The Performance
of Latin American
Labor Markets

Every day many workers go to work and many
firms hire workers. Some firms close, others reduce
their size, and new firms emerge; workers switch
jobs and enter and exit employment. The decisions
and actions of thousands of workers and firms, as
well as their interactions with institutions and poli-
cies, constitute the labor market. As in many other
markets, the labor market has to continuously allo-
cate resources to their most productive uses. The
magnitude of this activity is astounding. On aver-
age, as many as one in four jobs are created or
destroyed in a given year, and a large percentage of
workers transit between jobs and between employ-
ment, unemployment, and inactivity. This peren-
nial churning is typical of many markets. However,
labor markets are special because they deal with
the most complex “commodities” of all: people’s
effort and skills.

The daily business of exchanging labor servic-
es for wages provides the main source of income to
workers and households. In Latin America and the
Caribbean, between one-half and two-thirds of total
income is allocated in the labor market and more
than 70 percent of Latin American households
depend entirely on labor income to live.! Moreover,
the labor market also creates many economic risks
that affect the livelihoods of workers and their fam-
ilies. Workers might involuntarily lose their jobs,
but, because fewer than half the workers are pro-
tected against this risk, a large share of the labor

force is not insured against the distress and suffer-
ing that results from the loss of labor income.

What happens in the labor market dramati-
cally affects individuals and households. Therefore,
failures in the labor market and in the institutions
that support it amount to much more than output
losses or lower economic growth; they become dif-
ficult social problems as well. Across countries, low
wages, low and unequal opportunities for advance-
ment, high unemployment, and low job creation
tend to be associated with poverty, inequality,
youth alienation, and crime.

Thus, it would seem that this market is too
important to fail. Yet, according to the people of
Latin America, something is wrong with labor mar-
kets in the region. In the Latinobarometer, a public
opinion survey that covers 17 countries in Latin
America, problems directly related to the labor
market have ranked first in the list of population
concerns year after year since the survey was start-
ed in 1996. Moreover, the importance assigned to
these problems has been increasing. On average, in
2001, more than 20 percent of the survey respons-
es pointed to unemployment as the most pressing

! This is the average labor share for 10 countries in the region
(Bernanke and Gurkaynak 2001). The proportion of households that
depend entirely on labor income is from the most recent available
household surveys (1999 or 2000). The number reported is the sim-
ple average for 11 countries.



Chapter 1

Figure 1.1 The Most Pressing Problem in the Region
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problem in the region, while more than 40 percent
of the responses identified low wages, job instabili-
ty, or unemployment as the most important prob-
lem, ahead of corruption, crime, and other difficult
social problems (Figure 1.1). In Argentina, Chile,
Nicaragua, Peru, and Uruguay, this percentage
climbed to 50 percent (Figure 1.2). It is clear that
whatever is going on in the labor market tops the
list of concerns of Latin American citizens.

This chapter analyzes the performance of
Latin American labor markets during recent years
to understand whether they are fit to perform the
important tasks they need to do. It compares criti-
cal parameters of the regional markets with those
of countries outside the region to identify areas in
need of improvement. And it develops summary
measures of performance, ranking labor markets in
the region along the dimensions of labor market
efficiency, income equity, and insurance against
risks.

The following main conclusions emerge
about labor markets in the region:

e Labor markets show increasing difficulty in
allocating workers to jobs, although there are sub-
stantial disparities within the region.

e Wages have grown slowly and one in two
workers earns wages that may be too low to afford
consumption above poverty levels. However, these
factors are not so much due to excessive bargaining

Figure 1.2 The Most Important Problem, by Country
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power of employers relative to workers, but to low
and stagnant labor productivity.

e Although the region suffers from very high
levels of earnings inequality, the labor market
reflects rather than creates inequality. Nonethe-
less, labor market-generated inequality increased
during the 1990s.

e Labor relations are mired in conflict and dis-
trust, which may deter labor productivity growth in
the region.

e More than half of the workers do not receive
the protection mandated by labor laws. Thus, many
workers are vulnerable to the risks of income loss
due to unemployment, illness, or old age. More-
over, coverage has declined during the 1990s.
Although labor policies should strive for better allo-
cation of resources and better and more wide-
spread risk insurance, there may be important
trade-offs between these dimensions. Keeping the
allocation engine running while providing suffi-
cient insurance to workers constitutes one of the
major challenges for labor policies in the region.

DIMENSIONS OF LABOR MARKET
PERFORMANCE

It is commonplace to summarize the performance of
labor markets with the unemployment rate. Howev-
er, many other dimensions of performance should be



assessed as well. This chapter evaluates the perform-
ance of Latin American labor markets based on how
they perform the key tasks of allocating resources,
earnings, and risks across workers and firms. It also
examines the quality of labor relations, that is, the
quality of the special relationship that bonds employ-
ers with workers and unions, to determine whether
it is conducive to rewarding work experiences and
productivity growth or mired in conflict and distrust.
For each country, the indicators are computed along
three dimensions—efficiency, social insurance, and
equity—to examine whether there are any relevant
trade-offs among them.

Box 1.1 describes the difficulties involved in
gathering labor market data. In general, data were
only available for the 1990s, so the analysis does
not provide a long-term assessment of the evolu-
tion of the labor market. Given these limitations,
the focus is on describing cross-country differences
by comparing the average values of all variables in
the 1990s across countries. The evolution of most

Box 1.1 Labor Market Data

The paucity and lack of comparability of data on labor mar-
ket variables in Latin America remain a large obstacle for the
analysis of labor markets in the region. The Labour Statistics
Database of the International Labour Organization (ILO)
includes data for a noteworthy number of countries and
years and for numerous indicators; however, the data are not
yet fully cross-country or time-series comparable. For
instance, the geographic area and the age range used to
compute the indicators are not fully consistent across coun-
tries and the definitions used to compute the indicators are
not always equivalent. Furthermore, the sources and sample
coverage fluctuate over time. The ILO faces large obstacles
because it must rely on countries’ capability to provide the
data. Nevertheless, the quality of data is improving substan-
tially and the ILO is working toward releasing comparable
data.

