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1. ROADMAP TO VOLUME 11: DETAILED REPORT

1.1. This is lhe second oi two volumes oi the World Bank's 'Brazil Jobs Report", which studies 
lhe Brazilian Labor Market. Volume I summarizes the analysis and lhe policy recommendalions 
building upon analysis Iram background papers and other relevant research. Volume li presents 
lhe ten background sludies in their enlirety. This inlroductory chapter provides a roadmap to lhe 
volume by recapitulating each chapter . 

1.2. Chapter 2. by Norbert Fiess (World Bank), Marco Fugazza (CERAS, Ecole Nalionale des 
Ponts et Chaussées) and William Maloney (World Bank) analyzes the functioning of the labor 
market for the success of macro-economic policies, like fiscal adjustment, stabilization and 
trade liberalizalion. The chapter contrasts lhe traditional "dualislic" view oi labor markets in less 
developed countries with a new "integrationist" view. 1 The authors argue that lhese views are not 
necessarily incompatible. The labor market functioning in three Latin American countries-Mexico, 
Colombia and Brazil- is examined. The study finds that in Brazil in lhe 1990s, lhe labor market 
oscillated between segmentation and integralion oi lhe formal and informal labor markets. They 
show that lhe degree oi labor market segmentation is not uniquely determined by lhe existence oi 
labor market rigidilies, but varies with lhe country's macroeconomic environment. The policy 
implications are compelling: only if there exists evidence oi segmentalion, is a large informal sector 
a signal oi distorting labor market regulalions, in which case a reduclion oi labor market rigidilies 
would be welfare improving. ln lhe opposite case, where there is evidence oi integration then the 
informal sector may prove to be an important source oi efficient employment and reducing labor 
market rigidilies may have a weak ar even counter-produclive effect. 

1.3. ln Chapter 3. , Wendy Cunningham (World Bank) discusses the definition of the informal 
sector and the reasons for its existence drawing on cross-country evidence. lssues on which 
three decades oi research have failed to reach a consensus. Broadly speaking, lhe small-scale, 
semi-legal, oflen low-produclivity, frequently family-based and perhaps pre-capitalislic enterprises 
continue to employ between 30% and 70% oi lhe urban work force in Lalin America. A long 
tradition views informal workers as comprising lhe less-advantaged sector oi a dualislic ar 
segmented labor market. This chapter challenges lhe traditional dualism theory and seeks a better 
understanding oi lhe informal sector: why it exists, and lhe quality oi its jobs. li goes through a 
series oi assumption about lhe informal sector and presents recent evidence to test the validity oi 
lhe assumplion. The review shows lha! lhe informal sector is a dynamic sector lha! is an 
outgrowth oi lhe entrepreneurial sector in any country in lhe developing ar developed world. lts 

1 The traditional "dualistic" view sees lhe informal sector as lhe residual oi a highly distorted formal sector labor
market, where unions andlor govemment regulations keep wages above lheir equilibrium levei and thereby ration 
workers into lhe informal sector where they are left unprotected by labor legislation. Participation in lhe unregulated 
sector oi lhe economy is lhus seen as involuntary. The outcome is a segmented labor market. The "integrationist" view 
perceives lhe flow oi workers between lhe informal and lhe formal sector as voluntary. 
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workers are rational people who largely select informal sector employment due to many non-wage 
and - in some instances- wage benefits. These findings suggest lhat policies lha! attempt to 
create a single market by eliminating labor market rigidities are perhaps misguided. lnstead, lhe 
sector should be brought into lhe formal tax and benefit system, as in developing cauntries, by 
improving lhe public goods associated with the formal sector. 

1.4. ln Chapter 4. , Jorge Saba Arbache (University of Brasília) analyzes the effect of unions on 
the labor market in Brazil. The study attempts to answer lhe following questions: How do labor 
laws and union legislation affect lhe callective bargaining process? Do unions influence wage 
formation and incarne distribution? Do unions increase labor market rigidity? He finds evidence that 
institutions are essential in explaining lhe behavior of unions, lheir effects on incarne distribution, 
macroeconomic stability and the current state of callective bargaining in Brazil. The paper 
cancludes with recommendations for enhancing lhe role of unions in the collective bargaining 
process. 

1.5. Chapter 5. , by Amit Dar (World Bank) and Francisco Galrão Carneiro (Catholic University 
of Brasília) focuses on the economic impact of the freedom of association of workers and 
employers within an intemational context. The aulhor considers two questions similar to those 
in the previous chapter: (a) what are lhe microeconomic effects of unions and employers' 
organizations (unionism); and {b) how do different institutional approaches to callective bargaining 
affect macroeconomic performance? This study answers lhe question by reviewing intemational 
evidence primarily from OECD countries. The review suggests lha! lhe ecanomic consequences of 
unionism differ significantly depending upon lhe interaction between unionism and lhe economic, 
política! and institutional environment in which collective bargaining takes place. 

1.6. Chapter 6. by José Márcio Camargo (Pontifícia Universidade Católica do Rio de Janeiro) 
examines the role of the labor justice in Brazil. This institution has been lhe subject of intense 
debate among Brazilian labor market economists. Opinions differ on its impact on lhe performance 
of lhe labor market. ln general, analysis suggests lha! it plays an important role in lhe protection of 
less organized workers, but few analysts have focused on lhe effect of lhe institution on lhe 
functioning of lhe labor market, which is lhe aim of this paper. The author argues that labor justice 
currently gives incentives to workers and employers that distort lheir behavior towards a low quality 
work-relationship, and lherefore reduces productivity and real wage gains, specially for lhe 
unskilled workers. These points are illustrated by data from a sample of labor justice cases in 
Minas Gerais. The study concludes by recommending lha! lhe labor courts cancentrate on its core 
functions within lhe judiciary branch. 

1.7. ln Chapter 7. , Francisco Galrão Carneiro (Catholic University of Brasllia) reviews lhe 
principal findings on the impact of the minimum wage on the Brazilian labor market. The 
effects of lhe minimum wage on employment, wage levei, poverty and fiscal deficit are analyzed. 
The chapter opens with a brief history of lhe minimum wage policy in Brazil and then characterizes 
lhe typical minimum wage eamer in Brazil. Special attention is paid to lhe various methodologies 
and databases used to analyze lhe impact of lhe minimum wage on employment, wage leveis, and 
poverty. The overview is intended to aid discussions about lhe future of minimum wage policy in 
Brazil. The aulhor finds a certain degree of consensus among lhe reviewed studies. The minimum 
wage has (a) a negative effect employment in lhe formal sector, (b) only a marginal and positive 
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increase on wages above lhe minimum wage, (c) an insignificant effect on poverty and (d) a 
significant impact on lhe deficit in lhe social security system. 

1.8. Chapter 8. by Wendy Cunningham (Wor1d Bank) examines the effectiveness of 
minimum wage regulation as a poverty alleviation too/ in developed and developing 
countries. The discussion puts into perspective lhe analysis in lhe previous chapter by examining 
how minimum wage policies have affected labor market outcomes, poverty and govemment's fiscal 
accounts intemationally. Although lhe evidence is scarce, particular1y for developing countries, lhe 
minimum wage is not an effective poverty alleviation tool. lnstead it serves to reshuffle households 
who are clustered near lhe poverty line. However, it is a useful lool for decreasing inequality, as it 
does pull up lhe wages of all workers, particular1y in developing countries. Furthermore, its reach 
is wider lhan previously lhought. As evidence from Latin America shows, lhe minimum wage is 
more binding in lhe informal sector than in lhe formal sector. Moreover lhe minimum wage is 
commonly a uni! of measure for social programs. To improve lhe effectiveness of lhe minimum 
wage in lhe fight against poverty, policy makers need to (a) better understand lhe poverty impacts 
of lhe minimum wage in lheir country, since poverty evidence only exists for industrialized 
countries, (b) link lhe minimum wage to long-run poverty rather lhan short-run political gains, (c) 
identify other social programs necessary to compensate for lhe welfare reducing impacts of lhe 
minimum wage, and (d) de-link lhe minimum wage from social programs such that fiscal concems 
do not interfere wilh lhe minimum wage adjustment criteria. 

1.9. Chapter 9. by Dorte Domelarid (Universidad Pompeu Fabra, Spain) and Norbert Fiess 
(World Bank) discusses the Brazilian unemp/oyment insurance system and lhe Fundo de 
Garantia do Tempo de Serviço (FGTS). Alter a description of lhe two systems, lhe study analyzes 
lhe access and impact of lhe system using data from lhe Monlhly Employment Survey (PME). 
They find that lhe Brazilian unemployment insurance system is characterized by a low replacement 
ratio and a short benefit duralion. The authors examine lhe determinants of lhe probability of 
becoming unemployed and of lhe unemployment duralion. The estimalions show, on lhe one hand, 
that informal sector employees who have neither access to unemployment insurance nor FGTS are 
mos! likely to become unemployed in Brazil. On lhe other hand, unemployment duration among 
formal sector workers is higher for those who received FGTS before becoming unemployed. The 
study argues that lhe system suffers from two shortcomings: (a) more than half of lhe population is 
excluded from participating in lhe programs, since it is restricted to formal sector workers only, (b) 
lhe two programs overlap, since lhe unemployment insurance is conditional on having access to 
lhe FGTS. 

1.10. ln Chapter 10., Ricardo Paes de Barros, Maurício Blanco Cossío and Jorge Luiz Teles 
(IPEA) describe and investigate the efficiency of Brazilian active labor market policies for 
poverty reduction. The paper is motivated by a recent rise in permanent unemployment, which 
increases lhe importance of labor market inventions for poverty alleviation. Three types of l_abor 
market policies are investigated; Compensatory, Distributive and Structural. Using lhe "Perquisa 
sobre Padrões de Vida (PPV)' and lhe national household survey (PNAD), lhe authors show lha! 
(a) lhe income compensatory programs are badly targeted towards middle-income workers, (b) lhe
minimum wage as a distributive policy only marginally increases lhe wage of low-income families,
and (c) structural policies, like training and job-matching, are far from reaching their potential
impact on poverty.
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1. 11. Chapter 11. by Amit Dar (World Bank) describes active labor market policies in an
intemational perspective. The study summarizes the impact of aclive labor market policies on
labor market outcomes drawing on more than 70 reports.2 The purpose of this paper is to review
intemational experience with aclive labor market policies and to discuss their applicability in more
developing countries, such as Brazil. Most of lhe evaluations come from industrialized countries,
though some evidence presented also comes from developing economies. The impacts are found
to be mixed, with many programs assessed to have little or no impact on the employability or
eamings of participants. The chapter completes lhe review by assessing lhe key considerations
involved in balancing aclive and passive labor market policies.

2 Aclive labor market policies (ALMP) consist oi a wide range oi activities, intended to increase lhe quality oi labor
supply and to increase labor demand; or to improve lhe matching oi workers and jobs (e.g., lhrough job search 
assistance). ALMPs are usually regarded as a valuable altemative to "passive" support (e.g. unemployment insurance, 
salety net). 
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2. LABOR MARKETS ANO ECONOMIC ADJUSTMENT:

THE BRAZILIAN CASE 

Prepared by Norbert Fiess, Marco Fugazza and William Maloney 

2.1. Over lhe las! two decades, mos! Latin American countries went through lhe experience of 
fiscal adjustment, stabilization and trade liberalization. Recent, growing attention has been devoted 
to assessing lhe role of lhe labor markets in lhe transmission process of such economic policies to 
lhe population's standards of living, in particular lhe poor1. One of lhe main conclusions of these 
studies is lha! market imperfections preveni an efficient allocation of resources, and hence are likely 
to mitigate lhe success of such policies and a fair distribution of their potential benefits. 

2.2. The predominant conceptual approach adopted in lhe existing labor market literature is 
based on lhe assumption lha! labor market institutions are always a source of distortion. lt 
corresponds to lhe traditional "dualistic" view of labor markets in less developed countries2. This view 
sees lhe informal sector as lhe residual of a highly dislorted formal sector labor market, where unions 
and/or govemment regulation keep wages above their equilibrium levei, rationing workers into lhe 
informal sector where lhey are then left completely unprolected by labor legislation. Participation in 
lhe non-regulated section of lhe economy is lhus seen as non-voluntary, with workers regarding lhe 
regulated section always as lhe better alternative. The perceived reaction of a dualislic labor market 
to negative shocks is then also predetermined. As wages in lhe formal sector are downwardly rigid, 
wages in lhe informal sector will fali in response to lhe increase in informal labor supply. The outcome 
is a segmented labor market, where relative eamings and relative employment shares of lhe formal 
and informal sector move in opposile direclions3

. 

2.3. However, there is empirical evidence lha! lhe labor market does no! exclusively behave in a 
segmented fashion4

. ln particular, lhe observed increase in informality over lhe lasl decade in Lalin 
America reflected prolonged episodes where--<lespite potentially distorting labor market 
regulations5-participation rates in lhe formal and informal sector move up and down together, lha! is, 
formal and informal labor markets behave in an "integrated" ralher than a segmented or dualistic 
fashion. These studies attempt to explain lhe integrated behavior of labor markels and present lhe 
altemative view lha! as a first approximation, lhe informal sector should be trealed as an 

1 See, e.g, Horton and Mazumdar (1994) .

2 The Harris-Todaro (1970) model is perhaps lhe seminal slalemenl oflhis view.

3 Agenor (1996) presenls a more sophislicaled approach, allhough it stands wilhin lhe dualistic paradigm, based on a
fully articulated lheory oi lhe channels lhrough which wages in lhe formal and informal sectors interact. 

4 See, for instance, Vijverberg (1986), Yamada (1996), Maloney (1998a), Aroca and Maloney (1999).

5 See Davila Capalleja (1994) and Marquez (1997).
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unregulated/unprotected entrepreneurial sector that may be desirable to many workers. ln other 
words, lhe choice to participate in lhe informal sector is a rational one. This rationality could be linked 
to elements like lhe misalignment of implicit and explicit labor taxes with perceived benefits or lhe 
desire of workers to retain a degree of independence in their work6.

2.4. ln this study, following Fiess, Fugazza and Maloney (2001 ), we argue that for any given 
developing country labor market, the dualislic and integrated views are not necessarily incompatible 
with each other and could be seen as special cases of lhe sarne model. The informal sector may 
well be a prosperous non-traded goods sector, but one which also contains involuntarily informal 
workers.7 We believe that this is a more realistic characterizalion of labor markets in low and middle 
income countries. We show that in this more realistic setting, wage differentials across sectors are 
not exclusively due to rigidilies and, hence, lhe remova! of such rigidities would not lead to wage 
equalization even with perfect mobility of factors of produclion. The degree of labor market 
segmentalion is not determined by lhe existence of labor market rigidilies per se. From a policy point 
of view, this is both somewhat novel and important. 

2.5. But this is not ali. This approach also illustrates that lhe extent to which labor market 
rigidities are binding, viz., lhe degree of segmentation of labor markets, is not determined exclusively 
by labor legislation but varies depending on lhe macroeconomic stage that the economy is passing 
through. That is, we propose that lhe macroeconomic environment itself can affect lhe degree of 
segmentation in lhe labor market and consequently lhe impact of policy intervenlions. Viewed 
another way, the expected outcome of stabilizalion and adjustment policies varies whether the labor 
market behaves like an integrated or a segmented market. The approach lhus postulates an 
interdependence between labor market composition and macroeconomic environment. This study 
attempts to provide a better understanding of these linkages and, eventually, to equip policy makers 
with a more sophisticated instrument for policy analysis. 

2.6. The policy implicalions emerging from our study are quite compelling: only if there is clear 
evidence of segmentation, a large informal sector can be a signal of effective labor market distortions 
and policy could lhen consist of reducing labor market rigidilies. However, if lhere is evidence of 
integralion or only weak evidence of segmentalion lhen the informal sector may prove to be an 
important source of efficient employment and reducing labor market rigidilies may have weak or even 
counter-productive effects on labor composition. 

2.7. We use this approach to briefly contras! labor market functioning in lhree Lalin American 
countries-Mexico, Colombia and Brazil-in order to draw policy lessons in specific settings. The 
result of lhe exercise (lhe details of which are in Fiess, Fugazza and Maloney (2001)) is that Mexico 
appears to have had lhe most 'flexible" or integrated labor markets unlil the mid-1990s, Colombia 
exhibits traits that can be better classified as segmented or dualistic, and Brazil appears to oscillate 
between these two forms during lhe 1990s. The case of Brazil is examined further in some detail, 

6 See Maloney (1998b) for a comprehensive presentation oi the arguments.

7 This characterization is consistent with a description proposed by Fields (1990) which distinguishes an ·easy-entry"
informal sector (the involuntary tier) and an "upper-tier" informal sector (the voluntary tier). 
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and policy implications are drawn. The main conclusion is that labor policy priorities change 
depending upon macroeconomic conditions. This paper makes an attempt to establish a mapping 
between macroeconomic developments and relevant labor policies. 

2.8. The remainder of lhe paper 'is organized as follows. Section 2 provides lhe conceptual and 
empirical background of lhe study, and also presents addilional evidence for other Lalin American 

• countries. Section 3 presents detailed empirical findings for lhe Brazilian economy and relates lhe
Brazilian experience to conceptual insights. General and Brazil-specific policy implications are
developed in seclion 4. Finally, seclion 5 summarizes the main results of lhe study and concludes .

2.9. The main scope of this section is to present some empirical findings for Colombia, Mexico 
and Brazil that sustain the view that despite lhe presence of potentially distorting labor institutions, 
labor markets can behave like integrated markets and not only like segmented markets. The 
empirical analysis is based on a simple model that combines Lucas's (1978) idea of workers 
characterized by differing leveis of entrepreneurial ability, wilh a small economy trade model of the 
style most recently elaborated by Obstfeld and Rogoff (1996) and capital adjustment costs, which 
relate to the Tobin's q model to capture the existence of imperfections in capital markets. This simple 
model also captures the argument that the macroeconomic environment plays a central role in 
defining the degree of segmentation of the labor market. 

A New Conceptual Framework 

2.1 O. There are different definitions of informality in lhe developing economics literature9, which 
rely on a variety of criteria such as establishment size, type of employment, technological or capital 
levei, income levei, legal status, type of goods produced, and type of transactions that are carried 
out.1 O The last criterion refers to lhe fac! lha! activities being encompassed in the informal sector are 
unregulated. As discussed by Charmes (1990), some of these criteria overlap in practice.11 The 
formal sector is then characterized by large firms producing essentially traded goods and complying 

8 The empirical results and the conceptual framework presented in that section are drawn from Fiess et ai. (2001 ).

9 See Peattie (1987), Tumham and Erõcal (1990), James (1992), Tokman (1992), Portes and Schauff\er (1993) for 
comprehensive overviews. 

10 We usually distinguish three major sectors in the labor market in developing countries: the rural sector, the informal
sector and the formal sector. Our study concentrates on urban areas where only lhe last two sectors are present. 

11 ln this study, the informal sector is characterized by self-employed individuais or small privately owned enterprises
(with no more than six workers) producing essentially services and non-traded goods and, not (fully) complying with 
government imposed taxes and regulations (mainly labor related). The reason why informal wage workers are excluded 
relies on lhe fact that the informal wage sector takes on the form of a transitory sector essentially populated by young 
people closely linked to self-employment activilies (see Maloney (1999) and Packard (2001 )). This is reinforced by our 
empirical investigation for Brazil which shows positive co-movements in relative eamings and labor force size of informal 
wage workers and self-employed. Tests results are reported in Appendix 2. 
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with fiscal and labor legislations. Workers classified as belonging to.lhe formal sector are those who 
benefit from labor unions influence in lhe wage formation process and labor protection. 

2.11. Just as there are more than one criteria for an empirical delineation of the formal from the 
informal sector, there are different interpretations of why informality arises in the first place. These 
can be classified into two categories. The traditional "dualistic" view sees the informal sector as the 
residual of a highly distorted labor market in the formal sector. Unions and/or govemment regulation 
push wages above their equilibrium levei, rationing workers into the informal sector where they are 
not protected by labor legislation. Participation in the non-regulated section of lhe economy is non
voluntary, the regulated section always offering a betler allemative. Thus, distorting labor markel 
regulations are the cause for a formal-informal segmentation of lhe labor market. As part of this 
segmentation, relative wages and relative employment shares of the formal and informal sector move 
in opposite directions. lmplying, that, e.g., wages of informal sector workers relative to those in 
formal employment fali at the sarne time as the employment share of the informal sector increases. 

2.12. A more recent line of thought presents lhe view that as a first approximation, the informal 
sector could be treated as an unregulated/unprotected entrepreneurial sector that offers work and 
working conditions that are desirable to many workers. ln other words, the choice to participate in the 
informal sector is a rational and unforced one. This view also implies that there is voluntary 
movement of workers both to and from the formal sector. This rationality could be related to 
elements like the desire of independence and/or the misalignment of implicit and explicit labor taxes 
with perceived benefits. This "integrated labor markets' view stands in sharp contras! wilh the 
dualistic view. 

2.13. ln this study we argue that lhe two views are not necessarily incompalible with each other 
and should instead be seen as special cases of the sarne model. The informal sector may very well 
be a dynamic and entrepreneurial sector, but one which also contains unfortunate workers holding 
poor jobs. The relative shares of voluntary and involuntary workers will reflect the degree of 
segmentation in lhe labor market which can vary depending on the shocks to lhe economy. And 
depending upon lhe general health of lhe economy, one of these phenomena may dominate lhe 
other. The main technical characteristics of lhe model are presented in Box 2.1 and Box 2.2. 

2.14. Our conceptual approach offers a rich framework for policy analysis as it can nest both lhe 
dualistic and integrated views characteristics in a non-trivial way. Wages differential across sectors 
are not due to rigidities exclusively and the removal oi such rigidities would not lead to wages 
equalization even in a context of perfect mobility of factors of produclion. These features reflect a 
more realistic view of the economy and enrich the discussion of possible policy implications. 

2.15. To reilerate, the usefulness of our conceptual framework is twofold. First, it offers insights 
that can be used to qualify empirically a labor market: 

• lhe market is segmented if earnings in the informal sector and the size of the latter, relative to
their respective counter-part in the formal sector, move in opposite direclions: relative
eamings fali while participation in the informal sector increases

• lhe pattem of relative eamings and participation inherent to segmentalion can be observed
only if there are effeclive downward wage rigidities in the formal sector (lhe labor legislation
is binding)
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• downward wage rigidities in lhe informal sector are of first order relevance in lhe event of a
negative shock (technology and/or preferences) to lhe formal sector and of second order
relevance in lhe event of a negative shock (technology and/or preferences) to lhe informal
sector

• any evidence of positive co-movements in relative eamings and participation allows to
conclude in favor of an integrated labor market

2.16. Second, accounting for the nature of lhe labor market (segmented versus integrated}, and 
observing movements of macroeconomic indicators like lhe real exchange rate, enables lhe 
identification of lhe underlying macroeconomic environment. Put another way, our framework allows 
us to determine lhe likely impact of policy shocks, i.e., changes in lhe macroeconomic environment, 
on employment and eamings according to lhe nature of lhe labor market. We delve deeper into lhe 
analysis in lhe next section 
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Box 2.1 The ConceDtual Framework 

The Core Model 

- Open economy model based on Obstfeld and Rogoff (1996) and Lucas (1978)
- Agents in lhe economy:

• households: consume goods available in lhe economy, hold foreign traded bonds
• producers: firms oi indeterminate size and self-employed

- Sectors oi production:
• Formal sector. production oi traded goods, wage work, compiiance wilh regulations
• Informal sector: production oi non-traded goods, self-employmen� non compliance regulations,

non perfect access to physical capital

• Production factors characteristics:
• Capital:

• Labor:

mobile bolh intemationally and across sectors 
not instantaneously: capital market is not perfect for informal producers (installation costs 
) 

constant total labor force 
workers are homogenous when salaried in lhe formal sector but differ in terms oi lheir 
entrepreneurial capability when self-employed 
mobile across sectors 
not instantaneously because oi capital market imperfections 

- Properties oi lhe framework:

The Govemment 

interactions between macroeconomic variables and lhe labor market 
steady state analysis and transitional dynamics due to non instantaneous adjustment oi 
bolh capital and labor 

Govemment characteristics can be easily introduced in lhe core model and can include some or all of lhe following 
elements. The listing is obviously not exhaustive. 

- Expenditures:
- Consumption oi traded and/or non-traded goods
• Production oi services lhat can be used as intermediate inputs
- Social security benefits and assistance
• Debt interests payments

• Revenues:
• Taxes: payroll, corporation and individuais incarne taxes, indirect taxes, tariffs ( according to lhe
above specification, nane oi lhese taxes are expected to be voluntary paid by individuais involved
in informal activities)
• Olher sources oi revenues can consist oi domestic and foreign credit and transfers from lhe
central bank including seignorage and/or interest receipts on net foreign asseis

The Labor Market 

• Segmentation implies lhat lhe formal section oi the labor market is characterized by downward rigidities in wages
which can be related to lhe presence oi unions and/or indexation practices and/or legàl minimum wages
- lt is furlher possible to look at lhe impact oi upward/downward pressures on formal wages due to lhe introduction of
specific labor market policies
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Box 2.2 Fundamental E uilibrium Relations in the Core Model 

We present steady state responses of the variables of interest to the various shocks that can possibly occur in our 
framework. The following equations are used to formulate Table 1. 

PN The relative price oi non-traded goods in terms of traded goods is denoted by p that is, p = - , where P
N 

denotes the price of non traded goods and & the price oi traded goods (the nominal exchange rate). ln other words p 
stands for the inverse of the real exchange rate. Then, a real appreciation would correspond to a rise in p.

A r subscript refers to the traded goods sector and a N subscript to the non-traded goods sector. A L subscript refers 
to formal labor and a se subscript to self-employment. 1/ refers to the share in the respectiva sector total eamings while 
<p refers to the share in total revenues. Then, 'P

Lr 
denotes the share of formal workers labor eamings in total 

revenue. N,. is the self-employed labor force, 0 is the intra-temporal elasticity oi substitution and ris the share oi 
individuais' revenue spent on traded goods. A stands for a technology shock. Average eamings are denoted by w. e 
denotes the nominal exchange rate and r the real interest rate. Finally, variables with hats reler to rates of change 
- &:

(X=-). 

(1) 

li only technological shocks are considered, we obtain the standard Balassa -Samuelson result (Balassa (1964). 

• • ( J ( • J 
" A +e 1 . N • 

WN = T + TlLr --- r+ q,_ 
se. 

Nse 
1hr 17LN 1- N,, 

(2) 

(3) 

(4) 

where Q = [(1 - m )'t' + m J- 1 't' = 
2 

- a N [ ( N ;, F ] and N'se represents the initial steady 
l 't' se -r LT ' 

I 
2-aN 

-aN 1-(N;,)i-a, 

state levei self-employment. 
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Some Empirical Evidence 

2.17. We use a multivariate Johansen approach (Johansen 1988) to explore cointegration 
relationships in relative eamings, relative sector size and lhe real exchange rate with lhe aim of 
establishing lhe degree of dualism-as defined above--ln lhe labor market in Mexico, Brazil and 
Colombia. This exercise can give us a preliminary answer to lhe question: whether and to what 
degree are lhe labor markets in these three countries "flexible" in lhe broadest terms, viz., whether 
key eamings and employment indicators responq to macroeconomic shocks in a manner lha! is 
consistent with efficient functioning of markets. The empirical analysis is also used to extract some 
conclusions about lhe source of real appreciations in lhe three countries. These results are explored 
in more detail in lhe next section. 

2.18. Figure 2.1 displays lhe time series of lhe three variables under consideration for lhe three 
countries respectively. We limit ourselves here to a qualitative presentation of lhe results and refer 
lhe reader to Fiess, Fugazza and Maloney (2001) for technical details. The period under 
consideration runs from 1985:Q1 to 1999:Q2 for Colombia, from 1987:Q1 to 1999:Q1 for Mexico and 
from 1992:Q1 to 2000:Q4 for Brazil. By looking first ai lhe whole sample, we find lha! for Mexico lhe 
test of integrated markets can be strongly rejected while lhe test of segmentation cannot be rejected. 
For Brazil, lhe hypothesis of integration cannot be rejected and lhe hypothesis of segmentation is 
rejected ai lhe 1 % levei. For Colombia, lhe hypothesis of segmentation cannot be rejected while lhe 
hypothesis of integration can be. 

2.19. ln all three cases, however, tests of lhe stability of lhe cointegration space suggest lhe 
possibility of different relationships in different sub-periods. This finding is consistent with lhe 
previous argument lha! rigidities in lhe formal sector may bind in some periods and no! in others 
depending on lhe macroeconomic environment. 

• For Mexico, lhe segmentation hypothesis is only accepted from 1995 onwards and lhe
hypothesis of integration cannot be rejected prior to 1995. This suggests lha! lhe Mexican
labor market behaves pretty much like a flexible market in lhe recovery period leading up to
1995.

• For Colombia, statistical tests support lhe hypothesis of a segmented labor market post
1995 onwards and never support lhe view of integration for any time sub-sample. These
findings are in accordance with lhe view lha! regulations in lhe Colombian labor market are
binding strongly and lha! lhe dualistic view reflects relatively well its functioning.

• ln Brazil, despite full sample evidence of integration, there is evidence of segmentation
during lhe pre-Real plan period and in lhe post Asian crisis period (see Figure 2). These
findings indicate lha! lhe labor market nature in Brazil is likely to have changed over lhe
decade.
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Figure 2.1 Real Effective Exchange Rate, Relative Wage and Share of Informal Workers 
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Fi ure 2.2 Some Evidence for Se mentation in Brazil 

A recurslve test of segmentation in Brazil 

1.6 ----------''..::ª:..'.:'º�"�'·�""'.c'.°''.-"º"''"""ifíC8C'.'."c,"'c._ _________ ---, 
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10 
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Note: Figure 2.2 shows a recursive test oi the hypothesis oi segmentation in the Brazilian labor market. The hypothesis oi 
segmentation cannot be rejected for test statistics below 1 and the shaded areas are thus indicative for segmentation. 
Starting with an ortginal sample from 1982:01 to 1989:04, the estimation period is increase by one observation at a time 
and the corresponding test statistic is calculated. lt is important to realize that the pertods where the hypothesis is rejected 
do not indicate exact break points. Much rather, they reveal what a researcher would find if she had only access to data 
stretching from 1982:01 to the specific point intime where the test statistic is calculaled. 

2.20. Brazil represents an interesting case as periods of evidence in favor of segmentation and 
periods of evidence in favor of integration altemate. This again strongly supports lhe argument that 
lhe degree of segmentation in labor markets, even though strictly linked to lhe severity of regulations, 
is also a function of lhe specific macroeconomic conditions prevailing in an economy ai a given 
moment in time. 

2.21. lhe Brazilian experience of lhe 1990's gives us lhe opportunity to assess practically lhe 
foregoing argument. lndeed, lhe economy went through three macroeconomic policy interventions of 
major importance: trade liberalization starting ai lhe beginning of lhe decade, disinflation with lhe 
Real plan launched in 1994 which was followed by a conspicuous fiscal adjustment in lhe late 1990's. 
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2.22. This section is devoted to a closer examination of lhe Brazilian case. We focus mainly on lhe 
1990s as we do no! find any significant varialion in lhe labor market behavior in lhe 1980s12. We first 
present evidence of changes in lhe labor market behavior across lhe period based on Okun 
coefficients for total employment and average labor eamings. Then we briefly discuss lhe major 
macroeconomic events of lhe decade and provide possible and plausible explanations, based on lhe 
insights of our conceptual framework from the overall behavior of lhe economy . 

Further Empirical Evidence 

2.23. While the cointegration approach in lhe las! section allowed an identification of segmentation 
and integration based on negative and positive co-movement of relative wages and sector sizes, in 
this section we make use of a different technique to idenlified segmented and integrated labor market 
episodes based on lhe sensitivity of employment and real wages with respect to output based on 
Okun coefficients. As we would expect, quantities adjust more than prices in a segmented market 
and lhe reverse holds in an integrated market. 

2.24. To investigate lhe sensitivity of real wages and employment with respect to output we follow 
Gonzalez Anaya (1999) and estimate rolling Okun coefficients for total employment and real wages 
for 1982 to 2001.13 The advantage of a rolling regression approach is lha! as lhe estimation 
procedure moves through the sample, new observations are picked up and changes in lhe Okun can 
be attributed to changed circumstances in lhe lates! incorporated period. The resulting period-specific 
wage and employment Okun coefficient are graphed in Figure 3. 

