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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.1 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

1 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. 
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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: 

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

• 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

power of employers relative to workers, but to low
and stagnant labor productivity. 

• 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.

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

• 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

Figure 1.1  The Most Pressing Problem in the Region
   (Percentage of respondents)

Note: Average of responses for 17 countries in Latin America. 
Source: Latinobarometer (2001). 
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Figure 1.2  The Most Important Problem, by Country 
 (Percentage of respondents)

Source: Latinobarometer (2001).
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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

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-
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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

of countries, for many countries, the time-series dimension is
not large enough to 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). 



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-

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-
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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. 

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 to 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. 



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-

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.2

This was also true in Colombia and Venezuela. 
But beyond differences in trajectories, there

are large and persistent differences in average
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Figure 1.3  Urban Unemployment Rate and GDP Growth 
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Note: The figure includes data from Argentina, Bolivia, Brazil, Chile, Colombia, 
Costa Rica, Ecuador, Guatemala, Honduras, Mexico, Nicaragua, Panama, Peru, 
Paraguay, Uruguay, and Venezuela. 
Source: Unemployment rate from ECLAC; GDP in constant prices (national currency)
from IMF. 
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Figure 1.4  Urban Unemployment Rate in the Caribbean
 (Percent)

Note: Includes data for Barbados, Jamaica, and Trinidad and Tobago. 
Source:  ILO. 
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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-

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-

16

Chapter 1

Figure 1.5  Average Unemployment Rate by Region, 2001
 (Percent)

Source: ILO (LABORSTA and Employment Outlook) and OECD statistics. 
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Figure 1.6  Urban Unemployment Rate: 1980-89 vs. 1990-2001
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Source: IDB household surveys.
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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-

The Performance of Latin American Labor Markets
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Table 1.1 Labor Force Participation by Gender, 1990-2001

(Percent)

Male Female

Number of Annual Annual
Country observations Mean change Mean change

Latin America 77 83.3 0.04 47.6 0.73*
Argentina 10 81.7 –0.23* 50.0 0.72*
Bolivia 6 75.6 –0.29* 50.9 0.32
Brazil 7 86.4 –0.48* 53.2 0.43*
Chile 5 79.4 0.02 38.8 0.90*
Colombia 6 85.0 –0.38* 48.8 0.84*
Costa Rica 6 85.5 0.00 38.3 0.62*
Dominican Republic (1998) 83.4 49.1
Ecuador (1998) 89.8 58.4
El Salvador (1999) 79.9 47.2
Guatemala (1998) 89.5 47.0
Honduras 5 88.4 0.42* 42.4 1.28*
Mexico 12 79.2 0.07 39.1 0.51*
Nicaragua (2001) 82.4 45.1
Panama 6 79.4 0.49 40.3 0.66*
Paraguay (1999) 86.1 50.3
Peru 4 81.2 0.89* 55.5 1.20*
Uruguay 5 84.9 –0.15 58.7 0.72*
Venezuela 5 82.4 0.47* 43.5 1.79*

East Asia 38 80.1 –0.14* 51.7 0.07
Continental Europe 112 80.0 –0.08* 61.0 0.46*
Eastern Europe 30 74.3 –0.25* 59.5 –0.40*
United States 11 85.6 –0.18* 70.4 0.33*
Other English-speaking 59 82.8 –0.05 62.7 0.57*

developed countries

* Significant at 15 percent.
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 trend 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, Italy, 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 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 for labor force data.



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.
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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 1.2 Duration of Unemployment, 1990-2001

(Percentage of unemployment)
Short-term Long-term

(up to one month) (one year or longer)

Number of Annual Annual
Country observations Mean change Mean change

Latin America 50 36.14 –0.17 11.18 0.47
Argentina 10 27.05 –0.03 9.22 0.83*
Bolivia (1997) 15.22 22.60
Chile (1996) 49.16 2.74
Colombia 6 20.06 –2.56* 33.72 0.76
Costa Rica 6 37.26 –0.80 10.57 0.66*
Dominican Republic (1996) 44.55 3.30
Ecuador (1998) 57.35 5.20
Guatemala (1998) 52.24 0.08
Honduras 5 46.01 2.25 4.01 –1.24*
Mexico 12 49.66 0.51* 0.78 0.08*
Nicaragua (2001) 65.37 1.16
Panama 6 13.20 0.62* 24.63 –1.35*
Paraguay (1999) 9.25 21.61
Peru (2000) 52.00 1.10
Uruguay 5 19.92 –2.67* 23.48 4.52
Venezuela (1999) 19.91 14.75

Continental Europea 104 11.36 0.48* 42.04 0.20
Eastern Europe 29 8.28 –0.60* 41.52 1.93*
United States 12 39.65 0.33 7.35 –0.19
Other English-speaking 48 17.32 0.70* 32.51 –0.46*

developed countriesb

* Significant at 15 percent.
a There are 115 observations for long-term unemployment.
b There are 57 observations for long-term unemployment.
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. Short-term unemployment does not include Ireland or Portugal. Coun-
try 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 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.



all, however, there is little evidence that unskilled
workers are abandoning the labor force in Latin
America since the employment rates of skilled rel-
ative to unskilled workers did not change in the
region (Table 1.4). The lack of an overall trend
hides differences in performance across countries.

In Bolivia, Colombia, and Costa Rica, employment
opportunities shifted toward the most skilled
workers; in Chile and Peru, employment rates for
workers who have completed secondary school
increased at a faster pace than for workers with
some college education. 
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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 malea Urban/rural

Number of Annual Annual Annual
Country observations Mean change Mean change Mean change

Latin Americab 77 1.30 0.00 2.65 –0.05 4.31 –0.72*
Argentina 10 1.24 –0.02 2.55 –0.10*
Boliviac 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 6 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 Europee 185 1.43 –0.005* 2.42 0.01
Eastern Europef 31 1.19 0.00 2.46 0.00
United Statesg 11 1.00 0.01* 2.825 0.10*
Other English-speaking 60 0.90 0.00 2.16 0.05*

developed countriesh

* Significant at 15 percent.
a 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.
c Data for the urban/rural gap are for 1999.
d Data for the urban/rural gap are for 1995.
e Based on 118 observations for the young/prime-age male gap.
f Based on 29 observations for the young/prime-age male gap.
g 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 trends 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.



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.3

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
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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 Americaa 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 3.33 –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.
a There are 78 observations for the employment rate.
b There are 6 observations for the employment rate.
Note: Unemployment and employment rates 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: IDB 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.

3 See Employment Outlook, which is published by the regional office
of the International Labour Organization in Lima, Peru. 



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 1.8c).

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.)
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Figure 1.8 Unemployment and the Share of Workers 

 in Total Employment, 1990-2001
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Note: Annual rates are computed by estimating a linear trend for each country. 
National data except for Argentina, Mexico, and Uruguay, which are urban data. 
Source: IDB calculations based on household and labor force surveys.
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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. 

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 unem-
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
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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 split 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).

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
employment sector.  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 to 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 compliance (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 to sectors of the labor market based on pre-
judging the welfare of those employed in a given sector.



