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Abstract 

Since the 2000s a trend towards increase in formality has been observed in several 
developing countries around the world. This has happened in many Latin American 
countries and also in Africa and Asia. There is a broad discussion on the drivers behind this 
process. Among them, economic growth, structural transformation processes and specific 
policies fostering the transition from informality to formality can be observed. This paper 
analyses the evolution of labour formality in Latin American countries. It evaluates the 
intensity and characteristics of this process, analyses the inflows to a formal salaried job and 
identifies the main drivers of this positive labour dynamics. Sustained job-generating growth 
enhances labour market predictability, which work in favour of long-term contracts. In this 
context, formalization is more feasible. However, even though job-generating growth seems 
to have been a necessary condition for the employment formalization process, it was the 
interaction between that process and specific policies that ultimately determined policy 
effectiveness and the tangible results observed in terms of labour registration in the countries 
studied.
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Introduction 

Since the 2000s a trend towards increase in formality has been observed in several 
developing countries around the world. This has happened in many Latin American 
countries and also in Africa and Asia. There is a broad discussion on the drivers behind this 
process. Among them, economic growth, structural transformation processes and specific 
policies fostering the transition from informality to formality. This paper analyses the 
evolution of labour formality in five Latin American countries: Argentina, Brazil, Ecuador, 
Paraguay and Peru. 

The paper starts by recognizing that labour informality has many causes, is complex 
and comes in many forms. Labour informality encompasses both wage earners and the self-
employed, whether employers or own-account workers. Likewise, it may be found both in 
formal productive units and in micro-enterprises and individual homes.  

At the same time, labour informality is not reduced by a single determinant, but rather 
by a combination of various factors of different types. In particular, sustained job-generating 
growth enhances labour market predictability, which can promote the issuance of long-term 
contracts. In this context, formalization becomes more feasible. This is because, from the 
point of view of the employers, a stronger demand for labour makes it less likely that workers 
will be laid off and hence that the employers will have to bear the associated costs. From the 
point of view of the workers, a context of economic and job growth with a drop in 
unemployment gives them a stronger hand when it comes to negotiating working conditions, 
which can also promote registration. 

However, while job-generating economic growth seems to be a necessary condition for 
the process of employment formalization, it is the interaction between that process and 
specific policies that determine policy effectiveness and the tangible results in terms of 
labour registration. 

The main aim of this document is to evaluate –from a comparative perspective– the 
intensity and characteristics of labour formalization in five Latin American countries during 
the 2000s, analyse the inflows to a formal salaried job and identify the main drivers of this 
process. The paper considers the matter from both a static perspective, using cross-sectional 
data, and a dynamic perspective, using panel data. The latter approach enables a very detailed 
analysis of the inflows to formal waged employment. In this regard, this document 
contributes to the scarce but growing literature on occupational mobility mainly focusing on 
the process of labour formalization verified in several countries in the region during the new 
millennium.1 The selection of countries allows us to have a broad picture about the Latin 
American labour markets since they exhibit occupational structures and dynamics that 
greatly differ from one another. 

______________ 

1 Other studies about labour informality and labour formalization process in Latin America are: 
Amarante and Arim (2015), Beccaria et al. (2015), Bertranou et al. (2013), Chacaltana (2001, 2008), 
Estrades and M. Terra (2011), FORLAC (2014, 2016), Maurizio (2015). 
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The document follows with a description of the source of information. Section 2 
describes the different methodologies used. Section 3 presents an overview of the evolution 
of labour informality in the countries under study. Section 4 shows the results of a 
decomposition of global change in labour formality. Section 5 estimates the intensity of 
transitions into a formal waged job. Section 6 evaluates the intensity and anatomy of labour 
formalization. Section 7 identifies the transitions towards a formal salaried job by income 
decile of origin and destination. Section 8 assesses the role of different drivers of labour 
formalization. Finally, Section 9 concludes. 
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1.  Source of information 

Most data used in this paper come from regular household surveys carried out by the 
national statistical institutes of each country.  

For Argentina, the data source is the Encuesta Permanente de Hogares (EPH). Micro-
data are available for 31 urban areas. For Brazil, the Pesquisa Mensal de Emprego (PME) 
was used. It covers six major urban areas. The Encuesta Nacional de Empleo, Desempleo y 
Subempleo (ENEMDU) in Ecuador is carried out in urban and rural areas. The Paraguayan 
Encuesta Permanente de Empleo has national coverage. The Encuesta Nacional de Hogares 
(ENAHO) in Peru also covers urban and rural areas.  

The period under analyses corresponds to the first fifteen years of the new millennium. 
However, specific years considered vary in each country according to data availability. In 
Argentina and Brazil all years between 2003 and 2015 are analysed, 2004-2015 for Ecuador 
and Peru, and 2002-2014 for Paraguay. 

Although in the case of the Latin American countries under study their surveys are not 
longitudinal, their rotating panel sample allows flow data to be drawn from them. In such 
schemes, the total sample is divided into a certain number of household groups and each 
group remains in the sample for a given number of observation periods.  

To obtain datasets that could be compared between countries, we included one 
transition for each individual, based on a one-year interval between observations. 
Specifically, this paper uses data on the occupational situation in month t of people who are 
salaried formal workers in month. This enables us to idenfify the origin of the inflows to 
labour formality. 

As well as using the panel structure of the sample, this paper also uses retrospective 
information. Specifically, all workers are asked about how long they had been in their 
present jobs. This information allows us to define the “job tenure” variable, which was used 
to identify whether a person who was employed both in month t and month t+12 remained 
in the same job or had moved to another one. If employed individuals responded in the 
second observation that they had been in their current job for more than one year, it was 
understood that they had not changed jobs between the two observations.2 These surveys do 
not inquire into the causes for job separation, so there was no way of distinguishing a 
dismissal from a voluntary separation. 

For the case of workers, our study is restricted to employed male workers between 15 
and 65 years of age and employed female workers between 15 and 60.3 Since not all the 
surveys used in this study are representative of each country as a whole, and given that labour 
markets in rural areas and urban centres may behave differently, our analysis was restricted 
to urban areas. 

______________ 

2 Further consistency analyses were carried out to ensure that this criterion was correctly applied. 

3 The upper age limit corresponds to the legal retirement age from the labour market. The lower limit 
corresponds to the minimum legal working age established by ILO. 
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2.  Approach and methodology 

2.1  Approach and measurement of informality 

This study focus on labour informality, in particular among wage workers. Most part 
of the analysis will be based on the “legal approach” to informal employment, which is 
associated with the evasion of labour regulations.4 The empirical identification of the wage-
earners’ registration condition in each of these countries is based on the availability of 
information derived from these databases. 

In Argentina, formal wage earners are those who answer that they employers make 
payroll deductions to pay social security contribution. In Brazil, a wage-earner is considered 
as registered if she has signed a labour contract. In Paraguay and Peru, the question on 
whether or not the employee is affiliated to a pension system is employed. Finally, in 
Ecuador those indicating that they receive social insurance from the job are considered 
registered wage-earners.  

In order to have a broader picture of labour informality, in some parts of the analysis, 
the “productive” approach to informality will also be considered. Under this approach, 
informality reflects the inability of economies to generate sufficient employment in the 
formal sector in comparison to the growth of the labour force. The informal sector (IS) is 
usually associated with small productive units with low levels of productivity and where the 
aim is rather survival than accumulation. Therefore, following the ILO recommendations, 
the IS is made up of employers and wage-earners in establishments of less than five 
employees, unpaid family workers and non-professional own-account workers.5 All workers 
in the public sector are included in the formal sector (FS). 

Given the lack of enough information from household surveys about the 
formal/informal character among independent workers, following ILO's recommendation, it 
will be directly determined by the characteristics of their enterprises: informal own-account 
and employers are those working in enterprises of the IS. Therefore, the classification of 
workers according to whether they are formal or informal workers belonging, 
simultaneously, to the IS or the FS is more interesting in the case of wage earners given that 
for non-wage earners both classifications coincide.  