2.25. As already menlioned, we expect quanlities to adjust more to macroeconomic shocks than 
prices in a segmented market. This appears to be lhe case for the years 1991 and 1992. Even 
though wage reaction is not monotonic, it roughly remains less pronounced than employment 
reaction during these two years. The Collor Plan failed to rein in inflation and lhe economy was on a 
recessive path with increasing fears of lhe effects of a rapid and incisive opening of lhe economy. 
The retum of hyperinflation without perfect indexalion of workers' wages allowed firms to adjust 
through prices rather than quantities in 1993 and in lhe first half of 1994. ln lha! period lhe labor 
market behaved in an integrated manner, and lhe economy recovered from a period of negative 
growth 

12 As suggested in lhe previous section, the labor market behaved essentially as an integrated market over lhe full
decade. The usual explanation relies on lhe capability oi firms to adjust real wages lhrough imperfect indexation. 

13 As Okun's law was developed for total employment and overall GDP, we do not distinguish between the formal and
informal sector. 
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Note: Shaded areas indicate segmentation. i.e. situations where employment Okun coefficients react stronger than wage 
Okun coefficients. 

2.26. ln July 1994, as lhe Real Plan was implemented, inflation lell sharply and indexation 
practices were stopped. As a consequence firrns were less able to erode real wages and adjustment 
occurred increasingly through quantities. This corresponds to lhe second shaded area in Figure 3. ln 
lhe last quarter oi 1994 and lhe first quarter oi 1995, lhe labor market behaved in a segmented 
manner until lhe economy adapted to lhe low-inflation environment, reverting then to an integrated 
market. With lhe Asian crisis, once again, adjustment through quantities picked up while wage 
reactions were more muted. This corresponds to lhe lhird shaded area covering lhe last quarter oi 
1997 and beginning oi 1998. The labor market again behaved more like an integrated market in lhe 
rest oi 1998. Generally speaking, therelore, lhe Real Plan period was characterized by a roughly 
integrated labor market, wilh lhe exception oi lhe period lha! follows lhe Asian crisis. However, since 
lhe devaluation in January 1999, lhe labor market has been showing an increased tendency to adjust 
more through quantities than prices, a phenomenon lha! corresponds to increased segmentation. 
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Box 2.3 Em irical Estimation of Okun Coefficients

Okun coefficients reflect lhe sensitivity of real wages and employment to changes in output. We follow 
Gonzalez Anaya (1999) and estimate "rolling" Okun coefficients for 1982 to 2001. Rolling coefficients 
implies lha! these magnitudes are estimated for consecutive sub-periods. The advantage of a rolling 
regression approach is lha! as lhe estimation procedure moves through lhe sample, new observations are 
picked up and a change in lhe Okun coefficient can be attributed to an innovation in lhe lates! period. 

We make use of lhe Okun (1962) initial melhod which relates first differences of unemployment and output. 
Although Okun's initial approach has given way to more sophisticated methods, it still represents a simple 
and efficient tool. 

We use quarterty data for real wage, total employment and seasonally adjusted GDP. The wage data is 
from PME and lhe output data from IBGE. 

Since we deal with quarterty data, we introduce a lag structure to reflect lhe fact lhat a change in output 
might not fully adjust wilhin one period and also to control for serial correlation. We find that real wages 
adjust in lhe sarne period to changes in output, while lagged changes in output up to lhe third lag impact 
contemporaneous changes in employment. This findings is not surprising as prices tend to react faster than 
quantities. The estimated equations are: 

Ô.W1 = aw + /Jwô.Y, + ÔwÔ.W1_1 + liwt 
3 

/'J.N, = ªN + /JNLiY, + L1JiNLiY,_, + ôN/'J.N,_I + EN, 
i=l 

where /'J.N, , Liw, and LiY, are changes in total employment, real wages and output respectively. 

The respective wage and employment Okun coefficients are calculated as follows: 
3 

/J /JN, + L771N 
Okun = _N_,_ and OkunN =

1=1 

w l-ôw l-ôN

Given lhe period-sensitivity of lhe ccimputation of Okun coefficients we estimate 9-year rolling regressions 
(36 observations per regression). Operationally, lhe Okun coefficient for I is lhe result of a regression based 
on lhe last 36 quarters, i.e. lhe Okun coefficent for 199901 is lhe results from a regression based on 
199001 to 199901. 

Data 

Based on Augmented Dickey Fuller tests we find real wages, output and employment are 
nonstationary (1(1)) in leveis and stationary in first differences. Recursive cointegration tests (see 
appendix) indicate no evidence of cointegration between lhe labor market variables and output, 
thus eliminatin the need to introduce an error correction mechanism. 
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The Macroeconomic Environment 

2.27. The experience of Brazil is usualiy recognized as being quite peculiar in lhe sense lha! 
reforrns were effectively implemented in a credible way only a decade or so after lhe other countries 
in lhe region. The opening oi lhe Brazilian economy started effeclively only in lhe early 1990s and 
price stabilization was successfuliy achieved only in 1994. The succession of trade liberalization and 
disinflation measures coupled with a sharp fiscal adjustment produced a substantial change in the 
macroeconomic environment. ln the 1980s, Brazil had high and growing inflation, relalively modest 
fiscal deficits, a weak currency and a relatively comfortable current account surplus. ln 1995, lhe 
Brazilian economy began to display the opposite characteristics: low and declining inflation, high 
fiscal deficits, a relalively stronger currency and a deteriorating current account. 

Price Stabilization 

2.28. Between 1986 and 1991 there were tive attempts to stabilize prices but ali failed. The major 
ones were the Cruzado Plan in 1986 and lhe Colior Plan in 1990. They were ali based essentialiy on 
freezing prices for a certain period oi time in an attempt to break lhe indexation mechanisms 
prevailing in the economy. 

2.29. A major shift in economic policy occurred under Itamar Franco, when Henrique Cardoso 
became Minister oi Finance in 1993. He presented an innovative stabilization program largely based 
on market forces. The Real Plan, launched ai the end oi June 1994, proved to be ver; successful in 
bringing down inflation.14 The monthly inflation rate dropped from 50 percent in June 1994 to about 2 
percent in the fourth quarter of 1994. The plan broke with the previous indexation mechanism which 
automaticaliy transmitted past inflalion into current and future rates oi inflation. ln addition, 
indexation clauses were prohibited in contracts lasting less than one year, including wages contracts. 

2.30. Fears oi lhe retum oi high inflation rates reappeared in lhe post Asian and Russian crisis 
periods essentialiy as a consequence oi lhe sharp deterioration of lhe fiscal stance during 1995-
1998. These fears were contained by raising real interest rates and foreign investors trust was 
recovered thanks to an accommodating devaluation and a free float since January 1999 (with only 
occasional interventions by lhe Central Bank, e.g., July 2001 ). 

Trade Liberalization 

2.31. The Colior Plan announced a sustained opening oi the Brazilian economy which officialiy 
started in lhe late 1980s. Trade liberalization was deepened with lhe Real plan. ln less than five 
years, ali non-tariff barriers were removed and average import tariffs feli from 32.3 percent in 1990 to 
12.6 percent in 1995. The Real Plan was characterized by lhe use of the exchange rate as an 
instrument oi lhe stabilization strategy. This was a deliberate choice oi the govemment aimed ai 
increasing lhe competitive pressure on the prices of tradable goods. lmports were then expected to 
play the role of lhe adjustment variable between aggregate supply and aggregate demand. lmports 

14 The plan presented a mechanism to avoid lhe usual price freeze. This process oi de-indexation was based on lhe
establishment oi a transitional unit oi account (Unidade Real de Valor) fully indexed to inflation. 
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of intermediary goods increased roughly 150 percent in 1995-1996 and imports of consumption 
goods increased 300 percent. As a result Brazil began to record sizeable trade deficits while trade 
surpluses were lhe leitmotiv of lhe balance of payments up to lha! date. The Real Plan also initiated a 
process of financial liberalization and deepening. 

Fiscal Adjustment 

2.32. The post-Real Plan period has been characterized by a dramalic worsening in lhe state 
govemments budgets. One of the major structural causes of lhe 1995-1996 fiscal crisis was lhe 

• heavy reliance of lhe states on lhe inflation tax during the high inflation period. Large increases in
salaries were granted to state employees ai lhe end of 1994, up to 56 percent in real terms, without
being covered by equivalent tax revenues. ln addition, domestic interest rates rase sharply in early
1995 and lhe federal govemment strongly reduced lhe borrowing opportunities available to lhe
states. As a consequence, exceptional measures had to be undertaken to preveni a deep fiscal
crisis. A comprehensive restructuring of state debt was elaborated by lhe govemment by lhe end of
lhe third quarter of 1996. However, increases in discretionary spending were observed in 1997 and
1998 shifting lhe debt dynamics into an unsustainable path. ln late 1998, a strong adjustment
program was implemented ai all levels of government. This program, still in place today, appears to
have put lhe net Brazilian public debt back on a sustainable and declining path.

2.33. There is some empirical evidence, even though it remains weak, of a monetary dominance
regime for 1999 and 2000.15 The !alter indicates that monetary policy appears to be non
subordinated to and unconstrained by fiscal financing requirements contrarily to lhe pre-Real period .

15 See IMF (2001)
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Figure 2.4 Real Effective Exchange Rate, Relative Wage and Share of lnforrnality in Brazil 

2.3 ---------------------------� 1.5

2.1 

1.9 

1.7 

1.5 

1.3 
. ,

1.1 
. 

0.9 +---------------\-__,;_----....:•�·.;.· ______ _;,___---',--'e-,'! 0.9
·. 

. : . ... - - - .. - ... ,,, ...... _." 0.7 +.-----------� ..... _____ .....,. ____ .;;,;.. ___ .....+ 0.8 
198201 198501 

-wageF/SE 

198801 199101 

• - • • - • Real Exchange Rate

199401 199701 

-Fonnal/SE

Note: Real Exchange Rate and wage F/SE are scaled to left-hand axis. 

A Conceptual and Factual Assessment 

200001 

2.34. We concentrate on three variables, namely lhe informal workers' eamings relative to formal 
workers' wage, lhe size of lhe informal sector relative to lha! of lhe formal sector and lhe real 
exchange rate (price of non-traded goods over price of traded goods). The behavior of these three 
variables in lhe 1990s are reported in 
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Figure 2.4 . 

. 2.35. li might be argued that real interest rate should not be treated as an exogenous variable as it 
is the case in our framework. Nevertheless, as far as Brazil is concerned, we found that the real 
interest rate does not form part of lhe cointegration relationship and can thus be treated as an 
exogenous variable,s . 

2.36. Our conceptual framework offers a wide spectrum of causes of real exchange rate 
movements which correspond to a specific macroeconomic environment and labor market behavior. 

• We have:

• a real depreciation (non-traded goods become less expensive relative to traded goods) with 
evidence of segmentalion could be lhe outcome of either a negative shock to lhe traded
goods sector, or a shift in preferences towards traded-goods, or a rise in lhe real interest rate 

• a real appreciation with evidence of segmentalion could only be lhe outcome of a negative
shock to lhe non-traded goods sector

• a real depreciation with evidence of integration could be lhe outcome either of a positive
shock to the non-traded goods sector, or of a negative shock to lhe traded goods sector, or a
shift in preferences towards traded-goods, or of a rise in lhe real interest rate

• a real appreciation with evidence of integration could be lhe outcome of either a positive
shock to the traded-goods sector, or a negative shock to lhe non-traded goods sector, or a
shift in preferences towards non-traded goods or a fali in lhe real interest rate

2.37. These results are summarized in Table 2.1. Box 2.4 presents heuristically lhe effects of 
macroeconomic policies by referring lhe latter to lhe shocks considered previously. 

Table 2 1 Sources of Real Exchanae Rate Variations and Labor Market Behavior 

Real Appreciation Real Depreciation 

Segmentation lntegration Segmentation lntegration 
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16 lndeed, a joint test oi long-run exclusion and weak-exogeneity of lhe real interest rate could not be rejected (LR-test:

x2(2)=2.91, p-value=0.23). 



-22-

Box 2.4 The lmoact of Macroeconomic Policies ln the Core Framework 

Trade Liberalization 
Production. lf the traded goods sector is competing directly with imports then liberalizing trade corresponds to a 
negative shock to the formal sector in the short (medium) run. However, the sign of the shock is expected to be 
reverted in the longer run because of imported technological improvements. Inputs costs are also expected to fali a 
fortiori if trade liberalization is accompanied by financial liberalization and/or deepening. Then the cosi of borrowing 
physical capital is expected to fali and borrowing constraints to be eased, possibly also in the informal sector. 

Consumption. Consumption is expected to boom because of the fali in the price of traded goods. The inherent positive 
income effect also leads to a rise in the levei of consumption of non-traded goods. 

Govemment. lf trade liberalization implies a conspicuous fali in govemment revenues because of lower tariffs 
proceedings, then other tax rates may have to be increased and/or expenditures reduced. Any rise in taxation could 
generate a bias towards informality. ln general, if the govemment adjusts immediately for revenue lasses, then lhe 
negative impact on formal production is likely to be more pronounced. lf the govemment adjusts its expenditure levei 
by reducing its consumption of non-traded goods then this would have the effect of a negative shock to the informal 
sector. The overali income effect is discussed in more detail in lhe fiscal adjustrnent section. 

Exchange-Rate-Based Disinflation 
Production. Exchange-rate-based disinflation has the effect of a negative shock to the traded-goods sector as it 
corresponds to a fali in the price of the traded good. 

Consumption. A fali in the inflation rate leads to two contrasting effects. First, lower prices imply a higher consumption 
based real interest rate, which tends to lower the current levei of consumption. Second, lower price leveis reduce lhe 
opportunity cosi of holding money (or equivalently it generates a positive real balances wealth effect), which tends to 
increase lhe current levei of consumption. Then, the predominant effect has to be determined empiricaliy. 

Govemment. Lower inflation implies lower revenues from seignorage. Then, govemment may be willing to reduce 
expenses and/or increase tax rates to avoid fiscal crisis like in the case of trade liberalization. 

Fiscal Adjustment 
Both, a trade liberalization and an exchange-rate-based disinflation program are expected to be coupled with fiscal 
adjustrnént to offset losses in govemment revenues. Fiscal adjustrnent could consist either in an increase in taxation or 
a reduction in expenditures or both. 

Higher taxation, besides having a negative impact on formal production, makes the informal sector more attractive as 
lhe latter is characterized by tax evasion. This is specialiy true if formal production (firms and/or workers eamings) is 
lhe target of higher tax rates. This would also be true, although to a lower extent, if indirect taxes are raised. 

As to a reduction in the levei of expenditures, its impact depends essentialiy on the consequent changes in expenditure 
composition. lf reduction in consumption of non-traded goods is the main target then the informal sector is directly 
affected and this could increase the degree of segmentation in the labor market. 

The purpose oi fiscal adjustrnent can also be the reduction oi govemment debt per se. ln thal case interest rates could 
be exoected to fali conseouentlv. 

2.38. 

2.39. The Collor period is characterized by evidence of a segmented labor market. We also have 
that lhe price of non-traded relative to traded goods is falling dramatically. The real interest rate 
remains ai very high leveis. AII these elements seem to indicate lha! through this period lhe fonnal 
sector was undergoing a negative shock or ai least was behaving as if. The fact lha! lhe economy 
was opening progressively and in a credible manner makes this explanation quite plausible. The end 
of lhe Collor brought back some positive growth prospects and lhe labor market appeared to be less 
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segmented. AI lhe sarne time the real exchange rate path was reverted. As real interests rates 
remained very high, essentially because of lhe retum of hyper-inflation, a possible explanation of lhe 
phenomenon could be a shift in preferences towards the non-traded goods sector. 

2.40. The Real Plan has been a path-breaking economic event. Alter a relatively short period of 
adjustment, characterized by segmentation in lhe labor market due to a substantial rise in labor costs 
brought about by a fali in inflation which led to depreciation, we observe a sharp increase in lhe 
relative price of non-traded goods essentialiy driven by a surge in consumption. The latter was due to 
the fali in the cosi of holding money, the relaxation of liquidity constraints and increased access to 
credit brought about by financial liberalization. There is no clear evidence of any positive shock to lhe 
traded goods sector. On lhe contrary, productivity improvements appear to have been lhe 
consequence of lower worker participation in that sector. The expansion of lhe informal sector 
together perhaps with a possible positive shock could have explained the fali, even though not a 
dramatic one, of lhe relative price of non-traded goods in lhe period leading up to lhe Asian crisis, 

lhe Russian crisis and lhe subsequent recessionary period that includes lhe devaluation of January 
1999. Again labor regulations appear to have been binding beginning in late 1997. Even though lhe 
economy as a whole has been hit by these externai shocks, lhe formal sector which was more 
exposed to foreign investments may have suffered lhe mos!. 

2.41. The year of 1998 is characterized by negative growth rates, a falling relative price of non-
traded goods in terms of traded goods, falling self-employed earnings relative to formal wages and an 
increasing participation in lhe informal sector. These elements corroborate evidence of a 
predominant negative shock to the formal sector which has led to a higher degree of segmentation in 
the labor market. The first signs of overali economic recovery are perceived in late 1998 and are 
strengthened by lhe devaluation that occurred ai lhe beginning of 1999. There is some evidence of 
an industry-led recovery which explains lhe reverted tendency in lhe real exchange rate. We may 
also interpret lhe real appreciation as the outcome of a negative shock to lhe non-traded goods 
sector as there is still some evidence of a segmented labor market to date. The contribution to gross 
domestic product of the industrial sector has risen from 34.6 % in 1998 to 35.5 % in 1999 while that 
of lhe services sector has fallen from 62.3 % in 1998 to 61. 1 in 1999. These tendencies were 
maintained in 2000. GDP growth has jumped to more than 4 % and lhe relative size of lhe formal 
sector has increased in terms of lhe size of lhe informal sector. The degree of segmentation has 
fallen since 1999 and there is some evidence ( 
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Figure 2.4) of the retum of job creating growth after a mitigated decade. 

2.42. The decade of lhe 1990s has been characterized by a growing informal sector. This trend 
has not exclusively been the result of a increasing degree of segmentation in lhe labor market. 
Rather it has been the result of lhe conjunction of a series of economic events that hit negatively and 
predominantly the formal sector and of always threateningly binding labor legislation. ln addition, a 
general shift of preferences in favor of non-traded goods also has contributed to this pattern in the 
composition of lhe economic activity. 

2.43. Nevertheless, since the beginning oi 2000 there are signs of a long-term oriented recovery in 
the formal sector. This may indicate an increase in productive efficiency and competitiveness in lhe 
formal sector which have been expected since the beginning of lhe 1990's. 

2.44. Empirical evidence presented in previous sections supports the view that neither a purely 
"dualistic" nor a purely "non.<Jualistic" approach can be applied to labor markets in less developed 
economies without referring to any further qualification. We argue that an approach able to 
encompass both views is rather desirable, specially in terms of policy implications. We argued 
previously that in the presence of a labor market that behaves like an integrated labor market, then, 
reforming labor regulations should not be the core of policy orientation as there is no evidence that 
lhe latter are either strongly binding and/or distorting. Rather, efficiency improvements should be 
eased in both formal and informal sectors. On the contrary, if there is evidence of segmentation in the 
labor market, lhen reforming lhe labor regulation is likely to generate efficiency and eventually equity 
gains. ln the case of a labor market that behaves both like a segmented and an integrated market, 
then policy orientation should be defined according to both set of characteristics. A rise in lhe degree 
of segmentation ai some points in time underlines the necessity to reform labor market legislation in 
arder to dampen the effects of activity downtums. Nevertheless, evidence of integration in other 
periods is the signal of a potentially efficient labor market and, policies aiming ai reducing operational 
costs and at improving economic growth potential in ali sectors of the economy are likely to be 
efficiency and equity enhancing. Again, labor-related policy orientations could not be disentangled 
from other macroeconomic objectives as the two are expected to interact. 

Less Segmentation versus More lntegration 

2.45. A higher degree of segmentation is the outcome of a negative shock to the economy in the 
presence of downward wage rigidities in lhe formal sector. Sources of downward rigidities include 
wage inertia due to indexation mechanisms (backward-looking contracts)17, unions and govemment 
imposed wage floors. Then, we would expect lhe remova! of these downward rigidities to generate 

17 See Crowley (1997) for an extensive analysis.
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strong efficiency gains as worker flows would be driven essentiaily by eamings differentials 
considerations1a_ 

2.46. li has been argued that lhe implementation of macroeconomic refonns can take advantage of 
a dramatic economic environment19. However, as far as labor institution refonns are concemed, lhe 
validity of this argument can be questioned. 

2.47. Recently, various authors presented lhe view lha! labor institution refonns have proved 
difficult to implement essentially because of political opposition20 . Lera and Pagés (1996) argue lha! 
this is effectively lhe case in mos! of Latin American countries. Polilical opposition is mounted by 
fonnally employed workers as they constitute lhe labor cohort who benefil directly from labor markel 
institulions. lndeed, lhe latter generate rents lha! take lhe fonn of high relative wages and high 
relalive employment security. Moreover, in contras! to informal and unemployed workers, fonnal 
workers are usually strongly represented in lhe polilical decisional process despite lhe fac! lha! they 
do not represent the largest cohort in lhe labor force. As a consequence, lhe interest of workers with 
fonnal work contracts would prevail, even though lhe inherent economic outcome proves to be 
suboptimal and often unfair. 

2.48. The Cardoso experience can be an illustration of lhe above arguments. The Real plan in 
Brazil was seen as a necessary adjustment program and eventually put lhe economy on a sustained 
path for economic development. However, lhe implementation of potenlially beneficial labor refonns 
were refrained by political opposition. lndeed, as lhe economy, driven by a consumplion boom, 
recovered rapidly from lhe inilial negative impact of lhe Real plan, labor reforms have been perceived 
as an unnecessary addilional sacrifice by lhe concemed individuais and their representatives. 

2.49. The above process is likely to be reinforced by electoral concems of polilicians. lndeed, 
fonnal workers usually express their voling right more extensively than other workers. ln other words, 
in a context where polilical interaction is taken into consideration, it is not surprising to not witness 
radical and effective changes in labor legislation within short spells of time. 

2.50. ln tenns of policy implications, efforts put toward lhe implementalion of radical labor refonns 
may not be highly effeclive unless lhey can be inserted into a broader sei of policy interventions. 

2.51. The previous seclions suggest that in a market that behaves like an integrated market, lhe 
infonnal sector and specially lhe self-employed, are likely to present lhe features of a dynamic and 
potenlially highly produclive sector. ln this context, lhe main challenge for policy makers is to make 
lhe infonnal sector to act like lhe fonnal sector with respect to compliance with social security 
contribulions and taxalion. lndeed, when there is evidence of labor market integralion, tax and social 
security contribulion evasion should be a major concem for policy makers. 

18 Eamings would also include any kind of non-wage benefits as specified in Cuninngham and Maloney (2001).

19 See Rodrik (1996) for a general discussion ofthe argument.

20 See, for instance, Saint-Paul (2000) for a comprehensive theoretical analysis and further references.
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2.52. ln lhe sarne way that rigidities in lhe formal sector represent rents to formal workers, tax 
evasion can be seen as a rent seeking activity for informal individuais lha! is detrimental for lhe 
economy. 

2.53. However, it is important to stress that tax evasion and non compliance with regulations are 
only a characteristic of lhe informal sector, not its very and only nature. Then, it could be counter
effective and harmful to impose on lhe informal sector compliance with taxes and regulations as long 
as other possible production impediments are not removed from that sector. lndeed, despite signals 
of a quasi well-functioning of lhe labor market, inefficiencies may still prevail in lhe informal sector. 
These inefficiencies result from lhe existence of costs not related to lhe very process of production. 
As such labor regulations for formal firms, weak judicial protection and high cosi of capital can 
represent a bulk of 'excessive" costs of production for informal producers21 .

2.54. Weak judicial protection, as well as weak political representation, are essentially due to lhe 
fact that activities in the informal sector are not fully legal. Therefore, producers can not exercise full 
property rights over their capital and product and contracts can not be enforced through lhe judicial 
system. This translates into abnormally higher transaction and monitoring costs for lhe informal 
sector compared to lhe formal sector. 

2.55. Capital accumulation is also severely affected by non fully enforceable contracts. lndeed, 
effective borrowing rates paid by informal producers are higher than those paid by their formal 
counterpart. 

2.56. A promotion of lhe efficiency of productive activities in lhe formal sector would contributes to 
lowering lhe cosi of compliance with taxation and regulations to informal workers. This cosi would be 
further reduced lhrough a social security reforms that strives to align lhe costs with lhe benefits of 
contributors. 

2.57. ln lhe light of lhe above discussion, we argue that pursuing in lhe first place higher 
integration rather lhan lower segmentation, leads eventually to lower segmentation. Higher labor 
market integration implies better production conditions and a higher ability to take advantage of 
govemment-provided services in lhe informal sector. Subsequently lhe informal sector becomes 
increasingly attractive to ali workers, implying that opposition to labor institution reforms could be 
weakened because of lower rents attached to formal activity. Moreover, lhe political weight of 
informal workers can be expected to increase, which could further contras! formal workers opposition. 
This tendency would be made even stronger by social security reforms lha! would ensure compliance 
of the full labor force. 

2.58. ln a country like Brazil, where segmentation and integralion periods altemate, working for 
higher integration of the labor market is likely to produce almost immediate results. 

21 De Solo (1989) presenls evidence of lhe phenomena for Peru.
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2.59. ln generic terms, lhe medium-to-long run policy objective is to fuliy align interests of 
participants in lhe formal sector with lhe interests of lhe participants in lhe informal sector, lha! is, to 
make sector-participation arbitrage rely exclusively on lhe skills and intrinsic ability of lhe individual. 

2.60. The policy intervention orientation in lhe short-to-medium-run depends on lhe one hand on 
lhe behavior of lhe labor market and on lhe other hand on decision-making efficiency of lhe political 
process . 

Labor Policy Orientations and the Macroeconomic Environment 

2.61. ln this section, we present "anti-segmentation" and "pro-integration' policies suitable for 
macroeconomic environments inherent to lhe three type of macroeconomic policies analyzed 
previously. 

T rade Liberalization 

2.62. Economic opening and integration are expected to affect negatively lhe traded goods sector 
as competition from foreign producers increases. Thus, trade liberalization is likely to affect labor 
eamings negatively. However, an offsetting positive income effect may appear due to a fali in lhe 
general price index as tariffs on imported goods are lowered. When wages are relatively flexible in 
lhe formal sector, those who flow to lhe informal sector are expecting to pursue higher income. Then, 
no segmentation should be identified. Moreover, the real exchange rate could either appreciate or 
depreciate depending on lhe amplitude of lhe offsetting income effect. 

2.63. ln lhe presence of downward wage rigidities in lhe formal sector, workers are expected to be 
rationed out from lhe formal sector and lhe fali in labor eamings is expected to be essentialiy 
concentrated in lhe informal sector. ln lha! case lhe degree of segmentation is expected to increase, 
relative earnings and participation in lhe informal sector move counter cyclicaliy and, the real 
exchange rate depreciates. 

2.64. The negative initial impact of trade liberalization would be accentuated if the government 
had to rise new taxes to offset lhe fali in tariffs revenues. 

2.65. ln lhe traditional view, a reduction in trade barriers is expected to enhance efficiency in the 
formal sector and to foster an adjustment in relative prices that leads to a realiocation of production 
resources towards lha! sector. However, lhe previous section indicates lha! in lhe presence of formal 
sector rigidities, lhe !alter outcome may no! be obtained in lhe short-to-medium run. Then, it is lhe 
role of policy intervention to smooth transitional negative effects. 

2.66. ln lhe formal sector, policy interventions must aim ai facilitating efficiency improvements, 
specialiy for those firms that are directly affected by trade liberalization. Measures could consist of 
lowering lhe costs of borrowing physical capital by accompanying a trade liberalization with financial 
market liberalization and deepening. Nevertheless, firms may be induced to adopt more capital 
intensive technologies if regulations in lhe labor màrket remain unchanged. As we pointed out 
previously, reforms in lhe labor market may not be implemented rapidly. As a consequence, an 
altemative policy direction, which would complement efficiency improvements and contain 
substitution of labor, could be based on lhe implementation of specific training schemes. These 
training programs should provide workers with lhe necessary skills to catch up with expected 
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technological improvements. Ali workers should be entitled to these schemes. Obviously, lhe cosi of 
large scale training schemes may prove to be prohibitive, specially in lhe context of a macroeconomic 
adjustment program that requires budgetary restrictions. Then, there may be some scope for 
subsidizing temporarily and decreasingly formal producers. Subsidies could be made conditional on 
non-decreasing employment leveis within a firm. However, lhe govemment would have to ensure that 
financial support is terminated within a relative short period of time as to avoid lhe perpetuation of 
rents previously attached to trade barriers, which are usually hold responsible for lhe lack of 
efficiency enhancing investments. 

2.67. Even though lhe informal sector is not directly affected by trade liberalization, labor rationing 
in lhe formal sector due to rigidities is expected to lead to lower eamings and thus to worsen lhe 
plight of lhe lowest income group. Providing better access (fui! property rights) to cheaper capital to 
informal producers would contain segmentation and lhe progression of poverty. ln lhe very short-run 
financial resources should also be devoted to a direct transfer to lhe poorest. li may be lhe case that 
pari of these transfers would be used to build up some physical capital stock. Thus temporary income 
support programs may have long run poverty reducing effects. 

2.68. When wages are relatively flexible, we would expect lhe impact of trade liberalization to be 
less harmful lhan in lhe presence of downward rigidities. However, labor regulations that do not lead 
essentially to wage rigidities but lha! are responsible for high labor costs (i.e. firing restrictions and 
indemnities, social security contributions) may induce formal firms to replace labor with capital, 
putting lhe sector on a palh of job destruction, despite efficiency improvements. 

Exchange-Rate Based Disinflation 
2.69. A fali in lhe rate of devaluation is also equivalent to a negative shock to lhe formal sector. 
However, as inflation is curbed, we can expect aggregate consumption to react favorably to the 
disinflation program due to a positive wealth effect. The associated rise in consumption will also fali 
on non-traded goods and lhe exchange rate may appreciate as a consequence. 

2.70. ln that context, downward wage rigidities in lhe formal sector may not translate into a 
dramatic rise in lhe degree of segmentation as long as consumption reacts strongly and rapidly. Even 
though lhe formal sector is harmed by lhe program, workers are not necessarily rationed out in lhe 
presence of a strong rise in demand, which leads to a rise in lhe price of non-traded goods relative to 
traded goods. lndeed, lhe latter effect pushes eamings in lhe informal sector up and those workers 
initialiy rationed out may benefit from lhe rise in lhe price of non-traded goods. The labor market 
could then behaves as an integrated market. 

2.71. Evidence of segmentation implies lha! either lhe negative shock to lhe formal sector is 
substantial and/or consumption reacts timidly and/or slowly. The Brazilian experience ai lhe 
beginning of lhe Real Plan seems to fit lhe "and" scenario. There was initialiy a large negative shock 
to lhe formal sector. Then, consumption started to react upward and lhe real exchange rate started to 
appreciate after a period of pronounced depreciation. 

2.72. Exchange-rate-based disinflation and trade liberalization have a similar impact on lhe 
economy. Both programs correspond to a negative shock to lhe formal sector and both attempt to 
generate efficiency improvements in sectors producing exported goods or in sectors which are 
competing directly with imported goods. However, while in lhe case of trade liberalization downward 
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wage rigidity could be considered as an exogenous feature, within a disinflalion program downward 
rigidity can be expected to be increased (generated) by lhe latter. lndeed, inflation usually represents 
a good means for firms to contain real wages progression. 

2.73. The policy orientations exposed in lhe foregoing analysis hold in lhe context of a price 
stabilization program. Efficiency improvements should be eased controlling for lhe impact on 
employment. Nevertheless, there is stronger scope for a re-framing of lhe wage bargaining process 
and/or for acting on wage floors in order to offset lhe rigidities induced by lhe fali in inflation rates. 