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
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Table 1.5 Underemployment in Latin America, 1990-2001
(Percentage of employment)

Involuntary Voluntary
underemployment underemployment

Number of Annual Annual
Country observations Mean change Mean change

Latin Americaa 57 8.42 0.48* 8.77 –0.07
Argentina 10 13.98 1.16* 8.30 –0.23*
Bolivia (1999) 10.22 12.34
Colombia 6 4.56 0.36* 7.86 –0.56*
Costa Rica 6 8.08 0.26 7.59 –0.19*
Ecuador (1998) 21.78 5.90
El Salvador (1999) 3.80 0.47
Guatemala (1998) 13.95 10.90
Honduras 5 2.75 0.08* 14.16 0.39*
Mexico 12 0.36 0.04*
Nicaragua (2001) 13.39 5.77
Panama 6 6.56 –0.02 6.72 0.37*
Paraguay (1999) 5.93 7.59
Perub 4 3.30 25.38 –0.18
Uruguay 5 7.61 0.45* 13.17 –0.13
Venezuela 3 2.03 0.48* 5.09 –0.50

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



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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Figure 1.9 Informal Work and GDP per Worker

 a. Self-employment 

 b. Unpaid workers 

G
DP

 p
er

 w
or

ke
r (

co
ns

ta
nt

 d
ol

la
rs

)

Percentage of employment 

G
DP

 p
er

 w
or

ke
r (

co
ns

ta
nt

 d
ol

la
rs

)

Percentage of employment 

 c. Employment in small firms 

G
DP

 p
er

 w
or

ke
r (

co
ns

ta
nt

 d
ol

la
rs

)

Percentage of employment 

Note: Annual rates are computed by estimating a linear trend for each country. 
National data except for Argentina, Mexico, and Uruguay, which are urban data. 
Source: IDB calculations based on household and labor force surveys for labor data, 
and World Bank data for GDP.
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Figure 1.10  Summary Measure of Efficiency in Allocation 
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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).4 Although
series of wages for the whole economy are not
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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 linear regression is 0.86, with a
standard error of 0.12; therefore, the null hypothesis that the coef-
ficient is equal to 1 is not rejected.



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 benefits. 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).5

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 the United States and other developed
countries. 

For the region as a whole, labor productivity
growth was practically zero. This underscores the
limited scope for wage increases in the region. In
only a few countries, productivity grew enough to
grant substantial increases in workers’ wages. The
scarce available data on wages suggest that, on
average, real manufacturing wages grew by about 1
percent a year during the 1990s (ILO 2002a). How-
ever, in some countries, real wages experienced a
large decline (Figure 1.14). 

In a few countries, labor shares increased in
the 1990s, suggesting that wages increased above
labor productivity growth (Figure 1.12); in others,
wage increases fell short of productivity growth. It
is quite remarkable that labor shares tended to fall
in Mexico and Central America, where unemploy-
ment rates declined or stayed constant, while they
increased in Ecuador, Colombia, and Paraguay,
where unemployment rates increased. As is shown
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5 These results are obtained by regressing labor shares from the UN
National Accounts Statistics on a set of fixed effects and a time trend. 
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Figure 1.12  Annual Change in the Labor Share, 1990s
     (Percent)

* Significant at 15 percent. 
Note: The annual rate of change is computed from regressing labor shares on a 
time trend.
Source: UN National Accounts statistics. 
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Figure 1.13  Annual Growth in Labor Productivity
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Source: Heston, Summers, and Bettina (2002) database.
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in chapter 4, rising wage rigidity is a strong candi-
date for explaining the sharp increases in unem-
ployment during the second part of the 1990s.

Wage Differentials 

Wage differentials across gender, firm size, and sec-
tor of activity have not been abnormally large in
the region. Thus, although these wage differentials
were not small, they were not unlike the ones
observed in the United States, the only nonregion-
al country for which comparable reference indica-
tors could be constructed. 

On average in Latin America, a worker
employed in a firm with more than five employees
earned about 29 percent more than a worker
employed in a smaller firm, while the comparable
wage gap in the United States in 1996 was about 27
percent (Table 1.6).6, 7 It is unclear whether such
wage gaps are the result of unobservable differ-
ences between workers employed in small and
large firms or instead reflect barriers to entry or
rents in large firms.8 However, the fact that these
differentials are similar in Latin America and the
United States suggests that there does not seem to
be an abnormal degree of labor market segmenta-
tion between large and small firms in Latin Ameri-
ca relative to the United States. 

Industry wage differentials in Latin America
were also within the range of differentials in the
United States (Table 1.7). In both parts of the world,

construction and retail, restaurants, and hotels paid
less than manufacturing, while the business servic-
es and finance sector tended to pay more, even
when controlling for differences in the age and
education of workers. By contrast, transport and
communications paid more than manufacturing in
some countries and less in others. 

Although industry differentials tended to
increase during the 1990s, at least for the limited
sample of countries for which data on the evolution
of the wage gaps are available, there was no dis-
cernible trend in size differentials. These increased
in some countries and became smaller in others
despite the fact that, on average, the percentage of
workers in small firms increased in all countries,
with the exception of Chile. Therefore, it is not in
general true that the increase in the proportion of
workers employed in small firms was accompanied
by wages in this sector falling relative to wages in
the large firm sector. 

Finally, average gender wage gaps were also
in line with the U.S. gender gap (Table 1.6). Hence,
on average during the 1990s, Latin American men
earned 26.5 percent more than women of compa-
rable age and education, while in the United
States, male workers earned 26.7 percent more.
Moreover, gender differentials decreased during
the 1990s in many countries. Nonetheless, there
are still large gender differentials in some coun-
tries, including Brazil, Honduras, and Guatemala.
Cox Edwards, Duryea, and Ureta (2002) provide an
explanation for why wage differentials may be
high in countries like Brazil. These authors noticed
that there is a positive relationship between
female labor force participation and wage gaps.
They explain this fact by hypothesizing that in

28

Chapter 1

Figure 1.14  Change in Real Wages in Manufacturing, 1990s
 (Percent) 
 

Source: ILO (2002a).
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6 Wage gaps are computed for prime-age male workers to minimize
the selection problems that arise when working with a sample that
includes women. These selection problems are due to the fact that
only a minority of women participates in the labor market and there-
fore the sample of working women is not likely to be a random selec-
tion of women in a given country.
7 The average size differential for Latin America excluding Para-
guay, an extreme case, is even closer to the differential for the United
States. 
8 See for instance Oi (1999) for a recent survey of this literature. 



countries with very low female labor force partici-
pation rates, women who do participate are highly
motivated or able. Therefore, the wage gaps
between these exceptional women and their male
counterparts tend to be lower than in countries
where more women participate and the sample of
employed women is less selected. This could
explain why female wage gaps are large in Brazil,
where the labor force participation of women is
high, and low in Mexico, where participation is

very low. However, the argument does not explain
why the gap is high in countries like Honduras or
Guatemala, where female labor force participation
rates are at or below average levels. 