2.2  Decomposition of changes in labour formality 

Aggregate decomposition 

In order to determine the extent to which the change in the formality rate among wage 
earners in each country being studied is due to variations in the composition of employment 
(composition effect) and to what extent it is due to the formality rate of each group of 
workers (coefficient effect), an "aggregate" decomposition was calculated as a first step, as 
follows: 

 

 

______________ 

4 ILO (2002), Hussmanns (2004). 

5 Own-account workers with less than complete university degree 
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where: 

∆𝑳𝑭: 𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑚𝑎𝑙𝑖𝑡𝑦 𝑟𝑎𝑡𝑒 𝑏𝑒𝑡𝑤𝑒𝑒𝑛 𝑡 1 𝑎𝑛𝑑 𝑡 0 

∆𝑳𝑭𝒈: 𝑐ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑙𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑚𝑎𝑙𝑖𝑡𝑦 𝑟𝑎𝑡𝑒 𝑏𝑒𝑡𝑤𝑒𝑒𝑛 𝑡 1 𝑎𝑛𝑑 𝑡 0 𝑖𝑛 𝑠𝑢𝑏𝑔𝑟𝑜𝑢𝑝 𝑔 

𝑳𝑭𝒈
𝟎 : 𝐿𝑎𝑏𝑜𝑢𝑟 𝑓𝑜𝑟𝑚𝑎𝑙𝑖𝑡𝑦 𝑟𝑎𝑡𝑒 𝑜𝑓 𝑠𝑢𝑏𝑔𝑟𝑜𝑢𝑝 𝑔 𝑖𝑛 𝑡 0 

𝒘𝒈
𝟎 : 𝑝𝑎𝑟𝑡𝑖𝑐𝑖𝑝𝑎𝑡𝑖𝑜𝑛 𝑟𝑎𝑡𝑒 𝑜𝑓 𝑔𝑟𝑜𝑢𝑝 𝑔 𝑖𝑛 𝑡𝑜𝑡𝑎𝑙 𝑤𝑎𝑔𝑒 𝑒𝑎𝑟𝑛𝑒𝑟𝑠 𝑖𝑛 𝑡 0 

∆𝒘𝒈: change in participation rate of group g in total wage earners between 

 t 1 and t 0 

The first term in the equation reflects the coefficient effect, which is the weighted sum 
of the changes in the formality rate of each of the various subgroups, where the weighted 
factor is the initial weight of each subgroup in total wage-earning employment. The second 
term reflects the composition effect, which results from the weighted sum of the changes in 
occupational structure, where the weighted factor is the initial specific formality rate of each 
group. 

This exercise will be carried out separately for the dimensions of greatest significance 
for the structure of wage-earning employment in the countries concerned: branch of activity, 
size of enterprise, educational level and age. 

The advantage of this decomposition is that it is easy to interpret. However, because 
these exercises were conducted unidimensionally for each employment characteristic, they 
do not control for the other occupational and worker attributes. These "aggregate" 
decompositions are therefore accompanied by conditioned microeconometric exercises, 
which are described below.  

Microeconometric decomposition  

Microeconometric decomposition exercises are carried out to decompose the 
differences in the change in the formality rate into the share explained by changes in 
occupational structure (composition effects) and the share associated to variations in the 
formality rate of each of the groups of workers and occupations (coefficient effect). To do 
so, we used the decomposition methodology put forward by Yun (2004), which extends the 
model used by Oaxaca (1973) and Blinder (1973) to include dichotomous dependent 
variables. 

Particularly, be Y a binary variable that takes the value of 1 if the salaried worker is 
formal and takes the value of 0 if he/she is informal. It can then be assumed that this is a 
function of a linear combination of variables, which are aggregated in vector X, and that it 
is the standard normal distribution function. That is, 

Pr 𝑌 1 Φ 𝑋𝛽  

 

Coefficient Effect Composition Effect 
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The decomposition of the change in the formality rate between the beginning (𝑌  and 
the end of the period (𝑌  in each contry under study can thus be expressed as follows: 

𝑌 𝑌 Φ 𝑋 𝛽 Φ 𝑋 𝛽  

To carry out an initial aggregate decomposition by characteristics (Δ ) and coefficients 
(Δ ), the above expression is modified by adding and subtracting Φ 𝑋 𝛽 . 

𝑌 𝑌 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Δ Δ  

Then, to determine the individual contribution of each of the factors contained in X in 
each of these aggregates, we proceeded to calculate the weight associated with each of them. 
First, the value of the functions Φ 𝑋 𝛽 , 𝑖 0,1 is approximated by using the average value 
of the attributes. Second, a first-order Taylor approximation around 𝑋 𝛽 , 𝑖 0,1 is carried 
out 

Thus, 

Δ Δ Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 R R
𝑋 𝑋 𝛽 𝜙 𝑋 𝛽 𝑋 𝛽 𝛽 𝜙 𝑋 𝛽 R R  

where 

R Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽
Φ 𝑋 𝛽 Φ 𝑋 𝛽  

 
R Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽 Φ 𝑋 𝛽  𝑋 𝑋 𝛽 𝜙 𝑋 𝛽

𝑋 𝛽 𝛽 𝜙 𝑋 𝛽  

𝜙 𝑋 𝛽
 

, 𝑖 0,1 is the density function associated with the standard normal 

distribution; while R  and R  represent the residuals associated with each of the 
approximations mentioned above. 

Reordering the above expression yields the following detailed decomposition: 

Δ Δ 𝜔 Φ 𝑋 𝛽 Φ 𝑋 𝛽 𝜔 Φ 𝑋 𝛽 Φ 𝑋 𝛽  

where 

𝜔
𝑋 𝑋 𝛽 𝜙 𝑋 𝛽

𝑋 𝑋 𝛽 𝜙 𝑋 𝛽

𝑋 𝑋 𝛽

𝑋 𝑋 𝛽
 

  

𝜔
𝑋 𝛽 𝛽 𝜙 𝑋 𝛽
𝑋 𝛽 𝛽 𝜙 𝑋 𝛽

𝑋 𝛽 𝛽
𝑋 𝛽 𝛽
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2.3  Analysis of occupational inflows to a formal 
salaried job 

Finally, occupational inflows to a formal job are analysed from a dynamic perspective. 
This analysis is restricted to Latin American countries due to the availability of panel data. 

Formalization can take place through two channels: (1) in situ formalization — i.e. a 
worker becomes formal, maintaining the same occupation between t and t+1; and (2) 
transition to a formal waged job coming from a labour status other than a formal job 
(informal or independent job, unemployment or inactivity).  

In order to analyse the contribution of the different groups of workers to formalization 
through the second channel, it is possible to start with the following equation: 

𝑓
𝐹

𝑆  𝑥 𝑃 𝐸
𝐹

 

where 

𝑓  indicates the transition from state i (any labour status other than a formal job) in t to state 
j (formal job) in t + 1 

𝐹  indicates total transitions from any state in t to state j (formal job) in t + 1 

𝑆  indicates the stock of non-formal individuals (informal or independent workers, 
unemployed or inactive) in t  

𝑃 𝐸  indicates the probability of transition from state i in t to state j (formal job) in t + 1 

i j  

In turn, the probability of entering formality 𝑃 𝐸  can be decomposed into two 
factors: on the one hand, the probability of leaving the initial state (different from a formal 
job) 𝑃 𝐸 , and on the other hand, the conditional probability of entering a formal job 
after leaving the initial state 𝑃 𝐸 𝐸 : 

𝑃 𝐸 𝑃 𝐸 𝐸  𝑃 𝐸  

This decomposition allows evaluation of the extent to which transitions to formality of 
given groups of individuals are associated with their relative participation in non-formal 
employment or with a higher probability of transiting to formality. Then, it is also possible 
to find out if the latter higher probability is in turn associated with the fact that these 
individuals exit the initial state more frequently or because they have greater possibilities of 
moving to formality once they abandon their initial state. 
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3.  An overview of the evolution of labour 
informality in Latin American countries during 
the 2000s 

As it can be observed in Graph 1, two sets of countries under analysis with different 
employment structures can be identified.6 The first group is comprised of Argentina and 
Brazil, and the second group is made up of Ecuador, Paraguay and Peru.  

In the first group, formal wage-earners in the formal sector constitute the biggest group, 
representing 50% of total urban employment, followed by informal non-wage earners7, who 
represent around 20%. 

In the second group, formal wage-earners in the formal sector represent only 35% of 
total employment, 15 percentage points (p.p.) less than the first group of countries. Informal 
non-wage earners explain about 22% of total employment. They are mostly non-professional 
own-account workers. Lastly, informal wage-earners (both in formal and informal sectors) 
constitute another group of significant magnitude in this group of countries, representing 
33% of total employment, two times more than in the first group. 

Graph 1:  Employment composition in Latin American countries 

  

Source: Authors’ elaboration based on Household Surveys 

This overview shows a significant degree of heterogeneity among the employment 
structures of these countries. It also shows that despite these important differences between 
the countries, employment in the informal sector and informal employment represent more 
than a third of total workers in the all countries under study.  

However, although salaried informal employment continues to be one of the distinctive 
characteristics in Latin America, its incidence has fallen in a significant number of countries, 
especially over the past decade. In Argentina, Brazil and Paraguay the decrease was between 
12 and 16 p.p. Even more intense was the formalization process that took place in Peru and 
Ecuador, where the proportion of informal workers fell 19 p.p. and 23 p.p., respectively 

______________ 

6 In this Graph both approaches to informality are combined in order to quantify the incidence of 
formal/informal employment in the formal/informal sectors. 

7 As mentioned before, given the lack of information about “legal” informality among independent 
workers, informal own-account and employers are those working in enterprises belonging to the 
informal sector. 
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(Graph 2). Remember that this analysis covers only urban salaried employment and that the 
behaviour of informality in total salaried employment might therefore be different.  

Graph 2:  Variation of informality rate among urban salaried employment during the 2000s 

 
Source: Authors’ elaboration based on Household Surveys 

This process of labour formalization has to be evaluated even more positively because 
in some of these countries it took place in a period of strong total employment growth, which 
resulted in the creation of a significant volume of new formal wage-earning occupations 
(Graph 3).  