• 2.74. Theoretically, highly centralized or decentralized structures are lhe mos! desirable in terms of
employment outcomes22 . Nonetheless, highly centralized structures may give more space to an
authoritarian govemment and could then generate non-optimal labor markets outcome. ldeally,
bargaining should occur ai lhe individual levei. Only in lha! situation, ali fringe benefils and costs
incurred by both parts of lhe bargain can be on lhe table23. However, information is neither perfect
nor complete and unions may play an essential role in lhe access to legal information and thus to
guarantee a fair bargain.

2.75. Another way to contain real labor costs is to erode the minimum wage if lhe latter influences
substantially lhe wage distribution in lhe formal sector. ln lhe case of Brazil, lhe impact of lhe
minimum wage seems to be far stronger on lhe informal sector than lhe formal. This corresponds to
the so-called "lighthouse effect"24, where, though not enforced by law, lhe minimum wage appears to
be a benchmark for fair remuneration25. Then, by containing lhe real improvement of the minimum
wage lhe government is likely to harm lhe poorest individuais concentrated in lhe informal sector
without restraining job losses in the formal sector. ln that context, lhe govemment has an addilional
instrument, besides direct financial support, to limit an eventual negative impact of disinflalion on
poverty. Note, that disinflalion per se can be seen as a poverty reducing measure as poor individuais
have usually few inflalion hedges with which to protect themselves against price increases and are
lhe ones who most suffer from the inflation tax26.

Fiscal Adjustment
2.76. Fiscal adjustment could represent a policy goal per se. However, in most developing
countries, fiscal adjustment has been a companion to attempts of macroeconomic adjustment. Brazil
is no exception as lhe fiscal adjustment program set in the second half of lhe nineties was essentially
the consequence of fiscal indiscipline in lhe aftermath of lhe Real plan. Public expenditures increased
despite lhe dramatic drop in inflation tax revenues. Fiscal alarm was sounded in large part by

22 See for instance Me Donald and Solow (1992).

23 See Fugazza (2001) for a theoretical illustration .

24 See Neri and ai. (2000) and Amadeo and ai. (2000) for a detailed identification and analysis oi this effect.

25 Maloney and Nuiiez (2001) present some evidence oi "lighthouse effect" also for Mexico, Argentina and Uruguay.

26 See Agenor (1999) for a comprehensive discussion.
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regional public administrations because of a lack of cooperation with and, guidance from lhe central 
administration27

.

2.77. ln a simplified understanding, fiscal adjustment can take the form of cuts in public 
expenditure2ª and/or a rise in tax revenues29. Both interventions are directed toward lhe containment 
and possibly lhe reduction of soaring fiscal deficits. However, their respective impact could differ 
substantialiy despite identical accounting properlies. 

2. 78. Lowering govemment spending eventually leads to a fali in absorption and can be biased
either toward lhe formal or toward lhe informal sector. However, aggregate demand could in tum be
stimulated by lower interest rates due to lower govemment borrowing. li is also argued lha! in such a
context productive resources would be redirected toward lhe private sector which is usualiy lhought
to be more productive than lhe public sector.

2.79. When lhe govemment decides to reduce public expenditures by lowering its consumption of 
non-traded goods then, a real depreciation is likely to occur and eamings in the informal sector are 
expected to fali relative to labor eamings in the formal sector. The degree of segmentation increases 
if worker migration toward lhe formal sector is refrained by downward wage rigidities. When spending 
cuts are achieved through lower public employment and wages are downward rigid in the formal 
sector, then again we expect lhe degree of segmentation to increase. 

2.80. A rise in taxation, either direct (income taxation and payroll taxes} or indirect (VAT), 
represents a negative shock to lhe formal sector. The shock is likely to be stronger in lhe case of a 
rise in direcl laxation and is amplified by lhe presence of downward rigid wages. The latter implies 
lha! even paris of lhe tax increase can not be passed onlo wages. Whether formal wages are 
downward rigid or not, individual migration to the informal sector may be also motivated by tax 
evasion considerations3°. Hence, lhe outcome of higher taxation may lead to a fali in lhe tax base 
and possibly to a fali in tax proceedings. The effects of a rise in indirecl taxation are likely to be more 
diluted as pari of it can fali on consumers through price adjustments. However, as indirect taxation is 
a regressive tax, lhe outcome for lhe poor can be worsened. ln order to circumvent such a non 
desirable outcome it usually recommended to appropriately target lhe basket of goods on which to 
impose higher tax rates31.

27 See IMF (1998).

28 Cuts in public expenditure can take eilher a direct or indirect fonn. The latter can correspond to changes in lhe
govemment's hiring and wage-setting policies, and/or lhe imposition of constraints on lhe growth in (or reduction in lhe 
levei of) public sector employment. 

29 An indirect way to rise tax revenues is to incresse lhe relative price of public services.

30 See Loyaza (1995). 

31 World Bank Poverty Report
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2.81. Another altemative to raising tax revenues consists of an enlargement of lhe tax base. To do 
so, a govemment can decide either to force lhose who are evading to contribute and eventually 
penalize them, or to induce them to participate in fiscal schemes on a voluntary basis. While lhe 
fonmer approach would no! necessitate any particular measure but fiercer and more efficient tax audit 
agencies, lhe latter would be effective only if individuais find an incentive to refloat their activity. Tax 
evasion is usually lhe consequence of lhe perception by lhe evader of lhe existence of pure taxes. 

• Then, voluntary contribution would be facilitated by aligning costs and benefits of fiscal participation.
This is particularly true for social benefits contributions. The necessity of refonming lhe welfare
system, essentially lhe pensions scheme, in Brazil and in general in Latin American countries have
been underlined in lhe past years, lhe rationale being essentially a reduction of huge and
unsustainable fiscal deficits. This rationale is reinforced by lhe possibility of attracting infonmal
workers, specially lhe self-employed. ln lha! context. efforts directed towards increasing lhe degree of
integration as mentioned in previous sections, would contribute to an acceleration of this process.
Moreover, a by-product of a reform of social benefits schemes could be a fali in employers payroll
taxes and thus eventually a rise in fonmal employment.

2.82. Within a fiscal adjustment scheme based in pari on lhe refonm of lhe welfare system, there is
also scope for a refonm of severance payments aiming ai avoiding lhe "pure cosi" feature of existing
schemes. lndeed, severance payments should no! represent a firing restriction but rather a financial
cushion for lhe dismissed worker. Financial support during unemployment spells is motivated by lhe
existence of imperfections in lhe financial market lha! limit individuais capability to insure themselves
against income drops and thus to smooth consumption. However, if severance payments are given
this characteristic, then they would make unemployment benefits redundant if lhe latter are paid only
to workers which are fonmerly employed. Unemployment insurance schemes, where they exist, are
characterized by very low leveis of coverage in developing countries including Latin American
countries32. ln Brazil for example, only 11.8 % of unemployed workers benefit from lhe scheme. This
may reflect either very low replacement ratios or inefficient administrative management of lhe scheme
or both. ln other words, unemployment insurance schemes do no! appear to play fully their role of
financial cushion specially for lhe poorest individuais. Moreover, if lhe payment of unemployment
benefits is conditional on fonmer fonmal employment, then all infonmal workers, who include lhe
poorest individuais, are no! eligible for such a scheme. ln order to make policy intervention more
transparent for firms and workers, it would be preferable to guaranteé financial support to lhe poorest
through income support programs and give severance payments lhe role of unemployment
insurance. More precisely, lhe worker should be able to cash in her contributions in any situation.
Usually a large pari of lhe contribulions to severance payment schemes are paid by lhe employers.
Uncondilional severance payment would allow for downward pressure on wages, independently of
lhe degree of centralization of lhe bargaining process. lndeed, workers (unions) intemalize lhe future
financial transfer in case of lhe interruption of lhe job relation and thus are ready to give up some
present income33 .

2.83. Table 2.2 summarizes previous results.

32 See De Ferranti and ai. (2000).

33 See for instance, Cahuc and Zilberberg (2000).



-32-

Table 2 2 Policv Priorities Durina Alternalive Macroeconomic Scenarios 

Trade Liberalization 1 Disinflation 1 Fiscal Adjustment

Pro-lntegration Lower cosi of borrowing Lower cosi oi Social security reform 
physical capital borrowing physical 
Strengthening property capital 
rights Strengthening 

property riahts 

Anti-Segmentation Training schemes Collective bargaining Severance payments 
Lower cosi oi borrowing reform reform 
physical capital Lower cosi of Payroll tax reform 
Temporary and borrowing physical 
conditional subsidies capital 

T emporary and 
conditional subsidies 

• · • · V .. CONCLUSION·
• '-

' . : ' ' • : � -

2.84. Since nearfy 60 percent oi lhe workforce in developing countries are employed in lhe 
informal sector, an analysis of labor markets in developing countries cannot ignore the importance of 
lhe labor market composition, i.e. lhe relative size of lhe formal and informal sector. ln this paper, we 
argue lha! lhe labor market composition is no! determined only by lhe existence of labor market 
rigidities per se, but is also a function of lhe macroeconomic environment, which determines if labor 
market rigidities become binding or not The paper argues lha! labor market composition and 
macroeconomic environment are intimately linked and need to be analyzed jointly, as: 

• lhe macroeconomic environment itself can affect lhe degree of segmentation in lhe labor
market and consequently lhe impact oi policy interventions

• lhe expected outcome oi macroeconomic policies such as stabilization and adjustment
policies varies whether lhe labor market behaves like an integrated ora segmented market

2.85. We empirically test lhe hypotheses oi segmentation and integration using recursive 
cointegration techniques and rolling Okun coefficients. Within lhe first approach, evidence oi 
integration or segmentation is nested within lhe hypothesis oi a positive or negative co-movement oi 
relative formal/informal real wages and participation rates. Regarding lhe latter approach, lhe 
hypothesis oi segmentation is accepted if quantities react stronger than prices to changes in output, 
i.e. employment Okun coefficient are more sensitive than wage Okun coefficients.

2.86. Both approaches identify altemating periods oi labor market integration and segmentation 
during lhe 1990. As lhe 1990 decade in Brazil has been characterized by a growing informal sector, 
this trend is no! lhe exclusive result oi a increasing degree oi segmentation in lhe labor market 
Rather it appears to be lhe result of lhe conjunction of a series of economic events and of always 
threateningly binding labor legislation. ln addition, a general shift of preferences in favor of lhe non
traded goods also contribute to lhe pattem oi lhe economic activity composition. 

1 
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2.87. ln terms of policy implications, the analysis undertaken in lhe paper allows us to underline 
the following major points: 

• When a labor market behaves like an integraled market at some pointfi in time, then trying to
increase integration rather lha! to decrease segmentation proves to be 'a better policy
orientation

• ln a political economy context, increasing integration may lead to lower segmentation

• Higher integration contributes to ease compliance with social security contributions and
taxation among informal individuais

• Full inlegration can no! be observed as long as pure taxes fealures prevail in lhe economy
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Appendix 1: Recursive Cointegration Tests 
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Appendix 2: Cointegration tests between relative size of self-employed to informal, nnln., and 
relative wages of self-employed to informal, WNIWiF 

The VAR model is estimated over lhe sample from 1990Q1 to 2000Q1 and includes a constant in lhe 
cointegration space and 4 lags for WrlW1F and nn/n;1 and these specification proves sufficient to 
produce random errors. The À •ace tests indicate one significant cointegrating vector in model: 

Null Altemative Lag: 4 90% 

Hypothesis Hypolhesis With Constant Criticai Value 

À ,.,,test 
r = O r>O 19.44' 17.79 

r 5 1 r > 1 5.09 7.50 

A hypothesis test of procyclical behaviour between lhe WrlW1F and n,ln" cannot be rejected. (The 
2 

LR test, X (1) = 0.35 , p-value = 0.55). 
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Fi ure 2.8 Self-Em lo ed versus Informal 
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Fi ure 2.9 Self-Em lo ed versus Formal 
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3. RE-EXAMINING THE INFORMAL SECTOR

Prepared by William F. Maloney and Wendy V. Cunningham34

3.1. Three decades of research have no! yielded consensus either on lhe definition of lhe 
infonmal sector or ils razon de ser.35 Broadly speaking, lhe small-scale, semi-legal, often low
productivity, frequently family-based, perhaps pre-capitalistic enterprises continue to employ between 
30% and 70% of lhe urban work force in Latin America. A long tradition views infonmal workers as 
comprising lhe less-advantaged sector oi a dualislic or segmented labor market.36 Above market
clearing wages force workers to queue for prelerred jobs while subsisling in lhe infonmal sector, 
which is characterized by an absence oi benefits, irregular work conditions, high tumover and, 
overall, lower rates of remuneration. A recent variant on lhe dualism view, albeit with different 
emphasis, sees informalization as an effort by finms facing intemational competition to reduce these 
legislated or union induced rigidities and high labor costs, particularly through subcontracting 
production out to unprotected workers.37

3.2. This paper argues lha! such a view does not convincingly describe lhe Lalin American case. 
First, despite compelling descriptions of lhe inflexibility, inefficiency and costliness of lhe labor 
code,38 lhe usual sources of wage rigidity lha! would segment lhe market seem absent in various 
Latin American countries with large infonmal sectors: minimum wages have not been binding for lhe 
last decade, unions to date have primarily been concemed about preserving employment rather than 
raising remuneralion, and wages have shown extraordinary downward flexibility during crises.39 
Second, lhe view that emerges from lime series data from Latin American countries and global cross 
seclional data correspond more to an unregulated entrepreneurial sector that behaves like small finm 
sectors everywhere rather than one comprised of involuntary, disadvantaged, precarious, or 
underpaid workers. 

34 This paper is heavily based on Maloney, William F. (2000) "lnformality Revisited", unpublished manuscript. 

35 See Peattie (1987), Fields (1990), Tumham & Erõcal (1990), Tokman (1992), Portes and Schauffler, (1993) for
excellent overviews. 

36 The Harris-Todaro (1970) model is perhaps the traditional statement oi this view. See mos! recently Chandra and 
Khan (1992), Chandra (1994), and Loayza (1994). 

37 See Beneria (1989), Portes, Castells and Benton (1989), Portes and Schauffler (1989), and Roberts (1989) in the 
Structural Articulation school. Piore and Sabei, (1987), Gordon, Edwards and Reich (1983), more generally in the 
decentralization school. 

38 See Davila Capalleja (1997) and Marquez (1994) 

39 See Maloney and Ribeiro (1998) and Maloney (2000) 



-43-

3.3. This paper challenges lhe traditional dualism theory by drawing on evidence from Latin 
America to better understand lhe structure of lhe informal sector, why it exists, and lhe quality of its 
jobs. li goes lhrough a series of assumption about lhe informal sector and presents recent evidence 
and new statistics to test lhe validity of lhe assumption. Rather than supporting lhe dualistic view of 
poor jobs for unfortunate workers, the review shows that the informal sector is a dynamic sector lha! 
is an outgrowth of the entrepreneurial sector in any country in lhe developing or developed wor1d. lts 
workers are rational people who largely select informal sector employment due to the many non
wage (and wage, in some cases) benefits derived from it. These findings suggest that policies that 
attempt to create a single market by eliminating labor market rigidities are perhaps misguided. 
lnstead, the sector should be brought into the formal tax and benefit system, as in developing 
countries, by improving the public goods such that informal sector workers and firms choose to pay 
into them, and improving the institutions that lhe informal sector substitutes for. 

3.4. The informal sector is heterogeneous, but its workers may be classified into three general 
groups, which should be treated separately due to the nature of lhe jobs and the characteristics of the 
workers. For the purposes of this paper, the informal sector is defined as those jobs for which lhe 
employer does not pay into the government insurance program on behalf of lhe employee.4o First, 
the informal self-employed may be defined as those individuais who identify themselves as self
employed and have no more than completed secondary education. Those who have more than 
secondary education are likely to be professionals and thus are not the "vulnerable" informal. Self
employment constitutes the largest source of employment among men (16-35 percent) and women 
(13-15 percent), after formal salaried employment (40-64 and 28-57 percent, respectively) (Figure 
3.1). 

40 Informal sector jobs may be defined from the point oi view oi the worker or the firm. ln this paper, the status oi the
worker with respect to labor taxes and benefits, defines informality. Altematively, the status oi the firm with respect to 
labor taxes may define an informal sector firm and therefore its employees are informal sector workers. However, it is 
becoming increasingly common that workers who do not have labor taxes paid in their name work in firms that pay taxes 
for some oi their employees, so lhe definitions do not necessarily classify workers in the sarne categories. 

•
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Figure 3.1 Self-employment in lhe Working Population 
(bv aender) 1999 ' 
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3.5. Second, informal salaried 
workers are employees who receive 
a wage bul do nol receive benefits. 
They are perhaps lhe mosl 
"vulnerable" since lheir employer 
does nol pay for, and lhus lhey are 
nol eligible for, govemmenl benefits, 
bul more importantly, since lhe 
govemmenl does not recognize lhe 
employer-employee relationship, 
lhey are not govemed by labor laws. 
These workers constilule 5-19 
percenl of lhe male labor force and 
12-40 percenl of lhe female labor
force in a nine counlry sample for
Lalin America (Figure 3.2).

3.6. Finally, unpaid workers are 
lhose individuais who work bul do 
nol receive a wage. A large portion 
of lhese workers is employees in 

family firms (particularly women and children) so lhey do share in lhe benefits of lhe firm owner's 
profits. Thus, unpaid workers are actually paid in-kind. They make up a small pari of lhe labor force 
with 1-8 percenl of males and 2-11 percenl of females in the nine counlry sample (Figure 3.3) . 



Figure 3.2 Informal Salaried by Gender 
Pro ortion oi lhe workin o ulation, 1999 
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Figure 3.3 Unpaid by Gender 
Pro ortion oi lhe workin o ulation, 1999 
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3.7. Formal sector employment is no! necessarily preferred to informal sector employment. Table 
3.1 shows lha! oi Mexican male workers who started in lhe formal salaried sector but moved into 
informal self-employed sector 15 months later,41 two-thirds report moving voluntarily, citing a desire
for greater independence or higher pay as lhe principal motives. ln Brazil, over 50 percent oi men 
and 43 percent oi women who were informal stated lha! lhey did no! want a formal sector job, 
primarily because they were happy with their current job (Table 3.2). These findings are consistent 
with lhe sociologists Balán, Browning and Jelin's (1973) extensive interviews with Monterrey workers 
who state that being one's own boss was well-regarded and that movements into self-employment 
from salaried positions often represented an improvement in job status.42

3.8. This is also broadly consistent with interview data Iram Argentina: a small survey in lhe 
province oi Jujuy revealed lha! 80% oi lhe self-employed had no desire to change jobs and less than 

41This is dane by linking the Encuesta Nacional de Micro-Empresas (ENAMIN) with the Encuesta Nacional de Empleo Urba,no (ENEU). The ENEU 
pennits fottowing workers 011er a 15 month period and hence studying their transitions among sectors. 

42 These results are very close to Gottshalk and Maloney's (1985) finding that rough� 70% of U.S. job changes are voluntary. Put differently, if self

employment given the common eamings differentiats, are close substitutes for formal salaried work, the implied rates of involuntary entry would be 
normal by the standards of a flexible industrialized country market 

•
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18% saw self-employment as a temporary activity before they found a "real" job.43 ln Greater Buenos 
Aires, another survey found that while 36% would have preferred to work more hours, only 26% were 
looking for other work.44 ln Paraguay, only 28% of those in lhe informal sector stated a desire to 
change occupations. Among those often thought to be the worst off, informal workers, lhe percent 
rose only to 32%.45

Table 3.1 Real Hourly Wage Differential - Formal Salaried to Informal Self Employed 
(Men Only, Mexico, percentage change) 

National Urban Employment Survey (ENEU)' 
Micro-enterprise Survey (ENAMIN)2 

Reason Left Previous Job 

Share of Mean Differential' Median 
Respondents Differential 
100 27.3"' 23.6"' 

More lndependence 35 21.6" 19.6' 
Higher Pay 32 16.7 12.1 
lnvoluntary 29 -14.7 -4.1 
Total 100 12.6" 10.0" 
1 Adjusted for hours worked and IBlCes. 2Adjusted for hours worked, taxes, caprtal costs, unpaid workers. 3Mean employs 
Huber weights to redress non-normality. • = significant ai 10%, "5%, '" 1% levei. 

Table 3.2 Rationale for not Preferring to Move to a Formal Sector Job, Brazil (%) 

Eam more in current job 
Household duties 
Need time for olher activities 
Happy wilh current job 
Do not want to fulfi/1 requirements of a formal job 
Other 
Sample size 

Source: PNAD, 1989 

Men Women 
14.4 5.3 
0.2 22.7 
4.0 6.3 
65.7 53.7 
10.2 6.7 
5.5 5.2 
22,845 10,791 

3.9. Among women, self-employment also constitutes a large par! of lhe informal sectors, but in 
severa! countries in lhe sample, lhe informal sector is larger. Women's reasons for becoming self
employed differ from men's. As reported by lhe Mexican Micro-firm Survey, approximately 10% of 
women left their las! job due involuntary circumstances (dismissed, firm closed, or the contract 
ended) while 21% left for more independence or higher pay, lhe primary reasons cited by men. For 
women, though, demographic characteristics are lhe driving factor, as almost half of lhe women in 
lhe sample left their las! jobs due to marriage. When extracting this group from lhe sample, though, 
over 44 percent cited leaving their las! job in search of higher pay and independence (Table 3.3). 
Evidence from Argentina, Mexico, and Brazil suggest that this sector also serves as a flexible source 

43 Micro-enterpnse Study for Jujuy, Consultoria Noroeste, Fendo de Capital Social (FONCAP). 

44 SIEMPRO/FONCAP (1998) "Perfiles de la Microempresa". 

45 Direccion General de Estadistica, Encuestas y Censos, Rpublica de Paraguay, "Sector Informal," based on lhe
Encuesta Integrada de Hogares 1997/1998. 
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of employment for women who are also saddled with home responsibilities. Women with young 
children are more likely to become self-employed rather than formal sector employees, and interview 
data from Geldstein (2000) for Argentina suggests that women may more easily balance their 
productive (market) and reproductive (homecare) roles if they work for themselves than if they are 
employees. Furthermore, Table 3.2 showed lha! 22.7 percent of Brazilian women in lhe informal 
sector prefer these jobs because they allow !hem to perform their household roles as well, as 
opposed to 0.2 percent of Brazilian men. 

Table 3.3 Motivations for becoming self-employed (in %) 
Women Men 

Ali Worked Ali ' Worked 

Reasons for leaving the last job 
Never worked before 
Fired 
Firm closed 
Contract ended 
Lowpay 
To be independent 
Retired 
Moved 
Married 
lllness 
Other 
N 

37.3% 
2.1 
3.98 
0.1 
6.85 
6.41 
0.33 
3.2 
28.84 
4.42 
4.42 
905 

Source: National Survey oi Micro-enterprises in Mexico, 1992. 

before before 

3.35 
6.35 
1.76 
10.93 
10.23 
0.53 
5.11 
46.03 
7.05 
7.05 
567 

13.8% 
7.7 
5.9 
4.0 
18.7 
31.8 
2.0 
3.5 
0.3 
3.7 
8.6 
6871 

8,93 
6.84 
4.63 
21.68 
36.89 
2.31 
4.05 
0.35 
4.29 
9.98 
5923 

3.10. Panei data from Mexico's National Urban Employment Survey (ENEU) show lha!, as in 
industrialized countries, self-employment is no! an entry occupation from school and there is little 
evidence that lhe sector serves as a holding pattem for young workers. Transitions into self
employment from lhe other paid sectors occur 4 to 6 years later than transitions into formal or 
informal salaried work, leaving lhe mean age 8 years higher than the next closest sector.46 This is
supportive of lhe findings of Balán et. ai., and increasingly elsewhere, for a "life cycle" model where 
workers enter into salaried work, accumulate knowledge, capital, and contacts, and then quit to open 
their own informal businesses.47 

3.11. The sociologist Gonzalez de la Rocha (1994) is almost certainly carreei that for many older 
workers, lhe sector does provide a safety net by offering "insecure occupations (such as lhe services) 
in which lheir age is no! a limitation alter lhey have been squeezed ou! of lhe formal manufacturing ar 
formal services." This dynamic may have been of particular relevance during lhe economic 
restructurings of lhe 1990s where older displaced workers may have found their skills obsolete and 
little demanded in the emerging sectors. She does also, however, suggest some degree of voluntary . 

46 See Maloney (1999), and Aroca and Maloney (1998). 

47 See Lopez-Castai!o (1990) in Colombia, Fields (] 990), and Peattie (] 982) who find a tendency for 
employees of large finos to leave and open their own. This is likely to be due to the sarne kind of credit 
constraints found binding in industrialized countries. See Evans and Jovanovic (1989). 
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movement when she says lha! "Older men may also find lhe pace of industrial (formal) work too 
arduous and leave such jobs."48 This more voluntary take is stressed by her anthropologist 
colleagues Selby, Murphy and Lorenzen (1991) who note lhe "surprising desirability of informal sector 
employment as lhe basis for a household earning strategy, particularly for poorer, older household 
with lower educalional qualifications."49

• 3.12. Anthropological evidence also suggests lha! for poor women, lhe self-employment sector 
does serve a sort of safety net, but in a differenl way than is typically understood. Geldstein (2000) 
suggests lha! women simultaneously own a number of small firms ai ali times. The firm owners 

• recognized these income generating "aclivities" (rather than "jobs") as extensions of household duties
that provide women with pocket money when lhe household has sufficient incarne. However, when
lhe household experiences negative incarne shocks, such as caused by lhe prolonged 1999-2001
recession in Argentina, these small firms expand to be lhe primary sources of incarne for the
household, even to the extent of employing male household members. Thus, they are nota safety
net in lhe sense that lhe worker cannot find employment elsewhere, necessarily, but instead are
stretched to protect the household as lhe household's incarne needs change.

• 

3.13. On balance, sociological and anthropological studies are consistent with lhe findings of labor
market surveys that most self-employed choose to be so, as well as the view that workers may enter
formal sector employment initially partly as a means to accumulate human and physical capital. This
leads to an intriguing inversion of the traditional dualist view. lf firms must pay "efficiency" or above
rnarket clearing wages to dissuade their workers from opening their own firms, lhis creates a
segmented market. li may be lhe attractiveness of informal self-employment that causes dualism
rather than a segmented market causing informality.50

3.14. Wage comparisons between sectors are fundamentally meaningless so they should probably 
not be used as measures of segmentation and job quality. ln a some countries, especially among 
men, lhe median earnings of self-employed workers are higher than lhe median wages of formal 
sector employees while in other countries lhe reverse is true.51 Figure 3.4 shows that in Argentina
(men), Chile, and Nicaragua (men), self-employment earnings surpass formal sector wages. The 
gender differential is perhaps not surprising given lha! men express a greater expectation than 
women do that self-employment would offer higher wages. Data from Mexico show that workers who 

48 See Maloney (1999) Labor Markets Regional Study. The anthropology literatura also weighs in on this point as well
when Selby, Murphy and Lorenzen (1991) argue "On average, opportunily costs to these worker in terms oi foregone 
earnings in, say, registered blue-callar employment may be quite low (p. 147). 

49 Selby, Murphy, Lorenzen (1991), p. 144

50 See Maloney (forthcoming) and Krebs and Maloney (1999) for an elaboration ofthis view .

51 Using mean incarne ar wages rather than the median incarne ar wages shows that self-employment earnings surpass
formal sector wages in even more cauntries. This is due to the higher variance in self-employment earnings, where 
eamings may be derived trem everything Iram washing car windows at stoplights to a sophisticated electronics repair 
shop. 
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voluntarily entered self-employment gained roughly 25% in their income upon leaving salaried formal 
employment (Table 3.1 ). However, a sim pie comparison of wages does not accurately reflect lhe 
welfare benefits to one sector over another since, when selecting a sector, workers not only take into 
account wages (or eamings) but also all other characteristics and benefits associated with each 
possible job. 

Figure 3.4 Ratio of Self-employment Eamings 
to Formal Sector Wages, late 1990s 
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Figure 3.5 Ratio of Informal to Formal Sector 
Wages, late 1990s 

Argentina• ,:-iiiiiiiiiiiiiiiiiíiiiiiiiiií7-l 

Brazil 

Colombia 

Dominican Republic 

Honduras 

1 l 1

1 

< 

Mexico 

Nicaragua 

o.o 0.2 0.4 0.6 0.8 1.0 

1·a male ■ female 1

3.15. Several examples may make this clearer. First, if the formal sector pays benefits - pensions, 
health insurance, housing subsidies, day care -which lhe informal sector does not, then in a market 
with no distortions, lhe wage in lhe unprotected sector would need to be above the formal sector 
wage to compensate for the los! benefits. This higher wage would not imply a superior job but only 
suggest that more of lhe total remuneralion was paid in cash instead of benefits. On lhe other hand, 
income taxes support public goods from which tax-avoiding informal workers cannot be excluded 
(national defense for example), and therefore dictate that formal sector workers need to be paid more 
to compensate for lhe taxes they cannot avoid. Further, formal work-places may be cleaner and lhe 
jobs may be more secure, but, as in lhe industrialized world and as Table 3.1 and Table 3.3 suggest, 
being ones' own boss and having flexibility is also very valuable and is worth taking a wage cut for. 
Finally, starting a business is risky anywhere so higher incomes should be found among lhe self
employed to compensate !hem for this risk. 

3.16. ln most countries in lhe Region, informal salaried employees eam approximately half of their 
formal sector counterparts, with a larger difference among women than for men (Figure 3.5). 
Although informal salaried workers always eam consistently less, this may be due to the fac! lha! 
they are often related to the owners of the enterprises where they work and thus may receive 
unobserved payments in kind (food, lodging). Further, to lhe degree that lhe sector appears to play a 
job training role for young workers, some fraction of lhe salary may be deducted to cover implicit 
training costs. 
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3.17. To summarize, in a market with no distortions and hence no segmentation, workers would 
equate utility, or lhe total "package" of benefits, no! jus! wages. To establish segmentation and show 
lha! formal sector workers were better off, lhe value of ali of lhe factors discussed above should be 
added up, which is an impossible task since many of !hem are unmeasurable. This implies lha! 
comparisons of wages cannot be tests for segmentation. li also shows lha! lhe fac! lha! informal 
salaried workers may eam less than formal salaried workers does no! mean lha! they are "poorer" 
when measured in terms of total welfare. 

3.18. The informal sector may act as a safety net, but this is no! necessarily lhe rule. The 
tradilional "dualistic" view argues lha! as lhe economy enters a recession, workers are forced into lhe 
informal sector, thereby driving down these wages relative to those in lhe formal sector. This does 
seem to be lhe case in Colombia after 1995, a period of deep recession due to a financial crisis 
combined with a very ill-advised but dramatic rise in lhe minimum wage lha! accentuated lhe 
segmentation in lhe economy. Figure 3.6 shows lha! lhe size of lhe formal sector relative to lhe 
informal self-employed sector fell while its relative wage rose - exactly lhe pattem predicted by lhe 
dualistic view. 

Figure 3.6 Colombia, Relative Sector Size and Eamings 
(men only) 
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3.19. However, Figure 
3.7 suggests lha! lhe 
opposite occurred in Mexico 
during lhe 1987-93 period. 
Here lhe share of lhe 
workforce in self
employment grew ai lhe 
sarne time lha! lhe self
employed went from eaming 
roughly lhe sarne amount as 
formal salaried workers to 
eaming 30% more than 
formal sector workers. 

3.20. The boom in 
construction and other non
tradables offered many good 
jobs to informal skilled 

workmen, and this is when lhey choose to open their businesses.52 This pattem reverses somewhat
going into lhe crisis of 1995 where there is an increase in lhe size of lhe self-employed sector ai lhe 
sarne time lha! relative self-employed earnings are falling. The point here is no! to show that lhe 

52 See Maloney (1998) 
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informal sector never serves as a safety net but instead that most of lhe time lhe vast majority of 
Mexican entrepreneurs want to be in lhe sector so it should not be treated as inherently inferior. 