To overcome some of these difficulties, this study has
processed a large number of household surveys, making a
special effort to address time-series and cross-country com-
parability. However, while the Inter-American Development
Bank’s (IDB’s) data offer a good picture of the cross section
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variables is documented both for the region as a
whole as well as for the individual countries for
which data are available.

ALLOCATION OF RESOURCES

A key function of labor markets is to continuously
match workers to their most productive use. As
shown in chapter 2, a labor market that performs
the allocation task well not only ensures that work-
ers are well allocated to jobs, it is also an important
source of economic growth. The labor market allo-
cates the available resources efficiently if no work-
ers willing to work are left without jobs, no job
vacancies are left unfilled, and workers and jobs
are well matched. Clearly, a labor market that reg-
ularly functions with a high level of unemploy-
ment is not allocating resources well. However,
while a persistently high level of unemployment
signals problems in the labor market, low unem-

of countries, for many countries, the time-series dimension is
not large enough fo provide a good description of changes
over time.

The IDB's collection of harmonized household surveys
is not exhaustive; in particular, coverage of the Caribbean is
poor and the IDB is working toward expanding information
on these countries. This would be facilitated by the collection
of comparable information from Caribbean countries as well
as the timely release of surveys.

Facing all these constraints, this chapter and the vol-
ume in general use a mix of data sources, depending on the
dimensions analyzed. In general, the cross-country compar-
isons and analysis of labor market dynamics are performed
using IDB data, and the time-series analysis relies on IDB
data and data from published sources, such as the ILO or the
Economic Commission for Latin America and the Caribbean.
In addition, individual firm, plant, and worker panel data are
available only for a small number of countries. Thus, the
analysis of labor market dynamics is limited to a few coun-
tries (see chapter 2).
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Box 1.2 Labor Market Indicators

Labor force participation rate. The number of persons in the
labor force as a percentage of the working-age population.
The labor force is the sum of the number of persons employed
and unemployed. The working-age population is the popula-
tion within a certain age range. Although this range varies
across countries, in all the IDB computed variables, the age
considered is 15 to 64 years.

Employment rate. The proportion of people in the working-
age population that is employed. The employed comprise all
persons who during a specified reference period, either one
week or one day, worked for at least one hour for profit or
family gain, in cash or in kind in (a) paid employment, (b)
self-employment, or (c) as contributing family workers (also
termed unpaid family workers).

Unemployment rate. The proportion of unemployed in the
labor force. The unemployed comprise all persons in a spec-
ified age range who during the reference period were: (a)
without work, that is, not employed, (b) currently available for
work, that is, available for paid employment or self-employ-
ment during the reference period, and (c) seeking work, that
is, had taken specific steps in a specified reference period to
seek paid employment or self-employment.

ployment rates are not necessarily a signal of labor
market health. Unemployment rates might be low
because workers have given up searching for jobs,
a phenomenon known as the discouraged worker
effect, or because workers cannot afford to search
for the best job and therefore take any job available.
In the latter case, workers have jobs, but the quali-
ty of the job-worker match might be poor. (See Box
1.2 for definitions of unemployment and other
labor market variables.)

A related problem in evaluating how workers
are matched with jobs is that while resource alloca-
tion is a dynamic concept, most labor market sta-
tistics measure static concepts. Thus, while the
problem at hand is to assess whether unemployed
workers have trouble finding jobs that match their
abilities, whether displaced workers are forced to
accept large wage cuts, or whether workers who
have unemployment insurance find better jobs,
labor market statistics measure how many workers
are unemployed or employed by occupation or sec-

Underemployment rate. The proportion of workers whose
working hours total less than full time as a proportion of total
employment. In this study, up to 30 hours a week is estab-
lished as the number of hours that is less than full time.

Voluntary underemployment. The proportion of workers
whose working hours are less than 30 a week and who do
not desire fo work more hours.

Involuntary underemployment. The proportion of workers
whose working hours are less than 30 a week and who desire
to work more hours.

Coverage rate. The proportion of either wage employed or
total employed workers participating in a program of social
security benefits and who are entitled to benefits. (The social
security system covers the risk of old age, unemployment ill-
ness, disability, and death.) It is assumed that workers who
are not participating in a social security system are not cov-
ered by all the other benefits prescribed by labor laws.

tor. Thus, it is possible to analyze whether workers
are allocated to jobs, but there is little that can be
said about whether they are well allocated to jobs.
Chapter 2 analyzes labor market dynamics
for a few countries in which longitudinal data on
workers and firms are available. This chapter takes
advantage of information from household and labor
force surveys to obtain a rough but broader picture
of how labor markets allocate resources in Latin
America. It analyzes the unemployment rate, the
duration of unemployment, and the unemploy-
ment gaps between different types of workers
across countries and time. While the unemploy-
ment rate measures the number of people who
wish to work and are actively searching for jobs,
the duration of unemployment measures the
extent to which the pool of unemployment is stag-
nant. Unemployment gaps measure whether
unemployment is concentrated in a particular type
of worker. In addition, since it could be argued that
unemployment rates hide the true degree of “job-



lessness,” the chapter examines other measures,
such as the level and evolution of the share of self-
employed or underemployed workers, to complete
the picture of how Latin American labor markets
allocate workers to jobs. Unfortunately, little can be
said about how job vacancies are filled because data
on vacancies are not available in most countries.