Indicator of Income Allocation Efficiency

There are some wage differentials between work-
ers of seemingly equal productivity, but these dif-
ferences are of the same order of magnitude as
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Table 1.6 Wage Differentials by Gender and Firm Size, 1990-2001

(Percent)
Firm size

Male/female large/small

Number of Annual Annual
Country observations Mean change Mean change

Latin Americaa 81 26.54 –0.23 29.27 0.06
Argentina 10 16.66 0.17 26.87 1.60*
Boliviab 6 29.83 0.34 33.94 –0.38
Brazilc 12 46.78 –1.17* 26.35 –1.36*
Chile 5 30.00 –1.08* 25.13 0.02
Colombia 7 14.03 –1.14*
Costa Rica 6 20.91 0.03 27.57 –1.14*
Dominican Republic (1998)d 28.46 17.26
Ecuador (1998) 30.12 51.43
El Salvador (1999) 24.72 37.40
Guatemala (1998) 33.38 15.17
Honduras 5 40.40 3.30* 2.58 –8.34*
Mexico 10 11.89 –0.46* 29.15 2.73*
Nicaragua (2001) 27.12 28.44
Panama 6 28.71 0.45 43.50 0.01
Perue 4 20.48 –0.19 35.88
Uruguay 5 26.74 –0.22 39.60 0.69*
Venezuela 5 20.88 0.14 28.08 0.71

United States (1996) 26.65 26.74

* Significant at 15 percent.
a There are 64 observations for the firm size gap.
b There are 5 observations for the firm size gap.
c There are 7 observations for the firm size gap.
d Data for the firm size gap are for 1996.
e Data for the firm size gap are for 2000.
Note: Values are Mincerian rates expressed as a percent. For the male/female wage differentials, data are for urban wage employees age 25–49 years, working
more than 30 hours a week. For the firm size wage differentials, data are for urban male wage employees age 25–49 years, working more than 30 hours a week.
The rates are derived from the following regression models:

Gender wage differentials: Log wagehr = A + B*gender + C*X + E
where the dependent variable is logarithm of hourly wage; independent variables are a dummy for gender, X = dummies for six educational levels, and potential
experience and its square. 

Firm size wage differentials: Log wagehr = A + B*SIZE + C*X + E
where the dependent variable is logarithm of hourly wage; independent variables are a dummy for firm size, X = dummies for six educational levels, and potential expe-
rience and its square. Note the omitted category for the dummy is firms with fewer than five employees, with the exception of the United States, for which it is firms with
fewer than 10 employees. Country trends were obtained by regressing available data on a time trend. Regional trends were obtained by regressing available data on
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.



those measured in the United States. This is an
important finding because it suggests that focusing
on the evolution of the share of workers in small
firms as an indicator of labor market performance,
as is traditional in the literature on labor markets in
developing countries, may be misguided. 

It is true that workers in smaller firms tend to
earn less and enjoy fewer benefits, such as health
insurance or old age pensions. However, this is true
across many countries, not only developing ones,
and there is no indication that this is more of a
problem in Latin America than in developed coun-
tries. Nonetheless, some countries exhibited larger

than average wage gaps. Therefore, in these coun-
tries, lack of competition or mobility across firms
and sectors may reduce wages below marginal pro-
ductivity. To identify such countries, a summary
measure is constructed by standardizing all wage
differentials between 0 and 1 and averaging across
them. Higher values of this measure imply lower
wage differentials. The resulting measure is plotted
in Figure 1.15. On average, wage differentials were
larger in Brazil, Ecuador, Nicaragua, and Panama,
and lower in Guatemala, Costa Rica, El Salvador,
and Venezuela. 
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Table 1.7  Industry Wage Differentials by Sector, 1990-2001

(Percent)

Retail trade, Transport, Finance, insur-
restaurants storage, and ance, real estate,

Construction and hotels communications and business

Number of Annual Annual Annual Annual
Country observations Mean change Mean change Mean change Mean change

Latin America 80 –0.68 0.00 –11.13 –0.47* –2.19 –0.59* 13.16 –0.68
Argentina 10 –9.49 –1.70* –18.11 –1.38* –13.62 –0.89* 2.67 –0.52
Bolivia 5 14.22 1.29 1.11 3.06 –11.76 –3.40* 40.29 5.34
Brazil 12 –29.69 0.32 –30.88 0.77* –8.72 0.15 15.75 0.77*
Chile 5 –0.23 –0.04 –13.25 0.10 –7.31 –1.67* 18.89 –0.30
Colombia 7 2.09 0.28 –12.07 –0.77* –3.70 0.19 1.24 0.15
Costa Rica 6 –8.73 0.33 –8.98 –0.23 –4.72 –0.96 8.88 –3.40*
Dominican Republic (1998) 25.97 –7.84 –2.06 14.21
Ecuador (1998) –19.62 –8.97 –34.69 5.85
El Salvador (1999) –3.62 –10.77 –3.69 –2.48
Guatemala (1998) –5.91 –5.94 1.60 14.12
Honduras 5 –3.65 0.29 –22.14 –4.11* 11.14 2.83* –25.50 –8.53*
Mexico 10 –3.98 –1.49* –15.45 –0.36 –6.18 –1.18* 30.63 1.19
Nicaragua (2001) 26.45 –3.71 11.52 39.75
Panama 6 8.26 –0.05 –6.99 –0.99* 47.65 –2.07* 6.56 –2.70*
Peru 4 –0.63 1.30 –10.16 –2.82* –9.03 –1.82* 18.98 0.36
Uruguay 5 –8.62 1.14* –14.72 0.58 –5.37 1.51* 32.18 –3.59*
Venezuela 5 5.56 2.13 –10.54 –0.42 1.78 –1.04 1.75 –1.60

United States (1996) –2.44 –21.80 –3.89 14.52

* Significant at 15 percent.
Note: Values are Mincerian rates expressed as a percent. Data are for urban male wage employees age 25–49 years, working more than 30 hours a week. The
rates are derived from the following regression model:

Log wagehr = A + B*sector + C*X + E. 
The dependent variable is logarithm of hourly wage; independent variables are dummies for sector of activity, six educational levels, and potential experience and its
square. Note the omitted category for the dummy is the manufacturing sector. 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. 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). 
Source: IDB calculations based on household surveys, and national data for Argentina, Bolivia, Mexico, Uruguay, and Venezuela.



Equity

It is well known that the countries of the region
suffer from the greatest income inequality in the
world (IDB 1999). This is also true for labor earn-
ings. A comparison with developed countries, for
example, indicates that on average in Latin Ameri-
ca, the median worker earns five times as much as
the poorest 10 percent of workers in society, while
in most developed countries, this difference is less
than two (Figure 1.16).9

Not all inequality is created in the labor mar-
ket. Thus, when assessing the role of labor markets
in generating earnings inequality, it is important to
distinguish how much inequality is created in the
labor market and how much is reflected by it. For
example, inequalities may arise because workers
with different levels of education earn very differ-
ent wages or because similar workers obtain differ-
ent wages depending on the type of job. 