Figure 3.7 Mexico, Relative Sector Size and Eamings 
(men only) 
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3.21. Perhaps Figure 3.8 
is lhe mos! provocative. li 
suggests lha! in Brazil, 
informal self-employment 
rises ai lhe sarne time that 
its relative eamings are 
roughly stable or rising. As 
some observers have 
argued, during lhe periods of 
high inflation, self
employment is preferred 
since formal wages are 
indexed intermittently and 
hence lose purchasing 
power while lhe self-
ernployed can index daily. 
With stabilization in 1994, 

however, a long period of decline in relative formal/informal incomes is accompanied by a decline in 
formality. Without question, as lhe ILO and lhe Economic Commission on Latin America and lhe 
Caribbean (ECLAC) have noticed, informality is rising across lhe period. But lhe criticai queslion is -
was it voluntary? 

Figure 3.8 Brazil, Relative Sector Size and Earnings 
(Men only) 
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Table 3.4 Sector of Origin ofthe Unemployed 
Argentina' Mexico 

Sector of Origin Ali Paid AII Paid 

Informal Self- 18 38 9 40 

Employed 
Salaried Informal 12 26 7 35 

Formal Salaried 17 36 5 25 

Previously 34 19 

Unemployed 
Previously Out of 6 44 
Labor Force 
School Graduates 13 16 

Total 100% 100% 100% 100% 

3.22. Women with children do appear to use the informal sector as a form of insurance when the 
likelihood of a negative income shock threatens the household, but lhe formal sector is their employer 
of las! resort in Mexico and Argentina. When the unemployment rate increases, women in Mexico 
show a strong tendency to increase entry to the self-employment sector (Cunningham 2001 ). The 
sarne trend is weakly suggested in Argentina (World Bank 2001 ). However, it is women with children, 
i.e. wives and single mothers, who follow this trend, but not women without spouses or children. This
again points to lhe question of whether this sector offers income eamings opportunities to women
whose work has a high value in lhe household, while women without such competing demands prefer
the formal sector.

3.23. Another counterintuitive finding appears in Table 3.4. Here panei data from Mexico and 
Argentina are used to ask the unemployed from what sector they entered unemployment. 
Surprisingly, 75% of the unemployed in Mexico and 64% in Argentina were informal sector workers 
before becoming unemployed. Although their unemployment spells are 30% lower than those of 
formal sector workers, it is no! the case lha! they instantly find new informal jobs. Thus, the sector is 
no! simply or even primarily absorbing lhe unemployed from the formal sector. 

''V "I .DOESN'T THE LARGE SIZE OF THE INFORMAL SECTOR IMPLY LARGE '-
� " •• •• ¾ -,� f. ,· 1 . LABORMARKET DISTORTJONS? , , � , . .  ,' � :/iJ '-"� . 

3.24. The argument lha! informal employment can be desirable is mos! compelling where micro-
firms offer remuneration comparable to lha! eamed in lhe formal sector, namely among low education 
workers who unlikely to accumulate much firm specific capital. Observing Mexican informal workers, 
lhe anthropologists Selby, Murphy and Lorenzen (1990) confirm lha!, "On average, lhe opportunity 
costs to these workers in terms of foregone earnings in, say, registered blue-collar employment may 
be quite low."(p. 147) This view is supported statistically by logit analysis of Argenline and Mexican 
worker movements between sectors lha! finds lha! they become less likely to leave formal 
employment for self-employment, or any other informal sector, as their education levei increases. AI 
a global levei, Figure 3.9 suggests lha! as formal sector productivity increases with development, lhe 
share of lhe workforce in self-employment falis. When controlling for productivity (or GDP) and other 
relevant demographic variables, Latin America does no! have an unusually large share of its 
workforce in informal self-employment: Mexico and Brazil are below average, perhaps suggesting 
more flexible than average labor markets. Argentina is above average suggesting lhe reverse. 
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Fiaure 3.9 Self-Emolovment vs. Industrial Productivitv 
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3.25. Another way to approach the question is to assume lhe informal sector exists because of 
distortions and ask how much remuneration in the formal sector would need to fali to eliminate lhe 
informal sector. Given lha! own wage labor demand elasticities in manufacturing tend to range from -
0.2 to -0.5,53 a 10 percent increase in lhe size of the formal sector would require a 20-50 percent 
decrease in formal sector remuneration. lf, as is often the case, lhe informal sector is half of lhe 
workforce, lhe necessary fali in formal sector wages implied is vast and far above any measured 
differentials in lhe two sectors. 

3.26. Many of the characteristics associated with informality are natural by-products of the fac! that 
lhe informal smali firm owner or patrón is fundamentaliy lhe owner of a smali firm. The industrialized 
country literature on firm behavior offers two important findings about such firms. First, there is a 
wide range of sizes among longstanding firms determined by factors such as how efficient or 
hardworking an entrepreneur is, how weli-placed his/her firm is, what lhe logic of the production 
process is, etc. This means that lhe existence of many smali firms does no! necessarily imply failure 
of either labor or credit markets. li may be that lhe reason that 80 percent of micro-firms have only 

53 Fajnzylber and Maloney (2000) estimate own wage labor demand elasticities for blue collar manufacturing workers to 
be -0.29 for Chile, -0.49 for Colombia, and -0.18 for Mexico. 
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one or two employees and tend to be family based reflects a logic lha! has roots in lhe tradition oi 
lhe family farm, or reflects lhe sustainable reach oi informal contracting relations. This could explain, 
for instance lhe finding that only 1 O percent oi urban Mexican micro-firms repor! plans for expansion 
and only 9 percent repor! that lack oi credit is a major business problem.54

3.27. A second finding about small firms everywhere is their extraordinarily high rates oi failure. 
• Seeking to explain lhe US case, lhe economic theorist Jovanovic (1982) argues lha! this is due to

lhe fac! that entrepreneurs cannot know how good their location is or how good an entrepreneur they
are until they actually start lhe business. Very soon alter starting, many find that they are not viable
and fail. The sociology literature provides striking confirmalion oi lhis insight when Balan, Browning
and Jelin (1973) argue that although self-employment is a goal for many Mexican workers:

3.28. Becoming self-employed involves a large risk, especially for those men who had stable and
secure jobs. lncome is uncertain, in particular during lhe first perilous years of lhe business. Olten
lhe men lack lhe financial and administrative skills needed for successful operation oi lhe enterprise.
Mos! men are aware oi lhe fac! that many small shops and stores close soon alter opening. Some
men therefore proceed with much care when they decide to become self-employed. (p 216-217).

3.29. That said, rough calculations from lhe Mexican micro-enterprise survey suggest that these
firms, show high failure rates, but not particularly higher than those in lhe US.

3.30. li a new view oi "formality" is added to this picture, mos! oi lhe characteristics of lhe sector
can be generated without implying any inferiority or undesired precariousness. Levenson and
Maloney ( 1996) !real "formality" as participation in lhe numerous formal institutions: federal and local
treasuries, govemmental programs such as social security (including pensions and health care}, lhe
legal system, lhe banking system, health inspection, firm censuses, trade organizations, civic
organizations, etc. These, oi course, have costs in terms oi compliance with legal norms which very
small firms can choose to avoid in many lesser developed countries. Small firms are anchored in
social networks oi family and immediate neighborhood that allow them to enforce implicit contracts
and insure against risks. Furthermore, participation informal institutions is needlessly expensive.
However, as firms grow they increasingly need to secure property rights or permit formal contracting
mechanisms, pool risk, gain access to credit - ali things that become increasingly important as firms
grow. De Solo (1989) offers a striking example where informal street vendors in Peru tried to pay
their taxes since this would guarantee them some property rights over their pitch and hence offer
some security to investments they wanted to make. Statistically, lhe data from lhe Mexican micro
enterprise survey suggests that firms do become more formal with age and size.55

3.31. Combining lhe two characteristics oi micro-firms and lhe notion oi formality implies that small
firms will have higher costs, are likely to be informal, and will have very high failure rates. Though
this corresponds exactly to lhe standard picture of lhe stagnant, precarious, unprotected informal
worker familiar in lhe literature, il is, in fact, lhe opposite. li emerges naturally from lhe workers trying

54 See Cunningham and Maloney, forthcoming.

55 Levenson and Maloney (1999)
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their luck at entrepreneurship (risk taking), often failing, and not engaging in lhe formal institutions 
until they grow. ln sum, there may be nothing pathological about lhe informal sector firm and its 
existence may be largely unrelated to questions of labor market dualism or even credit market 
distortions. 

3.32. This also may explain lhe high rates of entry into unemployment found in Table 3.4. lf small 
firms have high mortality rates, both owners and lhe workers are more likely to find themselves 
without employment and searching for a new job. 

3.33. Gonzalez de la Rocha (1994) provides a compelling explanation of lhe life cycle pattem 
discussed earlier based on lhe household's capacity to manage these risks. Her interviews show 
that lhe heads of young families are more likely to be found in manufacturing while heads of 
'consolidated' households can move into less onerous but more risky informal service jobs precisely 
because lheir mature children provide a hedge against lhe risk. Further, Balán, Browning and Jelin 
(1973) argue that it is common for workers contemplaling opening a firm to maintain their formal 
sector job unlil lhe micro-enterprise is safely established, perhaps staffed by lhe wife or mature 
children, thereby effeclively maintaining a diversified portfolio of incarne streams.56 ln sum, for 
workers desiring to become self-employed, there are informal strategies for managing risk. 

, VII DOESN'T THE INFORMAL SECTOR SHOW LOWER OVERí\LL 
" ' ,. . ' )'. ' PRODUCTMTY GROWTH? •·

3.34. Lower productivity growth in lhe informal sector is very likely to be lhe case, but not because 
of informality per se. Traditionally, lhe big gains in productivity occur in lhe tradables seclors and 
often (allhough nol exclusively) in manufacturing. This differential in produclivity growth underlies 
Balassa's (1964) theory of why lhe real exchange rate appreciates as countries develop.57 Informal 
businesses tend to be concentrated in services, transport and commerce, where productivity gains 
are hard to achieve: a haircut takes about 20 minutes, whether in New York or in Bogotá. However, 
this does not mean lha! wages of informal barbers won't rise over lime. As produclivity rises in lhe 
formal tradables sector, workers are slowly pulled from lhe informal sector, and wages must rise 
there to keep barbers from moving into formal manufacturing. 

56 'The worker in the Fundidora ... .for instance, was extremely cautious when he decided to enter the ranks oi the self
employed, alter twenty years in the plant. His liming was almost perfect. For five years he had been in the highest 
position he could expect to attain, so no more mobility could be anticipated within the plant. His youngest son was three 
years old, and now his wife would be more free of household concems and could help in the store. He had saved a 
considerable amount oi money during his years in the steel plant. ln any even, when he first opened a small shoe store, 
he did not give up his job in the factory until he was sure oi lhe success oi his business venture. He moonlighted in his 
store for three years, his wife tending il when he was not present. During the first year oi operation the store lost money, 
and in lhe second year it broke even. A! the end oi the third year it tumed a profit so he decided to leave the factor and 
devote his full time to lhe store." p. 216-217. 

57 Productivity growth rises in tradeables pushing up wages in both the tradeables (formal) and non-tradeables
(informal) sectors. But since there has been no productivity growth in non-tradeables, their price must rise relative to 
tradeables prices and lhe exchange rate defined as Pt/Pn must appreciate. Rogoff and Obstfeld's text book (1996) does 
a nice job oi both laying ou! the modem view oi this as well as providing some empirical evidence 
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Vlll lSN'T FORMALITYLARGELY A WAY FOR LARGERFIRMS TO AVOID 

PROTECTING THEJR WORKERS? 

3.35. Since a small portion of informal workers are found to be affiliated with larger firms,58 clearly
sub-contracting relations are no! lhe dominant modality of informal firm behavior. Further, it appears 
that lhe path of eamings across time of those who worked in subcontracting relations followed very 
closely those who were independent. This suggests lha! common molivations may underlie a 
worker's decision to engage in sub-contracting, and that the sector may not represent inferior work. 
This is supported by the sociologist Bryan Roberts'(1989) interviews with Guadalajaran workers that 
suggest that, given lhe very weak unions and low wages in Mexico, informalization is not primarily a 
strategy for reducing remuneralion and worker contrai over production: "Market uncertainty and lhe 
large number of incarne opportunities in lhe city mean lha! it is useful for both employees and 
employers to have flexibility in allocating labor."(italics added, p. 48). 

3.36. More generally, il is possible lha! sub-contracting is not so much a way of avoiding labor 
legislation, as avoiding lhe inefficiencies in it. The differentials between costs to firms and value to 
workers of benefits discussed previously offer a benign interpretation of informal subcontracting as a 
way of reducing firm costs where contract workers gain some of lhe value of benefits foregone. 
Some caveats are in order for lhe end of lhe 1990s. Here, remuneration to subcontracted workers in 
Mexico appears to fali relalive to self-employed and to formal sector workers suggesting that the 
quality of employment may have fallen. 

IX DOESN'TTHE LARGE NUMBER OF WOMEN IN INFORMAL SELF-
' ' ' 

• t EMPLOYMENT SUGGEST DISCRIMINATION 1N THE FORMAL SECTOR? '

3.37. A larger share of women than men are in the informal sector in all countries (Figure 3.10).59

This is partly due a higher propensity for informal wage work, which includes lhe domestic service 
category. ln Brazil, Chile, and Paraguay, for example, 20 percent of working women are domestic 
servants. On lhe one hand, this is a vulnerable job, where employer abuse, isolation, few chances 
for organization, and even less opportunities for career advancement are a reality. On lhe other 
hand, interviews with poor working class Argentine women reveal that it is not uncommon for 
unskilled women to leave formal sector jobs, that may be better paid, to enter (or retum to) domestic 
service. The non-wage benefits listed by such women centered on flexibility, in terms of work hours 
and pay schedules, and security in terms of a source of emergency incarne, networks to other 
sources of employment, and a general feeling of connection with lhe employer (Geldstein 2001 ). 

3.38. The high levei of female participation in self-employment has been attributed to 
discrimination that regulates women to inferior jobs. Cunningham (2001) found lha!, while it is true 

58 Approximately 20 percent oi Mexican or Argentine infonmal sector workers (those who did not eam benefits) are
affiliated with 'large" firms, defined as those with more than 15 workers. 

59 The number oi men in lhe infonmal sector is greater since a higher proportion oi men are in lhe labor force, but a 
greater share oi women, relative to all working women, are in lhe infonmal sector compared to a similar proportion for 
men. 
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lha! single mothers have high leveis of participation in informal self employment and wives are over
represented in the unpaid sector, lhe fact that single women without children have lhe highest rate of 
participation in formal jobs of any group, male or female, brings into question lhe sex discrimination 
argument. This does not, of course, preclude discrimination against married women or those with 
children, if an employer fears that the women may be likely to be absent for work for long periods 
(Chant 1992), but Cunningham argues that the concentration of these two groups in self-employment 
may be driven by lhe need to balance household responsibilities. For women attempting to raise 
children as well as contribute to household income, lhe flexibility of lhe sector may make lhe sector 
even more desirable than for, as shown in Table 3.2. 

Figure 3.1 O Women's Participation in lhe informal sector 
çom ared to lha! of men 

0.00 0.50 1.00 1.50 2.00 

-X�AREN!,T,THE INFORMAIJSALARIED THE 'MOST,DISADVANTAGED?1��

3.39. Even if lhe self-employed benefit from being their own bosses, the mainstream view is that 
those who work for !hem are lhe very worst off of the urban workforce: salaried, yet without benefits. 
As discussed, lheir lower wages tells us nothing about whether they are truly worse off. Further, 
rather than being a stagnant group of disadvantaged workers, lhe sector appears to serve primarily 
as lhe principal, although not exclusive, pari of entry for young, poorly educated workers into paid 
employment. The mean age of informal wage employees in Mexico, for example, is 29 years old, 
which is five years below that of formal sector and contract workers and 14 years below lha! of the 
self-employed; the pattem is broadly similar in Argentina. Mexican and Argentine data show a high 
degree of mobility between school, unpaid work and, to a lesser extent, unemployment lha! suggests 
a pool of workers no! yet tracked into regular employment. One scenario is that while in school and 
jus! alter leaving school, many students help ou! ai the family business, and eventually get paid. 
Once becoming salaried informal, workers spend an average of two years doing this before moving 
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on to other paid work. The brevity of tenure is lhe sarne as lha! found in Brazil by Sedlacek et. 
al.(1995) and is similar to the U.S. where lhe median tenure for young workers 16 to 24 years of age 
is only 1.4 years and 25 to 34, 3.4 years.6° Furthermore, if Hemmer and Mannel (1989) are correct 
that in many countries informal small enterprises train more apprentices and workers than lhe formal 
education system and the mostly govemment job-training schemes together, lhe informal sector 
experience may constitute continued schooling. Even if this pattem of graduation from school to 
unpaid to informal salaried work to other medes of work represents lhe queuing lha! lhe dualistic 
literature might predict, lhe wait in informal salaried work is no! long. 

3.40. The sector need no! be precarious, for two reasons. First, Balan e!. ai. (1973) argue lha! lhis 
period of life for young workers is one of "shopping around" and trying out various possible life 
choices, and hence they will show short tenure. Second, lhe vast majority of informal salaried 
workers are employed by informal micro-firms which, as discussed earlier, have higher tumover 
rates. 

3.41. This paper uses empirical evidence to challenge many of lhe assumptions about lhe informal 
sector. The primary finding is lha! although lhe sector is heterogeneous, a substantial portion of it is 
a result of small firm dynamics, total job valuation by employees, and weak institutions rather than to 
lhe labor market rigidities lha! create an above-marketing clearing wage and force half lhe labor force 
into inferior jobs. 

3.42. ln many Latin American countries, much or most of lhe sector represents a healthy, voluntary 
small firm sector lha! should be treated as such. Since mos! of lhe informal sector is composed of 
small firm owners, they are subject to lhe sarne pattems of birth, success, and death as are small 
firms in any developed country in lhe world. The observed "precariousness" of the sector is simply 
lhe reflection of being born a small firm. This is no! to say lha! in periods of great recession or in 
countries with very distortionary minimum wages and regulation that the traditional dualistic view 
would no! be a more appropriate model, but in periods lha! are no! extreme, lhe dualistic view falis 
short. Thus, policies to support small firms should be grounded in a solid understanding of lhe 
dynamics of these enterprises and of barriers to their growth and absorption of labor. To further bring 
small firms into lhe formal system, whether for fiscal or other purposes, lhe government should 
increase lhe value of lhe public goods enjoyed by firms, such lha! they are more willing to enroll in 
and pay into lhe system. 

3.43. The paper also argued lha! those who work in lhe informal sector often choose to be there 
due to constraints that make formal sector work less desirable or due to a high valuation of lhe non
wage benefits of informal sector work. Wages of individuais who own or work in these firms may not 
be a good measure of lhe quality of jobs in lhe sector since workers have many factors to take into 
consideration when accepting a job, including time responsibilities outsides lhe market, 
independence, pride in being one's own boss, and training opportunities, to name a few. Again, this 

60 BLS News, USDL 92-386 for 1991. 
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should not be interpreted as claiming that ali informal sector workers are voluntarily in the sector, but 
a large proportion are. As recommended for the small firms, policy to bring informal sector workers 
into the formal sector, whether for social protection or other motives, should be grounded in an 
understanding of the reasons that entrepreneurs choose not to be formal. Again, lhe quality of lhe 
benefits need be increased such lha! workers prefer to pay into the system than to evade. 

3.44. These arguments do not imply that there is no need for reform of labor legislation, but 
instead, improvement in lhe quality of public goods and inslitulions, rather than an elimination of 
costs to employers, is lhe more appropriate target. The traditional emphasis on rigid wages driving 
segmentation is probably no! carreei. However, informality may arise partially as a response to 
inefficiencies in lhe provision of medical benefits or pensions, promolion systems not based on merit, 
education systems that do no! train students for the labor market, or other distortions lha! make being 
paid in cash informally more desirable. The recent reforms in Chile, Colombia and Mexico lha! have 
sought to bring benefits in line with ihe implicit taxes lha! workers pay, for instance individual 
accounts for retirement pay, are important steps to reducing incentives to being informal. More 
fundamentally, informal employment in firms of relatively low technology and capital intensity can only 
be attractive if lhe overall level of labor produclivity in lhe formal sector is low also. To lhe degree 
lha! current legislation impedes investment in physical or human capital, or prevenis lhe efficient 
organization and operation of firms, it perpetuates lhe low leveis of productivity throughout lhe 
economy. 

3.45. Finally, lhe poverty found in among informal sector workers is likely to be a function of low 
leveis of human capital, such that whether lhe worker is formal or informal is largely incidental. A 
worker with few skills lha! would be rewarded in the formal sector may prefer to be independent: S/he 
may prefer being lhe master of a lowly repair shop to endlessly repealing assembly tasks in a formal 
maquila. Neither job will lead to an exit from poverty, but lhe informal option may actually offer a 
measure of dignity and autonomy that the formal job does not 
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4. UNIONS AND THE LABOR MARKET IN BRAZIL

Prepared by Jorge Saba Arbache 

4.1. Although labor unions are considered one of lhe most important institulions of modem 
capitalism (Freeman, 2000), lhe literature shows that their mode of operalion and impact on lhe 
economy vary from country to country. ln France and Spain, for example, although union density is 
low, collective bargaining processes determine wages for much of lhe work force. ln China, on lhe 
other hand, union density is high, but their effects on wages are believed to be modest. ln Nordic 
countries, both union density and colleclive bargaining coverage are very high. The impact of labor 
unions on lhe economy depends not only on lhe unions themselves, but also on other institulions that 
complement or even determine lhe framework within which they act; these are what explain individual 
union action strategies ai different times and places. Labor codes and other institulions that regulate 
labor relations and colleclive bargaining, along with anti-union policies such as lhe reforms 
introduced by Margaret Thatcher in Great Britain during lhe 1980s, are examples of such institulions. 

4.2. Although there is a wide variety of systems, institulions, and union aclion strategies in lhe 
different countries, an important stylized fac! in lhe literature is lha! labor unions reduce wage 
dispersion through collective bargaining processes. This has led Metcalf et ai. (2000) to reter to 
them as a "sword of justice." According to Freeman (2000), this phenomenon is actually more 
widespread than lhe more thoroughly researched effect of unions on wages, namely their ability to 
raise lhe relative wages of their members. The literature shows lha!: (i) lhe distribulion of wages 
among unionized workers and/or those covered by colleclive bargaining is more concentrated than 
lhe wage distribution for other workers, even when demographic and productive characteristics are 
controlled for in lhe corresponding regressions; and (ii) collective bargaining diminishes lhe 
importance of merit in wage formation, thereby narrowing lhe wage spread between jobs (Freeman, 
1980, 1992; Hirsch 1982; Card, 1992; DiNardo et ai., 1995; Gosling and Machin, 1995; Blau and 
Kahn, 1996; DiNardo et ai. 1997; Metcalf et ai., 2000, among others). 

4.3. Estimates of lhe impact of unions on lhe labor market in Brazil are still very preliminary. The 
few results available include those obtained by Arbache (1999), who investigates lhe wage and 
income-distribution effects of unions among male manufacturing workers; Arbache and Carneiro 
(1999), who examine lhe importance and effects of unions on collective bargaining; Arbache (2000), 
who studies lhe effects of trade liberalizalion on unions and collective bargaining; and Amorim 
(2000), who analyzes lhe relationship between unions and indirect pay. Little is known about lhe 
effect of unions on employment, productivity or labor market rigidity, and especially on wages and 
income distribution. Knowledge of lhe impact of unions on pay dispersion is particularly important for 
Brazil, given its highly unequal income distribution. The study of unions in lhe economy is therefore 
challenging, because collective bargaining and union operations are heavily regulated by lhe law, 
and history records far-reaching State involvement in such institutions. Research into unions in Brazil 
may involve issues beyond lhe confines of economics, pertaining to law, sociology, political science 
and possibly other areas as well. lf lhe legal framework that regulates labor relations is a decisive 
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factor in the functioning of unions and collective bargaining processes, then knowing this could help 
us to understand the effects of unions ori the overall economy. 

4.4. This paper seeks to answer lhe following questions: (i) How do employment and union laws 
affect collective bargaining processes? (ii) Do unions affect wage formation and income distribulion? 
(iii) Do unions increase lhe rigidity of lhe labor market? We conclude by making some suggestions for
enhancing collective bargaining and unions in Brazil.

4.5. The paper is organized as follows: Section 2 describes labor laws and union legislation in 
Brazil. Section 3 describes lhe characteristics of unionized and non-union workers, union density, 
and lhe determinants of unionization. Section 4 investigates lhe effects of unions on wages and 
income distribution. Section 5 discusses lhe results obtained and seeks to demonstrate the effects of 
employment and union laws on collective bargaining processes and union behavior. Section 6 offers 
some recommendalions for improving labor relations in Brazil. 

II,, LABOR LA WS, lJNION L'EGISLATION, AND,COLLECTJVE.BARGA:INING 
� PROCESSES , • ', , -�· • ' , 

4.6. The institutions that regulate labor relations in Brazil have a huge impact on collective 
bargaining, given lhe way they are involved in employment contracts, labor disputes and union 
activity, and the intensity of that involvement. This section provides a historical overview and 
describes lhe characteristics of the main institutions goveming lhe country's labor relations. As we 
shall see, such institutions contribute to adversaria! labor relations and curb lhe development of 
collective bargaining. We also show that the nature and functioning of lhose institutions have 
potential effects on income distribution and on macroeconomic stability. 

Labor Laws and Labor Courts 

4.7. Relations between workers and employers in Brazil are governed by lhe Consolidated Labor 
Laws [Consolidação das Leis do Trabalho] (CLT). The CLT law is extremely wide ranging and 
detailed, regulating the most varied aspects of labor relations. The CLT was first introduced in 1943, 
during lhe administration of Getúlio Vargas, in order to consolidate lhe labor laws existing at that 
time. One of its main aims was to create a system to protect workers from exploitation by employers, 
and to harmonize labor relations with a view to avoiding direct disputes between lhe parties. 
Camargo (2001) points out lhat lhe CL T was premised on lhe existence of asymmetric power 
relations between capital and labor, and that lhe role of lhe law was to protect and regulate workers' 
interests. The all-embracing and patemalistic nature of lhe law created an atmosphere that was not 
conducive to lhe development of collective bargaining. The CL T also created unstable labor 
relations, generating disequilibrium by providing excessive protection for workers. The law requires 
disputes to be settled in labor tribunais rather than in lhe companies involved, so little space is left for 
direct negotiations between employers and employees; and it discourages lhe development of a 
cooperative relationship between the two parties. 

4.8. As Camargo (2001) shows, an important feature of Brazil's labor legislation is lhe 
coexistence of individual and collective employment contracts. Individual contracts (i.e. contracts 
involving employment recorei cards) are entered into between lhe company and lhe worker and deal 
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with issues such as working conditions and wages. Coliective contracts, on lhe other hand, are 
concluded between lhe employer and lhe workers' union, ar between lhe employers' association and 
lhe union, and cover minimum working conditions and minimum wages, among other issues. 
Workers without an individual contract are no! covered by coliective contracts in their job category. 
Legaliy, lhe results oi coliective bargaining processes are extended to ali workers and companies in 
lha! occupation ar industry, respectively, even if lhe workers ar companies involved are no! members 
oi lhe respeclive unions negotiating lhe agreement. This provision accords great importance to 
unions in labor relations. 

4.9. ln Brazil, the justice system is required to rule on disputes related to compliance with labor 
laws, and on those relating to individual and coliective employment contracts. li is also calied upon to 
promete conciliation and arbitralion in coliective bargaining processes. li negoliations between 
workers and employers break down, lhe labor tribunal is required to rule on lhe dispute. li lhe 
impasse is lhe result oi a failure to comply with lhe legislalion, lhe tribunal will merely apply lhe law in 
reaching its decision. But if lhe impasse stems Iram a lack oi agreement on other issues, lhe tribunal 
may decide according to lhe judges' point oi view, possibly even using political criteria in doing so 
(Camargo, 2001). The decision oi lhe labor court must be complied with by lhe parties. Accordingly, 
labor tribunais have regulatory authority lha! affords !hem great power within lhe coliective bargaining 
and labor relalions framework in Brazil. The courts offer many incentives for free-rider behavior by 
workers, since employers have to disprove aliegalions oi legal and contractual non-compliance, and 
it is they who have to defray mos! oi lhe legal costs involved. Thus, lhe patemalism oi lhe law, 
together with lhe tremendous power and involvement oi lhe justice system in labor disputes, act as 
obstacles to lhe modemizalion oi labor relations by inhibiling cooperation between lhe parties and 
fostering disputes between workers and employers. 

Union Organization and Collective Bargaining 

4.10. ln lhe legal arrangements originaliy established by lhe CL T, unions were responsible for: (i} 
contribuling to lhe harrnonization oi relations between capital and labor; and (ii} helping to implement 
lhe Govemment's economic policies. Thus, lhe principies on which union and labor legislation and 
organization were founded gave labor unions powerful and close links with lhe State, which 
compromised their action in support oi workers' interests. 

4.11. Under lhe CL T, labor unions are organized by occupational category, but employers 
associalions are organized by economic sector. Job categories and economic sectors are defined by 
lhe Ministry oi Labor, on lhe basis oi similar characteristics. Up to 1988, different occupalions and 
economic categories were prohibited Iram grouping together in a single union. This restriction was 
lifted in the 1988 Constitution, when lhe forrnalion oi nationwide unions and union confederations 
was authorized. 

4.12. ln arder to contrai lhe unions, lhe law instituted monopoly oi representation and lhe union 
levy, together with mandatory extension oi lhe results oi coliective bargaining processes to ali 
workers, including non-union members. Once lhe union has been recognized by lhe Ministry oi 
Labor, it then has a monopoly in its predefined geographic jurisdiction. The smaliest regional base is 
lhe município, but unions can also have regional, state, or even national jurisdiclion. Ali coliective 
bargaining processes in a given category have to be carried ou! with participalion Iram lhe union 
holding lhe monopoly representalion in the geographic area concerned. 



-66-

4.13. Although union membership is no! compulsory, workers and employers are reguired to 
collect a union levy each year; 60 percent of this is passed on to lhe respective union by lhe Ministry 
of Labor, which is the body responsible for collecting it. The remaining funds are divided between lhe 
Ministry of Labor and lhe federation and confederation for lhe occupational or economic category 
concemed. By law, funds transferred to labor unions must be used exclusively for purposes such as 
recreation, social assistance, education, and consumer cooperatives, but never to finance political 
activities, collective bargaining processes, or strike funds. Only funds obtained through voluntary 
contributions can be used for such purposes. 

4.14. Up to 1988, lhe Ministry of Labor could intervene in labor unions for reasons such as misuse 
of lhe union levy, or for calling unauthorized strikes or lock-outs. The law even enabled lhe 
authorities to close down a union if il were judged to have impeded lhe implementation of 
govemment economic policy. The Conslitution of 1988 abolished lhis provision. 

4.15. Collective bargaining is compulsory and must take place once a year, during lhe 'base-date" 
period, in which the workers' union and lhe employer's organization or individual company negotiate 
wages and other employment issues. Base dates vary between occupations and categories, and this 
results in negotiations being spread throughout lhe year. li is possible, however, for different 
occupations to sign agreements on lhe sarne day in lhe sarne company or economic category, 
thereby resulting in a collective agreement covering a large proportion of lhe workers in a given 
industry. ln bargaining processes between employer organizations and worker unions, lhe result is 
known as a collective contract (convenção coletiva); if bargaining takes place between the workers' 
union and a single company, the outcome is known as a collective agreement (acordo coletivo). Up 
to 1988, any contract or agreement contrary to the Govemment's overall economic or wages policy 
was susceptible to legal rescission. Since then, unions have been free to negotiate agreements 
without lhe threat of govemment interference. 

4.16. Mcinopoly representation, lhe union levy, and lhe extension of collective bargaining results to 
all workers gave great power to union leaders, but fostered a Jack of responsibility among !hem with 
respect to workers' interests and situations. There were two reasons for this: firstly, union finances 
are guaranteed by an assured income from lhe union levy, which means union leaders do not have to 
attract members to finance union activities. Secondly, mandatory uliion participation in collective 
bargaining processes in their area of jurisdiction, together wilh compulsory extension of lhe results to 
all workers, gives union leaders great power in labor relations, whelher union density is high or low. 
Consequently, as history shows, union leaders have not always been concemed with attracting and 
maintaining workers affiliated to their unions, or with working on behalf of the most obvious interests 
in their category. ln many cases, union legislation has spawned bureaucrats that have little interest 
in workers' situations, but who maintain close relations with the Govemment in order to mainlain their 
power in lhe unions. 