Rising Unemployment

Unemployment has become a significant problem
in Latin America. The region ended the 1990s with
much higher unemployment rates than at the
beginning (Figure 1.3). By contrast, unemployment
rates have experienced a sustained decline in the
Caribbean since 1993 (Figure 1.4). It should be
noted, however, that in Latin America, much of the
rise in unemployment occurred after 1994 and
again after 1998, coinciding with periods of low
economic growth. Indeed, figure 1.3 suggests that
throughout the 1980s and the 1990s, periods of low
economic growth tended to be accompanied by
increased unemployment. Nonetheless, by 2000,
the median unemployment rate was above 10 per-
cent, and as high as the rates seen in the region
during the height of the debt crisis (1983-85),
despite the fact that economic activity did not con-
tract nearly as much in the late 1990s as in the
1980s. It appears that unemployment rates are
reacting much more virulently to changes in eco-
nomic activity than they did in earlier periods. It is
also clear that joblessness is not only an issue in
rich countries; by 2001, average unemployment
rates were substantially higher in Latin America
than in Continental Europe and Eastern Europe,
two regions often singled out for their high unem-
ployment rates (Figure 1.5).

Despite the increase in Latin America’s
regional unemployment rate, each country has had
its own trajectory, and some ended up with lower
unemployment rates. Comparing the average rate
during the 1990s and the 1980s, some countries—
particularly Mexico and the Central American
countries—experienced lower unemployment rates
during the 1990s than the 1980s. In others, average
unemployment rates increased, although in most
cases the difference was small (Figure 1.6). Look-
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Figure 1.3 Urban Unemployment Rate and GDP Growth
in Latin America
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Figure 1.4 Urban Unemployment Rate in the Caribbean
(Percent)
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Note: Includes data for Barbados, Jamaica, and Trinidad and Tobago.
Source: ILO.

ing instead at the annual change in unemployment
rates during the 1990s, in Mexico, Bolivia, and
Panama, unemployment rates declined. By con-
trast, the Southern Cone countries experienced a
large average annual increase in unemployment.?
This was also true in Colombia and Venezuela.

But beyond differences in trajectories, there
are large and persistent differences in average

2 The countries in the Southern Cone are Argentina, Brazil, Chile,
and Uruguay.

GDP growth (percent)



Chapter 1

Figure 1.5 Average Unemployment Rate by Region, 2001

(Percent)

i Americo [

Eastern Europe. [
Continental
Europe [ ]
English-speakin
deve|opeg | |
East Asia | |
O —
0 2 4 6 8 10 12

Source: ILO (LABORSTA and Employment Outlook) and OECD statistics.

unemployment rates across countries. Although
some countries can be characterized as high-unem-
ployment countries, others have persistently low
unemployment rates. On average, for the 19 coun-
tries in Figure 1.6, urban unemployment rates dur-
ing the 1990s were more than 10 percent in eight
countries and below 6 percent in six countries.
With the exception of the unemployment rates in
the Caribbean countries and Panama, which can-
not be directly compared with the rates in other
countries in Latin America because they are com-
puted with a different methodology, differences in
the definition of unemployment do not account for
such persistent differences in unemployment.
Thus, with few exceptions, countries that endured
high unemployment rates during the 1980s also
experienced high unemployment during the 1990s,
suggesting that structural factors account for differ-
ences in unemployment levels across countries.

In most countries, rising unemployment
rates were not associated with declining employ-
ment opportunities (at least in terms of the num-
ber of jobs). In practically all the countries in
Figure 1.7, a larger share of the population was
drawn to the labor market during the 1990s. Thus,
the share of the overall population that was
employed declined significantly only in Brazil,
Argentina, and Colombia.

The rise in employment and labor force par-
ticipation rates came from women. While on aver-

Figure 1.6 Urban Unemployment Rate: 1980-89 vs. 1990-2001
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Figure 1.7 Annual Change in Unemployment
and Employment Rates, 1990-2001
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age male labor force participation rates remained
constant, female labor force participation increased
at a rate of 0.7 points a year during the 1990s (Table
1.1). Moreover, in at least four countries, female
labor force participation rates went up by at least
nine points during the decade. These rates largely
outpaced the rise in female labor force participa-
tion in other regions of the world during the 1990s,
suggesting that while female labor force participa-



Table 1.1 Labor Force Participation by Gender, 1990-2001

Male

(Percent)
Number of
Country observations  Mean
Latin America 77 83.3
Argentina 10 81.7
Bolivia 6 75.6
Brazil 7 86.4
Chile 5 79.4
Colombia 6 85.0
Costa Rica 6 85.5
Dominican Republic (1998) 83.4
Ecuador (1998) 89.8
El Salvador (1999) 79.9
Guatemala (1998) 89.5
Honduras 5 88.4
Mexico 12 79.2
Nicaragua (2001) 82.4
Panama 6 79.4
Paraguay (1999) 86.1
Peru 4 81.2
Uruguay 5 84.9
Venezuela 5 82.4
East Asia 38 80.1
Continental Europe 112 80.0
Eastern Europe 30 74.3
United States 11 85.6
Other English-speaking 59 82.8

developed countries

* Significant at 15 percent.
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Female
Annual Annual
change Mean change
0.04 47.6 0.73*
-0.23* 50.0 0.72*
-0.29* 50.9 0.32

-0.48* 53.2 0.43*
0.02 38.8 0.90*
-0.38* 48.8 0.84*
0.00 38.3 0.62*

49.1

58.4

47 .2

47.0
0.42* 42.4 1.28*
0.07 39.1 0.51*

45.1
0.49 40.3 0.66*

50.3
0.89* 55.5 1.20*
-0.15 58.7 0.72*
0.47* 43.5 1.79*

-0.14* 51.7 0.07

-0.08* 61.0 0.46*
-0.25* 59.5 -0.40*
-0.18* 70.4 0.33*
-0.05 62.7 0.57*

Note: Male (female) labor force participation is expressed as a percentage of male (female) working-age (15-64 years) population. For East Asia, the age group
varies by country. The data are incomplete; the mean and frend were computed when data included three or more years, spread over three periods: early
(1990-93), mid (1994-97), and late (1998-2001). The countries included in the regions are as follows: East Asia: Indonesia, Korea, Malaysia, Philippines, and
Thailand; Eastern Europe: Czech Republic, Hungary, and Poland; Continental Europe: Denmark, France, Germany, Greece, ltaly, Netherlands, Norway, Portugal,
Spain, and Sweden; other English-speaking developed countries: Australia, Canada, England, Ireland, and New Zealand. Country trends were obtained by regress-
ing available data on a time trend. Regional trends were obtained by regressing available data on a time frend and a set of country fixed effects.