For example, the number of formal jobs rose by almost 60% in Argentina between 2003 
and 2017, while total employment increased by 20%. In Brazil, these numbers are 40% and 
20%, respectively. As we said earlier, the process of formalization was even more 
pronounced in Ecuador, Paraguay and Peru, where the number of registered jobs more than 
doubled during the period under review.  
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Graph 3:  Evolution of the number of jobs by occupational category 

 

  

  

 

Source: Authors’ elaboration based on Household Surveys 
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4.  Decomposition of changes in the formality 
rate 

Our analysis of the characteristics of the process of reducing labour informality starts 
with a presentation of the results of the “aggregate” decomposition below. In particular, we 
quantify the shares of change in the formality rate that are explained by the coefficient and 
composition effects, respectively, in each of the following four labour dimensions: branch 
of activity, size of enterprise, level of education and age. This is followed by a presentation 
of the results of the microeconometric decomposition according to Yun (2004). 

4.1  “Aggregate” decomposition 

Table A1 (see Annex) presents the absolute contribution of each of the two effects to 
the formality rate in each of the four dimensions listed above. As can be observed, in every 
country, the change in the overall formality rate associated with the branch of activity stems 
for the most part from what happened with the formality rate specific to each sector 
(coefficient effect). In particular, the coefficients are highly significant and much more 
elevated in absolute value than those corresponding to the composition effect. Almost 100% 
of the formalization process can be attributed to the coefficient effect in every country. In 
Argentina, Ecuador and Paraguay, the composition effect is not statistically significant.  

In some cases, the low statistically significance of the composition effect is the outcome 
of changes in the participation of certain sectors with different formality rates that 
compensate for each other. For example, in all cases a statistically significant reduction is 
observed in the participation of industry – one of the branches with the greatest initial 
formality – in salaried employment (except in Argentina, where there is a slight increase). 
In some countries, that reduction was offset by a reduction in the participation of domestic 
services, the sector which in all cases has the highest informality rate. In the case of Brazil, 
for example, we also observed an increase of 3.4 p.p. in financial services, a sector with high 
labour formality. That increase is as intense as the reduction in salaried manufacturing 
employment.  

The relevance of the coefficient effect, for its part, is derived from the fact that, except 
in Paraguay, a statistically significant formalization process is observed in almost all 
branches of activity, even though it varies in intensity depending on the country.  

When it comes to size of enterprise, the picture is similar in terms of the greater impact 
of the coefficient effect, even though the composition effect accounts more than above for 
changes in the formality rate (Table A1): it was significant in all countries except Ecuador.  

Likewise, an extended process of formalization is observed in almost all countries in 
the three categories of enterprise defined by size, explaining the relevance of the coefficient 
effect.  

When it comes to educational level, as for the previous labour characteristic, even 
where the coefficient effect accounts for the major part of the formalization process (except 
in Paraguay), the composition effect is statistically significant in all countries (Table A1).  

The changes in occupational structure are related here to the increase in the 
participation of higher-skilled individuals, who are in turn those who have higher initial 
formality rates. In the case of Paraguay, the participation of lower educational levels in 
employment composition dropped sharply, a development translated by significant increases 
in the participation of workers with complete secondary or incomplete tertiary education. 
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The coefficient effect, for its part, is explained by an increase in registration in the 
majority of educational groups, except in Paraguay, where the increases were not statistically 
significant.  

Lastly, the picture for age structure of the employed population is similar to that for 
branch of activity (Table A1). In particular, there was no change in the composition of 
employment that would explain the strong formalization process, even though in all cases 
the share of young people in total employment dropped. Except in Paraguay, the three age 
groups experienced an increase in the specific formality rate; in general, the process was 
observed as being more intense among middle-aged workers. 

Thus, the coefficient effect predominates over the composition effect, indicating that, 
although in some cases changes in the composition of employment – skewed towards higher 
levels of education, the concentration of employment in large firms and the greater 
participation of middle-aged individuals – contributed to the increase in overall formality, 
their contribution was of a lesser magnitude than the changes in the coefficients.  

As we said earlier, this analysis was carried out individually for every characteristic of 
the job and the worker. In the following paragraphs, the analysis is conditioned according to 
the methodology proposed by Yun (2004), as described in the section on methodology. This 
method serves to estimate the individual contribution of each attribute to the overall 
formalization process, through both channels, taking account of the other characteristics. 

4.2  Yun micro-decomposition 

In aggregate terms – i.e. when all the attributes are considered together – the 
predominance of the coefficient effect over the composition effect is once again confirmed, 
except in Paraguay, as shown in Graph 4. In the other countries, the coefficient effect 
accounts for between 52% and 93% of the overall formalization process.  

Graph 4:  Microeconometric decomposition of labour formalization 

 
Source: Authors’ elaboration based on Household Surveys 

In order to analyse the contribution of each attribute to each of the two effects, it is 
interesting, in the first place, to study the relative probability of formality for each group of 
workers estimated on the basis of probit regressions. This, and the changes in the 
participation of each group of workers, are the factors determining the aggregate 
composition effect. On the other hand, changes in employment composition and the 
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probability of being a formal salaried worker registered by each group of salaried workers 
determine the overall coefficient effect. 

Table A2 shows the following regularities, in both the initial and the final observation: 

• a positive correlation between formality and level of education; 

• young people have lower rates of formality than other age groups; 

• a strong positive correlation between formality and the size of the enterprise (except 
in Paraguay); 

• no clear pattern between gender and formality, controlling for the other variables 
(while in some countries men have a higher formality rate than women, the opposite 
is the case in other countries; in Argentina and Brazil, the coefficient accompanying 
this variable is not statistically significant in the final observation);  

• part-time workers have lower rates of formality than full-time workers;  

• tenure has a positive impact on labour registration; 

• the incidence of formality in the various branches of activity follows no clear 
pattern. 

However, as a rule, construction and domestic services tend to have higher rates of 
informality. 

Generally speaking, these regularities are consistent with those previously encountered 
in the international literature and with those resulting from the dynamic analysis set out in 
the following section. 

As already stated, given the differences in the probability of being a formal salaried 
worker in those groups of workers, changes in the employment structure have an impact on 
the overall rate of formality. In this sense, in addition to the changes already mentioned 
(increase in the level of education of workers and reduction of youth employment, relative 
increase in employment in large firms and reduction of industrial employment in favour of 
employment in construction and financial services), the following regularities are observed 
(Table A3): 

• reduction in part-time employment; 

• greater participation by women in salaried employment; 

• longer tenure of workers in their jobs. 

The changes in employment structure and in the probabilities of being a formal worker 
derive from the contribution of each dimension to the composition and the coefficient 
effects, respectively. The results of the Yun composition are presented in Table A4. In 
particular, this table shows the standardised results serving to estimate the relative 
contribution of each dimension to formalization through each of the two effects.  

Those tables confirm that changes in age group contributed to greater total formality. 
However, except in Ecuador, that contribution was of low relative magnitude compared to 
other dimensions.  

The tables also confirm that the increase in participation at higher levels of education, 
from complete secondary and upwards, entailed increases in overall formality. Their relative 
contribution clearly exceeds that of age, accounting for between 16% in Brazil and 51% in 
Ecuador of the total composition effect. 

The greater concentration of employment in larger enterprises also contributed, as 
already pointed out, to greater overall formality. The drop in part-time employment and the 
increase in tenure entailed additional increases in formality. 
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Lastly, changes in the structure of employment according to the branch of activity, 
controlling for the other characteristics, did not have a significant impact on formality in 
hardly any of the countries analysed. 

When it comes to the coefficient effect, the picture is less uniform, except for the 
relevance of the constant in all regressions. In fact, in all cases this is the variable that 
contributes to the greatest extent to the formalization process through the coefficient effect. 
That would seem to indicate that increased formality was observed in all the groups 
considered here, and that each individual dimension is therefore statistically less significant 
or even insignificant.  

These results point to the need to identify the factors that led to relatively extended 
increases in the rate of formality among the various groups of workers. Section 8 focuses on 
this aspect. However, in order to obtain a more detailed picture of that process, the following 
three sections analyse labour formalization from a dynamic perspective, focusing on inflows 
to a job registered in the social security system. 
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5.  Occupational mobility and inflows to 
formality 

The analysis of labour market dynamics is relevant for a better understanding of the 
labour market functioning, to evaluate household welfare dynamics and to design public 
policies. In this section, we therefore study the process of labour formalization in the Latin 
American countries being analysed from a dynamic and comparative perspective. 

5.1  Transition matrix between labour states and jobs 

Starting with the dynamic analysis, the year-on-year transition matrices between 
different states (employed, unemployed and inactive) and different types of occupation 
(formal wage earner, informal wage earner, own-account and employer) are analysed. 
Average results for the whole period (based on a pool of panels) are shown in Table A5. 

The first observation is that, as was to be expected, in all cases formal workers are more 
likely to remain in a formal job for a period of one year. In particular, between 80% and 90% 
of initially formal wage earners were still formal workers one year later. Among informal 
workers, that percentage falls to about 50% (with the exception of Paraguay, where it is 
65%). Own-account workers are in between, with about 60% to 70% remaining in a position 
of that kind for at least one year.  