4.17. Restrictions on lhe use of lhe proceeds of the union levy, compounded by lhe union 
bureaucracy's relations with lhe Govemment, have tumed unions into bodies more concemed with 
assistance and recreation, but with little interest in promoting and developing collective bargaining 
processes. Moreover, the monopolistic nature of unions has resulted in collective bargaining taking 
place on a fragmented basis with no inter-union coordination across the different occupations and 
economic categories. 
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4.18. When lhe military dictatorship took power in 1964, amendments were made to lhe laws 
governing union organization and pay-setting processes. One of lhe mos! important changes was 
lhe introduction of a hardline law on strikes, aimed ai regulating lhe right to strike and creating new 
criteria for strikes to be considered legal. Highly restrictive rules inhibited lhe outbreak of strikes and 
restricted union action; in practice, lhe changes were interided to repress movements in support of 
claims of any type. These and other measures, such as prison for union leaders, caused lhe union 

• movement to stagnate until lhe late 1970s.

4.19. ln lhe 1960s, a law on wage adjustments was also introduced with lhe aim of centralizing and
regulating lhe wage-setting process. This gave lhe Government power to determine lhe minimum
rate of increase for ali wages in lhe economy. The formula and frequency of pay raises changed
severa! times between lhe mid-1960s when lhe law was introduced and lhe end of lhe 1980s, but il
tended to sei pay increases below the rate of inflation and even below productivity gains. The lag in
pay raises also tended to generate wage erosion because of lhe accelerating inflation of that period.
The law on pay increases was created as an economic policy tool, with wages in practice being used
as adjustment variables in stabilization policies. Any pay increases above lhose stipulated by law
had to be negotiated individually between lhe company and its workers. Given lhe weakness of labor
unions and lhe centralization of pay-setting processes, lhe law no! only operated as an instrument of
wage control, but also inhibited collective bargaining from lhe 1960s until lhe mid-1990s, when it was
shelved.

4.20. A key feature of lhe period in which lhe wage law was in force was lha!, while wages could
theoretically be negotiated between workers and employers, in practice lhe !alter would invoke
'collective disagreement" during lhe bargaining process, whlch meant referring lhe dispute to lhe
labor tribunal for settlement. As wages were sei by law, the courts did no more than apply lhe
corresponding legislation, overriding any attempt to negotiate increases above lhe correction sei by
lhe Govemment. Thus, although wages were supposed to be negotiable, pay raises in practice
adhered to lhe rates of increase sei by lhe Government, leaving little or no space for collective
bargaining over pay. As a result, lhe tremendous sway of lhe Govemment over wage setting for
more than twenty years seriously undermined lhe development and modemization of collective
bargaining processes in lhe country.

4.21. Control of wages and repression of lhe union movement prompted major wage claims in lhe
late 1970s, and gave rise to a new phase in lhe organization of lhe union movement. Workers
sought greater autonomy, freedom of action, and changes in wage policy. The reorganization of lhe
movement was particularly significant in lhe wealthiest and most industrialized areas such as lhe
ABCD region in São Paulo, where many multinationals and large local companies are based. The
perception held by workers that companies in lhe region were extracting monopoly rents possibly
contributed to lhe emergence of this movement. As shown by Booth (1995) and Nickell et ai. (1994),
unions tend to demand pay raises where there are quasi-rents to be shared ou!. ln such a context,
lhe law on wage increases placed a straitjacket on pay in lhe mos! developed regions and mos!
dynamic sectors of lhe economy, where wage increases above lhe law were supposedly possible;
this led to demonstrations lha! !ater culminated in lhe 'new unionism" movement (see Camargo,
2001; and Amadeo and Camargo, 1989). Following a series of violent strikes in lhe ABCD region
during lhe late 1970s, lhe frequency of wage hikes was reduced and lhe rate of productivity increase
to be passed on to wages was left for collective bargaining processes to calculate.
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4.22. With this additional flexibility, collective bargaining became more important, and lhe rates of 
increase determined by law became lhe floor and no longer lhe ceiling for pay raises, as it was now 
possible to negotiate over productivity. Unions now started to bargain over wage increases above 
the floor set by lhe law, through negotiations at the company levei. Success in bargaining, however, 
depended on industry characteristics, occupational category, and region. Unions in companies or 
industries with greater market power, or lhose that were more concentrated, had stronger bargaining 
power. Unions in more competitive sectors had little chance of bargaining over productivity, however, 
and contracts were negotiated in a more individual and less collective fashion. ln practice, as pointed 
out by Camargo (2001 ), lhe bargaining system was hybrid: on lhe one hand it was partly centralized, 
since unions in some sectors negotiated wages collectively; on the other hand, the weakness of 
unions elsewhere meant that wages were bargained in a decentralized fashion, with actual pay raises 
tending to match lhe adjustments sei by law. This system of labor relations and collective bargaining 
led to scant cooperation between unions, as bargaining power between them varied widely. Unions 
in companies or sectors that were more inclined to grant pay increases had little interest in the 
possibility of centralized negotiations. 

4.23. Against this backdrop, decentralization and lhe fragmentation of collective bargaining led to 
different unions obtaining different rates of pay increase. Wage indexation through lhe wage-hike 
law, compounded by fragmentation and scant incentive to coordinate collective bargaining 
processes, and supported by protectionism, meant that unions had little incentive to build the 
employmenl/wage trade-off into lheir objective functions, thereby raising the costs of stabilization 
policies. Two potential consequences of this situation were: (i) an increase in wage dispersion; and 
(ii) problems with macroeconomic coordination.

4.24. Promulgation of the new Constitution led to lhe overhaul of legislation on collective 
bargaining, wages, strikes, and unions. Collective bargaining began to be encouraged, lhe concept 
of "illegal strike" ceased to exist, prohibition of worker organization at national levei was lifted, and 
unionization of civil servants was allowed, along with olher changes making union organization more 
democratic. Nonetheless, these changes were insufficient to reduce lhe greatest obstacles to 
implementing collective bargaining processes in Brazil, since the basic rules goveming employment 
contracts, the powers of labor tribunais, and union organization remained virtually intact. 

illlllillfGBÃRACTERISTICS OFlJNIONIZED"WORKERS'ÀNDUNION1l)ENSITY8! 

4.25. Our research on unions draws on data from lhe National Household Sample Survey (PNAD) 
conducted by the Brazilian lnstitute of Geography and Statistics (IBGE) for 1986, 1992, 1993, and 
1995 to 1999, years for which lhe "unionization" variable is available. Unions are analyzed by 
industry ai lhe IBGE two-digit levei, which covers economic activities ranging from agriculture and 
manufacturing industry to services and public administration. 

4.26. The data were filtered for individuais of 18 to 65 years of age, economically aclive, and 
earning a positive wage. We took pay eamed in lhe individual's main activity, and transformed this 
into a real hourfy wage. Allhough PNAD data are acknowledged to be of high quality, 0.1 percent of 
cases were suppressed from each end of lhe real wage distribution as a precaution to avoid outliers 
arising from measurement errors. As a result of the filter, we have ai least 100,000 individuais for 
each year, about 20 percent of whom are union members. 
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4.27. This section discusses some of lhe main socioeconomic characteristics of unionized workers 
and their non-union counterparts. The aim is to detenmine who lhe union members are, and where 
they are located, along with infonmation on union density and whether there is a correlation between 
socioeconomic profile and union membership. 

Characteristics of Unionized Workers 

4.28. Table 4.1 shows that lhe vast majority of unionized workers hold an employment record card 
(carteira de trabalho assinada). While almost 90 percent of unionized workers benefit from lhe 
guarantees afforded by a fonmal work contract, only about 54 percent of non-union workers have this 
card. As only formal workers are covered by collective bargaining, one might expect that ali 
unionized workers would have a fonmal contract. The shortfall could arise from measurement error, 
or unionized workers migrating from fonmal to informal jobs for some reason. The figures suggest 
that: (i) workers holding an employment record card have a greater incentive to unionize; (ii) unions 
are aclive in guaranteeing workers' rights, thereby reducing lhe levei of infonmal contracting in lhe 
industries where they are strongest; and (iii) unions tend to be concentrated in industries where there 
is a higher percentage of fonmal contracting. 

4.29. These three hypotheses help to explain lhe higher levei of fonmalization among unionized 
workers. li is reasonable to assume lha! fonmal workers have a greater incentive to join unions, 
because lhe costs of union membership for !hem are less than lhe benefits. lnfonmal workers do no! 
have incentives to join unions, however, as they do not benefit from lhe results of collective 
bargaining. li is also reasonable to assume that lhe unions' main demands include upholding 
workers' rights, which results in lhe high percentage of fonmalization in unionized sectors. li is well 
known lha! unions are better organized in industry and more sophisticated services, where a Jack of 
fonmalization is rare. 

4.30. Figure 4.1 shows a positive relation between union density and lhe degree of fonmalization in 
lhe labor force ai lhe industry levei, thereby supporting hypotheses (ii) and (iii). li remains to be seen 
whether there is a causal relationship between lhe two variables and if so in what direction: i.e. 
whether greater union activism produces a high levei of fonmalization, or whether greater 
fonmalization facilitates union activism. 

4.31. There seems to be a correlation between union membership and status in lhe family. About 
62 percent of unionized workers are heads of households, compared to just 52 percent of non
unionists. These figures suggest lha! union membership is a characteristic of more mature workers, 
and lha! young people participate in unions less. ln fac!, lhe average age of union members is higher 
than lha! of non-unionists. The mean age of union members also rises over time proportionately 
more than lhe average age of non-union workers. 

4.32. There also seems to be a correlation between union membership and race: about 61 
percent of unionized workers are white, compared to 52 percent of non-union members. ln addition, 
lhe proportion of men among unionized workers is higher than among non-union members. li can 
therefore be concluded that either: (i) minorilies have fewer incentives to join unions; or (ii) unions 
are concentrated in sectors or regions where these groups are under-represented. 
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4.33. The distribulion of educalion among unionized and non-union workers is lhe variable that 
most clearly distinguishes lhe two groups. While ai least 60 percent of non-union workers are in lhe 
first three education brackets (ranging from no education ai all to some primary education), ai least 
50 percent of union members are in lhe three highest education brackets - covering primary school 
completed to higher education. This result seems even more remarkable when we analyze lhe 
distribution of workers with higher education. Whereas ai least 13.7 percent of unionized workers 
have completed a higher education course, no more lhan 5.4 percent of non-union workers have 
done so. lf we group lhe two higher educalion brackets together (i.e. secondary and terliary 
educalion both completed) we see that in 1999, for example, 47 percent of unionized workers had 
this levei of schooling, compared to just 26.6 percent of their non-union counterparts. Thus, unlike 
lhe situation in developed countries (Freeman, 1982; Booth, 1995; Metcalf, 2000), educalion is a key 
characterislic of unionized workers in Brazil. 

4.34. The distribution of educalion between unionized and non-union workers suggesls that: (i) 
more educated workers have a grealer incentive to join unions; and/or (ii) unions are concentrated in 
sectors that use more highly skilled labor.1 

4.35. The distribution of workers by size of establishment (a variable nol shown in Table 4.1) 
shows that nearly 85 percent of unionized workers are in establishments with more lhan 11 
employees, while 58 percenl of non-union members work in establishments wilh 11 employees or 
less.2 

4.36. Table 4.2 shows lhe dislribution of unionized workers by region and job category. The 
proportion of unionized workers in rural and urban areas is quite similar, while unionizalion is greater 
in metropolitan lhan in non-metropolitan areas. The regional dislribution shows that lhe proportion of 
unionized workers in lhe southeast - where mos! of lhe country's industry and its financial center are 
located - is similar to that in other regions. The proportions of unionized workers in lhe north, north
east, and central-westem regions, are in all cases less than in lhe olher regions combined. ln 
contras!, lhe levei of unionizalion in lhe south is considerably higher than in lhe rest of lhe country, 
which suggests lha! lhe union movement in lhis area is relatively more aclive and. has stronger 
bargaining power. 

4.37. The lower panei of Table 4.2 shows lhe distribulion of unionized workers by occupational 
category. Unionization is a clear characteristic of managers, skilled production workers, office 
workers, and, in particular, professionals. Leveis of union membership are substanlially above lhe 
average in each of these job categories. Among professionals, a group that encompasses all higher
level staff, ai least 42 percent are union members; this is much more than lhe average for other 
occupations. One possible explanation for lhis is lhe regulation and legal control maintained over lhe 
practice of higher-level professions lhrough Regional Councils (for example, lhe Conselho Regional 

1 The rising proportion of educated workers who belong to unions may be lhe result of growlh in lhe relative demand for
workers wilh higher leveis of schooling during lhe 1990s (Green et ai., 2001). 

2 For lhis calculation, we used lhe PNAD variable lhat classifies lhe size of establishments in which individuais work as
"up to 11 employees" and "over 11 employees". 
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de Economia, Ordem dos Advogados, Conselho Regional de Medicina, etc.), supported by 
compulsory membership of such bodies as a precondition for professional practice. Often, these 
bodies operate in tradilional areas of union activity, for example regulating fees and establishing 
wage floors. Nonetheless, it is no! uncommon to find unions operaling in lhe sarne localion as lhe 
these professional councils, and this facilitates and publicizes union activities, promotes union 
membership, and encourages integralion between lhe two bodies, leading even to some unificalion 
of agendas. 

4.38. About one-third of managers, technical staff, qualified production workers, and office staff are 
union members, compared to just 12 percent of unskilled production and manual workers - a group 
covering over half of lhe entire workforce. Unionizalion is even lower among sales staff, ai around 10 
percent.3 This distribulion of union membership by occupational group is surprising, as lhe literature 
portrays union membership as a characteristic of low-skilled and production-line workers; moreover, 
workers with higher qualifications presumably have incentives to demand wages related to 
productivity, rather than based on pre--established pay scales. The occupational distribution of 
unionized workers in Brazil suggests lha! unions have lhe strongest presence in industries that 
concentrate higher qualified workers, including executives and office staff. 

4.39. Table 4.1 and Table 4.2 therefore suggest lha! unionization in Brazil is a characteristic of 
more educated workers, holding lhe best jobs and working in large establishments; lhey also tend to 
be white, male, and heads of households; in addition union members are likely to be in metropolitan 
regions and to hold an employment record card. This profile suggests lha! lhe typical union member 
is very different from lhe average Brazilian worker, whose mos! common characterislic is a low skill 
levei. 

4.40. Bearing in mind lhe different characteristics between unionized workers and their non-union 
counterparts, it is reasonable to assume socioeconomic variables affect lhe probability of union 
membership. To investigate this issue, we estimated models lha! identified lhe contribution of 
individual characterislics to lhe likelihood of a worker being a member of a union. Binomial logistic 
regressions were estimated using lhe union-membership indicator as lhe dependent variable. The 
model's explanatory variables were education, experience, experience squared, gender, head of 
household, urban/rural, metropolitan region, geographic region, and industry classification ai lhe 
IBGE 1-digit levei. The results, given in Table 4.3, show lhe following: 

4.41. The likelihood of union membership rises substantially with schooling; in 1999 for example, 
an individual who had completed a higher education course was 672 percent more likely than an 
illiterate worker to be a union member; 

• Experience raises lhe probability oi union membership; in 1999 this increased by 2.6 percent with
each additional year of experience;

3 Not surprisingly, lhe distribution oi occupations between unionized and non-union workers matches lhe distribution oi 
education. 
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• Men are more likely to be union members than women;

• Heads of households are more likely to be members of unions than other family members;

• Workers in urban areas are less likely to be unionized than those from rural areas;

• Workers in metropolitan areas are more likely to be union members;

• Workers from the south-east, north, and central-westem regions are less likely to be union
members than workers from the north-east; only workers from lhe southem region are more likely
to be union members than those in lhe north-east;

• Economic activity seems to have a major influence on lhe probability of union membership, as
lhe estimates vary substantially between sectors. Workers in manufacturing industry, other
industrial activities, transpor! and communication services, and even agriculture show high
probabilities of union membership; while workers in civil construction and services are unlikely to
be unionized.

4.42. The results therefore suggest that union membership in Brazil is closely related to workers' 
qualifications; and being male, head of household, holder an employment record card, and resident in 
a metropolitan region, are characteristics that also help explain lhe likelihood of union membership. 

Union Density 

4.43. Table 4.4 {bottom line} and Figure 4.2 show lhe proportion of unionized workers weighted by 
lhe share of each industry in total employment. The figures indicate that union density fell uniformly 
from 22.2 percent to 17.4 percent between 1986 and 1999, a 27 percent decline during lhe period. 
This decline in unionization may be associated with lhe changes that have taken place in lhe 
economy and in lhe labor market over lhe last two decades, and particularly in lhe 1990s when trade 
liberalization policies were introduced. Olher potential explanatory factors include market 
deregulation, including lhe labor market, and lhe privatization of state-owned companies {a sector 
where unionization was traditionally aclive}, compounded by deep recession in 1990-1992 and a 
consequent rise in lhe open unemployment rate. These changes increased competition, undermined 
profits, and forced companies to adopt cost-cutting measures, potentially affecting workers through a 
decrease in both lhe number of jobs and lhe quasi-rents available to be shared out. A drop in union 
density was an expected consequence of this situation, resulting from higher unemployment and less 
chance of success in wage claims. Hay (1999) shows that while trade liberalization led to an 
increase in productivity, lhe profits of Brazilian companies declined. Arbache (2000) shows that trade 
liberalization eroded lhe union wage premium, especially in sectors mos! affected by imports. 

4.44. ln arder to analyze lhe levei of unionization in Brazil, union density was compareci with that of 
other countries for 1994.4 Blau and Kahn (1999, table 2) repor! lha! average union density in a group 
of developed countries excluding lhe United States was 42 percent lha! year, whereas lhe figure in 

4 As there was no PNAD for 1994, we use the average union density for 1993 and 1995 to compare with density in
developed countries. 
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Brazil was 19.5 percent. Density in Brazil only exceeded lhe figures for lhe United States (16 
percent) and France (9 percent). Differences in union density between countries may be a reflection 
of lhe institutions goveming unions and collective bargaining processes. ln Brazil, legal extension of 
lhe results of collective bargaining to all formal workers in lhe category, even non-union members, 
must partly explain lhe relalively low rate of unionization, because it encourages free-rider behavior. 
ln fact, Nickell and Layard (1999) show that union density is relatively low in countries where lhe 

• results of collective bargaining are extended to non-union workers, as in France, Spain and Holland.5

4.45. Table 4.5 shows union density ai lhe two-digit industry levei. Industries are classified into
three union-density groups, using lhe following procedure: lhe average density of industry i in lhe
period 1986-1999 was compared with lhe average density economy-wide during lhe sarne period,
namely 19.2 percent. On lhe basis of this comparison, lhe union density distribution ai lhe industry
levei was constructed, and this was then split into three groups as follows:

• Up to one standard deviation - average or low union density;

• Between one and two standard deviations - high union density;

• lbree or more standard deviations - very high union density.

4.46. The medium or low union-density group included industries with unionization coefficients 
ranging from 3 percent to 33 percent; so dispersion in that group is very wide. Industries with 
densities less than or equal to lhe economy average include civil construction, commerce, agriculture 
and clothing, among industries traditionally characterized by low leveis of technology and capital and 
low market concentration. Industries with union densities between 19.2 percent and 33 percent, 
include those with a high technology levei, such as lhe pharmaceutical and chemical industries, 
together with various activities in lhe service sector. This interval also includes public administration, 
where union density is slightly above lhe average for lhe economy as a whole. 

4.47. The high density category includes industries with unionization rates of between 34.5 percent 
and 45 percent. Industries in this group are characterized by high leveis of technology, capital, and 
market concentration, and they operate in large establishments. The very high density group 
contains industries with unionization rates above 52.2 percent, including lhe financial sector, oil 
drilling and other fuel mineral extraction industries, together with oil refining. These sectors are 
essentially dominated by lhe State oil company, Petrobrás, and by large multinationals. 

4.48. The distribulion of employment by union-density group is highly unequal. ln 1999, 93.88 
percent of workers were employed in medium or low union-density industries, while 66.47 percent 
were in industries with densities below lhe economy average; 4.05 percent of workers were employed 
in industries in lhe high density group, while just 2.07 percent of lhe workforce were in very high 

5 Machin and Gosling (1995) and Fortin and Lemieux (1997) show lhat the decline in union density in lhe United Kingdom
and lhe United States caused a decrease in union bargaining power, and lhis helps to explain lhe observed increase in 
wage inequality. 
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union-density industries.6 The very unequal distribution of workers by union-density group is likely to 
have significant effects on union behavior ai lhe industry levei, and hence on lhe distribution of lhe 
rents extracted by !hem. 

4.49. Assuming a positive relation between union density and bargaining power (Booth, 1995), lhe 
heterogeneity of union density across industries should be reflected in lhe inter-industry wage 
distribution, since bargaining power varies widely from union to union. 

4.50. Wage differentials should also be large within each industry, since collective bargaining 
processes in a given occupation or industry do no! necessarily have national coverage. Thus, if 
union density and bargaining power varies between regions, there may be a wage differential within 
lha! industry. 

4.51. Lastly, Figure 4.3 shows lhe relation between average years of schooling and union density, 
by industry. The two variables display a clear positive relation, suggesting lha! industries with a 
higher rate of union membership have a higher skilled workforce. 

4.52. How do unions affect wages and lhe distribution of income in Brazil? Is union bargaining 
behavior influenced by lhe institutions lha! regulate labor relations? How is income distribution 
affected by lhe concentration of unions in more sophislicated industries and higher unionization rates 
among skilled workers? This section seeks to answer these questions. 

Union Wage Premium7

4.53. One of lhe best-known effects of unions in lhe economy is their ability to raise wages lhrough 
collective bargaining. The literalure shows lhal unionized workers with lhe sarne characleristics as 
their non-union counterparts enjoy a wage premium thanks to lhe action of their unions in pay 
negotiations. Booth (1995), Abowd and Lemieux (1993), and Nickell et ai. (1994) all claim lha! lhe 
success of union activism in raising rates of pay is directly related to lhe market power of lhe 
company and lhe degree of concentralion of lhe industry concemed. Highly competilive companies 
or industries cannot pay wages over lhe odds, for tear of going ou! of business. A union wage 
premium will only be seen in companies or industries that generate monopoly rents. 

4.54. To analyze lhe wage spread between unionized and non-union workers, we calculated lhe 
difference between lhe logarithm of lhe real hourly wage of lhe two groups. The results shown in 
Table 4.6 indicate an average wage differential of 58 percent. 

6 The distribution of employment by union-density group in other years is quite similar.

7 We use the terms "union wage premium", "union premium", "union mark-up" and "union wage differential"
synonymously. 
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4.55. Given lha! union members have a very different socioeconomic profile compared to non
members, lhe wage differential should next be calculated controlling for individual characteristics. 
This was estimated by three methods, namely ordinary least squares (OLS}, lhe Booth melhod, 
(1995, p.164), and lhe Oaxaca-Blinderdecomposition. 

4.56. The results in Table 4.7 suggest substantially lower union wage premiums than those 
indicated in Table 4.6, confirming lha! individual socioeconomic characteristics are a major factor in 
explaining lhe wage gap between unionized and non-union workers. Given lha! lhe mean wage 
differential shown in Table 4.6 is 58 percent, while lhe average premium estimated by OLS is jus! 
17 .9 percent, we can conclude lha! nearly 70 percent of lhe uncontrolled wage differential is 
explained by differences in worker characteristics. 

4.57. Average values for lhe union wage premium are calculated as 17.9 percent, 15.3 percent 
and 17.2 percent, using ordinary least squares, lhe Booth method, and lhe Oaxaca-Blinder method, 
respectively. The salary differential is greater in Brazil than in several continental European 
countries, where lhe premium is around 7 percent, but quite similar to lhe 18 percent differential seen 
in lhe United States (Blanchfiower and Freeman, 1992).8 Although lhe figures for Brazil and lhe 
United States are similar, lhe determinants of lhe premium in lhe two countries are not lhe sarne, as 
lhe labor market and collective bargaining processes operate very differently in lhe two countries. 

4.58. The high union wage premium in Brazil contrasts with generally low union density. One 
plausible explanation for this is lha! union mark-ups are very significant in industries of high and very 
high union density (see Table 4.5), and this raises lhe average union wage premium for lhe economy 
as a whole. This hypothesis is bome ou! by lhe high correlation between union density and lhe inter
industry wage premium (0.798, significant ai lhe 1 percent levei}, and lhe results obtained by 
Arbache and Menezes-Filho (2000) showing evidence of rent sharing in industries that generate 
greatest value-added and highest retum. 

4.59. Strictly speaking, lhe union premium in any given industry should be zero, since by law a// 
gains resulting from collective bargaining should be passed on to a// workers. The empirical 
verification of union wage premiums suggests lha! pay raises obtained by unions are not always 
being extended to non-union workers. This would imply non-compliance with the law, suggesting that 
lhe legislation regulating collective bargaining, along with many other employment laws, are no! being 
observed 

. 4.60. Table 7 shows a declining trend in union wage premiums as from 1993. This result is related 
to lhe effects of trade liberalization (Arbache, 2000) and possibly other factors also, such as 
privatization, market deregulation, and higher unemployment. 

8 Blanchflower and Freeman estimated wage models using OLS, with very similar specifications to lhe model eslimated in
this paper. 
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Unions and wage dispersion 

4.61. According to Freeman (2000), lhe most universal stylized fact in lhe literature on unions is 
that wage dispersion among unionized workers is less than that among non-union members. The 
reasons for this are as follows: (i) unions depart from lhe principie that there should be a rate of pay 
for lhe job, and wages should have little or nothing to do with performance or individual 
characteristics; (ii) unions defend lhe existence of rigid job and wage structures, with promotion 
criteria based on seniority and occupalion, and a narrow wage spread over lhe job hierarchy; and (iii) 
unions strive to ensure lheir members do not eam less than lhe minimum wage for their category or 
for lhe overall economy, if one exists, thereby truncaling lhe wage distribulion and making it more 
compact. Consequently, individual characteristics that normally contribute to wage formalion, 
especially human capital variables, have scant influence on rates of pay for unionized workers. The 
marginal retum on schooling, experience and training, for example, will therefore be lower for 
unionized workers than for lheir non-union counterparts; and discrimination based on gender, race, 
age, and so forth, also tends to be less among union members. 

4.62. The reasons why unions seek rigid pay scales and a narrower wage spread between 
occupalions are as follows: (i) to define clear objeclives for collective bargaining processes; (ii) to 
eliminate competilion among worker through wage disputes; (iii) to engender a feeling of solidarity 
among workers in lhe search for equal treatment by lhe employer; and (iv) lhe power of lhe median 
voter, which tends to favor redistribution in favor of lhe lower paid whenever lhe median wage rate is 
below lhe mean. The mos! important consequence of union action is lha! there will be less wage 
inequality throughout lhe economy, despite union members enjoying a wage premium (Freeman, 
2000; Metcalf et ai. 2000). 

4.63. Table 4.8 shows lhe dispersion of lhe logarilhm of real hourly wages for unionized and non
union workers. The spread is always greater among lhe former. Figure 4.4 and Figure 4.5 illustrate 
wage dispersion in 1999, showing lha! lhe distribution for non-union workers is a good deal more 
leptokurtic, with strong positive asymmetry. These results are strange, since they are contrary to lhe 
stylized fac! lha! wage dispersion is less among unionized workers than among non-union members. 
The mos! plausible explanation for this is that unions in Brazil do not attempt to standardize wages. 

4.64. One potential effect of lhe high wage dispersion among unionized workers is greater wage 
inequality throughout lhe economy. 9 This effect will be greater lhe higher lhe wage dispersion 
between unionized and non-union workers, and/or lhe higher lhe levei of union density. To examine 
lhe impact of unions on wage inequality, we use counterfactual analysis to simulate what would 
happen to inequality if lhe pay of non-unionists adhered to lhe wage policy in force for unionized 

• workers. 10 lf we find that wage formation for unionized workers increases wage dispersion among
non-unionists, we will have evidence that unions increase inequality in lhe overall economy. To

9 Blau and Kahn (1996) show that one of the reasons for greater wage dispersion in the United States compared to other
developed countries is the high levei of wage dispersion among unionized workers, although this is no greater than 
dispersion among non-union members in that country. 

1
º This could happen if, in order to avoid unionization, companies decided to follow the unionized workers wage policy.
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confirm lhe result of lhe simulation, we examine what would happen with lhe distribution if unionized 
workers were to eam lhe sarne as their non-union counterparts. 

4.65. The counterfactual for non-unionized workers was implemented as follows: 

4.66. Where y,' is lhe simulation of lhe logarithm of lhe real hourly wage of lhe ith non-union 
worker {lhe simulation is performed using lhe /J s estimated in lhe unionized workers wage model); 

u,"' is lhe residual from lhe non-union wage model; a' is lhe standard deviation of lhe residual from 

lhe unionized workers wage model; and a"' is lhe standard deviation of lhe residuais from lhe non
union wage model. 11 

4.67. Table 4.9 summarizes the effects of unions on the standard deviation of non-union wages, 
calculated in two stages. Firstly, the standard deviation of lhe wages of non-union and unionized 
workers was simulated on lhe basis of coefficients estimated in lhe unionized and non-union wage 
models, respectively. Secondly, we calculated lhe ratio between the simulated standard deviation 
and lhe original standard deviation (calculated without simulation). 

4.68. The results presented in line 1 show lha!, apart from 1995, if lhe unionized worker wage 
policy was used to sei the pay of non-union members, wage inequality would increase by between 
5.1 percent and 37.3 percent, depending on lhe year. This result is unequivocal evidence that unions 
increase wage inequality in lhe Brazilian economy, rather than reduce it. Line 2 reparis lhe reverse 
exercise, using lhe wage policy for non-union members to sei unionized workers' pay. This produces 
a reduction in wage dispersion of 12.7 percent to 18.7 percent, thereby corroborating the previous 
evidence. Thus, lhe effects of unions on wage dispersion in Brazil are precisely lhe opposite of those 
reported in intemational literature. 

4.69. A very strong factor lha! may explain lhe wider dispersion of unionized wages is lha! merit 
plays a greater role in setting union members' pay. lf so, lhe coefficients estimated for lhe productive 
variables in lhe unionized wage models ought to be higher than those estimated in lhe models for 
non-union members. To investigate this hypothesis, we compareci lhe schooling and experience 
coefficients in lhe unionized and non-union wage models. 

4.70. The results in Table 4.10 show lha! lhe marginal retums on human capital variables in lhe 
unionized worker models are always higher than lhose obtained in lhe non-union models, which 
suggests lha! unions magnify rather than diminish lhe effects of personal characteristics on wages. 12 

11 The equation for unionized workers is lhe sarne, with lhe ns superscripts replaced by s and vice versa.

12 The results reported correspond to 1999; qualitative results for olher years are similar.
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These results are counterintuitive and contrary to lhe literature; they also contradict lhe idea lha! 
unions are sources of wage equalization and standardization. 

4. 71. There are ai least three possible explanations for this result. The first relates to dispersion in
unionized and non-union workers' characteristics. This could add to inequality insolar as wages are
determined by productivity differences. The larger lhe variance of characteristics within a given
group, the higher will be lhe variance of wages in lha! group, and vice versa. To test this hypothesis,
Arbache (1999) decomposes lhe variance of unionized workers' wages conditional on lhe variance of
non-union workers' characteristics. The result indicates lha! 37 percent of wage dispersion among
unionized workers is caused by lhe difference in lhe dispersion of characteristics between union and
non-union members. ln fac!, on lhe one hand, unionization is highly concentrated in certain
industries lha! account for a small proportion of employment, and in certain occupational categories,
notably those requiring higher qualifications, which are in short supply in lhe economy. On lhe other
hand, unionization is substantially lower in tradilional industries and among lhe low-skilled workers
who make up lhe vast majority of lhe workforce. Thus, lhe dispersion of characteristics among
unionized workers is likely to be large.

4.72. The second explanation relates to lhe median voter lheorem. As more highly qualified 
workers are over-represented in union membership, lhey wield significant power in defining policies 
lha! favor retums to human capital, thereby increasing wage inequality. lf unions place a higher 
value on merit, then more highly skilled workers will seek jobs in sectors where unions have greatest 
influence in pay-setting processes. Thus, lhe market would respond to higher wages among 
unionized workers by allocating lhe best workers to industries where unions are mos! active.13

4.73. The third explanation relates to lhe scant or non-existent coordinalion and centralization of 
colleclive bargaining processes.14 This point is discussed below. 