Source: Latin America and the Caribbean: IDB calculations based on household surveys; national data except for Argentina, Bolivia, Mexico, and Uruguay, for
which urban data are used. East Asia: ILO LABORSTA Labour Statistics Database. OECD: OECD online databases for labor force data.

tion rates remain low in the region—particularly in
Chile, Costa Rica, and Mexico—when compared
with East Asia or developed countries, there is a
process of convergence to international levels. This
process would imply that large increases in female
labor force participation would continue in the
future. In comparison, male labor force participa-
tion rates are within the range observed in other
parts of the world.

Duration of Unemployment

During the 1990s, there were no significant
changes in the regional incidence of long-term
unemployment, defined as the share of unem-
ployed workers that spent one year or more search-
ing for a job. Some countries experienced an
increase in duration and in others, the percentage
of long-term unemployed workers declined. How-
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ever, the incidence of long-term unemployment is
low in the region, at least compared with long-term
rates in Eastern European countries and other
developed countries (Table 1.2). Nonetheless, in
half the countries for which data are available, the
incidence of long-term unemployment was higher
than in the United States during the 1990s. This is
quite surprising because only a relatively small and
declining share of workers had access to unem-
ployment insurance or severance pay; therefore,
for many workers, it was difficult to sustain long
periods of job search. Moreover, by the end of the
1990s, more than 50 percent of unemployment was
long term in Uruguay and more than 40 percent in
Colombia.

At the other end of the employment distribu-
tion, Table 1.2 shows that as much as 36 percent of
the unemployed had been in that state for a month
or less in Latin America, compared with 8 percent
in Eastern Europe, 11 percent in Continental
Europe, and 17 percent in other English-speaking
developed countries (excluding the United States).
This suggests that on average, Latin American
labor markets reallocated unemployed workers to
jobs faster than richer regions of the world,
although at a slower pace than the United States. In
some individual countries, about 50 percent or
more of the unemployed had been in that state for
a month or less. These figures can be interpreted as
a sign that the labor market reallocated workers
with amazing efficiency or, alternatively, as an
indication that workers were seriously constrained
in their ability to search for good jobs.

Large Unemployment Gaps

During the 1990s, women and youth in Latin Amer-
ica experienced abnormally high rates of unemploy-
ment relative to the rates of males and prime-age
workers. However, such unemployment gaps did
not change much during the decade (Table 1.3). The
ratio between male and female unemployment rates
was much larger in Latin America than in other
regions of the world, with the exception of Conti-
nental Europe. Moreover, in some countries, such as
Brazil, Chile, Colombia, and Uruguay, the gender
unemployment gap was larger than in Continental

Europe. The unemployment rates for young work-
ers were also high relative to the unemployment
rates of adult workers compared with other regions,
except for the United States. In some countries, the
youth unemployment rate was more than three
times the adult rate.

Such large differentials indicate the presence
of substantial and troublesome labor market prob-
lems; however, the source of the problems is
unclear because various phenomena may give rise
to large unemployment gaps. Thus, on the one
hand, large unemployment gaps may be the result
of existing barriers, regulations, or discrimination
practices that make it difficult for women and
young people to enter the labor market. On the
other hand, such large gaps may signal that, on
average, women and youth can take more time to
search for jobs relative to male and prime-age
workers who, in many cases, are the main earners
and therefore are pressed to find any job. In the
first case, the problem is concentrated on women
and youth in the labor market; in the second, the
problem relates to adults. The inability to search
interpretation is more credible in countries such as
Mexico, where male and adult unemployment
rates are extremely low. The barrier to insertion
interpretation is more likely in countries where
unemployment rates for adult and male workers
are not low. In this second group of countries,
youth unemployment rates—which are much high-
er than adult rates—are reaching high levels in
absolute terms. This worrisome development con-
strains the economic opportunities of this group of
workers and may have important and undesired
consequences in terms of youth alienation and
juvenile violence and crime.

Urban-rural unemployment gaps were also
large, although the relative difference fell during
the 1990s. On average, unemployment rates in
cities were more than four times greater than the
rates in rural areas (Table 1.3). Among the excep-
tions, in Peru, the ratio was 20 and in Bolivia it was
13. These outcomes suggest that there are still large
differences between the labor market structures in
rural and urban areas. Workers in rural areas may
have a much lower ability to engage in job search
than workers in urban settings.



Table 1.2 Duration of Unemployment, 1990-2001

(Percentage of unemployment)

Short-term
(up to one month)

Number of
Country observations Mean
Latin America 50 36.14
Argentina 10 27.05
Bolivia (1997) 15.22
Chile (1996 49.16
Colombia 6 20.06
Costa Rica 6 37.26
Dominican Republic (1996) 44.55
Ecuador (1998) 57.35
Guatemala (1998) 52.24
Honduras 5 46.01
Mexico 12 49.66
Nicaragua (2001) 65.37
Panama 6 13.20
Paraguay (1999) 9.25
Peru (2000) 52.00
Uruguay 8 19.92
Venezuela (1999) 19.91
Continental Europe® 104 11.36
Eastern Europe 29 8.28
United States 12 39.65
Other English-speaking 48 17.32

developed countries®

* Significant at 15 percent.
9 There are 115 observations for long-ferm unemployment.
b There are 57 observations for long-term unemployment.
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Long-term
(one year or longer)