The lower labour stability of informal wage earners could be explained by the fact that 
they have low legal firing costs, thus making them attractive for employment in industries 
with unstable demand and for unstable occupations. An employer may also decide not to 
register an employee in order to test the worker’s ability for longer than the official trial 
period, or just as an alternative to it. Moreover, employees who are not covered by social 
security and also self-employed workers have a greater presence in small scale and informal 
firms, which are regularly exposed to risks that make them more vulnerable. As they operate 
with low capital/labour ratios, the decision to interrupt economic activity is easier. The lower 
exit rates of registered wage-earners, in turn, may be explained by the existence of firing 
costs as well as by the fact that they receive more specific training. 

Second, consistent with the process of formalization observed during the 2000s, there 
were greater flows from informal to formal jobs than vice versa. In particular, around 10% 
to 20% of wage earners who were initially informal during the first observation were in a 
formal job during the second; that percentage falls to 5% to 6% for flows going the other 
way. 

Third, informal workers exiting that occupational category usually transitioned to 
formality (Brazil and Ecuador) and inactivity (Argentina and Paraguay). However, even in 
this second group of countries, transitions between informality and formality are relevant. 
Once again, this has to do with the process of formalization observed in the past ten years. 
In Peru, both outcomes were similar in number. At all events, half or more of those who 
were initially informal remained so one year later.  

Fourth, in all cases non-salaried workers exiting that category (for the most part, in the 
non-professional own-account category) transitioned to an informal salaried job or to 
inactivity. This was to be expected, as the intermittence associated with certain occupations 
typical of such workers could imply that many of them do not actively look for work after 
leaving a job. The percentage of transitions to a formal job was extremely low (less than 6%) 
in all cases. Indeed, most non-professional own-accounts do not find jobs registered with 
social security; instead, their options are limited to precarious wage-earning positions or 
another form of own-account employment, probably also of inferior quality. 
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Lastly, given that in the countries concerned periods of unemployment are relatively 
short – basically because of the absence of or low coverage by unemployment insurance – 
only about 20% to 30% of individuals who were initially unemployed remained so one year 
later. In most cases, this reflects the high number of transitions to inactivity (30-40%) and 
informal jobs (13-30%).  

In conclusion, four groups of workers with different dynamics are observed in the 
countries concerned: (1) formal workers, almost all of whom remained in an occupation (the 
same or another) registered in social security system throughout the year in which they were 
observed; (2) informal wage earners who exhibited significant flows to inactivity or formal 
waged employment; (3) non-wage-earning workers with a low probability of entering a 
formal job and a higher probability of moving towards informality; and (4) the unemployed, 
who, while registering not insignificant flows to formality, also have a bigger chance of 
entering an unregistered job. It can therefore be expected that, except in the first group, 
transitions entail a vicious circle of low wages and lack of income,8 especially given the 
limited access to social protection in the region. 

5.2  Entries to a formal occupation 

Considering that the period under study is characterised by a tendency towards labour 
formalization, the following analysis will be focused exclusively on flows into formality, 
but desegregating now these entries into the two channels of formalization, in situ 
formalization and entries to a formal occupation through transitions from other labour status.  

As shown in Table 1, in all cases except Peru, the biggest source of formalization was 
that observed in the same job. Around 30% of new formal workers in Brazil and Peru, and 
40% in Argentina, Ecuador and Paraguay became formal employees in the same job (in situ 
formalization). The high proportion of in situ formalization is striking. Below, we discuss in 
detail the public policies that could have generated the appropriate conditions for this process 
to take place. 

From 26% in Brazil to 44% in Peru came from a non-formal job (non-registered wage-
earning jobs or non-wage-earning occupations). This is the main channel of labour 
formalization in the latter country. The remaining 24% in Paraguay, and around 30/40% in 
the rest of the countries came from unemployment or inactivity, even though, as stated 
above, unemployed and inactive workers transited to informality more often than formality.  

______________ 

8 The close connection between unemployment and low paying jobs has also been explored by 
Cappellari and Jenkins (2008) in Britain. 
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Table 1:  Formalization process in the same job and transits to formality 

 

 
Source: Authors’ elaboration based on Household Surveys 

Lastly, a closer look at the transitions reveals that non-registered wage earners in the 
first observation account for most of the entries to formality, Peru being the only exception.  

As it follows we firstly analyse the personal attributes and the characteristics of the jobs 
of those workers that became formal through the first channel, and then we study the 
characteristics of those who become formal through the second channel.  
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6.  The anatomy of labour formalization 

6.1  In situ formalization 

Table A6 presents for different groups of workers: (1) the formality rate in 2003 (initial 
percentage of formal wage earners in total employment), (2) the probability of becoming a 
salaried formal worker between two successive years during the period under analysis 
(percentage of non-formal salaried workers in t that became formal in t+1), and (3) the 
contribution of each group of workers to the in situ formalization process (the proportion of 
total new formal salaried workers coming from different initial labour states).  

The table shows two important results for all countries considered. First, formalization 
reached all categories of workers. Second, the groups of workers that presented a relatively 
higher formality rate at the beginning of the period benefited more intensely from this 
process.  

In particular, both the initial formality rate and the speed of the formalization process 
grow with educational level in all the countries. However, given that workers with an 
intermediate educational level — i.e. complete secondary and incomplete tertiary education 
— constituted the largest group of non-formal workers, they made the highest contribution 
to this process.  

Regarding gender, men have been more benefited from this process than women 
(except in Ecuador). However, the differences in the intensity of the formalization process 
between men and women were not very important.  

An inverted U-shape is found for the relationship between formalization and age in 
Argentina, Brazil and Paraguay: middle-aged people experienced the highest probability of 
becoming formal in the same job during the period. In Ecuador and Peru a positive 
correlation between age and the probability to become a formal worker is found. In all cases, 
therefore, young people were the least likely to become formalised, while the formality gaps 
between age groups were widening. Likewise, in all countries, middle-aged people 
accounted for more than half of total transitions to formality.  

A positive correlation between the probability of becoming formal and the size of the 
firm is found in all countries. As a result, the initial differences between the formality rates 
of large and small companies rose, considering the also positive relationship between the 
initial formality rate and the size of the enterprise.  

Full-time workers exhibited the highest probabilities of becoming formal (except in 
Paraguay), followed by the over-employed and then by part-time workers. Again, this 
situation tended to deepen the formality rate gaps observed at the beginning of the period 
between these groups of workers.  

Regarding sector of activity, both the initial formality rates and the probabilities of 
formalization show the same results. In particular, workers in the public sector face the 
highest probabilities of becoming formal in all the countries, while workers in construction 
and domestic services face, in general, the lowest. When it comes to the particular situation 
of domestic services, it can be seen that despite the application of specific measures that 
aimed to promote the formalization of workers (which are described below), this sector 
continues to exhibit very high informality rates.  
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Finally, in situ formalization has shown a positive relationship with tenure (except in 
Ecuador). This means that employers have preferred to take out of informality those 
employees that had worked for a longer period of time in the same job. Again the initial 
formality gap increased during the decade.   

To sum up, even though the process of formalization in the same job took place for all 
groups of workers under analysis, the rhythm of this process has not been homogenous 
across the groups. Those in their prime, men, those with higher skills, working full time, in 
larger companies and with higher tenure, in particular, have benefited from this improvement 
in working conditions. This has tended to widen the initial formality gap observed between 
individuals defined according to these categories.  

Since it is assumed that labour informality is mainly the result of a decision made by 
the employer9 and given that, as shown above, a great deal of the formalization process took 
place through the in situ formalization of informal wage earners, it seems important to 
identify the factors that may have induced employers to favour the workers that presented a 
‘better’ vector of characteristics. 

On the one hand, based on the Efficiency Wage theory, it can be said that the growth 
of vacancies can increase the voluntary turnover of employees in the search for better 
employment opportunities, causing a higher number of exits that result in greater costs for 
employers. Moreover, the higher the level of investment made by the employer in the 
specific training of the employee, the greater the costs incurred when they exit the firm. 
These costs also tend to increase with tenure. In addition, since educational level is often 
highly correlated with qualification for a position and given the complementarity of specific 
and general human capital, the most educated workers are usually the ones involved in 
training activities. Thus, employers want to retain them, and even more as they become more 
experienced in their jobs. One way to do so is by offering them better working conditions, 
for example, through formalization. This might therefore help explain why employees with 
higher educational levels and tenure were preferred for in situ formalization. 

On the other hand, the tightening of controls through labour legislation might have 
increased the potential costs of noncompliance. Given that these costs increase with wages, 
this might be an additional explanation for the greater formalization rate of those with higher 
educational level and tenure (this is discussed in greater detail below). Finally, the greater 
intensity of formalization within large companies might also be explained by the fact that 
controls are generally tighter in this type of company. 

6.2  Individuals entering into a formal job 

The second channel of labour formalization deals with entry into salaried formal 
occupations from a labour status different from a wage-earning job registered in the social 
security system. Table A7 presents the results of the decomposition detailed above. Column 
I shows the stock of non-formal individuals in the first observation (Si), column II the 
probability of exit from this initial state (P Ei )), column III the conditional probability of 
transiting to a formal job (P(Ej | Ei)), column IV the entry rate to a formal job (P(Eij )), and 
column V the contribution of each group to the formalization process, mediated by a change 
of occupation or labour status (fij/Fj).  