4.74. Dispersion of characterislics and pay among unionized workers, togelher with lhe relatively 
greater importance of skill in wage formation, suggest that lhe retums to human capital variables will 
differ significantly among unionized workers throughout lhe distribulion. ln other words, lhe marginal 
return on educalion is higher among workers further towards lhe right-hand tail of lhe dislribulion. To 
examine this hypothesis, we compared lhe marginal returns on schooling in lhe unionized and non
union wage models, estimated by quantile regression. 

4.75. The results, shown in Table 4.11, reveal three phenomena. Firstly, marginal retums on 
education rise throughout lhe wage distribution. A worker in lhe 90th percentile obtains a greater 
retum from a higher education course than a worker attaining lhe sarne levei of schooling in any 
lower income percentile. Secondly, lhe retums to education are always higher for unionized workers. 
Thirdly, marginal retums among unionized workers grow proportionately more as lhe levei of 

13 This would creale a polential sample selection problem. AI lhe limil, selection would tend to reduce wage dispersion
as workers would have increasingly similar characteristics. 

14 By "centralization" we reler to lhe levei ai which collective bargaining takes place, namely plant, company, industry or
economy. 
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schooling rises. These results are evidence that unions contribute to greater wage inequality, by 
providing greater relative benefits to workers further to lhe right in lhe distribution, as well as workers 
with more years of schooling. 

Unions and Collective Bargaining 

4.76. One important aspect of collective bargaining processes is their potential economic effect, 
which goes beyond wage distribution. ln lhe mos! centralized and coordinated bargaining systems, 
wage determination tends to be more sensitive to lhe general conditions of lhe labor market (Layard 
et ai., 1991) and income distribution tends to be more equal. AI lhe other end of lhe scale, 
fragmented bargaining systems that operate ai lhe establishment levei tend to be more sensitive to 
lhe economic conditions facing lhe company. ln both cases, union demands are tempered by 
disincentives arising from lhe effects of inconsistent demands on lhe workers themselves, such as 
unemployment, inflation, or a lack of formalization of lhe employment conlract. Discussion on this 
!opie initially analyzed lhe effects of lhe crises of lhe 1970s on lhe macroeconomic performance of
rich counlries, and showed thal lhe institulions lhal regulate collective bargaining play a decisive role
in macroeconomic performance (Tarantelli, 1985; Bruno and Sachs, 1985; Freeman, 1988).

4.77. Calmfors and Driffill (1988) show that collective bargaining organized ai the industry levei, as 
in Brazil, is lhe worst possible structure, because workers have few incentives to incorporate into their 
objective functions lhe conditions facing the economy and companies, or lhe externai effects on 
themselves of potentially inconsistent demands. Moreover, lhe absence of coordination and 
synchronization among collective bargaining processes in Brazil means that unions are permanently 
creating pockets of instability, by holding out for wage increases that are inconsistent with 
macroeconomic balance. 

4.78. The literature indicates that lhe mos! important consequence of coordinated and centralized 
collective bargaining processes is low wage dispersion. The empirical literature shows that wage 
differentials are narrower in countries with centralized bargaining processes than where they are 
more fragmented (Kahn, 1998). Blau and Khan (1996) find, for a sei of developed countries, that 
wage dispersion is lower where collective bargaining is more centralized. Metcalf et ai. (2000) 
discuss and show that lhe retreat of collective bargaining coverage in lhe United Kingdom since lhe 
1980s was accompanied by greater wage inequality. Rowthom (1992) uses lhe centralization 
criterion proposed by Calmfors and Driffill (1988) and finds a negative relation between centralization 
and inter-industry wage dispersion. Thus, lhe greater the coordination and centralization of 
bargaining processes, and/or lhe higher the proportion of workers covered by collective bargaining, 
lhe lower the wage dispersion in the economy will be.15 

15 li should be bome in mind lhat wages agreed upon in more centralized collective bargaining systems affect lhe vast
majority of workers, including non-union members, eilher because lhe result of lhe bargaining process is legally extended 
to everyone, or because companies take lhe negotiated wage rate as a benchmark for constructing their own pay scale. 
ln eilher situation, wage dispersion among workers covered by lhe bargaining process should be less than among lhose 
who are not covered. 
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4.79. The structure of labor relations and union organization in Brazil is highly unfavorable to lhe 
strenglhening, centralization, and coordination of collective bargaining processes. Unions from lhe 
mos! organized and sophisticated industries are encouraged to adopt individualistic behavior to 
expiai! bargaining power associated with lhe conditions facing lhe company ar industry. As a result, 
inter-industry wage differentials may be wider among unionized than among non-union workers. As 
lhe rate and composilion of unemployment vary from region to region, unions from a single industry 
but in different localilies will have different bargaining power, leading to potentially greater inequality 
in lhe wages of unionized workers. 

4.80. lndustry-level bargaining processes may be advantageous for unions in sectors lhat eam 
monopoly rents and are therefore more receptive to wage claims. Such is lhe case of unions in lhe 
most profitable and highly concentrated industries, which use lhe most advanced technologies. 
Companies in sectors with these characterislics tend to be more accommodating because 
stoppages, strikes, and other forms of demonstration can be very costly for them. As we saw above, 
these industries attract lhe most highly qualified workers and have lhe greatest union density. For 
these unions, coordinated bargaining processes centralized ai lhe economywide levei could constrain 
their wage demands. ln addition, centralized bargaining makes sectoral demands more transparent, 
revealing possible free-rider behavior by unions. Finally, it is easier to achieve internai worker 
cohesion around bargaining geais when negotialions take place ai lhe industry levei rather lhan 
nationwide. On lhe other hand, unions in companies with little monopoly power, ar industries that are 
not very concentrated, have less bargaining power. These would be interested in "hitching a ride" on 
centralized collective bargaining processes. Weak coordination and centralizalion of bargaining 
processes are therefore lhe result of lhe inslitulional framework that govems colleclive bargaining 
and of highly heterogeneous union bargaining power. 

4.81. The effects of lhe structure of collective bargaining processes in Brazil are particularly 
important, given lhe country's highly unequal incarne distribulion and lhe severe macroeconomic 
instability it has been experiencing for ai least two decades. Negolialions ai lhe industry levei and by 
geographic area mean lha! unions have less incentive to intemalize lhe effects of lhe trade off 
between wage/employment and wage/formal employment contract. Consequently, there will be: (i) 
high dispersion of inter-industry wages - this will rise with lhe heterogeneity of technology and market 
power between industries, and lhe heterogeneity of bargaining power between unions; (ii) a 
prolongalion of and/or increase in lhe costs of stabilizalion processes and/or coordination of 
macroeconomic policies, with potential effects on unemployment and inflation. 

4.82. To investigate lhe effects of lhe colleclive bargaining structure on inequality, we compared 
lhe standard deviation of lhe inter-industry wage differenlial between unionized and non-union 
workers. lnter-industry wage differenlials relate to lhat part of wages not explained by human capital, 
demographic characteristics, regional variables, etc., but associated with lhe industry to which lhe 
worker is attached. Thus, lhe higher lhe industry wage premium, lhe higher will be lhe wage received 
by lhe individual in that industry vis-à-vis lhe representalive worker. lnsofar as industry wage 
premiums and profits are posilively related (Arbache and Menezes-Filho, 2000), it is reasonable to 
expect a positive relation between union activism and lhe industry wage premium, because unions 
negotiate where there are monopoly rents to be shared out. As colleclive bargaining processes 
usually occur ai lhe industry levei, union pressure for higher pay could lead to greater inter-industry 
wage dispersion. 
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4.83. We estimated inter-industry wage premiums and calculated lhe respective standard deviation 
using lhe Haisken-DeNew and Schmidt (1997) procedure. Table 4.12 shows that lhe dispersion of 
industry wage premiums among unionized workers is greater than among non-union members. This 
confinns that union bargaining power at the industry levei is quite heterogeneous, a situation tltlt 
tends to be boosted by fragmentation and a lack of synchronization among callective bargaining 
processes, and by lhe way in which labor relations are structured in Brazil. Little caoperation 

• between unions can therefore be expected on wages, and coordination in callective bargaining
processes is unlikely.

• · V · DISCUSSJON , . . 

4.84. This paper has attempted to answer lhe following questions: (i) How do labor and union laws 
affect collective bargaining processes? (ii) Do unions affect wage fonnation and incarne distribulion? 
(iii) Do unions increase rigidity in lhe labor market? On reaching lhe end of lhe paper, we realize we
have no! found unequivocal answers to these questions. The camplexity of lhe !opie and lhe
limitations of relying on economics alone to provide answers may help explain lhe shortcamings of
our findings. Nonetheless, lhe paper offers severa! pieces of evidence that elucidate the issues
addressed.

4.85. Possibly lhe most important lesson to be drawn from the study is that institutions are 
fundamental in explaining union actions, along with their effects on incarne distribution and 
macroeconomic stability, and on lhe current state of collective bargaining in Brazil. The answer to 
question (i) is closely linked to lhe institutional apparatus. As we have seen, labor and union 
legislation - particularly through the union levy, monopoly representation and labor tribunais - create 
disincentives for lhe development of collective bargaining and cause problems for macroeconomic 
coordination. 

4.86. The mandatory union levy creates cantract problems between the union and the worker. As 
lhe union thus has an assured incarne, lhe bureaucrat will no! always need to obtain additional funds 
from voluntary affiliations to run lhe organization. This may result in lhe relaxation ar even 
disappearance of lhe contractual relation between lhe two parties, in which lhe union member (lhe 
principal) would expect "contractual" altitudes and decisions from lhe union bureaucrat (lhe agent). 
Consequently, union leaders may perfonn lheir union activities with less commitment, and this may 
lead to a weakened relationship between lhe union and its workers. The assured incarne, which is 
often sizeable, gives enonnous power to lhe union bureaucracy, and nurtures bitter disputes for 
leadership of the organization. 

4.87. ln lhe period prior to lhe 1988 Constitution, when lhe State was given great freedom to 
meddle in union affairs, lhe contractual relation between union leaders and workers was often 
tenuous, and union bureaucracy essentially strove to keep itself in power by forging ever closer 
relationships with Govemment. li was in these circumstances that the so-called "pelego" concept 
and culture was forrned, which in some ways may still exist in lhe union movement today. More 
recently, lhe distribution of funds by Govemment for unions to use in training and labor interrnediation 
programs has fostered a further strenglhening of relations between union leaders and govemment 
authorities. 
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4.88. The contract problem created by lhe union levy means lha! union leaders do no! always feel 
committed to lhe mos! obvious interests of lhe worker; this inhibits a strengthening of lhe relationship 
between worker and union, thereby impairing lhe development of collective bargaining. 

4.89. Monopoly representation is another institution lha! may interfere wilh lhe actions of unions in 
collective bargaining processes. The monopoly guarantees union bureaucracy enormous power in 
its geographical jurisdiclion, giving it major prerogatives such as mandatory participation in 
discussions on any issue relating to lhe interests of lhe category il represents. A problem of union 
involvement in all negotiations is lha! it tends to inhibit bargaining between employers and employees 
ai lhe company levei. ln addition, excess power linked to lhe contract problem may also influence 
lhe behavior and actions of union leaders in bargaining processes. 

4.90. The regulatory power of lhe labor tribunal system, together with lhe patemalism of labor 
legislation and in many cases the justice system itself, preveni workers and employers from entering 
into direct negotiations with one another. Employees, protected by legislation and lhe culture of 
appealing to lhe tribunal, are encouraged to use to lhe justice system to resolve disagreements with 
employers. Employees frequently have recourse to lhe justice system even before proposing or 
presenting their allegations or claims to their employers. The latter, either as a way of delaying 
payments owed, exploiting lhe opportunity cosi of lhe worker, or increasing lhe transaction cosi of 
access to amounts supposedly owed, also has incentives to apply to lhe courts rather than negotiate 
with lhe worker. Direct negotiations are thus replaced by lhe institutionalization of indirect 
negotiations through lhe labor tribunal system. This tortuous means of settling disputes may also be 
susceptible to political influence in lhe rulings handed down - a not infrequent occurrence, especially 
in higher courts. Apart from this, a Jack of preparation and technical support on economic issues may 
lead judges to make spurious decisions. Such was lhe case during lhe wage policy period, for 
example, in defining lhe productivity increase to be passed on to wages, where courts calculated 
productivity on lhe basis of dubious or unknown criteria. 

4.91. The wage law - which was in force for many years - and lhe policies of lhe military 
dictatorship explain, in large measure, lhe backward state of collective bargaining in Brazil. As we 
saw earlier, employers had incentives during wage negotiations to invoke collective disagreement, 
which meant applying lhe wage law and ruling out any chance of negotiation. Throughout lhe military 
dictatorship, unionism was subjected to close monitoring and control, which stymied lhe 
development, improvement, and modemization of labor relations for over twenty years. 

4.92. With regard to question (ii), pertaining to the effects of unions on pay setting and lhe wage 
distribution, we find a variety of econometric evidence. Unions clearly contribute to wage formation, 
by establishing a wage premium lha! enables union members to earn more than their non-union 
counterparts with lhe sarne individual characteristics and industrial affiliation. ln principie, lhe 
existence of lhe wage premium is unexpected, since lhe law requires lhe results of collective 
bargaining processes to be extended to ali workers in lhe occupational category concerned. Thus, 
any pay raise negotiated by lhe union must be given to ali workers in that category. Possible 
explanations for lhe empirical verification of union wage premiums include lhe following: (i) automatic 
extension of gains may not have taken place, meaning non-compliance with lhe law; (ii) wage 
negotiations may predominantly be carried out ai the company rather than lhe industry levei, as we 
investigated in this study, which would not require extension of bargained results to other workers in 
lhe industry; (iii) unions may essentially be negotialing pay floors rather than actual wage rates, 
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thereby giving space for companies to negotiate wages above lhe floor; and (iv) there may be a wage 
differential between workers in a given category, but in different municípios or jurisdictions of unions 
or their federalions. Unfortunately, shortcomings in union data preveni us from testing these 
hypotheses. Nonelheless, we would no! be surprised if future calculations using company and/or 
municipal-levei data produced lower union wage premiums. 

4.93. We find evidence lha! unions do affect income distribution; but contrary to lhe view prevailing 
in lhe literature, unions in Brazil are associated with more rather than less wage inequality. Severa! 
factors appear to explain lhis. Firstly, higher-skilled workers and those in better jobs are 
proportionately more unionized than less skilled workers. This is counterintuitive, since better 
qualified workers would not have an incentive to be paid standardized wages. On lhe contrary, as 
they are more skilled they ought to prefer their pay to be performance-related rather than 
predetermined. 

4.94. Our results suggest lha! lhe higher rates of unionization among more qualified workers 
encourage unions to adopt strategies favoring this group. This is consistent with lhe median voter 
theorem, lhe greater mobilization power of like-minded people, or insider power. The finding lha! 
marginal retums on human capital variables are higher among unionized workers and lhose to lhe 
right of lhe wage distribution, compared to non-union members, is remarkable. Given lha! lhe 
country is so lacking in skilled labor, unions would therefore seem to be exploiting labor scarcity to 
magnify lhe retums to skill, thus benefiting workers with more human capital and/or those holding 
better posts in lhe job hierarchy. This issue becomes even more important if unions are insensitive to 
lhe wage/employment and wage/informal sector trade-offs. 

4.95. One possible explanation for lhe higher rate of unionization among better qualified workers 
may be lhe regulalion of higher-level professions by regional councils, which, to some extent, behave 
or end up behaving in a similar way to unions. As we showed above, an example of this is the 
publication of fee scales and lhe establishment of pay floors by these institutions. On lhe other hand, 
lhe unions in lhe respective categories, which often work in conjunction with and in lhe sarne place 
as lhe regional councils, can take advantage of extemalities arising from the actions oi lhese bodies, 
to promete and disseminate unionization among professional people and thereby increase union 
membership among !hem. 

4.96. Secondly, lhe dispersion of characteristics among unionized workers is greater than among 
lheir non-union counterparts, resulting in higher wage dispersion among union members. 

4.97. Thirdly, lhe resurgence of unionism ai lhe end oi lhe 1970s in lhe industrialized and wealthy 
ABC□ area of São Paulo, does no! seem to be mere coincidence. Clearly, it is associated with lhe 
nature of lhe companies and industries in lha! region, which include multinationals and large 

• domestic companies, mostly operating in concentrated, high technology industries. The conjunction
oi these two phenomena, namely lhe extraction oi monopoly rents by companies in lhe region, and
lhe strict law on pay increases, which limited wage hikes, would have encouraged workers to

• organize and lobby for greater flexibility to facilitate rent sharing. Thus, lhe reorganization of lhe
union movement in lhe wealthiest pari of lhe country and in industries using sophisticated
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technologies and moderately more qualified workers seems to have molded lhe "new unionism" as an 
aclivity associated with workers who are more rather than less qualified. 16 

4.98. Fourthly, lhe fac! that occupational categories' base dates are spread throughout lhe year, 
compounded by lhe fragmentation of collective bargaining by region, reduces lhe chances of 
centralizalion and/or coordinalion of bargaining processes and encourages free-rider behavior. ln 
this context, unions in sectors that extract monopoly rents have incentives to act in a decentralized 
fashion, exploiting circumstances that are favorable to !hem, in accordance with lhe characteristics of 
lhe industry and/or region in which they are located. On lhe other hand, lhe weakness of unions in 
more competilive sectors means they have less chance of bargaining success. As union density is 
higher in lhe more concentrated and sophislicated industries, we consequently find greater inter
industry wage inequality associated with unions. 

4.99. Another major consequence of lhe fragmentation of bargaining processes is lhe difficulty this 
raises for macroeconomic coordination. A fragmented system of negotiations, with highly variable 
bargaining power between unions, encourages free riding and inconsistent wage demands, 
constantly generating potential pressure on prices. But lhe effects of fragmentation become even 
more acute as unions in more organized sectors show scant concem for lhe wage/employment and 
wage/informal sector trade-offs, provoking potentially negative consequences for lhe levei and quality 
of employment, and harming outsiders in particular. 

4.100. As for lhe relation between unions and market-market rigidity posed in question (iii), we find 
evidence that union action on wages tends to increase rigidity and segmentation in lhe labor market. 
The union wage premium, together with an over-valuation of human capital, raise labor costs, 
crealing entry barriers for less skilled workers in certain industries and encouraging segmentation. 
Broadly speaking, this produces one group of industries with higher union density, higher wages, and 
more skilled workers; and another group of industries with lower union density, lower wages, and less 
skilled workers. 

' ,h ' 
• ,VI,, RECOMMENDATIONS ,''; ' ' 

4.101. ln lhe light of lhe above discussion, we now make some recommendations for encouraging 
and strengthening collective bargaining processes, ideally turning them into the key instrument of 
labor relations in Brazil. We believe lhe following measures should be adopted: (i) abolish lhe union 
monopoly; (ii) abolish lhe mandatory union levy; (iii) abolish lhe regulatory power of lhe labor tribunal 
system; (iv) organize unions by economic activity rather than occupation; (v) strengthen 
representalion ai lhe workplace; and (vi) change collective bargaining base dates so as to reduce 
fragmentalion and encourage centralization and/or cooperation between unions in bargaining 
processes. We believe these measures would enhance unions and give !hem greater independence; 

16 li should be noted lha! lhe concept oi skill in a country wilh a high proportion oi il/iterate or functionally illiterate
workers, such as Brazil, is different from lhat oi a country with a higher average levei of education. Thus, even an 
individual who has not completed second grade, for example, could be considered to have formal education well above 
lhe national average. 
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lhe measures would also strengthen them and elicil more committed engagement from !hem on 
issues pertaining to workers' interests. The current structure of collective bargaining in Brazil reflects 
and reveals scant consensus among the agents involved in improving and modemizing the country's 
labor relations. 

4.102. Given lhe paucity of research on unions in Brazil, investigation of their impact on 
employment, productivity, profits, and working conditions, together with studies of lhe differences 
between unions in lhe public and private seclors, and ai lhe company and regional levei, would be 
particularly welcome in order to shed further lighl on lhe issues raised in this paper . 
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Union 

General 

characteristics 

Employment record 82.3 

card 
Head oi household 66.8 

White 61.5 

Male 75.6 

Experience (absolute 22.9 

value) 
Aae fabsolute value) 36.0 

Education 

llliterate 11.7 

Some elementary 13.7 

education 
Elementary or some 26.4 

nrimarv education 
Primary or some 13.2 

secondarveducation 
Secondary or some 21.4 

hiaher education 
Hiaher education 13.7 

Years oi schooling 7.2 

labsolute value) 

1986 

Non-
union 

57.5 

48.6 

51.0 

63.9 

22.1 

33.8 

17.0 

19.8 

32.7 

13.1 

13.9 

3.4 

5.2 

Union 

91.3 

64.3 

61.5 

70.5 

22.4 

37.0 

9.8 

11.5 

26.2 

14.0 

25.0 

13.6 

7.7 

1992 

Non-
union 

55.2 

50.7 

52.0 

62.3 

21.8 

34.6 

15.3 

17.3 

33.0 

14.1 

16.0 

4.4 

5.7 
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Table 4.1 Characteristics Of Unlonized And Non-Union Workers 

(Percentages) 
1993 1995 1996 

Union Non- Union Non- Union Non- Union 
union union union 

91.0 54.1 91.4 53.5 90.4 53.8 90.4 

64.5 50.9 62.8 50.2 62.0 49.7 61.6 
60.9 51.8 61.1 51.8 62.1 52.5 60.5 
69.5 62.4 68.1 61.0 66.7 61.0 66.6 
22.3 21.9 22.6 21.9 22.5 21.7 22.5 

37.2 34.7 37.7 34.8 37.9 35.0 38.0 

9.1 14.1 7.9 13.0 7.2 12.5 7.7 
10.9 17.0 10.3 16.5 9.2 15.0 9.1 

25.5 33.6 25.4 33.9 23.6 32.7 22.9 

13.7 14.4 13.9 14.7 15.3 16.3 14.8 

25.9 16.5 26.8 17.3 28.1 18.6 28.4 

15.0 4.4 15.7 4.6 16.6 4.9 17.0 
7.9 5.8 8.1 6.0 8.4 6.2 8.4 

1997 1998 

Non- Union Non-
union union 

53.4 90.5 53.3 

50.0 61.3 50.2 

51.8 61.2 51.5 

61.5 65.3 61.1 

21.7 22.6 21.7 

35.0 38.3 35.2 

11.9 6.9 11.1 

15.4 8.5 14.8 

32.7 22.3 32.3 

15.7 14.7 16.3 

19.2 29.8 20.2 

5.1 17.9 5.3 

6.3 8.7 6.4 

Union 

89.7 

61.2 

59.9 

65.2 

22.9 

38.5 

7.5 

8.4 

21.8 

15.0 

29.6 

17.7 

8.6 

1999 

Non-
union 

52.4 

50.2 

51.7 

60.6 

21.7 

35.3 

10.6 

14.3 

32.0 

16.5 

21.2 

5.4 

6.6 
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Table 4.2 Proportion Of Unionized Workers By Region And Occupation 
/PercentaQeS) 

1986 1992 1993 1995 1996 1997 1998 1999 

Geographic 
reaion 
Urban 22.1 20.2 20.0 19.1 18.7 18.2 17.8 17.4 

Rural 22.1 20.0 19.6 17.8 17.7 17.1 16.5 17.2 

Metrooolitan reaion 24.2 22.0 22.1 21.2 20.9 20.3 20.0 18.8 

Non-metrooolitan 20.6 18.8 18.4 17.3 16.8 16.4 15.9 16.4 

South-east 22.9 19.1 18.4 17.9 18.6 17.9 17.4 16.7 

Other reaions 21.7 20.8 20.8 19.5 18.5 18.1 17.7 17.7 

North 22.3 16.4 16.2 14.6 15.5 15.4 14.3 14.7 

Other reaions 22.2 20.4 20.2 19.3 18.8 18.2 17.9 17.6 

North-east 19.1 20.8 20.2 18.4 16.6 16.7 16.6 17.2 

Other rec ions 23.4 18.6 19.2 19.2 19.3 18.5 18.0 17.5 

Central-westem 16.9 17.8 18.7 15.7 16.6 15.2 15.1 15.0 
Other reaions 23.0 20.5 20.1 19.4 18.8 18.4 18.0 17.7 

South 29.8 27.4 26.4 25.5 23.6 23.1 25.5 21.6 
Other r00 ions 20.7 18.5 18.5 17.5 17.4 16.9 16.6 16.5 

Occuoation 
Manaaers 40.2 34.5 36.0 34.7 33.4 32.2 31.4 30.2 
Other occuoations 21.6 19.7 19.5 18.5 18.1 17.6 17.3 17.0 

Higher-level 52.5 44.8 45.2 45.0 42.3 42.4 43.0 42.2 
orofessionals 
Other occuoations 20.1 19.1 18.8 17.7 17.4 16.8 16.4 16.1 

Technical workers 25.2 27.9 29.9 28.4 28.5 28.8 27.4 27.7 
Other accuoations 22.0 19.7 19.3 18.3 17.9 17.3 17.0 16.7 

Office staff 30.8 31.6 32.7 31.1 29.7 29.1 28.7 27.7 
Other occuoations 21.3 19.2 18.9 18.0 17.7 17.2 16.8 16.6 

Sales staff 12.9 8.9 10.1 9.7 10.3 10.0 10.2 9.6 
Other occuoations 23.8 11.3 21.8 20.8 20.2 19.6 19.2 19.0 

Skilled production 29.3 19.5 28.3 26.8 26.0 25.3 24.9 24.8 
workers 
Other occuoations 20.6 18.5 18.5 17.6 17.3 16.8 16.5 16.2 

Unskilled production 15.3 13.9 16.3 12.9 12.3 11.9 11.5 11.4 
workers 
Other occuoations 27.2 25.0 24.9 23.6 23.4 22.8 22.6 22.2 
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Table 4.3 Probability of Union Membership 
Marainal effects (%) 1986 

Some elementarv education 18.59 

Elementarv or some primary education 62.60 

Primarv or some secondary education 149.75 

Secondarv or some hiqher education 287.43 

Higher education 835.15 

Experience 1.38 

Male 24.50 

Head of household 89.43 

Urban reqion -13.86

Metropolitan region 9.87

South-east 11.06

North 19.83 

Central-westem -20.55

South 58.77 

Aariculture 84.91 

Manufacturing 121.24 

Civil construction -30.66

Other industrial activities 187.18 

Services -48.39

Other services 30.16 

T ransport and communication services 133.32 

Social services 32.26 

Public administration -12.02

other activities 164.23 

N 99 305 

Note: Ali coefficients are significant ai the 5% levei, except those shown in ffalics. 

Reference categories are: illiterate, north east region, and commerce. 

1992 

24.27 

76.04 

161.31 

308.45 

624.02 

1.97 

21.91 

47.36 

-15.51

12.41 

-10.12

-18.75

-7.89

45.90 

92.94 

164.18 

-19.09

343.72 

-37.48

44.84 

255.47 

108.21 

28.39 

284.65 

104 154 

The models were estimated by logistic regression. The standard errors of lhe estimators are robust. 

1993 1995 

21.23 26.43 

71.74 81.50 

157.50 174.43 

304.18 327.67 

680.75 721.92 

1.92 2.25 

15.68 18.20 

51.98 41.20 

-12.41 -9.24

16.32 17.39 

-19.28 -19.08

-20.74 -27.73

-9.23 -21.91

31.47 28.31 

119.83 109.82 

178.35 193.99 

-16.82 -14.54

369.61 442.29 

-37.16 -38.46

44.97 30.16 

286.31 253.98 

141.79 155.10 

49.39 74.81 

328.61 330.09 

106 285 114 377 

• 

1996 1997 

31.21 15.04 

85.27 64.87 

186.89 162.11 

354.47 291.27 

760.35 633.53 

2.31 2.32 

14.74 17.68 

41.79 39.31 

-12.99 -11.87

21.64 21.87

1.89 -2.94

-7.39 -10.23

-1.69 -14.45

37.63 33.18

114.95 107.71 

151.76 134.72 

-26.05 -28.75

355.15 304.29 

-33.12 -35.44

33.34 31.52 

244.85 201.06 

133.87 150.52 

53.48 75.89 

229.34 237.05 

111 358 118 135 

• • 

1998 

16.07 

68.87 

164.81 

312.00 

691.90 

2.44 

12.99 

37.09 

-9.92

21.89 

-6.76

-16.57

-13.77

28.36 

106.25 

120.43 

-30.20

310.65 

-37.32

29.09 

190.42 

129.10 

66.99 

166.07 

117 045 

1999 

8.81 

60.22 

165.31 

292.32 

671.78 

2.62 

15.82 

34.10 

-10.70

12.01 

-13.45

-20.56

-18.28

15.88

125.68

130.49

-33.23

317.70 

-32.21

29.59 

218.62 

150.60 

93.66 

183.97 

120 685 
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Table 4.4 Union Density 
f Percentaaes 

lndustrv 1986 1992 1993 1995 1996 1997 1998 1999 Mean 
Aariculture 23.6 20.6 20.7 18.5 18.9 18.4 18.1 18.9 19.7 

Minina 30.1 22.0 19.6 24.2 15.9 17.0 16.6 16.5 20.2 

Oit, aas, and coai 68.3 67.1 71.8 71.7 49.3 64.8 61.1 66.7 65.1 

Non-metallic 22.1 19.0 17.5 19.5 17.2 20.1 16.2 15.1 18.3 
oroducts 
Metallurgical 41.0 35.5 38.8 34.9 36.4 30.3 29.7 29.2 34.5 

oroducts 
Mechanical oroducts 43.5 40.1 41.7 40.2 31.1 36.6 31.7 31.3 37.0 

Electrical and 47.6 42.4 36.1 38.2 33.6 33.3 33.0 27.1 36.4 
electronic oroducts 
Vehicles and 43.3 47.2 46.5 48.9 46.8 43.2 41.8 42.5 45.0 
autooarts 
Wood and furniture 18.2 15.0 10.2 11.2 11.0 9.1 11.2 10.0 12.0 
Paoer and publishina 36.1 35.1 32.9 32.9 36.0 27.1 27.4 27.2 31.8 
Rubber 30.2 28.2 42.9 40.8 28.9 24.6 34.2 31.0 32.6 
Chemicats 35.3 30.3 31.1 30.5 31.2 28.2 29.3 34.4 31.3 
Oit refinina 53.4 63.8 48.7 57.7 49.7 54.6 40.9 48.7 52.2 
Perfumes and 31.8 23.9 29.0 27.2 26.7 24.0 23.9 26.4 26.6 
oharmaceuticals 
Plastic oroducts 32.3 28.7 28.4 27.7 31.2 29.4 24.1 27.0 28.6 
Textiles 33.1 40.7 38.9 43.3 31.7 33.6 35.3 30.5 35.9 
Clothina 8.9 9.4 9.4 9.5 8.2 8.0 8.4 8.7 8.8 
Faatwear 32.1 30.4 31.5 27.9 22.8 24.2 18.4 21.0 26.0 
Foadstuff 26.2 24.1 22.9 22.6 20.9 20.3 20.0 18.1 21.9 
Olher manufactured 22.6 16.9 14.6 21.6 20.1 16.2 17.3 13.5 17.9 
oroducts 
Industrial services 50.6 66.2 63.3 65.3 60.6 56.6 55.0 54.2 59.0 
Civil construction 11.9 10.2 9.5 9.2 8.2 8.0 7.6 6.9 8.9 
Commerce 17.9 14.3 13.2 12.2 12.7 12.6 12.7 11.7 13.4 
Transpor! services 34.9 37.1 36.1 32.4 33.1 30.3 29.8 29.4 32.9 

Communicatian 43.3 45.9 52.1 52.2 45.6 41.3 38.9 38.5 44.7 
Financial institutions 54.1 60.8 58.7 61.8 53.8 53.8 48.9 49.9 55.2 
Social services 14.1 13.9 13.7 12.8 14.0 13.2 13.5 13.0 13.5 
Business services 32.1 28.0 28.0 26.1 26.9 25.1 25.4 24.8 27.1 
Public administration 24.4 21.1 25.1 19.7 18.0 22.3 20.5 20.2 21.4 
Rental and leasina 23.9 26.0 27.9 29.0 28.1 29.5 28.8 29.9 27.9 
Other services 4.0 2.7 2.7 2.7 2.8 2.8 2.9 2.7 2.9 
Total 22.2 20.2 20.0 19.0 18.6 18.1 17.7 17.4 19.2 
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Table 4.5 Union Density By Group 
f Percentaaes) 

Grouo Mean 
1. Medium or low-density (up to one standard
deviationl

Other services 2.9 
Clothina 8.8 

• Civil construction 8.9 
Wood and fumiture 12.0 
Commerce 13.4 

• Social services 13.5 
Other manufactured oroducts '7.9 
Non-metallic oroducts 18.3 
Aariculture 19.7 
Minina 20.2 
Public administration 21.4 
Foodstuff 21.9 
Footwear 26.0 
Perfumes and ohannaceuticals 26.6 
Other industrial services 27.1 
Rental and leasina 27.9 
Plastic oraducts 28.6 
Chemicals 31.3 
Parn>r and oublishina 31.8 
Rubber 32.6 
Transoort services 32.9 

2. Hiah-densitv /uo to two standard deviationsl
Metalluraical oroducts 34.5 
Textiles 35.9 
Electric and electronic oroducts 36.4 
Mechanical oroducts 37.0 
Communications 44.7 

Vehicles and autooarts 45.0 

3. Very high-density (three or more standard
deviations)

Oil refinina 52.2 
Financial institutions 55.2 
Industrial services 59.0 
Oil, aas, and coai 65.1 

Notes: Standard devIat1on = 15%; overall mean dens,ty = 19.2%; mean values between 1986 and 1999. 