Annual Annual
change Mean change
-0.17 11.18 0.47
-0.03 9.22 0.83*
22.60
2.74
-2.56* 33.72 0.76
-0.80 10.57 0.66*
3.30
5.20
0.08
2.25 4.01 -1.24*
0.51* 0.78 0.08*
1.16
0.62* 24.63 -1.35*%
21.61
1.10
-2.67* 23.48 4.52
14.75
0.48* 42.04 0.20
-0.60* 41.52 1.93*
0.33 7.35 -0.19
0.70* 32.51 -0.46*

Note: The data are incomplete; the mean and trend were computed when data included three or more years, spread over three periods: early (1990-93), mid
(1994-97), and late (1998-2001). For countries included in the regions, see note in Table 1.1. Shortterm unemployment does not include Ireland or Portugal. Coun-
try trends were obtained by regressing available data on a time frend. Regional trends were obtained by regressing available data on a time frend and a set of coun-

try fixed effects.

Source: Latin America and the Caribbean: IDB calculations based on household surveys; national data except for Argentina, Bolivia, Mexico, and Uruguay, for

which urban data are used. OECD: OECD online databases.

Many analysts have documented that across
firms, economic sectors, and countries, there is an
increasing demand for skilled workers. Is there any
evidence that unemployment is becoming increas-
ingly concentrated in unskilled workers? Are
increasing unemployment rates a consequence of
shifting demand for skills? Although this is a rea-
sonable hypothesis, there is little evidence that this
is the case. While unemployment rates tend to be
higher for workers with secondary education than
for workers with primary or college education
(Table 1.4), there is no indication that unemploy-
ment rates are becoming more concentrated in the

unskilled. Instead, if anything, the opposite seems
to be true: on average, workers with tertiary educa-
tion were increasingly more likely to be unem-
ployed than their less skilled counterparts (Table
1.4).

Could it be that unskilled workers left the
labor force discouraged by their inability to find
jobs? Murphy and Topel (1997) report that in the
United States, unemployment has become less
informative for gauging the changing opportunities
of the unskilled. This is because these workers are
increasingly withdrawing from the labor force in
the face of adverse economic opportunities. Over-
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Table 1.3 Unemployment Gaps by Gender, Age, and Area, 1990-2001

(Ratio of unemployment rates)

Young/
Female/male prime-age male® Urban/rural
Number of Annual Annual Annual
Country observations  Mean change Mean change Mean change
Latin AmericaP 77 1.30 0.00 2.65 -0.05 4.31 -0.72*
Argentina 10 1.24 -0.02 2.55 -0.10*
Bolivia® 6 1.16 0.02 2.23 0.09 13.27
Brazil 7 1.57 0.02* 2.56 0.04* 3.54 -0.16*
Chile 5 1.45 -0.01 2.82 -0.03 1.40 -0.04
Colombia 6 1.94 -0.07* 2.74 -0.08 2.06 -0.08*
Costa Rica ) 1.56 0.03 3.31 -0.05 1.08 -0.01
Dominican Republic (1998) 2.75 3.64 1.47
Ecuador (1998) 1.03 1.88 4.47
El Salvador (1999) 0.62 1.93 1.20
Guatemala (1998) 0.52 1.97 2.59
Honduras 5 0.95 -0.01 1.80 0.13 3.30 -0.07
Mexico 12 1.23 -0.01 3.20 -0.01
Nicaragua (2001) 1.10 1.39 2.55
Panama 6 1.39 0.01 2.75 0.06* 2.00 -0.06
Paraguay (1999) 1.36 2.83 3.32
Peru 4 1.11 -0.01 3.45 -0.44 20.67 -4.45
Uruguay 5 1.63 -0.01* 4.62 -0.24*
Venezuelad 5 0.85 0.02 1.99 -0.08* 1.72
East Asia 35 1.04 -0.03*
Continental Europe® 185 1.43 -0.005* 2.42 0.01
Eastern Europef 31 1.19 0.00 2.46 0.00
United States? 11 1.00 0.01* 2.825 0.10*
Other English-speaking 60 0.90 0.00 2.16 0.05*

developed countries"

* Significant at 15 percent.

o The total working-age group is 15-64 years old, the young group is 15-24 years, and the prime-age group is 25-49 years.
b Based on 39 observations for the urban/rural gap.

¢ Data for the urban/rural gap are for 1999.

d Data for the urban/rural gap are for 1995.

¢ Based on 118 observations for the young/prime-age male gap.

FBased on 29 observations for the young/prime-age male gap.

9 Based on 12 observations for the young/prime-age male gap.

h Based on 55 observations for young/prime-age male gap.

Note: Unemployment is the share of the labor force (age 15-64 years) that is unemployed. For East Asia, the age group varies by country. The data are incomplete;
the mean and trend were computed when data included three or more years, spread over three periods: early (1990-93), mid (1994-97), and late (1998-2001).
For countries included in the regions, see note in Table 1.1. Norway is included only for the young/prime-age male gap. Country frends were obtained by regress-
ing available data on a time trend. Regional trends were obtained by regressing available data on a time trend and a set of country fixed effects.