In all countries (except in Brazil), the major contribution to new formal jobs comes 
from individuals who were non-registered wage earners, inactive or unemployed (in that 

______________ 

9 For further discussion regarding this issue see Kucera and Roncolato (2008). 
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order) in the first observation. In Brazil, the higher inflows to formality come from inactivity, 
unemployment and informality. 

In the case of inactive individuals, the high contribution derives mainly from the fact 
that they represent a relatively large group among initially non-formal workers. In contrast, 
the group of unemployed, although smaller in number, exhibits higher exit rates from that 
state and higher conditional probabilities of transiting to formality after exiting 
unemployment, in comparison with inactive. Finally, the higher importance of non-
registered wage earners in this kind of flows in comparison with unemployed is only because 
the former constitute a larger group since they exhibit both higher retention rates in 
informality and lower conditional probabilities.  

These relatively higher exit rates from unemployment and, therefore, the relatively 
shorter duration of these episodes compared to those of employment are expected, especially 
in countries where unemployment benefits are very low or null. This is because when it 
becomes a matter of survival, individuals are quick to accept any labour opportunity that 
they are offered.  

However, it is noteworthy that after exiting the initial state, informal wage earners 
present lower probabilities of transiting to formality than the unemployed. This finding is 
particularly relevant because it is related to the discussion of whether informal employment 
constitutes a stepping stone towards formality. Under this assumption, informal jobs might 
increase the human capital of workers and expand their social network, which would provide 
them with better information on job vacancies. Both factors would result in informal workers 
having a higher probability of transiting to formality than the unemployed. However, our 
results demonstrate that the opposite is true, which could suggest that informality produces 
a greater scarring effect than unemployment. It could also be the result of a composition 
effect, given that the lack of unemployment insurance in developing countries means that 
individuals that remain unemployed are, at least in part, able to afford to continue the search 
for a better job, for instance, a formal job. This is certainly a matter that needs to be explored 
further in future research. 

In all countries, as in the case of in-situ formalization, individuals with an intermediate 
educational level contribute to a larger extent to the transitions between non-formality and 
formality, as in the case of in situ formalization. The relatively smaller contribution made 
by workers with a university education to these transitions is mainly explained by their 
smaller number and, in Argentina, Brazil and Paraguay, also by their relatively lower 
probability of exiting the initial job. Nevertheless, in all the cases, once they have exited a 
non-formal job they have a significantly higher conditional probability of entering a formal 
job. In short, education contributes in some countries to higher stability in the initial 
occupation (even when not monotonically) and, in all countries, to a higher conditional 
probability of transiting to a formal job once the initial state has been left. As already 
mentioned, workers with higher education usually receive more training, and this makes 
employers try to retain them, thus resulting in relatively lower exit rates for this group. On 
the other hand, such workers are better qualified to obtain a formal job once they have left 
the initial informal position. 

Differences between women and men are more significant here in comparison with the 
formalization in the same occupation; here, a higher entry rates to formal jobs can be found 
among men. This is mostly explained by the fact that they have a relatively higher 
conditional probability of transiting to formality after leaving the initial state. This is in line 
with the results found in the international literature which suggest that women suffer greater 
difficulties obtaining a formal job than men.10  

______________ 

10 See, for instance, Blau et al. (2002). 
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Young workers made the greatest contribution to inflows towards formality (except in 
Peru). In all the cases, the importance of these workers is mainly explained by the greater 
instability of their initial position. Strikingly, in some countries, in addition, once they exit 
their jobs they face higher probabilities of entering a new formal job than workers in their 
prime. This is the opposite of what was observed in respect of in situ formalization, where 
young people benefitted less than other age groups. In part, young people have a greater 
conditional probability of transiting to a formal salaried position than adults because adults 
are more likely to start from a non-wage-earning position, from which, as we have seen, the 
level of transitions to formality is low.  

Individuals working in large companies in the initial observation had the highest 
probability of transiting to a formal job. This is the result of higher conditional probabilities 
of transiting to a formal job. In Brazil, Ecuador and Peru it is also a consequence of the 
increasing exit rate from a non-formal job according to the size of the firm. 

It is worth mentioning that a significant part of non-formal workers from large 
companies transited to another large company after leaving the initial position. Therefore, 
these transitions might be associated with the fact that formality rates are higher in this type 
of firm compared to the rest. Also, workers in large companies are more likely to have a 
wider social network that provides them with more information on employment 
opportunities in other companies with the same characteristics. Lastly, there could be a 
signalling effect whereby workers from large companies might be considered more suitable 
by future employers to occupy a formal position. 

Finally, unlike the process of in situ formalization, workers with lower tenure have 
made the greatest contribution to the flows between non-formality and formality in most of 
the countries considered. This is for two reasons: on the one hand, a longer duration on the 
job reduces exit rates;11 on the other hand, the conditional probability of entering formality 
decreases as tenure increases. This pattern is really striking because it means that workers 
with lower tenure have greater chances of entering a formal job once they have abandoned 
their initial informal occupation. Going back to the scarring hypothesis, it could be said that 
going through informality results in lower chances of getting a formal job, and that the 
chances get smaller as the duration of the informality episode increases.12  

______________ 

11 Evidence for this negative relationship between the latter variables is commonly found in the 
international literature. 

12 All these descriptive results were confirmed by Cox duration models which estimate the 
independent effect of different covariates on both the probability of exiting any other state that is not 
a formal job and the conditional probability of entering into formality.  
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7.  Transitions towards a formal job by income 
decile of origin and destination 

In addition to the individual and occupational attributes analysed above, it is interesting 
to study the intensity of transitions to a formal job, by considering the before and after 
positions in the labour income distribution of the individuals experiencing the transitions. 

Graph 5 presents the distribution of workers that became formal ordered according to 
the position they had in the labour income distribution before and after the change (red 
columns). In particular, blue columns show the distribution of informal workers ordered 
according to the position they had in their own income distribution before the change. Red 
columns show their position in the distribution of formal workers after the formalization 
process.  

It is very clear that in all countries those informal workers that were initially located in 
the upper part of the distribution faced higher chances of becoming formal. This situation is 
consistent with the fact that the process of formalization was more intense among those 
individuals that presented a “better” vector of characteristics, as already shown. However, 
they ended up in the lower deciles of the formal wage earners’ distribution. In other words, 
they transitioned from the upper part of the income distribution of informal wage earners to 
the lower part of the income distribution of formal wage earners. 

Graph 5:  Distribution of workers who transit to formality by deciles of labour income of origin. Own wage 
distribution. 

  

  

 
Source: Own elaboration based on household surveys 
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However, when the analysis is made considering the global income distribution 
(including all workers), it can be seen that formalization took place more intensely in the 
middle or upper part of the distribution (blue line) (Graph 6). In all cases, the formalization 
also entailed a "shift to the right" in the position those individuals occupied in the 
distribution, indicating that the process was associated with an increase in remuneration (red 
line).  

Graph 6:  Distribution of workers who transit to formality by deciles of labour income of origin. Whole 
wage distribution. 

  

  

 

Source: Own elaboration based on household surveys 

The contrast between the former (when considering the specific income distribution, 
for formal or informal workers) and latter (when considering the join income distribution) 
behaviour reflects the fact that, as a whole, informal workers are concentrated in the lower 
tail of the global income distribution. Thus, even when the wage earners who were 
formalised are initially positioned among informal workers with higher salaries, those 
salaries were relatively low on the general scale of labour income.  
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The shift to the right associated with this process also had an equalizing impact. This 
shows that formalization entailed not just greater social security coverage, it was also one of 
several factors contributing to a reduction in wage inequality in those countries. Several 
studies have obtained similar results for those countries.13 

______________ 

13 Amarante and Arim (2015), Beccaria et al. (2015), Maurizio (2015) and Maurizio and Vázquez 
(2015) find equalizing effect of labour formalization in several Latin American countries.  
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8.  Drivers of labour formalization 

Given that the upward trend of formal salaried employment in countries under analysis 
cannot be completely attributed to an increase in the participation of those groups of workers 
with higher formality rates in total employment, and has rather mostly been associated with 
rises in labour formality across the board, the question that arises is what were the causes of 
this process in each country? While providing an exhaustive assessment of each cause is 
beyond the scope of this article, the next section presents theoretical arguments and empirical 
evidence for some causal factors.  

8.1  Business Cycle 

The business cycle is a relevant factor to consider when analysing the causes of the 
decline in labour informality. There are theoretical arguments on both the demand and 
supply sides of the labour market that account for the countercyclical nature of informality. 

On the one hand, the functioning of the labour market becomes more predictable as a 
result of sustained economic growth, thus favouring an increase in long-term contracts. In 
this context, formalization becomes more feasible. On the other hand, a period of sustained 
growth in labour demand might also lower the expected probability of layoffs and 
consequently the probability of employers having to face the relatively higher costs of firing 
a formal worker compared to an informal one. Hence, the incentives to maintain informal 
labour relations, associated with the relatively lower costs of staff reductions in downward 
phases of the business cycle, are reduced. In this context, employers can benefit from the 
positive effects of long-term labour relations: productivity increases as a result of the 
intensification of training activities and higher levels of job engagement.  