Table 4.6 Differential Of Log. Of Real Hourly Wages 
• (Percentaaes) 

1986 55.8 
1992 59.1 
1993 63.0 

• 

1995 57.5 
1996 57.0 
1997 57.7 
1998 57.8 
1999 54.2 
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Table 4 7 Union Waae Mark-Uo 
Year Union dummv /OLS\ Booth method' Oaxaca-Blinder method-
1986 0.1670 0.1365 0.1281-0.1662 
1992 0.1772 0.1381 0.1203- 0.2057 
1993 0.2008 0.1682 0.1516-0.2316 
1995 0.1855 0.1698 0.1581-0.2190 
1996 0.1813 0.1596 0.1469- 0.2135 
1997 0.1881 0.1702 0.1606-0.2134 
1998 0.1774 0.1580 0.1479 - 0.2040 
1999 0.1574 0.1228 0.1106-0.1778 
Notes: The explanatory vanables m the wage equation model are: educat1on, expenence, expenence squared, 
employment record card, urban region, metropolitan region, head of household, race, gender, five geographic regions, 
and 31 industries. 

1 

• Booth (1995). - Results vary according to the means vector used in the calculations, of non-ünion and unionized
workers, respectively .

Table 4 8 Waae Disoersion Amonn Unionized And Non-Union Workers 
Standard deviation of loa. oi real hourlv waae 

Year Unionized Non-union Total 
1986 0.9740 0.8914 0.9397 
1992 0.9412 0.9076 0.9448 
1993 0.9910 0.9229 0.9702 
1995 0.9631 0.8936 0.9349 
1996 0.9629 0.8949 0.9352 
1997 0.9667 0.8926 0.9332 
1998 0.9620 0.8751 0.9181 
1999 0.9485 0.8636 0.9028 

Table 4.9 Simulation Of Standard Deviation Of Unionized And Non-Union Workers' Wages 
/simulated value/orioinal va/ue %1 

1986 1992 1993 1995 1996 1997 1998 1999 
Non-union 13.57 5.08 20.82 -4.64 14.43 11.88 15.79 37.33 
Unionized -13.45 -13.77 -17.45 -12.66 -14.05 -11.97 -14.99 -18.75 

. .  Notes: The figures shown m the table represent the rat10 of the s1mulated standard dev1ation d1v1ded by the ongmal 
standard deviation, expressed as a percentage. The values shown for non-union members reter to the simulated 
standard deviation obtained using coefficients estimated from the unionized workers wage model. The values for 
unionized workers reter to the simulated standard deviation obtained with coefficients estimated from the non-union

workers wage model. 
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Table 4.10 Retums To Human Capital Variables ln Unionized And Non-Union Workers Wage 
eauations 1999 ' 

Variable Unionized Non-union 

E•"erience 0.0347 0.0331 
Exoerience souared -0.0004 -0.0005
Some elementarv education 0.1573 0.1151
Elementary or some primary 0.3678 0.2888
education 
Primary or some secondary 0.6414 0.5288 
education . 

Secondarv or some hioher education 1.0850 0.9380 
Hiaher education 1.8080 1.7260 
Note: Ali coefficients are significant at the 1 % levei 

Table 411 Schoolino Coefficients Amono Unionized And Non-Union Workers 1999 ' 
Percentile 0.1 0.25 0.50 0.75 0.9 

Union Non- Union Non- Union Non- Union Non- Union Non-
union union union union union 

Some 0.0589 0.0394 0.0961 0.0416 0.1055 0.0465 0.1591 0.0703 0.1560 0.1017 
elementary 
education 
Elementary 0.1625 0.1211 0.2180 0.1146 0.2488 0.1175 0.2781 0.1340 0.2656 0.1709 
or some 
primary 
education 
Primary or 0.2976 0.2060 0.3428 0.1915 0.3731 0.2244 0.4411 0.2756 0.4790 0.3498 
some 
secondary 
education 
Secondary or 0.5479 0.4123 0.6510 0.4581 0.7549 0.5674 0.8901 0.7118 0.9513 0.8657 
some higher 
education 
Higher 1.3916 1.1577 1.5364 1.3185 1.6765 1.5176 1.7903 1.6751 1.7487 1.7513 
education 

Notes: Models were estimated by quantile regression. Ali coefficients are significant at the 1 % levei. Standard errors 
were estimated by the bootstrap method. 

The models' explanatory variables are: gender, urban region, metropolitan region, 5 geographic regions, 31 industries, 
head oi household, employment record card, and schooling . 
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Table 412 Standard deviation oi the inter-industrv waae differential 
Year Unionized Non-union Total 

1986 0.2491 0.1827 0.2023 
1992 0.2640 0.1713 0.2061 
1993 0.2741 0.1619 0.2002 
1995 0.2631 0.1614 0.1934 
1996 0.2456 0.1652 0.1892 
1997 0.2375 0.1685 0.1898 
1998 0.2310 0.1605 0.1796 
1999 0.2313 0.1625 0.1818 
Notes: (1) The mter-mdustry wage dIfferential and standard devIation were estImated by the HaIsken-DeNew and 
Schmidt (1997) method. (2) The models' explanatory variables are: education, gender, experience, experience 
squared, employment record card, head oi household, urban region, metropolitan region, regions, and 31 industrtes 
(IBGE two-digit levei). 
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Fi ure 4.1 Union Densi vs. Formalization, 1999 
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Figure 4.3 Schooling and union density- industry, 1999 

70 

D 

60 
D 

D 

50 
D 

D D 

40 

D D 

D D D D 30 
Do D 

.€' 20 D D 
D D 

-o 10 

·a
::i o 

6000 • 

5000 1 

4000 1 

3000 1 

2000, 

1000 ■ 

D D 

D D 

D 

2 4 6 

Average years of schooling 

D 

8 IO 12 

Std. Dev = 4.10 

Mean = 4.0 

O LLU-1J.J..J....l.L[J-1:;;::e:r;;:r::1;;a□:;:.=
.-=.c;l N = 21151.00

O.O 2.0 4.0 6.0 8.0 IO. 12. 14. 16. 18. 20. 22. 
0 0 0 0 0 0 0 

Real hourly wage 

14 



50000 

40000 

30000 

20000 

10000 

o 

• 

-

-

>-

1 1 , 

- 98-

Std. Dev = 2. 77 

Mean = 2.3 

N-100176.00

O.O 2.0 4.0 6.0 8.0 10. 12. 14. 16. 18. 20. 22. 

0 0 0 0 0 0 0

Real hourly wage 





- 99-

5. ECONOMIC IMPACT OF UNIONS ANO COLLECTIVE

BARGAINING: LESSONS FROM INTERNATIONAL

EXPERIENCE 

Prepared by Amit Dar 

5.1. The intemational debate on labor standards has focused on a sei of intemationally agreed upon 
'core labor standards" including: (1) lhe freedom of association (consisting of lhe right to unionize and lhe 
right to collective bargaining); (2) lhe elimination of ali forms of forced labor; (3) lhe effective abolition of 
child labor; and (4) lhe elimination of discrimination in employment and occupation. 

5.2. These core labor standards have been defined in a number of ILO conventions dating from 1930 
on. However, no! ali countries have ratified !hem and even where ratification has taken place, sometimes 
implementation and enforcement have been problematic. ln June 1998, lhe ILO adopted lhe Declaration on 
Fundamental Principies and Rights at Work in order to revive interest in adopting and ratifying these 
conventions and to signal a strategic shift towards more flexible implementation and a greater emphasis on 
technical assistance. The Declaration includes an obligation on lhe pari of ILO members to promete and 
realize lhe four core labor standards identified above. li recognizes lhe obligation of lhe ILO to assis! its 
member countries to attain lhe objectives of lhe Declaration. li also encourages other intemational 
organizations to support these efforts by offering technical assistance and by helping member countries to 
create a climate for economic and social development. The intent of lhe Declaration is to ensure lha! lhe 
trend towards globalizalion is accompanied by social justice. However, it acknowledges lha! lhe 
comparative advantage of low-wage countries should no! be called into question. 

5.3. Debate on core labor standards has also become more prominent in lhe intemational arena and 
remains controversial. For example, some (largely developed) countries have expressed lhe view lha! if 
these standards were linked to trade regulations through lhe WTO, this would represent a powerful 
incentive for members to improve labor conditions. By contras!, many developing and some developed 
member states have maintained lha! lhe introduction of labor standards in trade negotiations would amount 
to proteclionism and would undermine lhe comparative advantage of lower-wage trading partners. 

5.4. This paper focuses on one of these standards by shedding light on lhe economic facets of lhe 
freedom of association. While lhe human rights argument in support of freedom of association and lhe 
right to collective bargaining is compelling, lhe question from an economic point of view is to what extent 
these standards contribute to economic development and performance. Answering lhis question would, in 
principie, require a comparison between countries with and without unions. This is, however, impossible as 
in virtually ali countries - even those which suppress labor - unions and employers' organizations play a 
(sometimes important) role in industrial relations. 

5.5. ln this paper, we consider two related questions lha! indirectly can help us disentangle lhe 
economic effects associated with freedom of association and lhe right to collective bargaining. These 
questions are: (a) what are lhe microeconomic effects of unions and employers' organizations (unionism); 
and (b) how do different institulional approaches to collective bargaining affect macroeconomic 
performance? 
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5.6. The majority of lhe evidence that addresses various aspects of lhese queslions �mes_ from OE_CD 
countries, though available evidence from develo�ing countries will �Is� be presented. T�,s ev1d�nce w1II 
inform us about the economic consequences of d1fferent types of urnornsm as well as lhe mteractIon 
between unionism and lhe economic, polilical and institutional environment in which collective bargaining 
takes place. The aim of this review is to summarize lhe empirical evidence and draw some lessons of 
experience. 

5.7. The study will be organized in lhe following sections: (a} presenling some data on unionism; (b} 
providing a brief theoretical overview of unionism and collective bargaining; (c} reviewing evidence derived 
from microeconometric analysis of lhe economic impact of unions; (d} reviewing evidence derived from 
econometric studies focusing on lhe relationship between different systems of colleclive bargaining and 
macroeconomic performance; and (e} conclusion and lessons. The evidence presented in this paper draws 
heavily on a recent comprehensive study of lhe issues Core Labor Standards and the Freedom of

Association: Economic Aspects by Aidt and Tzannatos (2001, forthcoming}. 

•n�uN10N1zXT10NrÂ··· �60LLEc:r1VEIBA!ii;AiNiNG;rscr··1s'.iÃ-:r1ST1esD

5.8. A recent development in lhe economics of lhe labor market was lhe appearance during lhe 1980s 
of a wide range of studies on lhe behavior of trade unions and lheir impact on lhe process of wage and 
employment determination. ln lhe specific case of wage determination, it has been now widely suggesled 
lha! wage moderation is usually associated with a more coordinated bargaining structure, or what has been 
termed corporatist arrangements. On lhe other extreme, however, explosive wage demands have been 
usually associated both with a lack of coordination and with synchronizalion in wage bargaining. 

5.9. The discussion on lhe role of inslitulions and wage bargaining structures in determining wage 
moderalion cannot be dissociated from lhe debate on labor market flexibility. ln lhe competilive model of 
lhe labor market, for example, lhe balance of supply and demand in lhe whole market dictates wages. 
Hicks's Theory of Wages (1932) was lhe starting point for this argument, but even Hicks himself became 
skeptical about lhe overall applicability of lhe competitive model, as he made clear in lhe preface to Hicks 
(1963). There has been much debate whelher wages can be considered as fixed by non-competilive 
pressures. A common argument often used is lha! in most cases, wages are determined by colleclive 
bargaining and also that other non-competilive factors might be important (e.g., efficiency wage and rent
sharing theories). 

5.10. Two indicators are often used to measure lhe extent of unionizalion in a country. These are (a) 
union density; and (b) bargaining coverage. Union density is defined as lhe number of workers who are 
members of a union, as a percentage of all workers (unionized and non-unionized}. Bargaining coverage is 
defined as lhe number of workers, unionized or not, who have lheir pay and employment condilions 
determined by a collective agreement, as a percentage of all workers, unionized and non-unionized. 

5.11. Table 5.1 shows union density and bargaining coverage for some non-Lalin American OECD 
countries in lhe 1970s, 1980s and 1990s and for some Latin American countries where data is available for 
lhe latter two decades. Average union density in lhe OECD countries declined during lhe 1980s (47%} to 
40 percent in lhe 1990s. The average movement, however, hides a lo! of variation. Some countries, such 
as lhe US, lhe UK, Japan, and lhe Netherlands, have experienced a significant reduclion in union density. 
Other countries, such as Finland and Sweden, have experienced a significant increase in union density 
over lhe three decades. Also, lhe cross-country variation is significant. Countries such as France, lhe US, 
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and Spain have very low union density rates (less than 30 percent). On lhe other hand, lhe Scandinavian 
countries have very high rates (all above 50 percent, some around 80 percent). 

5.12. Some of lhe sarne trends are true for Latin American countries as shown in Table 5.1- union 
density seems to have decreased sharply in lhe 1990s. While it is still high in some countries (e.g. Brazil 
32%, Argentina 25%, Guyana 25%), in many countries union density is below 10%. Another interesting 
aspect is lha! union density is significantly lower, on average, in Lalin America than it is in many non Latin 
OECD countries. 

Table 5.1 Union Densi!}'. And Bargaining Coverage 
Union densftl BalJl.ainin� Covera�e 

Country_ 1970 1980 1994 1990 1994 

OECD ... 
Austral ia 50 48 41 80 80 

Austria 62 56 42 98 98 

Canada 31 36 38 38 38 

Denmark• 60 76 76 69 69 

Finland 51 70 81 95 95 

France 22 18 9 92 95 

Germany 33 36 29 90 92 

ltaly 36 49 39 83 82 

Japan• 35 31 24 23 21 

Nether1ands 38 35 26 71 81 

NewZealand n.a. 56 30 67 31 

Spain 27 19 19 76 78 

Sweden• 68 80 91 86 89 

Switzer1and 30 31 27 53 50 

UK 45 50 34 47 47 

us 23 22 16 18 18 

Latin Ame rica and Caribbean ... 
Argentina n.a. 49 25 n.a. 73 

Brazil n.a. n.a. 32 n.a. n.a.
Chile n.a. 12 16 n.a. 13 

Colombia n.a. 11 7 n.a. n.a.
Costa Rica n.a ... 23 13 n.a. n.a.
Guatemala n.a. 8 4 n.a. n.a.
Guyana n.a. n.a. 25 n.a. 27 

Mexico n.a. 54 31 n.a. n.a.
Peru n.a. n.a. 8 n.a. n.a.
Uruguay n.a. 20 12 n.a. 22 

Venezuela n.a. 26 15 n.a. n.a.

5.13. Bargaining coverage is on average much higher than union density in lhe OECD (and in lhe few 
Lalin American countries for which this data is available). While high union density leads to high coverage 
of collective bargaining, lhe converse is no! true. Countries such as Spain and France have very low union 
density, yet lhe coverage of collective agreements is very high. The difference between union density and 
coverage of colleclive bargaining is largely attributed to mandatory extensions of collective agreements to 
non-unionized sectors (OECD, 1994). Brazil's collective bargaining system can be characterized as an 
intermediate levei of colleclive bargaining. Union density is over 30 percent - among lhe highest in Lalin 
America (Box 5.1 ). 
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Box 5.1 Trade Unions and Collective Bar11aining in Brazil 
The labor market in Brazil has developed wage setting institutions which allow its classification as an intermediate-centralized

economy in terrns oi intemational comparisons. 

Prior to 1964, collective wage adjustrnents were defined as pari oi a collective labor contract between workers' and employers' unions. 
For each professional category represented by a local union, negotiations took effect on a different day oi the year, called "base date". 
Trade unions were defined in terrns oi industry affiliation and geographical location. Alter the 1964 military coup, collective bargaining 
was more or less replaced by centralized state wage indexation, and this situation prevailed until the 1980s. The State wage 
indexation system in operation between 1964 and 1985 provided for a state minimum wage to be annually indexed based on the 
average real wage oi the previous 24 months (shorlened to 12 months in 1975). This system represented a compulsory incomes 
policy, and for certain periods between 1964 and 1979 due to systematic underindexation it was moderately suocessful in lowering 
inflation. 

By the end oi the 1970s, inflation was growing rapidly in Brazil and this provoked the upsurge oi strike activities in the most 
organized sectors oi the economy. The consequences oi the increased labor mobilization were two-fold: (i) an immediate 
reduction in the period between salary adjustrnents trem 12 months, until 1979, to six months thereafter; and (ii) the retum of 
direct negotiations between unions and employers, which opened lhe doer for wage adjustrnents above lhe past rate oi inflation. 

The re-emergence oi political democracy in the 1980s combined with labor dissatisfaction with the State wage policy led to the 
development oi a new unionism. Unions have slowly increased their role in the wage deterrnination process and have experienced an 
enhancement in their bargaining ability at both the regional and industrial leveis. Union density is quite high - it is estimated to be over 
30 percent. ln terrns oi degree oi bargaining centralization, what has emerged is an interrnediate levei oi collective bargaining. 

ln lhe late 1980s and eaMy 199Ds, centrei oi inflation became much more problematic in Brazil. One consequence oi lhe generally 
unsuocessful counter-inflationary policy shocks was an increased defensiveness on the pari oi labor unions, keen to protect real wage 
leveis in lhe face oi deflationary shocks. This contributed to the breakdown in coordination and synchronization oi wage deterrnination, 
and lhe developrnent oi a structure for collective bargaining much more akin to that prevailing in westem Europe. 

5.14. Source: Carneiro (1998, 1999); Carneiro and Henley (1998) 

5.15. 

lilIII 'ífHE0RETICÂL�RE:VIEW.ORUNJONISM
0

AND�OtLÉ •lBARGAINÍNGi\

What Unions Do 

5.16. Unions are engaged in many different activities. There is a distinction between two different 
aspects of union behavior: monopoiy and participatory. 

5.17. Economists have traditionally argued that unions want to increase wages and 'share rents" with 
employers while preserving employment of their membership. To lhe extent that rent is available for 
sharing, however, unions can force firms to give up some profits only if they can monopolize labor supply. 
This is because firms are willing to give up some of their profits to avoid industrial conflict. However, if 
nonunion workers can readily replace union workers, the union's bargaining position is substantially 
weakened. Hence lhe success oi unions depends significantly on lhe economic environment, as measured 
by competitive pressure from product markets and nonunion labor markets in which they operate. lf unions 
are successful in getting a wage mark-up, they impose a number of (externai) costs on lhe rest oi lhe 
society, known as lhe monopoly cosi oi unions (Medoff and Freeman, 1984). These could include firms 
trying to pass costs onto lhe consumer or lhe fac! lha! more senior union members, who typically have a 
disproportional influence on lhe decisions oi lhe union, may institutionalize a seniority principie in relation to 
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layoffs and other aspects of deployment such as promotion, recai! and training. This can create 
insider/outsider dynamics lha! can lead to persistently high leveis of unemployment. 

5.18. However, these costs are based on lhe assumption lha! lhe labor market would be competilive in 
lhe absence of unionism. The reality facing policy makers is lar less clear cut than this for severa! reasons. 
First, lhe 'remova!' of unions may no! expose an underlying perfectly compelitive situalion in lhe labor 

• market: instead it may reveal market imperfeclions on lhe labor demand side in lhe form of monopsony. 1 

Second, when job-specific skills are important (or tumover costs are otherwise high), individual workers
have sufficient bargaining power to gel a wage mark-up, even in lhe absence of unions. Finally, it is
possible lha! unions and firms can bargain over wages and employment and enter an efficient contract.
This can reduce transaclion costs which would be involved in dealing with individual employees.2

5.19. Another viewpoint focuses on lhe economic (participatoryl benefit of unions. Unions facilitate
worker-participation and worker-manager cooperation ai lhe workplace. This can have efficiency-enhancing
effects to lhe benefit of workers and management. These benefits can arise from a number of sources: (a)
unions can play an important and beneficial role in communicaling lhe preferences of workers directly to
lhe management, plus participating in lhe establishment of work rules and seniority provisions in lhe
internai labor market; (b) unions facilitate procedural arrangements and other agency services lha! help
reduce lhe likelihood of costly disputes about wage and employment conditions; and (c) unions can
increase productivity by providing a channel through which labor can draw to management's attention
changes in working methods or produclion techniques lha! may be beneficial to both parties.

Bargaining Coordination 

5.20. Some economists argue that lhe capacity of unions to determine fill wages increased over time 
because unemployment insurance and other labor market institutions which favor welfare-state measures 
led to reduced wage pressure from lhe unemployed. Thus, a higher rate of unemployment would be 
required if a noninflationary path of economic development were to be achieved. The effect of 
unemployment on lhe behavior of unions as regards wage determination generally depends on lhe 
objective function of lhe union, which may be strongly influenced by lhe size and composilion of lhe labor 
force share a union represents. Two effects of lhe extent of representation on collective bargaining can be 
broadly identified: (i) with increasing comprehensiveness, unions gain market power lha! may be used to 
push up wages and working standards. AI lhe sarne time, however, (ii) as organizations encompass larger 
groups, lhe negative effects of wage bargaining become endogenous, as suggested by Olson (1982)3. 

1Employer can derive monopsony power Iram the fact that it is costly for a worker to leave the firm (because oi the firm-specific
human capital they have accumulated) and move to another city to gel a new similar job. Therefore, once a worker is hired, he ar 
she would be reluctant to quit and lhe employer can expiai! that. 

2 This outcome is based on the so-called "efficient bargain" model which is termed efficient by assuming that neither lhe union
nor the firm will be made better off without making the other worse off, should a change in the agreed contract be effected; i.e., 
bargained leveis oi wages and employment will be on the contract curve and the outcome will be Pareio efficient. 

3 As argued by Mancur Olson (1982), special interest groups are most damaging once they have gained a certain amount oi
power, but little responsibility. 
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5.21. The economic effects of unions depend on the way collective bargaining is organized. Of particular 
interest is the degree of bargaining coordination. Here we outline from a theoretical perspective three 
aspects of bargaining coordination, namely, centralization, concentralion and informal coordinalion.4

5.22. Centralization of collective bargaining refers to lhe capacity of lhe peak union confederation and 
employers organization to influence wage levels/pattems across the economy. This capacity depends on 
two aspects. First, ai what levei bargaining takes place, that is, plant, industry or national levei. Second, 
whether or not lhe peak organization(s) can control lhe behavior of their constituent organizations. 

5.23. To see lhe implications of this, we need to take a closer look at what is likely to happen when, say, 
a company union demands a higher wage. Clearly, to avoid an increase in lhe product wage, lhe firm will 
try to pass on lhe wage demand as a higher product price. This reaction has two implications. First, a 
higher product price reduces lhe real consumption wage of all workers (the extemality effect) including 
those who hold membership of the union. Second, a higher product price leads to a reduction in the 
demand for goods produced by lhe firm and a reduction in employment among unionized workers {lhe 
competitive pressure effect). The union, of course, dislikes both of these effects. Accordingly, it moderates 
its wage demands to lhe extent thal they do no! pay off in terms of a higher real consumption wage for lhe 
membership or/and to the extent that they put lhe jobs of too many union members ai stake. ln other 
words, if a union and an individual firm bargain over wages, lhe trade-off between a wage increase and 
employment greatly depends on lhe price elasticity of demand for the firm's product, and in lhe extreme, 
lhe power of unions at the company levei will be limited by competition in the product market. 

5.24. On lhe other hand, for unions whose utility function comprises lhe entire labor force, as in lhe case 
of centralized national unions, all externai effects of lhe union's action enter directly into the union's utility 
function and, therefore, the negative effects of its actions become endogenous to these unions. As 
examples of this intemalization mechanism, in an entirely centralized system, if workers lose their jobs and 
become dependent on benefits, these benefils will be financed by members of lhe union; thus, excessively 
high wage increases directly affect the member's net wage. Similarly, if wage increases induce inflation, the 
real wage of the union's members will be directly affected. 

5.25. Such considerations of polilical science arguments have led some economists to suggest that 
wage bargaining at the company levei (decentralized) orai the nationa1 levei (centralized), leads to 
favorable macroeconomic outcomes, such as low unemployment, low inflalion and high employment rates. 
Economies with an intermediate-centralized levei of wage bargaining, however, suffer from union power 
that does not intemalize negative effects and are, therefore, expected to experience less favorable 
macroeconomic outcomes (Calmfors and Driffill, 1988). 

5.26. ln general, the relationship between centralization of collective bargaining and economic 
performance is determined by the interaction between the extemality effect and the competitive pressure 
effect. lf lhe extemality effect is important even ai lhe industry levei and the competitive pressure effect is 
unimportant, then lhe relationship is monotonic, i.e., a more centralized bargaining system produces better 
economic outcomes. However, if lhe extemality effect is unimportant ai lhe industry levei and the 

4 The relevant, theoretical literature has been surveyed in great detail by Calmlors (1993), Moene and Wallerstein (1993a),
Layard et ai. (1991, eh. 2) and Henley and Tsakalotos (1993). 
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competitive pressure effect is important, lhe relationship may be U-shaped, i.e., national and firm levei 
bargaining produces better outcomes than industry-based collective bargaining. ln addition to openness to 
intemational trade, lhe relationship between bargaining centralization and economic performance also 
depends on competition from nonunion labor markets. The general point is lha! lhe nature of the 
relationship depends significantly on lhe context in which collective bargaining takes place.5

5.27. Union concentration refers to lhe number and type of unions ai the relevant levei of bargaining. An 
industrial relations system based on multi-unionism and c/osed unions is usually characterized by low 
concentration because of rivalry between unions lha! results in less coordinated wage bargaining. Multi
unionism refers to a situation in which many unions offer to organize lhe sarne workers. A c/osed union 
refers to the situation when workers can only join a particular union of his or her 
crafVprofession/education1ob. ln contras!, an open union can have members with different education and 
from different trades. li is not, a priori, clear lha! bargaining coordination in lhe form of a concentrated 
union movement based on single-unionism and open unions leads to more desirable economic outcomes. 
This will depend on several factors such as whether workers in closed unions are complements or 
substitutes in production, individual preferences of union members etc .. 

5.28. Bargaining coordination needs no! be embodied in lhe formal institutional framework of collective 
bargaining. li can be informal. Informal coordination, typically, takes two forms. The first form is internai 
coordination among employers and/or lhe employees. At lhe employer side this involves coordination 
between industry-based employers' organizations or individual firms. This plays an important role in Japan, 
Austria, and Switzerland (Soskice, 1990; OECD, 1994). AI lhe employee side, internai coordination, 
typically, involves coordination between company- and industry-based unions. The second form of informal 
coordination is pattem bargaining. Here, a dominate industry or company enters a collective agreement 
lha! is followed by other firms and industries. This has been important in, e.g., Germany, where the metal 
industry, traditionally, has acted as the leader. 

IM MPoocIDEvmÊNGÍf' ' OMMICRO:DAT 

5.29. This section reviews a large body of empirical evidence about lhe economic effects of unions 
derived from microeconomic data on individual workers and establishments. A significant portion of the 
evidence relates to OECD countries (mainly lhe U.S. and the U.K.) but there is also some evidence from 
some developing countries. 

5.30. This section is organized as follows. First, evidence is presented on lhe union-nonunion wage 
mark-up. This aspect of union behavior is, by lar, lhe mos! well researched aspect with over 200 studies in 
lhe US alone. Cross-country differences in lhe average wage mark-up as well as lhe variation in lhe wage 
mark-up across skills, gender, occupation, ethnicity as well as with respect to lhe underlying economic and 
inslilutional environment are examined. This is followed by a review of lhe effect of unions on other 

5 Freeman (1988) argues for care on this issue as centralized corporatist labor markets are primarily found in small countries
while decentralized markets characterize larger economias. ln this context, any policy recommendation should not concentrate 
only on a particular set of institutions which work better but rather try to identify specific policies which can succeed in particular 
environments. 
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economic variables such as employment growth, hours worked, productivity, job mobility, implementalion of 
new technology etc .. 

Union Non-union Wage Mark-up 

5.31. The union-nonunion wage mark-up (lhe 'wage mark-up") is defined as lhe difference between lhe 
average (nominal) wage of unionized and nonunionized workers with similar individual and workplace 
characteristics divided by lhe average wage of a nonunionized worker.6 The eslimation of lhe wage mark
up can be based on data related to wages of individual workers ar average sector-wide ar occupalional 
wage rates (for example, average wages in different industries ar broad sectors - such as manufacturing 
versus services ar manual versus nonmanual workers). As it is generally agreed that lhe mark-up 
calculated using sector-wide data are biased upwards, we focus below on studies that have used individual 
cross-section data. 

5.32. A major econometric problem involved in eslimaling lhe wage mark-up is to contrai for ali other 
factors, besides unionizalion, that affect wages. These factors have typically been proxied by variables 
such as educalion, work experience, gender, family status, hours worked, firm size, industry, occupation 
and so on. However, some of these variables may be highly correlated with union status. For example, lhe 
fact that a unionized worker works longer hours may be lhe result of union negotiated overtime ar, to take 
another example, working in a particular industry may be a criticai lactar for belonging to a union (such as 
in lhe mining sector). Another problem is union-status selectivity. This problem arises because lhe union
status selection process is not random. For example, workers with high productivity can decide not to join 
a union ar decide to work in lhe nonunion sector because they hope to gel a higher wage than colleclively 
agreed. This phenomenon gives rise to selectivity bias and reduces lhe reliability of the eslimated mark-
up.7 Bearing these remarks in mind, we present below a summary of country-specific studies on the wage 
mark-up as well as cross-country comparisons.e 

5.33. ln ali countries where lhe wage mark-up has been estimated, it has been found to be non-negalive. 
There is, however, significant cross-country variation as well as variation of eslimates within countries. 
There is also some evidence, albeit weak, that the wage mark-up is, on average, lower in high-income 
countries than in low- and middle-income ones. 

6 ln principie, we are interested in comparing lhe union wage wilh lhe wage that would have prevailed in lhe absence of unions
(lhis is called lhe 'wage gain"). However, lhe wage gain is unobservable and lhe literature has typically focused on lhe wage 
mark-up. 

70ne way to deal wilh lhe union-status selectivity problem is to estimate lhe wage equation anda union-status seleclion
equation simultaneously. Anolher is to use a panei data sei lhat contains time series oi cross-sections for lhe sarne sei oi 
workers. This makes it possible to control for unobserved heterogeneity. For example, il unobserved characteristics oi workers 
stay constant over time, lhey can be taken into account by comparing lhe wage oi each worker ai one date wilh that ai a !ater 
date. 