Source: Latin America and the Caribbean: IDB calculations based on household surveys; national data except for Argentina, Bolivia, Mexico, and Uruguay, for
which urban data are used. East Asia: ILO LABORSTA Labour Statistics Database. OECD: OECD online databases.

all, however, there is little evidence that unskilled In Bolivia, Colombia, and Costa Rica, employment
workers are abandoning the labor force in Latin opportunities shifted toward the most skilled
America since the employment rates of skilled rel- workers; in Chile and Peru, employment rates for
ative to unskilled workers did not change in the workers who have completed secondary school
region (Table 1.4). The lack of an overall trend increased at a faster pace than for workers with

hides differences in performance across countries. some college education.
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Table 1.4 Unemployment and Employment Gaps by Education Level, 1990-2001

Unemployment rate Employment rate
Some tertiary/ Some tertiary/
Secondary/primary secondary Secondary/primary secondary
Number of Annual Annual Annual Annual
Country observations  Mean change Mean change Mean  change Mean change
Latin America® 77 1.68 -0.01 0.67 0.01* 1.07 0.000 1.07 0.00
Argentina 10 0.81 0.01 0.71 -0.01* 1.17 0.005 1.08 0.00
Bolivia 6 2.43 0.15% 0.77 0.01 0.86 -0.006* 1.04 0.01*
Brazil 7 1.28 0.00 0.55 0.00 1.15 0.002 1.12 0.00
Chileb 5 1.22 -0.03 0.67 0.01 1.23 0.007* 1.01 -0.01*
Colombia 6 1.82 -0.05* 0.60 0.00 1.05 -0.007 1.12 0.01*
Costa Rica 6 0.95 0.00 0.59 0.00 1.06 -0.001 1.12 0.01*
Dominican Republic (1998) 1.27 0.68 1.11 1.15
Ecuador (1998) 2.88 0.55 0.91 1.13
El Salvador (1999) 1.79 0.68 1.14 0.89
Guatemala (1998) 2.53 0.39 1.08 1.02
Honduras 5 1.22 0.00 0.71 0.04* 1.11 -0.003 0.97 -0.01
Mexico 12 1.39 0.02* 0.88 0.04* 1.07 -0.004* 1.15 0.00
Nicaragua (2001) 1.36 1.00 1.06 1.02
Panama 6 2.16 -0.12* 0.60 0.00 1.04 0.008* 1.16 0.00
Paraguay (1999) 1.78 0.40 1.06 1.15
Peru 4 S -0.17 0.90 0.03* 0.90 -0.002 1.06 -0.01*
Uruguay 5 0.92 -0.03* 0.68 0.01 1.16 -0.003 1.07 0.01
Venezuela 5 1.12 0.01 0.73 -0.01 1.03 0.004* 1.06 0.00
United States 0.56 0.80

* Significant at 15 percent.
@ There are 78 observations for the employment rate.
b There are 6 observations for the employment rate.

Note: Unemployment and employment rafes are expressed as a percentage of working-age (15-64 years) population in the labor force. The data are incomplete;
the mean and trend were computed when data included three or more years, spread over three periods: early (1990-93), mid (1994-97), and late (1998-2001).
Schooling level definitions vary somewhat across countries. Country trends were obtained by regressing available data on a time trend. Regional trends were
obtained by regressing available data on a time trend and a set of country fixed effects.

Source: DB calculations based on household surveys; national data except or Argentina, Bolivia, Mexico, and Uruguay, for which urban data are used. Data for the

United States are from the U.S. Bureau of Labor Statistics.

Other Indicators of Labor Market Slack

It has been argued that unemployment rates do not
measure the true degree of joblessness because
many workers, particularly the unskilled, cannot
afford to remain unemployed, as suggested by the
low unemployment rates of workers with primary
education relative to workers who have finished
secondary education (Table 1.4). To overcome this
problem, many analysts have constructed meas-
ures to capture the share of workers employed in
precarious, low-quality jobs or, as they are often
called, informal jobs. The International Labour
Organization, for instance, classifies as informal

workers those who are self-employed, employed
without wages in a family business, employed as
domestic service workers, or employed in a firm
with five or fewer employees.?

According to these categories, the unemploy-
ment rate might not properly reflect a deterioration
in labor market conditions in Bolivia, Mexico, or
Panama. Figure 1.8 plots yearly changes in unem-
ployment against the changes in the share of work-
ers who were self-employed, did not receive wages
for their work, or were employed in firms with five

3 See Employment Outlook, which is published by the regional office
of the International Labour Organization in Lima, Peru.
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or fewer employees in the 1990s. The share of work-
ers in each category increased in all cases in Mexi-
co and Bolivia, despite the fact that, on average,
there was a negative trend in unemployment rates.

In the other countries, unpaid and self-
employed workers did not show a clear trend
despite generalized increases in unemployment
rates. For instance, the share of unpaid workers,
which for the region averaged 6.8 percent of
employment during the 1990s, declined in seven
out of 11 countries and increased in the other four
(Figure 1.8b). Regarding the share of self-employ-
ment, the average rate of change was positive,
although not statistically different from 0 (Figure
1.8a). This was the case because performance dif-
fered across countries, although unemployment
increased in many. The share of self-employment,
which for the whole region averaged 27 percent of
employment, increased in six out of 11 countries
and fell in five. In some countries, large increases
in unemployment were accompanied by a rise in
the share of self-employed workers. In other cases,
unemployment increased substantially, while the
share of self-employed workers fell. By contrast,
the share of workers employed in very small firms
(five or fewer employees) increased in all countries
for which data are available for the 1990s, with the
exception of Chile (Figure 1.8¢).

Judging from the evolution of these categories
of employment, labor market conditions deteriorat-
ed in some countries in which unemployment rates
did not increase during the 1990s. However, a fun-
damental problem with these measures is that it is
unclear which phenomena they are measuring. For
instance, while the trend toward a larger share of
workers employed in very small firms could be
interpreted as a deterioration in the capacity of the
labor market to allocate workers to good jobs, this
same trend could also be caused by an increasing
share of thriving, newly created firms. This is
because in general new firms are small. Similarly, a
rise in the share of self-employment does not nec-
essarily imply deterioration in the labor market; it
may reflect increasing opportunities for small-scale
activities and independent workers. (See Box 1.3 for
further discussion regarding the problems associat-
ed with measures of the informal sector.)