IDB (1999) examines the causes of wage
inequality in Latin America and finds that differ-
ences in the characteristics of the individuals—such
as education, gender, and experience—explained an
average of 35 percent of the labor income concen-
tration in the region, and approximately half the
concentration in Argentina, Costa Rica, El Salvador,
Panama, and Honduras. Among the individual char-
acteristics, educational differences had the most sig-
nificant effects on inequality, explaining an average
of one-fourth of the labor income concentration.

Differences in experience accounted for 10 percent
of income concentration, while gender differences
accounted for approximately 4 percent. 

By comparison, IDB (1999) finds that job type,
geographic area, and economic sector explained a
small share of labor income concentration. This is
compatible with the information presented in
Tables 1.6 and 1.7, indicating that, on average dur-
ing the 1990s, wage differentials between workers
employed in firms of different size or in different
economic sectors were comparable to those in the
United States, a country with a lower concentration
of income than Latin America, although higher
than in other developed countries. Thus, earnings
inequality is to a large extent a reflection of differ-
ences in the endowments that workers bring to the
workplace. 

Unequal Distribution of Education

Labor income inequality attributed to differences
in education arises from patterns of distribution of
education as well as from the way the labor mar-
ket compensates education. Slow progress in edu-
cation, high educational inequality, and rising skill
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Figure 1.16  Relative Earnings: Median Worker/Poorest 10 Percent

 of Workers, 1990s

Source: Latin America: IDB calculations based on household and labor force surveys; 
other countries: OECD data.
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9 Earnings inequality is also much higher in Latin America when
measured by the Gini coefficient. 

Figure 1.15  Summary Measure of Efficiency in Allocation 

  of Incomes
 (Index, 0-1)

Source: IDB calculations.
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premia contribute to make differences in educa-
tion a key source of earnings inequality in Latin
America. 

Compared with other regions, particularly the
rapidly growing East Asian countries, educational
progress has been slow. In 1960, mean years of edu-
cation for the population age 25 years and older
were similar in South Korea, Singapore, and Taiwan
and in Latin America. In 2000, mean years of edu-
cation in these Asian countries were between 35
and 75 percent higher than in Latin America.10 In
East Asia, the rate of growth of education during
1980-2000 was 1.4 years per decade; in Latin Amer-
ica, it was only 0.75 years per decade (Figure 1.17).
However, there were important differences within
the region. The fastest improvements in education
per decade took place in Mexico (1.36), Panama
(1.00), Chile (0.97), and Argentina (0.94). At the
other extreme, educational attainment grew at a
dismal rate in Venezuela (0.3), Guatemala (0.35),
and Colombia (0.54). 

Not only has educational progress been slow,
but it has also been poorly distributed, not so much
as a result of lack of initial access, but as a conse-
quence of higher dropout rates among children
from poor households. For instance, among the
current school age generation in 18 countries in
Latin America, children from the poorest 30 per-
cent of households are less likely to attend school
than children from the richest 20 percent (Figure
1.18). The gaps are most pronounced in the early
years, at ages 6 and 7, and after age 12. Although
many children attend some years of primary
school, few continue to secondary and higher edu-
cation, and those who do tend to come from richer
households. This gives rise to a stratified system
that, rather than being a vehicle for social mobility,
perpetuates existing inequities. 

However, educational inequality matters for
income inequality only if workers with higher edu-
cation obtain higher earnings. Table 1.8 shows that
on average, a worker with completed secondary
schooling earned 10 percent more than a worker
with only primary education per year of secondary
education. Depending on the length of secondary
education, a worker with secondary education
earned around 40-50 percent more than a worker

with only primary. This differential was even larg-
er for workers with tertiary education. On average,
a worker with completed college studies earned
about 17 percent more than a worker with second-
ary education. This implies that a four-year college
degree increased earnings by another 85 percent.

32

Chapter 1

Figure 1.17  Change in Schooling Attainment, 1980-2000
 (Years of schooling per decade)

Source: Barro and Lee (2000). 
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Figure 1.18  School Attendance Rates by Per Capita Household 
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Source: Duryea and Pagés (forthcoming) based on individual data from household 
surveys for 18 countries.
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Such numbers suggest that initial differences in the
level of education that workers bring to the work-
place are translated into substantial differences in
earnings. On average, tertiary education in Latin
America pays more than in the United States. This
suggests that the extraordinary levels of inequality
in the region are in part generated by the high
value placed on education. In addition, they reflect
the high levels of educational inequality in the
region. 

A few countries stand out in terms of the price
of education. Returns to secondary schooling are
extraordinarily high in Brazil, where each year of
secondary schooling brings almost twice the addi-
tional return measured for the United States, and
also in Chile. The returns to a college degree are
also very large in Brazil, Chile, Colombia, and El Sal-
vador. In these countries, labor markets greatly con-
tribute to accentuating the original differences in
endowments.
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Table 1.8 Wage Differentials by Education Level, 1990-2001

(Percentage change per additional year of schooling)

Secondary/ Tertiary/
primary schooling secondary schooling

Number of Annual Annual
Country observations Mean change Mean change

Latin Americaa 81 9.85 -0.19* 17.26 0.40*
Argentina 10 9.15 -0.01 15.86 0.39*
Boliviab 6 5.57 -0.05 14.15 1.99*
Brazilc 12 15.99 -0.36* 23.29 0.40*
Chile 5 14.15 0.15 21.27 0.40*
Colombia 7 8.47 -0.03 20.38 0.18
Costa Rica 6 9.68 -0.14 16.40 0.06
Ecuador (1998) 12.46 6.99
El Salvador (1999) 8.56 21.56
Guatemala (1998) 10.74 14.59
Honduras 5 5.46 -2.11* 13.14 -0.88*
Mexico 10 8.47 0.09 16.66 0.32*
Nicaragua (2001) 10.31 18.46
Panama 6 9.77 -0.30* 16.36 0.10*
Paraguay (1999) 8.12 0.00
Perud 4 8.12 -0.23 15.60 0.72
Uruguay 5 8.29 0.11 12.20 0.46*
Venezuela 5 8.37 -0.05 15.99 0.50

United States (1996) 9.18 13.48

* Significant at 15 percent.
a There are 64 observations for the tertiary/secondary differential.
b There are 5 observations for the tertiary/secondary differential.
c There are 7 observations for the tertiary/secondary differential.
d Data for the tertiary/secondary differential are for 2000.
Note: Values are expressed as a percent. Data are returns to completed degrees for urban male wage employees 25–49 years old, working more than 30 hours a
week. The wage differentials are derived from the following regression model, which was run separately for each country and year:

Log wage = A + B*educ + C*X + E. 
The dependent variable is logarithm of hourly wage; independent variables are dummies for seven levels of education, and X = potential experience and its square.
The rates are obtained by dividing the coefficient on completed schooling level by the years necessary to attain a degree. The data are incomplete; the mean and
trend of the wage differentials 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. 
Source: IDB calculations based on household surveys; national data, except for Argentina, Bolivia, Mexico, Uruguay, and Venezuela, for which urban data are used.



