe possibility that the group before the policy
change and the group after the policy change ate comparable. The main identification
assumption of the BA is that these two groups a@maparable in the absence of the treatment.
However, it is possible that other unobserved fachesides the policy change under study affect the
analysis group. If this is the case, then the B#restor would pick-up these other factors together
with the true effect of the policy biasing the résuOne possibility to solve this problem is to
identify sub-groups affected by these other secfdators but unexposed by the policy change.
Then, any time invariant secular trend can be reddvy taking the difference between the BA
estimate for the exposed and unexposed groups.idtie intuitive idea of the next identification
strategy.

The Difference-in-Differences (DD) estimator

Difference-in-differences techniques are an extensd the before-after method that applies when
certain groups are exposed to the causing varigbike others are not. Exposed units comprise the
treatment group, while unexposed units the congralup. The method consists of taking the
difference of the outcome of interest before angrah change in the causing variable for the
exposed group and then difference away the difteref the outcome before and after the change
for the unexposed group, thus the term differenedHiferences or double difference. The DD
strategy is well suited when sharp changes in thir@ment or changes in government policy are
observed and when these changes generate varatioss groups affected and not affected by
them, thus generating a treatment group (exposet¥antrol group (not exposed).

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

Y, =a, +a,Post +a,Treatment + S(Post x Treatment) + &, ,

Here Treatment is a dummy variable indicating wle#n individual unit belongs to the exposed or
treatment group. The coefficient on the interactierm (Post X Treatmenf) is the parameter
of interest, it captures the variation experienbgdreated units relative to the control units hesea

* Under this approach, the identification i does not require data on individual units as lasg

only grouped means are required and thus aggretste is sufficient to estimate the effect of
interest. However, in order to obtain standardrsremd to perform statistical tests data on indiald

units (repeated cross-sections) or time seriesatatgygregates are required
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of the causing variable. As such, the key idergtfn assumption is that the interaction term i® ze
in the absence of the change in environments acipsl It can be shown that the DD estimator of

[ is equivalent t8?
IBDD = (Y1T _YoT) - (Y1C _YOC) '
In this case, the superscripls and C denote the treatment and control groups, as béferdar

indicates an average over individual units and styts indicate time post policy changt £1)

and pre policy changd (= 0). Note that the DD estimator eliminates any seduénd associated to
the passage of time by taking the difference betwesated and control units before and after the
policy change.

A variation of this model arises when the interactbetween the time variable and the treated
variable is not enough to correctly specify theugrdrom which the effects of interest shall be
estimated. In particular, it might be the case #mabng the treatment group only a sub-group is
really being affected by the change we are intetksh. When this situation arises, a natural
extension of the DD strategy is to consider higbreler interactions to isolate the effect of interes
Assuming that on the treatment group there is tqodar sub-group of affected individual units afte
the change in the law, alongside the variablesatiig the post reform period and the indicator of
the treatment group, an additional variable indicpatwhether a treatment unit belongs to the
affected sub-group shall be included in the regnaesmodel. Then, the effect of the change in the
law is estimated from the interaction of these @hvariables. In terms of the previous discussion,
this procedure is a difference of difference-irfatiénces, usually denoted as DDD in the labour
economics literature.

Kugler (2001) implements a DDD strategy to estinthteeffects of changes in labour regulations in
Latin America. The study examines the effects oarlyowages and weekly hours of work of the
1990 Social Security Reform in Colombia. The refoemacted in 1990 replaced the traditional
severance payment system with a severance paymeinigs account (SPSA) system. Under the
new system, employers must deposit severance pagraguoivalent to 8.3 per cent of the current
salary into workers’ savings accounts on a monilalgis. The new system applied automatically to
any worker hired after January} 1991. Given that Social Security legislation agplonly to formal-
sector workers, the identification strategy usedKygler relies on the interaction between post-
reform time, formal-sector workers, and short-temworkers. From a theoretical standpoint, as long
as mandated benefits are valued by workers andddeyollect from their accounts the proceeding
of these payments without uncertainty, the costsseferance payments can be shifted from
employers to employees. Kugler finds that hourhgesfall by 4.2 per cent for treated workers —
formal and short-tenure workers (workers with It 2 years of tenure in 1992 and less than 6
years of tenure in 1996) — this is equivalent @0aper cent shift of the 8.3 per cent severance pay
contribution by employers. Regarding hours of watlagler finds a positive effect of the reform.