Figure 1.8 Unemployment and the Share of Workers
in Total Employment, 1990-2001
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A final measure of the degree to which labor
markets allocate all the available resources is given
by the number of workers that declare that they
would like to work more hours than they do. This
measure captures the percentage of the labor force
that is involuntarily underemployed. According to
the data summarized in Table 1.5, on average dur-
ing the 1990s, about 8.4 percent fell into that cate-
gory. In five countries, more than one in 10
workers were restricted in the number of hours
they worked. Moreover, this variable exhibited a
positive (and statistically significant) rate of growth
during the 1990s in the small sample of countries
for which time-series data are available.

Box 1.3 What Is the Informal Sector?

In studies of labor markets in developing countries, it is tra-
ditional to include a discussion of the informal sector. How-
ever, given that this variable has come to measure different
outcomes in different studies, the term has lost some of its
usefulness. Thus, for example, in some studies, the term infor-
mal describes jobs that provide low incomes, few benefits,
and little possibility of advancement to the workers that per-
form them. A second strand of studies refers to the informal
sector as a measure of noncompliance with the state (evad-
ing labor laws or taxes).

In the spirit of the first type of studies, the Internation-
al Labour Organization defines the informal sector as the
sum of nonprofessional self-employed workers, domestic
workers, unpaid workers, and workers employed in firms
with at most five (or sometimes, depending on the country,
10 employees). An obvious problem with this definition,
however, is that it is not necessarily clear that all jobs classi-
fied in that group fall into the low productivity, low advance-
ment category. This is especially relevant in the small firms
sector, which may be populated by low productivity, low-
paying firms, but also by thriving newborn enterprises. But it
is also relevant in the self-employment sector. Thus, while it is
true that most street vendors and other traditional manifesta-
tions of self-made, low-productivity work will be classified as
own-account workers, it is also possible that many self-
employed workers may be in that sector by choice.

Indeed, there is a remarkable sp|it in the literature
between the developed and developing countries on this par-
ticular topic: studies analyzing self-employment in developed
countries usually emphasize the flexibility and independence
afforded to workers in this segment (Blanchflower 2000).

The Performance of Latin American Labor Markets

Summary Indicator of Resource
Allocation

The performance of Latin American labor markets
in their task of allocating workers to jobs is ranked
based on average unemployment, long-term unems-
ployment, and unemployment gaps. The unem-
ployment gap is the simple average of the gender,
age, and skill unemployment gaps, and the skill
unemployment gaps are measured across differ-
ences between workers with primary and second-
ary education and between workers with
completed secondary and any college education.
Measures of the informal sector are not included in

They also stress the importance of self-employment as part of
a new trend toward more decentralization of production as
economies of scale are becoming less important in service-
dominated economies (Belussi 1998). By contrast, most liter-
ature on labor markets in developing countries associates an
increase in the share of self-employment with a decline in
workers” welfare.

While chapter 4 shows that the share of self-employed
workers tends to move countercyclically, that is, it increases
in bad times, it is unclear whether this occurs because work-
ers take refuge in self-employment or because this sector
contracts less than the wage employment sector in reces-
sions. Similarly, it is unclear whether all self-employed work-
ers in developing countries would rather work in the wage
emp|oyment secfor. For instance, a recent study reports that
roughly four out of five self-employed Brazilians prefer this
status to a formal job. Similarly, Maloney (1999) reports that
in Mexico, two-thirds of those that moved from the formal
sector fo self-employment did so voluntarily, mentioning
a desire for more independence or higher pay as an expla-
nation.

Given the above-mentioned shortcomings, this study
uses the term “informal labor” sparingly and measures
instead the manifestations that the literature sometimes asso-
ciates with the informal sector, such as low productivity or
lack of complionce (referring to the percentage of workers
with low wages or the percentage of workers without social
security). This has several advantages: first, it clearly defines
the phenomenon of study; and second, it avoids attaching a
value judgment fo sectors of the labor market based on pre-
judging the welfare of those employed in a given sector.
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Table 1.5 Underemployment in Latin America, 1990-2001

(Percentage of employment]

Involuntary
underemployment

Number of

Country observations Mean

Latin America® 57 8.42
Argentina 10 13.98
Bolivia (1999) 10.22
Colombia 6 4.56
Costa Rica 6 8.08
Ecuador (1998) 21.78
El Salvador (1999) 3.80
Guatemala (1998) 13.95
Honduras 5 2.75
Mexico 12
Nicaragua (2001) 13.39
Panama 6 6.56
Paraguay (1999) 5.93
Perub 4 3.30
Uruguay 5 7.61
Venezuela 3 2.03

* Significant at 15 percent.
a There are 41 observations for involuntary underemployment.
b Data for involuntary underemployment are for 2000.

Voluntary
underemployment

Annual Annual
change Mean change
0.48* 8.77 -0.07
1.16* 8.30 -0.23*
12.34
0.36* 7.86 -0.56*
0.26 7.59 -0.19*

5.90
0.47
10.90
0.08* 14.16 0.39*
0.36 0.04*
577
-0.02 6.72 0.37*
7.59
25.38 -0.18
0.45* 13.17 -0.13
0.48* 5.09 -0.50

Note: The data are incomplete; the mean and trend were computed when data included three or more years, spread over three periods: early (1990-93), mid
(1994-97), and late (1998-2001). Country trends were obtained by regressing available data on a time frend. Regional trends were obtained by regressing available

data on a time trend and a set of country fixed effects.

Source: IDB calculations based on household surveys; national data except for Argentina, Bolivia, Mexico, and Uruguay, for which urban data are used.

the summary ranking because it is unclear that a
high rate of self-employment or a high share of
workers in small firms signals poor labor market
performance (see Box 1.3). Moreover, Figure 1.9
shows that the shares of self-employed and unpaid
workers are highly negatively correlated with the
levels of productivity per worker, suggesting that in
the long run these variables capture the level of
development of a country rather than the perform-
ance of its labor market. However, if a country’s
unemployment rate does not capture the true
degree of joblessness, it will tend to be reflected in
large skill, gender, or age unemployment gaps
because poorer workers and main earners will tend

to be more constrained in their job search than
other workers.