During the 1990s, the wages of workers with
college degrees increased in relation to the wages
of workers with lower levels of education.11 Table
1.8 shows that, on average, returns to tertiary
schooling increased in the region. Instead, returns
to secondary schooling declined relative to returns
to primary education.12

The majority of countries experienced this
effect. Wages for workers with tertiary education
increased relative to wages for workers with sec-
ondary education in most countries. Similarly, in
most countries, returns to secondary education
declined relative to the returns of workers with
lower levels of education. The results for individual
countries are somewhat sensitive to the method
used to compute the differentials (see Box 1.4);
however, the conclusion that the returns to college
education have increased for the region during the
1990s is not altered by the specific method used in
the computation of the returns. Although such
trends may increase the incentives to pursue a col-
lege education, the decline in returns to secondary
schooling may accentuate the tendency for poor
children to drop out at the end of primary school.
This may be particularly true for those children
who do not have the necessary resources to attend
college. 

Low Wages

An important dimension of inequality relates to
whether some workers are left behind others
because their level of education is low, their skills
are obsolete, or they are paid wages below their
productivity. In the same way that poverty meas-
ures attempt to capture all those individuals that
fall below a certain agreed threshold, it is feasible
to investigate how many workers in Latin America
obtain wages that put them at risk of poverty. A
worker is considered to earn low wages if she/he
makes less than a dollar an hour in the primary
job.13 The one-dollar threshold has been adjusted in
each country to reflect differences in the cost of liv-
ing according to purchasing power parity (PPP).
This definition of low wages is simple and it mean-
ingfully relates to the moderate poverty measure.
Thus, considering that the average worker in the

region works an average of 44 hours a week and
shares his or her income with two dependents,
earnings of less than PPP$1 an hour result in a per
capita household income of less than PPP$2 a day,
a standard measure of moderate poverty. Not all
workers earning less than this threshold are poor,
since they may work more than 44 hours or live in
a household with less than the average number of
dependents. However, workers earning wages
below this threshold are at a higher risk of poverty. 

There is a strong relationship between this
measure of low wages and standard measures of
poverty based on per capita income, such as the
moderate poverty indicator. For instance, the cor-
relation between the percentage of workers with
low wages and the percentage of individuals in
moderate poverty is 0.87 despite the fact that the
latter measure is computed by aggregating all
incomes from all sources within a household and
dividing by household size (Figure 1.19). Thus, low
wages are an important determinant of poverty in
the region. 

By the end of the decade, the percentage of
“working poor” was more than 50 percent in Hon-
duras, Bolivia, Nicaragua, and El Salvador, and
more than 20 percent in all countries except
Venezuela, Mexico, and Chile (Figure 1.20). There-
fore, a large percentage of workers fell into the
poverty category unless they worked long hours or
formed households with better-paid workers or a
lower than average number of dependents. 

Across the region, the incidence of low-paying
jobs falls disproportionately on certain groups of
workers. Thus, with a few exceptions, the propor-
tion of people in low-paying jobs is higher among
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11 In most countries, household surveys do not provide a way to
identify when a person has completed a college degree. Therefore,
it is assumed that in each country a college degree is attained in the
fourth or fifth year of college, depending on whether there are more
people in the sample with four or five years of college education.
12 These conclusions do not depend on whether the analysis is per-
formed comparing the returns of completed or incomplete levels of
schooling.
13 All results are computed based on income from the primary job.
However, except when otherwise noted, the results do not differ
much if a more comprehensive measure of income is used including
all jobs.



women than among men, among workers with
lower levels of schooling, and among workers in
rural areas (Figure 1.21). Across countries, the inci-
dence of poor jobs is also higher among young
workers (age 15-19) and among workers employed
in small firms (less than five employees) relative to
workers employed in large firms or self-employed
(Duryea and Pagés forthcoming).14

However, despite the effect of individual

characteristics, such as gender, education, or age in
explaining an individual’s probability of earning
low wages, there are important cross-country dif-
ferences that can only be explained by country-spe-
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Box 1.4   Returns to Education: Measurement Issues

The measurement of returns to education is quite sensitive to
the method used to compute them. The returns to schooling
reported in Table 1.8 are computed using regression analy-
sis, which compares wages across workers with different
educational degrees, but with the same potential experience
(computed as age-years of schooling–6). To limit selection
bias problems that are common in this type of methodology
(Mincer regression), the analysis is restricted to workers with
high labor force attachment rates (men, 25-49 years old).
However, if instead of using regression analysis, wage dif-
ferentials are computed using the unadjusted average wages
of workers with primary, secondary, and tertiary schooling
for the same group of workers considered in Table 1.8, it
turns out that returns to tertiary schooling show a decline in
Brazil, Panama, and Honduras. However, the conclusion
that, overall, returns to college education increased during
the 1990s does not change. 

Similarly, de Ferranti and others (2003) find that, dur-
ing the 1990s, returns to tertiary education increased rela-
tive to returns to secondary education in all the countries they
considered (Argentina, Bolivia, Brazil, Chile, Colombia, and
Mexico), except Chile. The difference between their method-
ology and the methodology applied here has to do with the
way education is measured. Here, returns are compared
between workers that have completed primary, secondary,
or college education. Instead, de Ferranti and others use a
methodology that also includes people who have not com-
pleted degrees. In their study, workers are assigned to two
educational levels, the group corresponding to the highest
educational level they have completed and the group corre-
sponding to the next educational level they have not com-
pleted. 

Figure 1.19  Moderate Poverty and the Percentage 
 of Low-paid Workers, Late 1990s
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14 The exceptions are Honduras and Paraguay, where the incidence
of low-paying jobs among the self-employed is higher than among
salaried workers.

Figure 1.20  Proportion of Workers with Secondary Education
 Completed and Earning Less Than PPP$1 an Hour
 (Percent)

Note: All data are national except for Uruguay, Bolivia, and Mexico, which are urban.
Source: Household surveys.  
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cific effects. This is particularly striking in a com-
parison of the incidence of low-paying jobs among
workers with completed secondary schooling. Fig-
ure 1.22 shows that in only five countries less than
one in four workers with these characteristics
earns low wages. In many other countries—for
instance, the Dominican Republic, El Salvador,
Nicaragua, Bolivia, and Honduras—more than 40
percent of these workers still fall in this category.
Clearly, education alone does not warrant good
wages, despite the fact that education does increase
earnings by a substantial amount. 

To understand the limited impact of educa-
tion, it is useful to consider that returns to school-
ing are measured in percentage rates, so the final
impact on absolute wages depends on the base to
which the percentage applies. Because a Latin
American worker without education or skills earns
very little, a relatively large increase in wages (in
percentage terms) due to education may still leave
the worker with very low wages. 

What determines the overall level of wages?
Figure 1.22 suggests that there is a high correlation
between the percentage of workers with secondary
education who earn low wages and GDP per worker.
Therefore, for any level of education, a worker’s
hourly wage reflects the productivity the worker is
able to obtain with other factors of production, such
as physical capital, utilities and telecommunications,

or public goods like institutions or infrastructure.
Thus, workers can productively apply their skills
only when the economic and institutional environ-
ment in which they live and work is sufficiently fer-
tile. In other words, although wage inequality is to a
large extent explained by educational differences,
absolute wage levels cannot be raised exclusively
through improvements in education. Without simul-
taneous investments in the institutional and eco-
nomic environment, the productivity and earnings
of a large share of the population will not be lifted
above poverty levels in the near term. 