Latin America initiated at the beginning of the 2000s a period of high and sustained 
economic expansion. It was particularly intensive between 2003 and 2008 when per capita 
GDP rose at an annual average pace of 3.7%, an unprecedented performance in the region 
in terms of rate and duration. Growth was rapidly resumed after the 2008/09 crisis although 
the intensity was somewhat lower –1.8% between 2009 and 2015-, with a reduction in the 
last year. 

This high economic growth had a positive impact on regional social and labour market 
indicators through the creation of jobs -especially formal ones-, and the reduction of 
unemployment. Employment rates showed a positive trend, rising from 52.7% to 55.7% 
between 2003 and 2015. During this period, the regional unemployment rate fell from 11.2% 
to 6.6%. Concerning the employment situation, advances continued after the 2008/09 crisis 
but also at a slower pace than before. 

The positive macroeconomic situation seems to have also facilitated the recovery of 
wages, a situation that in some countries was also favoured by the implementation of active 
real minimum wage policies14 and the reactivation of collective bargaining, together with 
measures that promoted the formalization of employment. Precisely, the share of wage-
earners covered by social security15 rose from 67.6% in 2000 to 79.4% in 2015. Furthermore, 

______________ 

14 Amarante et al. (2009), Marinakis (2014), Maurizio and Vázquez (2016). 

15 Data from ILO and refer to the share of those covered by social security in terms of pensions. 
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these measures also had a positive impact on reducing inequality16 at the same time that they 
extended the coverage of labour institutions to previously excluded groups.   

In this context, the countries of Latin America considered here experienced similar 
changes in GDP and employment as the rest of the region, and unemployment and 
informality were countercyclical (Graph 7). This is in stark contrast to the trends observed 
in the 1990s, when the unemployment rate and informality rose.  

Graph 7:  Evolution of real GDP, unemployment and informality among salaried workers 

  

  

 
Source: Own elaboration based on household surveys 

Clearly, therefore, in the countries recording the highest growth rates alongside more 
pronounced reductions in the unemployment rate, the process of formalization was more 
intense. 

Bosch and Esteban-Pretel (2009) evaluate the role of the economic cycle in informality 
from a two-sector search and matching model where firms can choose between hiring formal 
or informal workers. In the former case, firms can take full advantage of the productivity of 

______________ 

16 Amarante and Arim (2015), Beccaria et al. (2015). 
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the matching by facing the cost of complying with labour regulations. In the latter case, firms 
avoid these costs but they can be penalized if they are caught. As in the traditional matching 
models, vacancies grow in the expansion phase of the cycle and therefore the number of 
matches between firms and workers also increases. The model also predicts that firms 
engage more intensely in formal contracts during booms, since this type of contract allows 
them to further benefit from the increase in productivity. Both effects boost rates of entry 
into formal jobs. Moreover, the rate of job destruction — both formal and informal — 
decreases and unemployment falls accordingly. In their article, the authors verify these 
predictions for the 1983–2001 period in Brazil.  

Under a similar perspective, Boeri and Garibaldi (2007) use a two-sector 
formal/informal model to predict a positive correlation between unemployment and 
informality.  

Bosch and Maloney (2010) study the cyclical labour movements in Brazil and Mexico. 
They find that unemployment is countercyclical due to the increase of job separations of 
informal workers during downturns. The share of formality/informality is procyclical mainly 
associated to lower probability of transiting from inactivity, unemployment or informality 
to a formal job rather than to higher exit rates from formality during recessions.  

Corsueil and Foguel (2012) also find formality to be procyclical. They model 
transitions between formality and informality and also between those states and 
unemployment in the expansion phases of the cycle. The reservation wage of the 
unemployed is assumed to be lower than that of informal workers. Hence, when the pool of 
unemployed is large, firms can obtain workers from the pool at low wages. Initially, the 
probability of workers finding jobs in small and less productive firms is higher since they 
are greater in number than large, formal firms. Firms are also assumed to offer either formal 
(in the case of large firms) or informal (in the case of small firms) jobs. Hence, employment 
in small firms rises at the initial stage of the recovery phase. However, workers continue to 
look for better jobs among large firms given the higher wages they offer. Consequently, as 
unemployment falls in the expansion phase of the cycle the probability of transiting from 
informality to formality increases and the share of formal workers grows. This prediction is 
verified for Brazil during the 2003–08 period.  

Goñi Pacchioni (2013) analyses the impact of the economic cycle on entry flows (to) 
and exit flows (from) labour informality in the Andean countries from a dynamic 
perspective. He finds that job finding and job-to-job transitions are procyclical whereas job 
exits are countercyclical. He also finds that the creation of informal jobs in Ecuador has been 
strongly countercyclical, and that the increase in the rate of formality is attributable to both 
lower entry flows into informality and higher exit flows from that state to a registered job. 
In Peru, the increase in formal salaried jobs during the 2000s is mainly explained by the raise 
of inflows from informal wage-earners. At the same time, the reduction of unemployment is 
driven by the fall in the inflows coming from all other labour status. 

Finally, with the growth of employment and the decline in unemployment, workers’ 
bargaining power and reservation wage rise. This can lead to an improvement in working 
conditions and have a positive impact on formalization. Arias and Sosa Escudero (2007) 
assess the relationship between informality, informal/formal wages and unemployment in 
Argentina during the 1985–2003 period using Panel VAR methods. They find evidence 
consistent with the exclusion hypothesis, which states that workers are pushed into informal 
jobs due to a lack of better employment opportunities. In this context, informality is 
countercyclical: higher unemployment induces workers to accept informal positions and 
earn lower salaries than formal wage earners, thus raising informality. 

However, even if, clearly, from the theoretical and empirical points of view, a positive 
correlation is observed at aggregate level between economic growth and formality, the 
picture is less uniform when it comes to sectors. 
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Graph 8 shows the annual average variation in GDP for each sector on the x-axis and 
the annual variation in sectoral registered employment for each country considered on the y- 
axis. 

Graph 8:  Average annual variation of sectoral GDP and formal employment 

  

  

  
Source: Own elaboration based on household surveys 

In the case of industry, a positive correlation is observed between growth and 
formalization in all the countries considered here except Brazil. Brazil recorded zero growth 
in industrial  GDP, but it also recorded an increase in formality in that branch of activity. A 
positive linear correlation was also observed in construction and transport.  

The situation is different in the other three sectors: financial services, the public sector, 
and trade, hotels and restaurants. In those sectors, there is no evidence showing that 
differences in the rates of formalization may have been directly associated with growth in 
sector GDP. In any case, even in those sectors, while "registered employment-product 
elasticity" is different in each country, in all countries positive variations were observed in 
both indicators.  

Thus, while growth in global and sectoral product is positively correlated to changes in 
formal wage-earning employment, variations are observed between countries and branches 
of activity that are not explained by the country's economic development. Some of the 
specific policies that may also account for the process of formalization are analysed below. 
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8.2  Incentives for business and employment 
formalization 

Labour costs are another relevant factor in labour demand. It is often argued that these 
costs should be reduced and administrative procedures to register workers should be 
simplified in order to stimulate the creation of formal employment. LACs have implemented 
this kind of programme aimed at creating greater incentives for formalization.  

Labour cost reduction 

Argentina implemented several reductions in employers’ contributions. In 2001, the cut 
applied to every new worker hired by firms that were expanding their personnel. In 2004, 
the reduction was restricted to firms with up to eighty employees, and later, in 2008, it was 
extended to all employers while the tax rate was further reduced. Castillo et al. (2012) 
evaluate the impact of the 2008 reform and find that it contributed to sustaining formal labour 
demand in the group of treated firms: 96,000 new jobs were created in these firms, compared 
to a loss of 5,000 jobs in the control group. 

Cruces et al. (2010), on the contrary, assess the impact of the reduction in social 
contributions observed in Argentina during the period 1995–2001 on aggregate employment 
and wages. They find no significant impact on the first variable, but find increases in the pay 
of formal workers when employer contributions are reduced.  

In Ecuador, reform measures have also been introduced since 2010 to simplify access 
to coverage by the Ecuadorean Social Security Institute. Before the reform, workers had to 
have six months of uninterrupted contributions to obtain access to health services, and 
certain collectives of individuals were excluded from coverage. The reform measures made 
the conditions more flexible, reducing the waiting period and enabling the inclusion of part-
time workers and of the members' spouses (with a reduced contribution) and dependent 
children under the age of 18 (children were previously covered up to the age of 7). All those 
changes may have stimulated the growth in formality observed in Ecuador.  

On the contrary, Chacaltana (2001) finds that the Peruvian labour market reforms of 
the 1990s, which deregulated hiring and dismissal, did not generate an increase in labour 
formalization. At the same time the important reduction of labour cost for SMEs first in 2003 
and then in 2008 had little or null effects on registration (Chacaltana 2008). 