Figure 1.10 reports the resulting summary
measure of the efficiency in resource allocation
across countries. Higher values indicate better per-
formance in this area, while lower values point to
difficulties in allocating workers to jobs. According
to this measure, Latin America on average displays
a lower capacity to allocate workers than the Unit-
ed States, the reference country. Within the region,
some countries display a combination of lower
unemployment, lower unemployment duration,
and lower unemployment gaps than the reference
country, suggesting that in these countries, labor



Figure 1.9  Informal Work and GDP per Worker
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Figure 1.10 Summary Measure of Efficiency in Allocation
of Resources, 1990-2001
(Index, 0-1)
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markets are quite efficient in allocating workers to
jobs. Nonetheless, it could also be argued that high-
er values of the index reflect that workers cannot
afford to search for jobs. However, if that is the
case, these difficulties arise for all workers, not
only for the poorest or more pressed to find jobs.
The worst job allocation performance is found in
Colombia, Uruguay, Panama, and Argentina. In
these countries, many workers seek jobs for long
periods of time and unemployment is highly con-
centrated among some groups of workers.

ALLOCATION OF EARNINGS

It is often assumed that many workers are poor
because employers abuse their power by keeping
wages low. If minimum wages or other regulations
could force employers to pay more, the argument
goes, many workers would be able to escape from
poverty and live decent lives, and the appalling lev-
els of income inequality observed in the region
would be reduced. This section examines how well
or how poorly labor markets in Latin America have
allocated earnings to workers by examining the
pricing behavior of the labor market as well as the
sources of the high levels of earnings inequality
and poverty in the region.
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Two Criteria

A difficulty in evaluating how well labor markets
allocate incomes is that there is more than one cri-
terion for judging the allocation of earnings. At
least two criteria have been used. The first one is
an efficiency criterion. According to economic theo-
ry, in a labor market where there is enough com-
petition among firms to hire workers, wages will
reflect the contribution of a worker to the value of
the goods and services produced by a firm, once
the contributions of the other factors of production
have been taken into account. This contribution is
known as the marginal product of labor. Therefore,
the efficiency criterion assesses how much work-
ers’ earnings reflect their productivity.

In an efficient allocation, equally productive
workers would receive identical wages, regardless
of the firm, sector or activity, or gender of the work-
er. With this premise, gender wage differentials or
differentials in wages between workers employed in
large and small firms or across different industries
have often been used to assess the earnings alloca-
tion efficiency of labor markets. In practice, howev-
er, not all wage differentials between seemingly
similarly productive workers are a sign of ineffi-
cient allocation of incomes. Two workers may look
similar in terms of observed factors, such as age and
education, but differ across dimensions like type of
degree or motivation, which are rewarded in the
labor market. Wage differences can also reflect com-
pensation for differences in working conditions. For
instance, workers employed in more dangerous
industries may be compensated with higher wages.
Similarly, employers in larger firms may set higher
effort and productivity standards and therefore pay
higher wages. Nonetheless, abnormally high differ-
entials are likely to signal lack of competition and
lack of mobility in the labor market, which prevent
workers from getting the value of their marginal
product.

The second criterion that has been used to
assess how well labor markets allocate incomes is
equity. Large wage differentials across similar work-
ers will lead to wage inequality. However, even in
an efficient labor market in the sense defined
above, that is, when all similarly productive work-

ers get similar wages, inequality may be large if
some workers are much more productive than oth-
ers. The resulting disparities in earnings might be
difficult for society to accept. Unfortunately, alter-
ing the allocation produced by the market via alter-
ing wages is not a simple task. Income policies
might generate high unemployment, worsen the
allocation of workers to jobs, and possibly reduce
economic growth. Chapter 7 discusses this issue in
more detail, assessing when and how minimum
wage policies may help and when and how they
may have secondary effects.

Efficiency

Assessing whether workers’ wages reflect the value
of the goods and services they produce is not sim-
ple because wages are poorly measured and it is
difficult to determine the value of the goods and
services produced by a worker. The analysis
approaches this challenge in two ways. The first
step examines the relation between the value of
goods and services produced by the average work-
er—that is, the gross domestic product (GDP) per
worker—and average wages. The second step
examines whether workers with similar productive
capacity receive similar wages.

Wage Increases

The empirical evidence suggests that, at least for
the region as a whole, wage growth is intimately
related to the growth of the average value of the
goods and services produced by each worker. A lin-
ear regression between these two variables for the
1990s suggests that the coefficient is not signifi-
cantly less than one, indicating that across coun-
tries increases in GDP per worker are one-to-one
associated with increases in wages, at least in the
manufacturing sector (Figure 1.11).% Although
series of wages for the whole economy are not

4 Wages for the overall economy are not available for most coun-
tries. Therefore, manufacturing wage data compiled by ILO (2002a)
were used. The coefficient of the ﬁneor regression is 0.86, with a
standard error of 0.12; therefore, the null ypothesis that the coef-

ficient is equal to 1 is not rejected.



Figure 1.11 Wages and Labor Productivity in Latin America
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available, an indication of the evolution of wages
and productivity at the aggregate level can be
obtained from the evolution of the labor share, that
is, the share of value added that goes to pay work-
ers’ wages and benetits. Although on average the
labor share fell during the 1980s, it remained con-
stant during the 1990s. Therefore, at the aggregate
level and in terms of the average for the region,
wages increased at the same pace as productivity
(Figure 1.12).°

A fundamental problem, however, is that
despite substantial structural reforms, product per
worker—also referred to as labor productivity—has
grown slowly in the region. Figure 1.13 plots the
annual growth rate of this variable across countries
in 1990-95 and 1995-2000. Performance has been
uneven, but in general most countries achieved
productivity growth rates that are below those
attained in th