During the 1990s, some countries made con-
siderable advances in reducing the proportion of
jobs that pay low wages. The incidence of low pay
declined mostly in the Southern Cone countries,
while it increased in Mexico and Central America. 

Summary Indicator of Equity

Although Latin America suffers from high levels of
earnings inequality, there is only limited evidence
that the source of inequality lies in the way mar-
kets price labor services. Thus, although on aver-
age returns to education are high, sector, firm size,
and gender wage differentials are comparable with
those in the United States, the reference country.
However, the price of education and the returns to
working in a given sector or firm vary substantially
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Figure 1.21  Poor Workers by Category, Latin America
 (Percent)

Source: Duryea, Jaramillo, and Pagés (2003).
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Note: Coefficient trend:  -25242.27 , t-statistic -4.96. 
Source: Data on percentage of workers with low wages  from Duryea, Jaramillo, and 
Pagés (2003). Real GDP per worker from Heston, Summers, and Bettina (2002) 
Version 6.1.
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across countries. This section constructs a summa-
ry index of equity in the allocation of incomes
based on the simple average of the following com-
ponents standardized between 0 and 1: gender wage
gaps, returns to sector of activity, returns to size,
returns to secondary education, and returns to col-
lege education. The percentage of low-paid workers
is important but is not included because, from a
policy standpoint, it is not necessarily determined
by the behavior of the labor market. Instead, it is
determined by the same array of factors that deter-
mine labor productivity, of which some are within
the labor market, but many, such as the provision
of infrastructure or communications, are outside it. 

The index takes higher values the higher is
equity, that is, the lower are the wage differentials
associated with education, gender, and job charac-
teristics. Latin America ranks close to the reference
country (the United States) in terms of this indica-
tor of equity (Figure 1.23). This implies that the
source of the extreme inequality in earnings does
not lie so much in the pricing behavior of the labor
markets as in the extreme inequality of education
and perhaps other endowments (such as family
contacts) that are unobservable in household sur-
veys but have a price in the labor market. Nonethe-
less, in Brazil, Nicaragua, Ecuador, and Panama,
price differences greatly contribute to inequality in
earnings (Figure 1.23). These countries also ranked

lowest in the summary index of efficiency of allo-
cation of incomes. 

ALLOCATION OF RISKS

The normal activity of labor markets creates risks
for workers. As firms create and destroy jobs, some
workers are displaced. Some might find jobs imme-
diately and obtain similar pay. For others, however,
losing their jobs can result in a temporal loss of
income while unemployed, compounded by the
potential loss of income associated with finding a
job that pays less than the former one. The longer
a worker spent and the more specific were the
skills in the former job, the greater might be the
loss of income associated with job loss. 

In addition to job loss, old age, sickness, and
work accidents constitute other important sources
of risk of loss of labor income. Across the world,
many workers obtain insurance against these risks
through their jobs, participating in national public
social security programs. However, not all workers
have access to these benefits, and many are left
uninsured. 

Therefore, the level of protection of workers
against the risk of income loss constitutes another
important dimension for evaluating the perform-
ance of a labor market. It is evident, however, that
the allocation of risks is not independent of the
resource allocation dimension. The faster a worker
finds a good job, the lower will be the income loss
associated with joblessness and the lower will be
the insurance premium necessary to hedge that
risk. Similarly, the shorter are the periods of invol-
untary joblessness throughout the lifetime of a per-
son, the longer the person would be able to
contribute to an old age pension program and the
higher would be the retirement payments in the
future. The implications also go from insurance to
allocation of resources. High levels of unemploy-
ment insurance might motivate unemployed work-
ers to search less intensely for jobs, which in turn
results in higher unemployment rates. 

Chapter 2 explores the process of reallocation
of jobs and workers at greater length and docu-
ments the size of these risks. Chapter 7 explores
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Figure 1.23  Summary Measure of Equity in Allocation of Incomes
     (Index 0-1)

Source: IDB calculations based on household surveys.
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the effects that laws and regulations that seek to
protect workers have on the labor market. This sec-
tion characterizes the mechanisms that different
countries have developed to protect workers
against the loss of income as well as the degree of
enforcement of these mechanisms. 

Severance Pay

Most countries in the region do not have unem-
ployment insurance mechanisms that cover work-
ers against the risk of job loss. Instead, the
mechanism of choice in Latin America to insure
against these risks has been mandatory severance
pay and indemnities for dismissal. These transfers
that firms have to pay workers in case of a firm-
initiated dismissal constitute an insurance mecha-
nism that channels funds to unemployed workers.
Indeed, labor laws in Latin America prescribe siz-
able transfers, much larger than the ones mandat-
ed in the Caribbean or other developed countries
(Figure 1.24). Moreover, and contrary to common
perception, these transfers increased during the
1990s in many countries (Figure 1.24).  Deregula-
tion, when it occurred, came more from the
increased possibility of offering temporal labor con-
tracts than from reducing the dismissal costs asso-
ciated with indefinite contracts. 

Social Security Programs

By contrast, the protection awarded by social
security programs is lower in Latin America than
in developed countries. Figure 1.25 displays a
measure of the benefits awarded by old age pen-
sions, health, maternity, and (when available)
unemployment insurance programs.15 The index
takes a greater value for programs with greater
benefits and for those with greater benefits rela-
tive to contributions. According to this measure,
social security regulations are less protective of
workers in Latin America than in developed coun-
tries and countries in Eastern Europe and Central
Asia. However, the index for Latin America is
higher than for other developing regions, includ-
ing East Asia. Within the region, Jamaica, Bolivia,
and Peru have the lowest social security benefits,
whereas Colombia, Panama, and Argentina have
the highest level of protection, with levels that are
similar to the ones observed in developed coun-
tries. 
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Cost of benefits measured in multiple of wages

Figure 1.24  The Cost of Job Security, 1988 and 1999

Source: Heckman and Pagés (forthcoming).
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Figure 1.25  Social Security Index
 (Index, 0-3)

Source: Djankov and others (2003).
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Low Coverage

While the levels of protection prescribed by law
are not that different, and in some instances are
even higher than the protection mandated in
developed countries, a large and growing majority
of workers is not covered by labor laws, and there-
fore most workers work under the constant threat
of unexpected illness, job loss, or poverty in old
age.16

Table 1.9 shows that, on average, only 40 per-
cent of workers were protected by labor laws and
had access to social security benefits. The coverage
weighted by the number of workers in each coun-
try was 44 percent. However, the dispersion in cov-
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16 This Report assumes that workers who are registered in publicly
managed social security programs enjoy all the other benefits pre-
scribed by labor laws, such as mandatory severance pay and com-
pensation for overtime work. 