DD strategies help solving some of the problemthefBA method to estimate causal relationships.
However, as any other empirical strategy therepatential pitfalls under these strategies as vell.
general, DD strategies will break down when sebectf units into the treatment and control groups
depend on pre-existing differences in outcomess Tkes treated and control units not comparable
in other unobserved dimensions, so the secondrelifte that removes secular time invariant secular
trends is not enough to identify the true causilotf For instance, in the labour training prograanm
evaluation literature, it is common to compare giaén on earnings between participants and non-
participants to estimate the effect of training esrnings. However, as Ashenfelter (1978) and
Ashenfelter and Card (1985) pointed out, earningprogramme participants usually drop in the
period just before they enter the programme, whitght be the actual reason they enter the
programme or make them more likely to seek treatmiEms is known as thAshenfelter's dign

the programme evaluation literature. In genera, B design is not well suited when we suspect
that time variant trends are present. In the canépolicy changes such as labour reforms, DD
strategies will likely break down if the policy aige is targeted to some groups based on pre-reform
differences between treatment (exposed) and cofuneixposed) individual units. In this case, given
the institutional setting of the labour changestil may be possible to estimate the causal efiéct

%0 See Meyer (1995) or Angrist and Krueger (1999).
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the policy change if the targeting mechanism isvkmoand information on the variables that
determine exposure are available to the reseaicliee data.

A second potential problem with DD strategies ist thf functional form dependence. This occurs
when the average level of the outcome of interestery different between treatment and control
units before the policy change. In such a situatib@ magnitude or even the sign of the DD effect i
sensitive to the functional form being estimatedr IRstance, it is possible that when estimating a
DD regression model with the outcome in levels fi@oe is obtained, but when the model is
estimated with the log of the outcome as the medé€pendent variable instead, a statistically
significant relationship arises. Thus, it is a gpodctice to compare outcome average levels between
treated and control units in the period beforepblicy change (the pre-reform period), and to check
the robustness of results to different functiomahf assumptions.

A third potential threat to DD strategies, whickabpply to other strategies that assume common
effects® is the presence of treatment effect heterogenéltis problem occurs when treatment and
control units respond differently to the policy olga. A fourth threat to the validity of DD strategi

is the possibility of omitted interactions that ocevhen there exists a relationship between thé pos
reform variable and the exposure status variableidbe treatment. For instance, assume that
concurrent with labour legislation reforms that rfpdeverance payments and payroll taxes one
observes a period of economic expansion unrelatetet reform. It is likely that different income
groups are affected differently by an economic egpa, thus additional interactions might be
needed to correctly specify the model. Finally, Bategies also break down when the policy
change generates general equilibrium effects, #atwhen changes in the environment cause
changes across markets or across sectors andseiifieet market have feedback effects on other
markets.

Structural estimation methods

Structural methods begin by constructing a fullgafted model of the economy; it could be a
partial or a general equilibrium model, in whichethelationship between variables of interest
(outcomes as well as causing variables) are comgideThis model is solved to obtain policy
functions, that is, optimal response functions.stime cases, the fundamental parameters of the
model can be estimated if data is available, ireotases these parameters are calibrated from other
sources. Once all these ingredients are in pldee,model can be used to simulate what would
happen had a variable (such as firing costs) ofitbdel changed. The major advantage of structural
models is that if we are able to estimate the Uimdpparameters of the model, so we can predict the
effects of virtually any policy change that dirgcthanipulates either prices or income. Up until
recently (last two decades), structural models weatber simple because of the computational
requirements to solve them or to estimate themnK$ido the constant improvement of computer
capabilities and processing speed, structural nscatel becoming more complete.