Kugler and Kugler (2009), Bernal et al. (2015) and Kugler et al. (2017) assess the 
impacts of different tax reforms in Colombia since the nineties. The first study evaluates the 
raise in payroll taxes during the 1980s and 1990s in this country. Authors find that a10% 
increase in payroll taxes implies a reduction in formal employment by about 4/5% in 
manufacturing firms in this country. The second study assesses the reduction in payroll taxes 
and employer health contributions and the increase in corporate income taxes put in place in 
2012. Authors find a positive impact of this tax reform on labour formality: 4.3% increase 
of formal employment and 2.7% increase of average wages. The impacts are larger in micro 
and small enterprises. Finally, the third also studies this tax reform and reaches positive 
impacts on formal and permanent employment.  

It can therefore be observed that policies of this kind may or may not have a significant 
impact on registration. On the one hand, they may result in the "legalization" of workers 
previously hired informally without modifying the number of employees; but even thus, they 
would have a beneficial effect in terms of social security coverage and labour legislation. 
On the other hand, they may indeed generate new formal jobs. They may also have no impact 
on either formality or total employment, because the incentives are insufficient to encourage 
firms with informal workers to register them. Here, too, the explanations may differ: low 
returns that make it impossible to take on other costs associated with formality (minimum 
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wage, dismissal costs, etc.), uncertainty about the future or the fact that the labour 
relationship is in fact being hidden as part of a broader tax evasion scheme. 

Monotax and one-stop shops 

In Brazil, the programme Simples Nacional implemented in 1996 aimed at simplifying 
the procedures for registration and reducing taxes for small and micro enterprises. In turn, 
the Lei do Microempreendedor Individual (Individual Entrepreneur Law) passed in 2009 
also simplified the process of registration for microenterprises with up to one employee, and 
reduced the costs of social security contributions. Fajnzylber et al. (2009), Delgado et al. 
(2007) and Monteiro and Assunção (2012) find positive effects of the Simples programme 
on registration levels. Berg (2010) and Krein and Dos Santos (2012) also conclude that this 
programme has been positive in the growth of formality.  

On the contrary, Bruhn and McKenzie (2013) find a zero effect of administrative 
simplification on business registration. They study the case of the opening of Minas Fácil 
Expresso offices (in the state of Mina Gerais, Brazil) to facilitate registration in remote 
municipalities in this state. Authors conclude that this policy was not successful to increase 
registration and, therefore, it is needed to take into account other difficulties that firm face 
to formalize.  

Andrade et al. (2013) also evaluate the SIMPLES programme in Brazil. They find zero 
impact of more information and exemption in registration fees on firm registration.  

Similarly to Brazil, in 2006 Argentina launched the programme Mi Simplificación, a 
registry simplification programme that establishes a single procedure for the registration of 
workers and employers and for the subsequent control of compliance with labour norms. 
Ronconi and Colina (2011) find positive although small effects on registration levels. 

Mullainathan and Schnabl (2010) also find a positive impact of the 
simplification of municipal licensing processes in Peru. In particular, this policy 
implied an increase of 43% in the number of registered firms. About 75% of these 
new formal enterprises were previously operating as informal enterprises and 
decided to formalize after this reform. However, most of them asked for a provisional 
license. This is because the owners of the firm think that the probability of survival 
more than one year is very low.  

Castillo et al. (2007) nevertheless indicate that there is no evidence showing that 
the simplification of procedures has had a positive impact in terms of reducing 
informality in Latin America. This is at least partly owing to the fact that the costs 
of registering the productive activity are a lesser proportion of total costs. They also 
argue that the problem resides in the low productivity of firms, the solution to which 
does not appear to be only or even essentially the simplification of registration 
procedures, but rather more comprehensive and complex strategies that include 
better access to credit, markets and technology, among other determinants.   

Those results therefore seem to suggest that schemes to simplify registration are 
necessary to support the formalization of small firms but are clearly not sufficient to 
achieve that objective, and that a wide range of instruments promoting the productive 
development of such establishments is therefore needed, as discussed below.  
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Productive policies aimed at formalization of firms 

As mentioned, one factor usually associated with informality is the limited capacity of 
low-profit firms to pay contributions, thus reducing their chances of affording the labour 
costs of formal positions. In this regard, policies aimed at raising productivity levels of such 
companies can also contribute to labour formalization. 

According to some studies conducted in Brazil, measures applied to increase the 
production and efficiency of small firms have contributed to labour formalization. Almeida 
(2008) evaluates the experience of three manufacturing clusters where small enterprises 
received subsidies and credit to improve their competitiveness and were also given a grace 
period to fulfil their tax and labour contributions. These policies proved successful in that 
all firms started to comply with both obligations.  

Berg (2010) mentions another similar experience in the Brazilian footwear sector. In 
1995 the government signed a technical cooperation agreement with the sector’s business 
association in order to find ways to increase the profitability of firms so that they could 
become formal enterprises and register their workers. To do so they set a grace period to 
comply with the law. The programme led to a significant increase in the quantity of firms 
registered and in the number of formal workers in the sector, which rose from 3,121 in 1995 
to 12,490 in 2005.  

In Argentina, initiatives have been taken to that end. They are coordinated by the 
Ministry of Industry and are based on four action lines: credit for production, financing to 
train human resources, strengthening of business management and promotion of 
associativity between enterprises. While the generation of formal jobs is not a specific 
objective thereof, there is every reason to think that it could be one of the results of greater 
returns and improvements in the contributory capacity of enterprises.  

8.3  Labour Inspection 

Another factor associated with the decline in informality is labour inspection. It is 
argued that the threat of greater controls or tougher sanctions for non-compliance with labour 
regulations should act as incentive for the regularization of labour relations. 

However, an intensification of labour inspections may also produce the opposite effect 
as it could destroy informal jobs, resulting in a negative impact on unemployment (Boeri 
and Garibaldi, 2007). From a political economy point of view, this negative effect could in 
turn weaken efforts related to labour inspection in downward phases of the business cycle.  

Following the first line of reasoning, Ashenfelter and Smith (1979) model the firms’ 
incentives to comply with minimum wage legislation. Even though the study focuses on this 
labour institution, its conclusions can be extended to other labour market regulations. The 
model states the following equation for the expected net benefit of the firm under the 
condition of non-compliance with labour legislation: 

𝐸 𝜋 1 λ 𝜋 𝑤, 𝑟, 𝑝 λ𝜋 𝑀, 𝑟, 𝑝 λ𝐷 

where 𝑀 is the wage level set by law, w is the wage that the employer would pay in the 
absence of the legislation, 𝑟 the costs of other production factors, 𝑝 the product’s market 
price, λ the probability of being inspected and caught cheating and 𝐷 the penalty faced in 
such a case. Based on this, employers would engage in non-compliance if the expected net 
benefit of such a decision (𝐸 𝜋 ) is higher than the known benefit of complying with the 
norm (𝜋 𝑀, 𝑟, 𝑝 ):  
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𝐸 𝜋  𝜋 𝑀, 𝑟, 𝑝 1 λ 𝜋 𝑤, 𝑟, 𝑝  𝜋 𝑀, 𝑟, 𝑝 λ𝐷 0 

The decision for non-compliance is positively correlated with the difference between 
the wage set by law and the wage level that the employer would pay in the absence of the 
regulation, and negatively correlated with the probability of being caught cheating and with 
the penalty’s expected value.  

In several LACs, the costs of non-formalization faced by employers rose as a result of 
the measures implemented to strengthen and improve labour inspection. The Plan Nacional 
de Regularización Laboral (National Plan for Labour Regularization) established in 
Argentina in 2004 tightened controls to detect salaried employment not registered in the 
social security system. With this plan the Ministry of Labour reclaimed the national 
coordination role for this type of activity. Also, the technologies employed improved and 
the number of inspectors rose from forty in 2003 to 470 in 2011. Out of the total number of 
inspections conducted during that period, 28% of workers were not duly registered and 
around 37% of the latter were formalised after the inspection. Ronconi (2010) finds a 
positive impact of inspections on formalization in Argentina. In fact, the number of 
formalised workers increased due to inspections throughout that period from 17,000 in 2005 
to 47,000 in 2011, with a 10 percentage point increase in the formalization rate between 
2005 and 2012 (Ministry of Labour). 

In Brazil, the strengthening of labour inspection was not associated with an increase in 
the number of inspectors but rather with higher effectiveness of inspection due to the 
implementation of organizational changes and reforms in the structure of incentives. 
According to Pires (2009), in the mid-1990s a bond system was introduced for inspectors 
that linked part of their wages to individual and group performance. Then, special inspection 
teams were created to deal with more complex situations in certain sectors. Berg (2010) 
points out that these two new approaches had significant positive effects on labour 
formalization in Brazil. 

Furthermore, Almeida and Carneiro (2009) find that regions with stricter controls in 
Brazil presented lower informality rates. They do not find negative effects of inspections on 
total employment, which suggests that informal employment was substituted for formal 
employment. The results of the impact evaluation of de Andrade et al. (2013) also show that 
inspection was the only effective instrument in Belo Horizonte (Brazil) to induce 
formalization since neither higher levels of information nor monetary incentives had a 
significant impact on labour regularization.  