Table 1.9 Social Insurance, 1990s

Share of employed Share of wage
workers with social workers with social

security (percent) security (percent)
Country has

Number of unemployment Annual Annual
Country observations insurance Mean change Mean change

Latin Americaa 48 42.76 -0.35* 60.05 -0.17
Argentina 10 YES 48.45 -0.29* 66.56 -0.83*
Bolivia (1999) NO 26.36 38.56
Brazil 7 YES 48.18 -0.05 64.04 0.28
Chile 6 YES 64.47 0.05 77.45 0.04
Colombia (1999) NO 46.13 66.77
Costa Rica 5 NO 65.92 -0.88* 74.61 -0.88*
Dominican Republic (1998) NO 29.08 49.40
Ecuador (1995) NO 30.94 43.02
El Salvador (1998) NO 33.49 50.04
Guatemala NO
Honduras NO
Jamaica NO
Mexico 12 YES b 52.53 -0.57* 67.96 -0.43*
Nicaragua NO
Panama (2001) NO 55.66 74.50
Paraguay (1995) NO 16.70 30.66
Peru (2000)c 4 NO 17.99 51.90 -0.47*
Trinidad and Tobago NO
Uruguay 4 YES 74.12 93.12 1.27*
Venezuela (1998) NO 31.37 52.22

English-speaking developed countries YES
Continental Europe YES
Eastern Europe YES
United Statesd YES 82.00

* Significant at 15 percent.
a There are 40 observations for the share of wage workers with social security.
b Only for workers age 60 years old or older.
c Data are from the metropolitan area of Lima, for the share of wage workers with social security in 2000. 
d Data for the United States reflect the percentage of the labor force with medical insurance (Medical Expenditure Panel Survey, MEPS, 1996).
Note: Unemployment insurance includes payments in lieu of advance notice, severance pay, and funds accumulated in individual savings accounts. For all regions
except Latin America and the Caribbean, it is assumed that 100 percent of employed workers are covered by social security. 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 trend. Regional trends were obtained by regressing available data on a time trend and a set of country fixed
effects.
Source: Data on whether the country has unemployment insurance are from Government of the United States (1998). Shares of workers with social security are from
IDB calculations based on household surveys; national data except for Argentina, Bolivia, Mexico, Panama, and Uruguay, for which urban data are used; and ILO
(2002b) for Panama, Peru, and Uruguay.



erage levels within the region was high. Uruguay,
Costa Rica, and Chile had the largest percentage of
covered workers, while Paraguay, Peru, Brazil, and
Ecuador were on the other end, with less than one
in three workers covered against sickness, old age
poverty, and unemployment risk.

Although in part low coverage levels are asso-
ciated with the large share of workers who are self-
employed, coverage rates were also low for wage
employees. Moreover, the share of workers that
had access to social security or the benefits pre-
scribed by labor laws declined during the 1990s,
both among all workers and among wage employ-

ees. This suggests that the increasing rates of self-
employment that some countries, for instance,
Mexico, experienced are not the only cause behind
this decline. And the cause does not lie in the
increasing share of workers employed in small
firms. At least this is not the case in Mexico and
Argentina, which were studied in detail on this
issue. In both countries, the percentage of workers
with social security declined across firms of all
sizes.

It is clear that enforcement of labor laws and
mandatory contributions to social security pro-
grams in the region are poor. This lack of enforce-
ment is also reflected in the low compliance with
minimum wage laws. Figure 1.26 displays the per-
centage of workers across countries that earn less
than 75 percent of the minimum wage. More than
60 percent of wage employees in Paraguay, and
more than 25 percent in Guatemala, Ecuador, and
Peru earn wages that are below statutory mini-
mums. 

In sum, benefits are not enforceable for all.
This implies that for too many workers, the risk of
losing the source of income is a real and often cat-
astrophic possibility. It is not surprising that poor
labor market performance is a main source of con-
cern for a growing majority of people. 

Summary Indicator of Insurance

The performance of individual countries in the
area of social insurance is summarized by averag-
ing over the following indicators: the amount of
severance pay, the index of social security, the per-
centage of workers enrolled in social security pro-
grams, and whether workers have unemployment
insurance. The first three indicators are standard-
ized between 0 and 1. Having unemployment
insurance is standardized with a value of 0.25 if
available; 0.125 if available but only covering cer-
tain unemployed workers, as in Brazil (low-income
workers) or Mexico (workers age 55 or older), and
0 if not available. Figure 1.27 presents the summa-
ry measure for 12 countries in Latin America, the
United States, and the average for Latin America.
Higher values of the index indicate higher insur-
ance levels. 
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Figure 1.26  Workers with Wages Less Than 75 Percent 

 of the Minimum Wage, Late 1990s

 (Percent)

Note: National data except for Argentina, Mexico, and Uruguay which are urban data. 
Restricted to primary job and workers working more than 35 hours a week. 
Source: IDB calculations based on household surveys.
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Figure 1.27  Summary Measure of Insurance

 (Index, 0-1)

Source: IDB calculations based on household survey data and data on severance pay,  
indemnities for dismissal, and advance notice from Heckman and Pagés (forthcoming). 
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According to this summary measure, only
Brazil and Colombia have insurance levels that are
comparable to those in the United States. The other
countries are below the levels of insurance attained
by the North Americans, which are low by devel-
oped country standards. Thus, although certain
components, such as severance pay, are high, these
programs do not cover many workers, and the over-
all levels of insurance turn out to be very low, par-
ticularly in Mexico, Peru, the Dominican Republic,
and Bolivia. Social insurance coverage is probably
even lower in countries such as Nicaragua, Hon-
duras, and Guatemala, which are excluded for lack
of complete data on all the dimensions. 

QUALITY OF LABOR RELATIONS

Labor relations define the employment relationship
between employers and employees or their unions.
There is large turnover in the labor market, but most
employment relationships are more than short-run
affairs. The attitudes of employers toward workers
and workers toward employers, the quality of man-
agement, the channels of communication, and the
methods of giving voice to workers and resolving
conflicts determine the quality of labor relations.
These, in turn, influence workers’ effort, motivation,
and willingness to learn and become more produc-
tive, as well as firms’ long-term investments in train-

ing and technology adoption. This process of learn-
ing and innovation is a key component of produc-
tivity growth and essential to improving the
standard of living of workers in the region. 

According to IDB (2001), labor relations in
Latin America are characterized by declining union
density and weak labor unions. Figure 1.28 shows
that union density has declined in the 1990s rela-
tive to the 1980s in all countries for which infor-
mation is available. On average, only 14 percent of
the nonagricultural labor force is unionized, which
is below the average for developed countries.  

Labor relations in the region seem to be mired
in conflict. The percentage of workers involved in
strikes as a percentage of total employment is high
compared with the percentage in the United States,
East Asia, Continental Europe, and Eastern Europe
(Figure 1.29). But there are also important differ-
ences across countries. Although a large share of
workers took part in strikes in Brazil and Peru,
strike activity in Panama and Mexico was as low as
in the United States. 