One of the major problems and sources of potepiifdlls of structural models and methods is
precisely the imposition of arbitrary structurethe data. The main problem of imposing structure to
the data is that this structure could be missptifieading to wrongful results, especially when
assumptions about the functional forms of prefezsrar technology are often inconsistent with the
data. A second problem of these methods is thagtrémguire large amounts of information in order
to estimate the parameters embodied in the modedsusually difficult to get enough data in order
to obtain all the ingredients required to estinthiese parameters. This often drives researchers to
calibrate their models instead of estimating theetting simple functional forms, and obtaining the
parameters either from cross-section or time seliasets. In many cases, researchers obtain some
of the parameters in their models from other mieconometric studies, which may generate
problems of inconsistency because the identificatissumptions of these micro-econometric studies
might be incompatible with their own model. Additad limitations to the solution and estimation of
structural models are related to complex calcutatiequired that entail high computational burden

®1 The cross-section, before-after, and differenedifferences models assume what is known as the
common coefficient model. In short, the common ficieht model refers to situations in which the
response to treatment does not vary across sulpgyiouthe population. See Heckman and Robb
(1985) or Heckman, LaLonde and Smith (1999) foailet
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even for fairly simple models and what is calledthis literature “the curse of dimensionality”.
These limitations restrict the models to considest ja few variables in order to keep the model
manageable (particularly when the variables undaltysis are continuous variables), and often also
force researchers in this area to impose assungptionintrinsic to the economics of the problems
under analysis for computational convenience.

64



Employment Working Papers

A complete list of previous working papers can be
found on: http://www.ilo.org/employment

A complete list of previous working papers can be found on:
http://www.ilo.org/employment

2008

1 Challenging the myths about learning and trainmgmall and medium-sized enterprises:
Implications for public policy;
ISBN 92-2-120555-5 (print); 92-2-120556-2 (web pdf)
David Ashton, Johnny Sung, Arwen Raddon and Treiandan

2 Integrating mass media in small enterprise devetsgnCurrent knowledge and good
practices;
ISBN 92-2-121142-6 (print); 92-2-121143-3 (web pdf)
Gavin Anderson. Edited by Karl-Oskar Olming anddias MacFarquhar

3 Recognizing ability: The skills and productivity pérsons with disabilities.
A literature review;
ISBN 978-92-2-121271-3 (print); 978-92-2-121272a@ pdf)

Tony Powers

4 Offshoring and employment in the developing woflte case of Costa Rica;
ISBN 978-92-2-121259-1 (print); 978-92-2-1212604& pdf)

Christoph Ernst and Diego Sanchez-Ancochea

5 Skills and productivity in the informal economy;
ISBN 978-92-2-121273-7 (print); 978-92-2-121274a&1 pdf)
Robert Palmer

6 Challenges and approaches to connect skills dewsopto productivity and employment
growth: India;
ISBN 978-92-2-121275-1 (print); 978-92-2-121276A%0 pdf)
C. S. Venkata Ratnam and Arvind Chaturvedi

Improving skills and productivity of disadvantaggalith;
ISBN 978-92-2-121277-5 (print); 978-92-2-121278al pdf)

David H. Freedman

65



10

11

12

13

14

15

16

17

Skills development for industrial clusters: A pnaiihary review;
ISBN 978-92-2-121279-9 (print); 978-92-2-121280al pdf)

Marco Marchese and Akiko Sakamoto

The impact of globalization and macroeconomic ckeamgemployment in Mauritius:
What next in the post-MFA era?;

ISBN 978-92-2-120235-6 (print); 978-92-2-120236a2 pdf)

Naoko Otobe

School-to-work transition: Evidence from Nepal,
ISBN 978-92-2-121354-3 (print); 978-92-2-121355A@&0 pdf)
New Era

A perspective from the MNE Declaration to the présMlistakes, surprises and newly
important policy implications;

ISBN 978-92-2-120606-4 (print); 978-92-2-120607k pdf)

Theodore H. Moran

Gobiernos locales, turismo comunitario y sus redes
Memoria: V Encuentro consultivo regional (REDTURS);
ISBN 978-92-2-321430-2 (print); 978-92-2-32143 &b pdf)