In Ecuador, a process to strengthen the institution of labour inspection was also carried 
out. In 2011, the Trabajo Digno (Dignified Work) programme was launched. In that context, 
the Ministry of Labour Relations increased the number of inspectors (from 65 in 2006 to 245 
in 2011) and modified the organization of their work. A World Bank study (2012) based on 
a 2011 business survey in Ecuador highlights the role of inspection in fighting informality, 
stating that inspections are increasingly frequent, with approximately 60% of firms in the 
sample stating that they were inspected at least once during the previous year. The study also 
found a positive and statistically significant correlation between the fact of having been 
inspected and compliance with legal and labour rules. That correlation is nevertheless not 
perfect. For example, around 12% of firms inspected continued to operate without having a 
tax identification number. At the same time, while the percentage of firms complying with 
labour legislation was around 30 p.p. higher among those that had been inspected than 
among those that had not, half of the former had not registered their workers with the 
Ecuadorean Social Security Institution (IESS).  

In 2011, a national referendum and public consultation was held on various aspects, 
including the question of penalization for failure to comply with social security obligations 
on the part of employers. The question read: “Do you agree that the National Assembly, 
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without delay in terms of the deadline established in the Law on the Legislative Function, 
once the results of the referendum have been published, should classify as a criminal offence 
the failure to affiliate dependent workers with the Ecuadorean Social Security Institution?” 
The proposal was approved.  

While the impact of that reform has not been directly evaluated, in 2011 affiliation with 
social security grew significantly, consistent with the increase in labour formality mentioned 
above. Specifically, according to information provided by the IESS,17 affiliation with social 
security rose from 33% in 2010 to 38% in 2011. The number of registered employers rose 
by almost 50% in those two years.  

According to the World Bank (2012), while it is not possible to assert that this increase 
is due only to the change in legislation, which had not entered into force for that year, the 
signal sent in terms of non-tolerance of informality (which reinforced the agenda initiated 
with the change of the Constitution in 2008) is thought to have helped stimulate registration.  

In short, the few studies evaluating the impact of inspections seem to confirm that they 
have a positive effect on labour market formality. Some have also found negative effects on 
total employment or on wages. That would reinforce the idea that certain firms, as has 
already been stated, especially the smallest, operate informally because they cannot pay the 
costs associated with regularization of the firm and its workers. The combination and 
coordination of inspection with policies of various natures promoting productive growth, 
profitability and competitivity are indispensable in those cases.  

8.4  Labour formalization in domestic service 

Domestic service sector requires specific efforts in terms of formalization because of 
their nature and their still very high informality rate. This is due, at least in part, to the fact 
that domestic tasks are carried out in fragmentary and dispersed fashion, to the personal 
relationship that tends to be established with the employer, to the low levels of awareness of 
labour and trade union rights, and, often, to the fact that the worker is a legal or illegal 
migrant, which sharply limits her room for action. Also, given the place of work is the home, 
inspection is clearly a very complex affair.  

Several of the countries considered here have therefore implemented specific policies 
to increase the degree of formality in the sector, approving legislation that tends to equate 
the rights of the sector's wage earners with those of all workers and adopting mechanisms 
for its effective implementation. 

In 2006, the Argentine government enabled employers of domestic workers who were 
making contributions to a special social security regime for domestic workers to deduct the 
sums paid from the tax base on which they paid income tax. Even though there are no studies 
directly evaluating the impact of this reform, the measure seems to have contributed to the 
increase in formality observed in the sector of domestic work. Bertranou et al. (2013) argue 
that this change might at least in part explain the increase in the number of social security 
registrations, which increased from 78,000 in 2005 to 280,000 in 2011. Moreover, most of 
the increase in registration rates took place from 2006. In 2013 a new law for the sector was 
sanctioned that tended to equalise their working conditions with those of the rest of the 
employees. 

Furthermore, in Argentina and in Brazil measures have been implemented to facilitate 
worker registration using various electronic platforms. 

______________ 

17 See http://www.iess.gob.ec/documents/10162/83914/DIRECCION+GENERAL.pdf. 
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In Brazil in 2006, similar to Argentina, a new law allows employers to deduct labour 
social security contributions from their personal income taxes. But unlike in Argentina, the 
reform does not seem to have had significant positive effects on the domestic work sector. 
In this regard, Madalozzo and Bortoluzzo (2011) argue that the incentives were too 
insignificant and the number of eligible employers too small. These factors could explain 
the differences in the reforms’ results between Brazil and Argentina. Brazil has also 
strengthened inspection campaigns in the sector. 

Finally, in Ecuador, a campaign was launched in 2010, Trabajo Doméstico Digno 
(Dignified Domestic Work), for the purpose of promoting formalization in the sector. The 
programme started with an intensive public relations campaign on the rights and obligations 
of domestic workers. Visits were then made to homes in order to detect failures to register 
domestic personnel or comply with the labour standards established for the sector 
(FORLAC, 2014). While no impact evaluations have been found that allow us to assert that 
this initiative has had significant effects, more descriptive analyses suggest that it 
contributed to the process of formalization, although there also appears to have been a drop 
in the total number of jobs in the sector (Bosch et al., 2013). Concretely, while the number 
of domestic workers affiliated to the IESS grew after 2005, the IESS experienced an increase 
of 37% in 2010 compared to 2009, which may suggest that the measure had a direct impact. 
The new Penal Code approved in 2014, for its part, stipulates that employers not affiliating 
their workers to mandatory social security can be sentenced to between 3 to 7 days in prison. 
All these measures seem to have had a positive impact, as registration in the sector rose from 
11% in 2003 to 42% in 2013. 
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9.  Final remarks 

Since the 2000s a trend towards increase in formality has been observed in several 
developing countries around the world. This has happened in many Latin American 
countries and also in Africa and Asia.  

There is a broad discussion on the drivers behind this process. Among them, economic 
growth, structural transformation processes and specific policies fostering the transition 
from informality to formality can be observed. At the same time, reductions in labour 
informality are not caused by a single determinant, but rather by a combination of diverse 
factors that vary in nature.  

This paper analysed the evolution of labour formality among employees in five Latin 
American countries: Argentina, Brazil, Ecuador, Paraguay and Peru. It assesed the intensity 
and characteristics of this process, analysed the inflows to a formal salaried job and identified 
the main drivers of this positive labour dynamics. It also discussed the role of labour cost 
reduction policies, monotax and one-stop shops, productive policies aimed at formalization 
of firms, labour inspection and policies addressing informality in specific sectors such as 
domestic service. 

The conclusion is that sustained job-generating growth enhances labour market 
predictability, which may work in favour of long-term contracts. In this context, 
formalization is more feasible.  

However, even though stable, job-generating growth seems to have been a necessary 
condition for the employment formalization process, it was the interaction between that 
process and specific policies that ultimately determined policy effectiveness and the tangible 
results observed in terms of labour registration in the countries studied. 

Similarly, the dynamic analysis confirms that the formalization process spread across 
all categories of workers, although middle-aged men with higher skills, working full-time, 
in larger companies and with longer tenure benefited more from the process. This has further 
widened the initial formality gaps observed between groups of workers. 

The empirical analysis also shows that labour formalization had equalizing effects. 
Most of the recent literature has been focused on the distributive impacts of the returns to 
education. This study complements this approach by proving that the improvements in the 
working conditions are another factor that contributes to explain the decreasing trend of 
inequality observed in Latin American countries. These distributive impacts are expected to 
grow as this process of formalization continues and reaches the group of informal workers 
with lower incomes. 

Despite the strong process of formalization, these labour markets still exhibit a high 
degree of labour precariousness. To a certain extent, this is associated with the countries’ 
productive structures, where there is a very high proportion of firms with low productivity 
and competitiveness levels that restrains the improvement of working conditions. Therefore, 
in order to secure the trends of employment generation with labour formalization and the 
consolidation of labour institutions productive policies that promote high efficiency and 
systemic competitiveness need to be continuously strengthened within a long-term economic 
development strategy.  
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Annex 

Table A1.  “Aggregate” decomposition of changes in formality rate 

Argentina 
 

 
 
 
 
Brazil 
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Ecuador 
 

 
 
 
 
Paraguay 
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Peru 
 

 
Source: Authors’ elaboration based on Household Surveys 

 

Table A2.  Probability of being a formal salaried worker 

 
Source: Authors’ elaboration based on Household Surveys 
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Table A3.  Composition of employment 

 
Source: Authors’ elaboration based on Household Surveys 

Table A4.  Yun decomposition. Standardised results 

 
Source: Authors’ elaboration based on Household Surveys
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Table A5. Transition Matrix 

Argentina 
 

 
 
Brazil 
 

 
 
Ecuador 
 

 
 
Paraguay 
 

 
 
Peru 
 

 
Source: Authors’ elaboration based on Household Surveys 
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Table A6.  Labour formalization in the same job by different groups of individuals 
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Table A7. Labour formalization through job change by different groups of individuals 

Argentina 

 



 

EMPLOYMENT Working Paper No. 251 51 

Brazil  
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Ecuador 
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Paraguay 
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Peru 

 
Source: Authors’ elaboration based on Household Surveys 
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