According to employers, labor relations could
improve. According to World Economic Forum
(2001), Latin America ranks low in the degree of
cooperation in labor relations. This information is
based on the opinions of a sample of employers in
each country. The ranking goes from 1 to 7, where
one is confrontational and seven is cooperative

The Performance of Latin American Labor Markets

41

Figure 1.28  Unionization Rates, 1980s and 1990s

Source: ILO (1997); ILO database.
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Figure 1.29  Workers Involved in Strikes, 1990-95
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Source: ILO (1997). 
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(Figure 1.30). The average value for Latin America
(4.3) is lower than the average for Continental
Europe (5.15), the United States (5.0), other Eng-
lish-speaking developed countries (4.7), and East-
ern Europe (4.4). However, as is the case with
strike activity, heterogeneity is wider within the
region than across regions. In Central American
countries, employers tend to report more coopera-
tive labor relations than employers in the Southern
Cone. Employers rank Venezuela and Uruguay as
having the most conflictive labor relations in the
region. Labor relations are ranked most coopera-
tive in Costa Rica. 

It is important to assess how workers rate
labor relations as well. In 1997, the Latinobarome-
ter included a question asking whether the respon-
dent agreed with the statement “Employers have
good relations with employees.” Across countries,
not many people agreed (Figure 1.31). The per-
centage of people agreeing with this statement was
highest in Mexico (a country that recorded low
strike activity), and extraordinarily low in Argenti-
na and Paraguay. It is quite telling that once again,
labor relations were perceived to be better in most
Central American countries than in the Southern
Cone. 

Summary Indicator of the Quality 
of Labor Relations

Figure 1.32 summarizes labor relations across Latin
American countries by aggregating the perspec-
tives of workers and employers. The summary
index is built by scaling all answers between 0 and
1 and taking the simple average of the two indica-
tors. Unfortunately, there is no reference country
for this indicator because information regarding
the views of workers is available only for Latin
America. Therefore, it is not possible to assess
whether labor relations are abnormally poor rela-
tive to other regions. Within the region, the sum-
mary index suggests that labor relations are better
in Mexico and Central American countries than in
the Southern Cone, especially Paraguay, Argentina,
and Uruguay. The higher incidence of  unemploy-
ment in the latter countries may have hindered
long-term relations between workers and employ-
ers in the Southern Cone. 

EFFICIENCY, EQUITY, AND INSURANCE

This chapter has developed several measures for
evaluating the performance of labor markets. A
question that arises is whether these measures can
be aggregated into one unique measure of per-
formance. Although it might be tempting to do so,
it would not be useful to aggregate them because
they reflect different criteria of evaluation, which
could conflict with each other. Thus, for instance,

42

Chapter 1

Figure 1.31  Percentage of Respondents Who Agree That

 "Employers Have Good Relations with Employees" 

Source: Latinobarometer (1997).
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Figure 1.30  Degree of Cooperation in Labor Relations 

 (1=confrontational, 7=cooperative)

Source: World Economic Forum (2001).
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many observers praise the good performance of the
United States for its low unemployment rates and
seemingly high ability to adapt to changes in the
economic environment relative to labor markets in
Europe. Others instead emphasize the high rates of
inequality and low levels of insurance against eco-
nomic risks that are prevalent in the United States
relative to European countries. 

The citizens of a country are the ones who,
through their political institutions, decide where
they want their labor markets to be placed along
the dimensions of efficiency, equity, and insur-
ance. People in some countries may have a lower
tolerance for risk or inequality than in others, and
this will be reflected in the set of labor policies.
However, the public and policymakers should con-
sider that there might be important complementar-
ities but also trade-offs between these components.
While complementarities help, trade-offs may get
in the way of achieving the most preferred situa-
tion. For example, many observers blame the high
levels of social protection in Europe for its persist-
ently high levels of unemployment. Transferring
income to unemployed people may reduce the
urgency to search for a job and increase the dura-
tion of unemployment. Mandatory social security
programs require contributions that could increase
the price of labor and reduce employment. 

Where does each country stand in terms of
efficiency, social insurance, and equity? Since the
chapter has discussed various aspects of efficiency,
they are aggregated to form a synthetic indicator of
labor market efficiency by averaging the following
three indices: efficiency of resource allocation, effi-
ciency of income allocation, and quality of labor
market relations. The aggregate measure not only
reflects how well the market allocates resources
and incomes, but also the degree to which workers
and employers cooperate toward a shared objective
of income and productivity growth. Figure 1.33
presents the results. According to this measure,
labor markets function best in Mexico, Costa Rica,
Nicaragua, and Honduras, while they show the
highest opportunities for improvement in Uruguay,
Brazil, Argentina, and Bolivia.

To what extent are there important trade-offs
across efficiency, insurance, and equity within the

countries of the region? Figure 1.34 plots the meas-
ure of labor market efficiency against the measure
of equity. Interestingly, there is not a negative rela-
tionship between these variables. In general, when
the labor market functions better, wage differen-
tials between workers with similar characteristics
tend to be lower and the measure of equity
improves. This does not imply that if a country
were to follow aggressive policies to change market
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Figure 1.32  Quality of Labor Relations 

 (Index, 0-1)

Source: IDB calculations.
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Figure 1.33  Summary Measure of Overall Efficiency 

 in Labor Market Performance 

 (Index, 0-1)

Source: IDB calculations based on household survey data; Latinobarometer (1997); 
World Economic Forum (2001).
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prices, for instance, in favor of unskilled workers,
unemployment and other labor market problems
would not arise.

Instead, Figure 1.35 suggests that there might
be a negative relationship between protection
against risk and labor market efficiency. Those
countries where workers were more protected
against the risk of losing labor income are also the
countries with the worst labor market functioning.
Figure 1.35 would seem to indicate that the pattern

in the United States and Europe also applies to
Latin America. Nonetheless, the relationship is
only suggestive. Chapter 7 explores the nature of
these trade-offs for a range of labor market policies.
The findings suggest that the nature and size of
these trade-offs depend on the type of policies as
well as the way they are implemented. The guiding
principle, however, should be that insurance and
labor market policies in general can bring unin-
tended effects whose costs should be carefully bal-
anced against the benefits of the policies. 

Finally, Figure 1.36 examines whether there is
a trade-off between insurance and equity. Again,
the data suggest that this could be the case. If
increased levels of insurance force more workers to
work in sectors not covered by regulations, wage
differentials between sectors traditionally covered—
such as manufacturing or large firms—and sectors
not covered—such as retail trade, construction, or
employment in small firms—could increase,
increasing labor market inequality. Again, these
relationships are only suggestive, but the conclu-
sion stated above remains the same. The public and
policymakers should pay attention to the possible
trade-offs and evaluate the benefits and costs of
labor market policies with extreme care. 
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Figure 1.35  Efficiency and Insurance in Labor Markets

 (Index, 0-1)

Source: IDB calculations based on household survey data; data from Djankov and 
others (2003); Heckman and Pagés (forthcoming).
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Figure 1.36  Insurance and Equity in Labor Markets

 (Index, 0-1)

Source: IDB calculations based on household survey data; data from Djankov and 
others (2003); Heckman and Pagés (forthcoming).
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Figure 1.34  Efficiency and Equity in Labor Markets
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