Assessing vulnerable employment: The role of statussector indicators in Pakistan,
Namibia and Brazil;
ISBN 978-92-2-121283-6 (print); 978-92-2-121284a% pdf)

Theo Sparreboom and Michael P.F. de Gier

School-to-work transitions in Mongolia;
ISBN 978-92-2-121524-0 (print); 978-92-2-1215254& pdf)

Francesco Pastore

Are there optimal global configurations of labouanket flexibility and security?
Tackling the “flexicurity” oxymoron;

ISBN 978-92-2-121536-3 (print); 978-92-2-12153 7@ pdf)

Miriam Abu Sharkh

The impact of macroeconomic change on employmethtametail sector in India:
Policy implications for growth, sectoral change anaployment;

ISBN 978-92-2-120736-8 (print); 978-92-2-12072 /& pdf)

Jayati Ghosh, Amitayu Sengupta and Anamitra Royainany

From corporate-centred security to flexicurity apdn;
ISBN 978-92-2-121776-3 (print); 978-92-2-12177 @6 pdf)

Kazutoshi Chatani

66



18

19

20

21

22

23

24

25

26

27

A view on international labour standards, labowr éad MSEs;
ISBN 978-92-2-121753-4 (print);978-92-2-121754- 1iwpelf)
Julio Faundez

Economic growth, employment and poverty in the Neddast and North Africa;
ISBN 978-92-2-121782-4 (print); 978-92-2-121783ak pdf)

Mahmood Messkoub

Employment and social issues in fresh fruit ancetalgles;
ISBN 978-92-2-1219415(print); 978-92-2-1219422 (vpelh)

Sarah Best, lvanka Mamic

Trade agreements and employment: Chile 1996-2003;
ISBN 978-2-1211962-0 (print); 978-2-121963-7 (welb)p

The employment effects of North-South trade antrtetogical change;
ISBN 978-92-2-121964-4 (print); 978-92-2-121965ak pdf)

Nomaan Majid

Voluntary social initiatives in fresh fruit and \etgbles value chains;
ISBN 978-92-2-122007-7 (print); 978-92-2-122008x% pdf)

SarahBestandlvankaMamic

Crecimiento Econémico y Empleo de Jévenes en Childlisis sectorial y proyecciones;
ISBN 978-92-2-321599-6 (print); 978-92-2-321600a2 pdf)

Mario D. Velasquez Pinto

The impact of codes and standards on investmensfto developing countries
ISBN: 978-92-2-122114-2 (print); 978-92.2.122116~x&b pdf)

Dirk Willemte Velde

The promotion of respect for workers’rights in thenking sector: current practice and
future prospects
ISBN 978-92-2-122116-6 (print); 978-2-122117-3 (vyelb)

Emily Sims

Labour Market information and analysis for skilksvdlopment
ISBN 978-92-2-122151-7 (print); 978-92-2-122152n¢ pdf)

Theo Sparreboom and Marcus Powell

67



28

29

30

31

Global reach - Local Relationships : Corporate aaeisponsibility, worker’s rights and
local development
ISBN 978-92-2-122222-4 (print); 978-92-2-122212l pdf)

Anne Posthumd&mily Sims

The use of ILS in equity markets : “Investing i tlork force social investors and
international labour standards”

ISBN 978-92-2-122288-0 (print); 978-92-2-122289w pdf)
Elizabeth Umlas

Rising Food Prices and their implications for emyphent, decent work and
poverty reduction

ISBN 978-92-2-122331-3 (print); ISBN 978-92-2-12233 (web pdf)
Rizwanul Islam, Graeme Buckley

Economic implications of labour and labour-rela@gds on MSEs: A quick review of the
Latin American experience

ISBN 978-92-2-122368-9 (print); 978-92-2-122369& pdf)
Juan Chacaltana

68



Employment Sector

For more information visit our site:

http://www.ilo.org/employment

International Labour Office
Employment Sector

4, route des Morillons
CH-1211 Geneva 22

Email: edempdoc@ilo.org

69