6Extensive discussion on methodological issues on lhe estimation oi lhe wage mark-up can be lound in Lewis (1986), Booth
(1995) or Pencavel (1991). 
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5.34. More specifically, Table 5.2 presents summary estimates of lhe wage mark-up for six high-income 
economies (lhe _US, lhe UK, Japan, Canada, Australia and West Germany), six middle-income economies 
(South Korea, Malaysia, South Africa, Brazil and Mexico), and one low-income economy (Ghana). These 
estimates are based on averages of regression analysis estimates in various studies. 

Table 5.2 Union-nonunion Wage Mark-up for Selected Countries 
Country Period/Year Wage mark-up(%) 

USA 1963-95 15 
UK 1969-95 10 
Japan 5 

Canada 1969-86 10-20
Austral ia 1984-87 7-17

West Germany 1985-87 0-6

South Korea 1988 2-4

Malaysia 1988 15-20

Soulh Africa 1993-95 10-24

Mexico 1989 1 O

Brazil 1992-95 7-11
Ghana 1992-94 21-28

5.35. The evidence is sparser for other OECD countries but some generalizations are possible. The 
wage mark-up for Australia has been estimated to vary between 7 percent and 17. Similarly, lhe Canadian 
wage mark-up has been estimated to be in lhe range of 1 O to 20 percent, though most estimates seem to 
fali in lhe 10-15 percentage range. ln Germany, where mos! unions are industry unions and work and pay 
conditions contained in collective agreements are largely extended to nonunionized workers, lhe wage
mark-up is found to be small, especially for male workers. Similarly, a study on Japan has found a small 
average wage mark-up oi about 5 percent. 

5.36. There is much less evidence for developing economies. The mark-up in South Africa has been 
estimated in three studies from anywhere between 10-24% (Moll, 1993; Dabalen, 1998; and Rouse, 1999). 
Standing (1992) estimates lhe wage mark-up for Malaysia to be in lhe range between 15 and 20 percent, 
depending on lhe type oi union. These effects are somewhat larger than in mos! industrialized countries. 
Standing attributes lhe high mark-up to lhe fac! lha! Malaysia non-unionized workers can, in lhe absence of 
minimum wage legislation, be vulnerable to very low wages. He concludes lha! lhe mark-up can reasonably 
be in lhe estimated range despite lhe fact lha! lhe political and economic environment in Malaysia is difficult 
for unions. 

5.37. For Ghana, estimates using three surveys oi manufacturing firms in 1992, 1993 and 1994, find lha! 
lhe wage mark-up varies between 21-28%. Again, these estimates are significantly higher than those from 
lhe industrialized countries. For Mexico, Panagides and Patrinos (1994) find a 10 percent membership 
wage mark-up alter having controlled for an large number oi income generating characteristics in a cross
section sample of unionized and non-unionized non-agricultural workers in 1989. They attribute lhe relalive 
low wage mark-up to lhe fac! lha! lhe 1980s were a particular difficult time for unions in Mexico due to 
recession coupled with government austerity measures. li is, however, unclear if this can explain lhe result. 
First, recession and austerity measures should affect unionized sections and nonunionized sectors alike. 
Second, one could argue lha! unions would be in a betler posilion than nonunionized workers to resist 
downwards pressure on wages, thereby increasing lhe wage mark-up. 
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5.38. Evidence for the case of Brazil is presented by Arbache and Carneiro (1999), based on household 
surveys for 1992 and 1995. Their results are suggestive lha! trade unions do have an important role in 
wage determination, as lhey found union wage mark-up that varied from 6.7% to 11.3%. Furthermore, 
these authors have found that a share of between 18.8% and 29.6% of lhe raw wage differentials between 
unionized and nonunionized workers were no! explained by differences in observable productive 
endowmenls, occupation and other variables. This suggests lha! if a worker changes his/her union 
membership status from nonunion to union s/he is liable to perceive a wage increase in Brazil. 

5.39. Gender wage gaps. Unions are one among many determinants of lhe gender wage gap. ln his 
survey of lhe U.S. literature, Lewis (1986) concludes lha! there is very little, if any, difference between lhe 
mark-up for female and male workers. This has been further confirmed by more recent studies and lhe 
sarne result emerges from Australian studies (Christie, 1992; Mulvey, 1986). The evidence from other 
OECD and middle-income countries, however, unambiguously supports lhe view lha! lhe wage mark-up is 
greaterfor women. Nakumura et ai. (1988), in their study of Japan, find a wage mark-up of 10% for women 
but fails to find any for men. Likewise, Schmidt (1995) shows that lhe small average wage mark-up in West 
German is mainly due to a wage mark-up among unionized female workers. The findings for Mexico 
suggest lhat lhe mark-up for women is 9.8 percentage points higher than that of men with similar 
characteristics. Similarly, in South Africa, lhe wage mark-up among black blue-collar workers in lhe mid 
1980's was about 11 percentage points higher for women lhan for men. A comparison of lhe wage ratio of 
male and female workers in non-unionized and unionized firms in Malaysia suggest lha! lhe presence of a 
union reduces lhe ratio of male to female wages, leading to the conclusion thal women gain more than 
proportionately from unionization (Standing, 1992). 

5.40. Ski/1 wage gaps. Collective bargaining can inser! a wedge between worker productivity and wages. 
Though lhis can be desirable as part of avoiding wage inequality from a societal point of view, it can also 
distort lhe relative wage of skilled and unskilled workers or lhe relative rewards to different types of jobs. 
There is some evidence to back up this claim. ln lhe U.S. and lhe U.K., evidence shows that manual 
workers gel a larger mark-up than non-manual workers. ln South Africa, lhe wage mark-up to workers with 
different skills varies between different ethnic groups. For example, lhe average wage mark-up for unskilled 
non-white workers is 19 percent, while lhe wage mark-up to skilled workers is practically zero. On lhe other 
hand, semi-skilled and skilled white workers gol a wage mark-up of 13 percent in 1985 (Moll, 1993) 
implying that black unions tended to compress wages by skill level. Though Dabalen (1998) finds 
estimates that are somewhat smaller, his study confirms lhe general pattern found by Moll (1993). ln 
Malaysia, unions reduce lhe intra-firm wage differential between skilled and unskilled workers. ln 
particular, industry unions tend to reduce lhe differential between workers with different skills more than 
company unions do (Standing, 1992). 

5.41. Collective bargaining characteristics. Some studies have also tried to estimate lhe wage mark-up 
in a cross-country context. These studies have used comparable individual data to estimate lhe wage 
differential for a sei of OECD countries. These analysis, for lhe mos! part, come up with similar results to 
lhe ones stated above. Using these data, analysis which has tried to correlate lhe wage mark-up across 
countries with characteristics of collective bargaining9 come up with interesting findings. This analysis 

9 These characteristics are - degree oi centralization/coordination oi collective bargaining, union density, and bargaining
coverage. 

•
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shows lha! there is a tendency for countries with centralized/coordinated or decentralized/uncoordinated 
bargaining systems to have a higher mark-up than countries with semi-coordinated systems. Union density 
appears to be largely uncorrelated with to lhe wage mark-up (correlalion coefficient 0.02) while bargaining 
coverage is negalively correlated with lhe mark-up (correlation coefficient -0.58). This seems to point to lhe 
conclusion lha! the more workers become unionized/covered by collective agreements, lhe lower lhe mark
up they can secure. 1º This may be so because lhe labor supply in lhe non-covered sector decreases when 
more workers become covered, thereby pushing the nonunion wage up. Somewhat related, using a time
series comparison, this analysis also shows that the wage markup seems to be lower for countries where 
the density rates have been increasing or constant belween 1970-1993 (an average mark-up of 4.5%) as 
compared to mark-ups in countries where lhe union density rates have declined over lhe sarne time period 
(an av.erage mark-up of 11.8%). 

Other Union Effects 

5.42. This section reviews lhe evidence on lhe impact of unions on employment growth, produclivity, 
technology and profitability . 

5.43. Employment Growth. Available evidence from lhe US, lhe UK, Canada, Malaysia and Jamaica 
suggests lha! employment genera//y grows more slowly in unionized firrns than in nonunionized firrns. 
Studies from lhe U .S., lhe UK and Canada typically find a growth differential in the range of 3-5 percentage 
points per year in favor of nonunionized firrns. 11 The evidence on lhe employment growth differential is 
mixed in Malaysia. The employment growth differential is about 5 percentage points per year in firrns that 
bargain with industrial unions but insignificant in firrns that deal with a company union (Standing, 1992). 
Rama (1998) estimates the employment differenlial between sectors with high and low union membership 
rates for Jamaica over lhe period 1986-93 to be 2-5 percentage points per year. Rama (1998) provides a 
number of potential explanations for lhe observed employment growth differenlial including - (a) it takes 
lime and effort to organize a union. As a consequence, ai a given point in lime, old firrns are more likely to 
be covered by unions than young firrns are. lf young firrns expand faster lhan old firrns, we would expect to 
observe higher employment growth in lhe young, nonunionized firrns; (b) unions are more likely to be 
concentrated in sectors that enjoy larger rents. lf these sectors are less dynamic and their aclivilies limited 
by lhe size of the domestic market, employment would tend to grow slower in these sectors; and (c) labor 
costs grow faster and productivity slower in unionized firrns than in nonunionized firrns. 

5.44. Voluntary turnovers, tenure and /ayoffs. Evidence from lhe U.K., lhe U.S., Japan, Australia, and 
Malaysia unanimously shows lha! voluntary tumovers (measured by lhe quit rate) are lower and lha! job 
tenure is longer in unionized firms than in nonunionized ones. Freeman and Medoff (1984) estimate lhe 
welfare gain associated with a reduction in labor tumover to be by equivalent to a 0.2- 0.3 percent increase 

10 As argued by Arbache and Carneiro (1999), lhe case of Brazil seems to contradict lhe intemational evidence, as in lhe
Brazilian context, lhe more workers become unionized lhe larger is lhe mark-up they can secure. 

11 Boal and Pencavel (1994), however, find, in lheir study of coal-mining data from West Virgínia over the period 1897-1938, lha!
lhe employment growth differential is approximately zero if lhe variation in working days is explicitly taken into account. Machin 
and Wadhwani (1991) find, using UK data, lha! employment grows faster in unionized establishments in the 1970s. Blanchflower 
and Burgess (1996) find a negative effect of unions in the UK, but not in Australia. 
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in GDP in lhe U.S. in the 1980s. They base their estimate on a calculation of lhe how much lhe reduction 
in exit is worth to firms and to workers. For unionized firms, they estimate lhe gain to be equivalent to a 1-2 
percent reduction in costs. While voluntary tumover tends to be lower in unionized firms than elsewhere, 
unions increase lhe use of layoffs, in particular temporary layoffs. Unions also significantly alter lhe firm's 
choice between layoffs, wage and hours adjustment in response to lhe business cycle fluctuations. 
Unionized firms adjust through temporary layoffs rather than reductions in weekly hours (work sharing) or 
wages.12 ln particular, unionized (blue-collar) workers are 50 to 60 percent more likely to be laid off 
temporarily than nonunionized workers. An explanation for this relates to lhe fac! that junior workers can 
be more easily laid off. Senior workers typically have more influenée on lhe union's policy than junior 
workers. Faced with lhe choice between a reduction in their eamings or temporary layoff of junior workers, 
unions are likely to prefer layoffs. Another explanation, especially in OECD economies, with well
developed income support schemes for lhe unemployed, is that lhe cosi of temporary layoffs can be shifted 
on to lhe unemployment benefit system. As long as lhere is less lhan 100 percent experience rating, i.e., 
as long as firms contribute to unemployment benefits an amount less than lhe costs of lhe unemployment 
they generate, those firms with above-average layoffs are subsidized ai lhe expense of firms with below
average layoffs. 

5.45. Profitability. li is a commonly held view that unions reduce profitability of firms because they 
appropriate pari of lhe rent lha! would otherwise have been available to shareholders. The fact that unions 
are able to get a wage mark-up supports lhis view. lt is, however unwise to deduce lhe effect of unions on 
profitability by looking ai lhe wage mark-up alone. By increasing moral and job-satisfaction among workers 
and facilitate worker-employer cooperation, unions can contribute positively to profitability. Therefore, 
instead of trying to capture a given rent, unions may help create profits from which they can achieve wage 
gains. The impact of unions on profitability has been estimated in a large number of studies. Bellman 
(1992) surveys 14 studies from the U.S .. AII studies find that unions have a negative impact on profitability. 
The impact tends to be larger in industries or firms that have some monopoly power in lhe product market. 
Booth (1995) surveys seven British studies. While a few studies find lha! unionism has no impact on 
profitability, lhe general impression is that unions have a negative, often significant, impact on profitability in 
manufacturing firms. The adverse impact is larger when firms have product market power. A study on 
Japan (Brunello, 1992) finds that unions reduce the rate of retum on equity by 20-25 percent and lhe ratio 
of profits to sales by about 40 percent. 

5.46. Technology. The available empirical evidence suggests that new technology is adopted as fast in 
unionized firms as in nonunionized ones and lha! unions have little impact either way on technological 
innovations in firms. Keefe (1992) surveys research on lhe relationship between unions and technological 
change in lhe U.S., U.K. and Canada in lhe 1980s. He concludes that unions have no effect on firm's use 
of advanced manufacturing and microelectronic technologies and that "in mos! cases unions welcome 
technological modemization. Betcherman (1991) reaches a similar conclusion in his study of lhe impact of 
unions on technological change in Canada in 1980-85 but adds the observation that unions do have an 
impact on lhe way technological change is being implemented. ln particular, he finds that unionized firms 
were more likely to introduce technological changes that nonunionized firms for of cost-cutting or 

12Temporary layoffs reter to a situation in which a worker is laid-off for a shorter period oi time (less than a mouth) and is recalled
or rehired by lhe sarne firm. 
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production control reasons. Likewise, Machin and Wadhwani (1991) and Latreille (1992) find a small 
positive impact of unions on lhe introduction of new microelectronic equipment in U.K. firms in lhe mid-
1980s. Finally, Standing (1992) in his study of industrial relations in Malaysia concludes that unions 
actually stimulate capital, product, and labor process innovations . 

5.47. ln this section, we review studies that aim ai capturing lhe macroeconomic impact of the 
institutional framework of collective bargaining. While there are differences in bargaining institutions across 
sectors and changes do take place in lhe long-term within a given economy, lhe institutional framework is, 
by and large, unchanged in lhe short- and medium run. To investigate lhe impact of collective bargaining 
on macroeconomic performance, il is, therefore, necessary to take a comparative approach and look ai 
cross-country evidence. Though there is scattered evidence from developing countries, most oi lhe 
reviewed studies focus on lhe group oi OECD countries. 

Union Density and Bargaining Coverage 

5.48. The relationship between union density and bargaining coverage and a variety of economic 
performance indicators has been examined extensively, especially for OECD countries. From a theoretical 
perspective, lhe impact oi union density on economic performance is unclear. Union density determines lhe 
number oi (unionized) workers that can be call upon to strike and thereby it is a proxy oi lhe bargaining 
power of unions. ln countries with high union density, unions are more likely to succeed in pushing (union) 
wages up, leading to less employment, more unemployment and inflation. The negative impact oi 
unionization on economic performance may, however, be reduced to lhe extent that unions participate in 
productivity-enhancing activities (by giving voice to dissatisfied workers) ai lhe firm levei. 

5.49. Table 5.3 summarizes lhe findings of the studies from OECD countries that have investigated lhe 
relationship between union density and economic performance. Union density per se (i.e., for given 
bargaining coverage and for given levei oi bargaining coordination) appears to have little or no impact on 
comparative labor market performance measured by lhe unemployment rate, inflation, lhe employment 
rate, real earnings growth, lhe levei oi compensation, labor supply, adjustment speed to wage shocks, real 
wage rigidity, labor and total factor prodúctivity.13 

Table 5 3 Union Densitv and Economic Performance in lhe OECD Countries 

Studv and vears Performance indicator Result 
OECD (1997) Unemployment rate Union density increases lhe employment rate bul 
1980-94 lnflalion has no effect on lhe unemployment rate, inflation, 

Employment rate and real earnings growth. Union density reduces 
Real earnings growth eamings inequality. 
Earninos ineoualitv 

13 Blanchflower (1996), who uses country-specific microeconomic data to analyze OECD countries, find similar results.
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OECD (1997) Unemployment rate Union density reduces eamings inequality in 1990 
1980-94 lnflation and 1994. Weak indication oi a positive relationship 

Employment rate between union density and lhe employment rate and 
Real eamings growth a negative relationship between union density and 
Eaminas ineaualitv real eaminas arowth in 1980 but not in other vears. 

Freeman (1988) Unemployment rate Union density has no effect on lhe unemployment 
1979-85. Employment rate rate, lhe employment rate, and compensation. 

Comoensation 
Scarpetta (1996) Unemployment rate Union density increases unemployment, in particular. 
1983-93 youth and long-term unemploymsn\ but no control 

for baraainina coveraae is made. 
Nickell and Layard Unemployment Union density increases total unemployment but has 
(1997) and Nickell Labor supply no separate effect on short- and long-term 
(1997), 1983-88, Productivity growth unemployment. Union density has no effect on labor 
1989-94 sunnlv and oroductivitv arowth. 
Bean et ai. (1986) Adjustment speed Union density has no effect on either adjustment 
1956-85 Real waae rigiditv sn,,ed (to waae shocksl, or on real waae riaiditv. 
Layard et ai. (1991) Real wage rigidity Union density has no effect on real wage rigidity. 
1980-94 
Scarpetta (1996) Hysteresis in unemployment Union density increases unemployment persistence 
1970-93 but no control for bargaining coveraae is made. 

5.50. There is, however, one significant exception to lhe general result lha! lhe association between 
union density and economic performance is weak: Union density compresses lhe wage distribution and 
reduces eamings inequality.14 This confirms lhe evidence from micro data discussed earlier. 

5.51. The picture looks quite different when we consider lhe association between union density and 
economic performance in developing countries. Evidence (Rama, 1995; McGuire, 1996; Fields and Wan, 
1989) from developing countries in Latin America, lhe Caribbean, and South East Asia suggests that union 
density has a negative impact on output and employment growth. Rama (1997a) argues lha! lhe difference 
between lhe impact of union density in developing and OECD countries is caused by differences in lhe 
general economic and political environment. That is, lhe adverse effect of unions in developing countries 
may be caused no! so much by what unions do but rather because oi lhe conlexl in which lhey are doing it. 
Hence, if unions operate in an environment oi generally ili designed labor and producl market regulalion in 
which rent-seeking is a profitable business (also for unions), il is no wonder lha! lhe correlation between 
union density and economic performance is negative. Likewise, if unions operate in lhe contexl oi an 
unstable political environment, lhe incentive to "invest" in real wage restraint in exchange for (expecled) 
fulure relums is low and union militancy comes ai no surprise. 

5.52. While union density relates to lhe number oi unionized workers, bargaining coverage relates to lhe 
total number oi workers lha! have their wage and employment conditions delermined by collective 
agreements. ln Table 5.4 we review lhe studies thal have investigaled lhe association between bargaining 
coverage and macroeconomic performance. 

14 Freeman (1988) also shows that wage dispersion tends to be lower in corporatist economies as opposed to economies with a
decentralized labor market. 
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5.53. After controlling for union density and bargaining coordination, countries with high bargaining 
coverage (such as Austria, France and Finland}, ceteris paribus, experience higher unemployment rates, 
lower employment rates, and more inflation than countries with low bargaining coverage (such as USA, 
Japan and Canada). Moreover, high bargaining coverage seems to increase lhe supply of labor but has no 
effect on labor and total factor productivity (Nickell and Layard, 1997). Finally, high bargaining coverage is 
associated with higher real eamings growth and a reduction in eamings inequality. 

5.54. These findings suggest lha! an increase in coverage ai a given levei of union density has a greater 
impact than an increase in density ai a given levei of coverage (ai least in OECD countries). One 
explanation of this result is as follows. ln those paris of lhe economy to which bargaining results are 
extended, only lhe monopoly effect of unions is present. The economic effects of lhe wage mark-up is, 
therefore, no! compensated by worker/management cooperation or other institutional factors lha! could lead 
to productivity gains. On average, bargaining coverage can, therefore, affect unemployment, employment 
and inflation adversely, while lhe impact of unionization per se can be less significant. However, there is 
little evidence available on this issue from developing countries. 

Table 5.4 Baraainina Coveraae And Economic Performance: A Summarv OfThe Relevant Studies 

Study and years Performance indicator Result 
Henley and Tsakalotos Unemployment rate The performance of highly centralized or "corporatist" 
(1993) lnflation economias, such as Sweden and Austria, have in the 

Real eamings growth past been superior to lhose of the EC members. 
Eaminos ineoualitv 

Appelbaum and Unemployment rate Finds evidence of a u-shaped relation between lhe 
Schettkat (1996) lnflation degree of centralization of wage bargaining and labor 

Employment rate market performance. Countries wilh intermediate 
degrees of centralization performed worse than those 
at lhe extremes. 

OECD (1997) Unemployment rate Bargaining coverage increases unemployment, 
1980-94 lnflation inflation and real eamings growth, and reduces lhe 

Employment rate employment rate and eamings inequality. 
Real eamings growth 
Eaminos ineoualitv 

OECD (1997) Unemployment rate Bargaining coverage increases unemployment only in 
1980-94 lnflation 1994, reduces lhe employment rate in only 1990 and 

Employment rate 1994 and eamings inequality in 1994. Otherwise it has 
Real eamings growth no impact on economic performance. 
Earninas ineoualitv 

Siebert (1997) Unemployment rate Shows lhe adverse impact on employment creation of 
lnflation institutional rigidities, centralized collective bargaining, 
Employment rate high coverage rates, and generous benefits and 
Real eaminos orowth protection. 

Jackman (1993) Unemployment rate Bargaining coverage increases unemployment 
1983-88. 
Nickell and Layard Unemployment rate Bargaining coverage increases bolh short- and long-
(1997), Nickell (1997) Labor supply term unemployment and labor supply but has no effect 
1989-94 Productivitv orowth on productivitv orowth. 
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Bargaining Coordination and Comparative Economic Performance 

5.55. Aidt and Tzannatos (2001) have reviewed 26 studies15 that have examined lhe relationship 
between bargaining coordination and economic outcomes in a cross-country context since 1970 - again 
most of this evidence is from OECD countries. The empirical literature on bargaining coordination and 
economic performance has focused on two hypotheses: (a) Coordinated collective bargaining leads to 
better economic outcomes compared to semi-coordinated collective bargaining which, in tum, performs 
better than uncoordinated collective bargaining; and (b) The hump hypothesis - Semi-coordinated collective 
bargaining leads to worse economic outcomes than both coordinated and uncoordinated collective 
bargaining. 

5.56. According to their findings: (i) countries with coordinated collective bargaining systems tend, 
ceteris paribus, to have lower unemployment rates than other countries. Studies that use composite 
measures of unemployment (such as Okun's index, which controls for inflation, and the open economy 
index, which controls for current account deficits) show the sarne tendency; (ii) countries with a high levei of 
bargaining coordination tend to have a more compressed wage distribution. This seems to be the most 
robust result. lt can be attributed to a number of causes, including egalitarian bargaining; a reflection of lhe 
fact that centralized bargaining reduces the scope for firrn- and/or industry-specific factors to enter lhe 
wage bargaining; ora reflection of a concem for social insurance. 

5.57. The hump hypothesis has been tested, explicitly, in a number of studies - accounting for nearly half 
of the sub-studies. The evidence in favor of lhe hump hypothesis is weak. Overall, only 21 out of lhe 
reviewed sub-studies (around 20%) statistically "confirm" lhe hump hypothesis. To test whether this may 
just be an artifact of the differences in the underlying econometric methodology and test procedure, Aidt 
and Tzannatos have tested whether lhe estimation approach used affects lhe results. Though there are 
some differences, lhe main conclusions remain: irrespective of the test used, most sub-studies do not 
provide statistical evidence of lhe hump hypothesis. 

5.58. Bargaining Coordination and Labor Market Flexibility. Studies have also attempted to examine lhe 
relationship of bargaining coordination with labor market flexibility (e.g. real wage rigidity, adjustment to 
wage shocks etc.). Mos! of lhe evidence in this regard comes from OECD countries (Aidt and Tzannatos, 
2001) and seems to support lhe relationship lha! lhe higher lhe levei of bargaining coordination, lhe less 
flexible are lhe real wages. 

5.59. Hysteresis (or persistence) in unemployment, arises when high unemployment in lhe current period 
tends to cause high unemployment in lhe future. Persistence can arise because of union membership 
(insider-induced hysteresis)16 or due to loss of skills or because capital depreciated during recession takes 
a long time to recover (outsider-induced hysteresis). Layard et. ai (1991) find that higher levei of worker 
coordination increases persistence while higher levei of employer coordination reduced persistence. 

15 These 26 studies have been broken up into 125 sub-studies which define a relationship between a specific indicator of
bargaining coordination vis-à-vis a specific economic indicator. 

16 Only lhe group oi insiders (e.g. union members and employed workers) counts in lhe wage bargaining. When the insiders are
reduced in number (e.g., alter layoffs in a recession), lhey can push for higher wages in lhe next bargaining round and cause 
unemployment to remain persistently high (insider-induced hysteresis). 
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Further research has also shown lha! lhe employer effect is greater. ln addition, evidence tends to show 
lha! countries with a high or low levei of coordination are associated with low persistence, while those with 
semi-coordinated systems have higher persistence. 

5.60. Carneiro (1999) characterizes lhe Brazilian bargaining structure as semi-coordinated (intermediate-
centralized). Cameiro's analysis of wage determinalion in Brazil between 1985-1993, conforms with lhe 
insider-outsider hypothesis in that high leveis of current employment lead to subsequent wage moderation 
- evidence of insider induced hysteresis. His results seem to show that unions may be more interested in
protecting lhe incumbent workforce ralher than defending lhe interests of lhe unemployed and favorable
demand shocks are likely to be converted into wage gains rather than employment gains. Furthermore his
results show a positive "catch-up" effect - suggesling that strong trade unions have lhe capacity to use
their bargaining power to appropriate rents.

5.61. This paper has attempted to layout lhe evidence on lhe economic aspects of freedom of 
association by reviewing lhe intemational evidence derived from lhe microeconometric analysis of lhe· 
economic impact of unions as well as evidence focusing on lhe relationship between different systems of 
colleclive bargaining and macroeconomic and overall labor market performance. Most of lhe evidence 
presented is from OECD countries, though there is some analysis of these issues for developing countries 
too. 

5.62. The microeconomic impact of unionism consistently points towards lhe existence oi wage mark-
ups. This evidence also points towards lhe existence of wage compression - lhe male-female wage gap is 
usually lower when unions are present- implying less discrimination, but ai lhe sarne lime, lhe wage gap 
between unskilled and skilled workers is lower - implying a distortion in relalive wages. While employment 
growth and profitability is usually lower in unionized firms, they are also associated with more rapid 
adoption of technological innovations. Based on lhe evidence, it is clear lha! lhe impacts are context
specific and no general conclusions about lhe net costs of unionism can be reached. Depending on lhe 
economic, inslitulional and political environment in which unions and employers interact, unionism can 
contribute negatively or posilively to economic performance. 

5.63. Similarly, lhe macroeconomic impact of colleclive bargaining is hard to disentangle. ln OECD 
countries, evidence points to union density having little or no impact on indicators of comparative labor 
market performance - other than wage distribulion. lncreased bargaining coverage, on lhe other hand, 
seem to affect unemployment and employment adversely. However in developing countries, evidence 
suggests a negative relationship between union density and employment growth - il is possible that these 
results could be more due to lhe environment lha! unions operate within rather lhan what unions do. 

5.64. With respect to bargaining coordinalion - most evidence from OECD countries seems to show that 
countries with a high or low levei of coordination are associated with low persistence in unemployment, 
while those with semi-coordinated systems have higher persistence (hysteresis). Evidence presented from 
Brazil on lhis issue give evidence of insider-induced hysteresis (e.g. due to union membership). These 
results seem to show that unions may be more interested in protecting lhe incumbent workforce rather than 
supporting interests of lhe unemployed. Similar to lhe micro argument, lhe macro argument shows that lhe 
impact of collective bargaining on various aspects of economic performance depends on lhe economic and 
political environment in which collective bargaining takes place. 
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Appendix 

An Analytical Framework 

Assuming a closed economy, Figure 5.1 summarizes lhe labor market outcomes for different labor 
market structures, conditioned on lhe govemment's macroeconomic constraints regarding output and price 
stabilization targets. There are three possible situations on each axis. Along lhe horizontal axis, lhe 
govemment 'loss function' (see Carneiro et. ai., 1999 for details) - assumed to represenl lhe govemmenl's 
macroeconomic conslraints - is lypified. This affects labor market oulcomes in different ways, depending 
on whelher lhe economy is undergoing a stabilization process, fiscal adjuslmenl, or has reached a path of 
sustained growth. The impact of governmenl actions on labor market outcomes will depend also on lhe 
struclure of lhe labor market, especially how wages are sei and employment determined. These are 
broadly classified as: decenlralized, intermediate-centralized, or centralized. Finally, lhe extent to which 
lhe economy is closed or open to intemational flows of goods and capital will interact with lhe labor market 
structure in influencing labor market outcomes. 

Decentralized bargaining is undertaken ai lhe firm levei, with no unions (or many small unions) so 
thal employmenl and wage leveis are ai their equilibrium leveis. With bargaining power depending on 
worker productivity and wages on offer, labor markets function as in lhe textbook casé of perfect 
competition. Eamings dispersion tends to be moderate; sector affiliation may be an important faclor 
affecting lhe eamings of workers. 

Centralized bargaining is ai lhe olher extreme, in terms of labor market struclure lhough nol, as lhe 
table illustrales, in terms of labor market outcomes. Wage and employment determination in lhe formal 
sector occurs ai lhe national levei, wilh a few central unions representing all formal sector workers 
(unionized and non-unionized), bargaining with a few employer federations, under lhe mediation of lhe 
govemment. As agents are powerful in this case, lhe macroeconomic consequences of their demands will 
be promptly visible and lhere is a tendency towards lhe markel solution. Nevertheless, as wage restraint 
tends to be agreed on, there is also scope for some social faimess and wage and employment leveis can 
be higher than in lhe decentralized case, wilh redistribution of rewards from capital to labor. Earnings 
dispersion tends to be lower basically because of this sense of social faimess lha! tends to arise in lhe 
centralized bargaining. Polilical scientists usually name this scenario as lhe corporalist solution. 

The intermediale-centralized bargaining structure emerges as lhe worsl scenario. ln this case, 
bargaining lakes place ai lhe industry levei with deleterious consequences in terms of macroeconomic 
performance. The explanation for lhe poorer performance relative to lhe two polar cases is usually lhe 
existence of poorly coordinaled monopolislic power in lhe labor markel thal conslrains lhe successful 
operation of either competitive market forces or corporatist coordination. ln this context, trade unions' 
bargaining power may be quite strong if high hiring and firing cosls resinei rapid labor tumover. lnsider 
bargaining power is also high meaning thal workers perceive thal by pressing for higher wages lhe firm's 
producl price may increase wilhout however affecting lhe aggregate price levei and therefore lheir real take
home pay. As bargaining is ai lhe industry levei, an individual firm will nol achieve a competilive advanlage 
over lhe olhers and, assuming lha! industry demand is relalively inelastic, ali lhe firms believe lha! lhe overall 
employment consequences will be insignificant. Overall, therefore, lhe situation of intermediate collective 
bargaining with slrong trade unions may be quite conducive to poor employment and inflation performance, 
with rent-sharing being a pervasive characteristic. Eamings inequality is usually high in lhis scenario. 
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ln line with Error! Reference source no! found., lhe changes in labor market indicators in any 
country undergoing macroeconomic adjustment without labor reforms - as appears to have been lhe 
case with Brazil and Argentina in lhe 1990s - is illustrated by moving across columns for any given row. ln 
general it appears lha! regardless of labor market structure, stabilizing and adjusting countries will 
experience improvements in lhe labor indicators under consideration. 

Decentralized Wage Bargaining: During stabilization, average eamings, inequality, employment, and 
unemployment rates tend to be ai moderate leveis. As lhe undergoes fiscal adjustment, these indicators 
reach their worst leveis due to lhe contraction in aggregate demand. Once lhe sustained growth path is 
achieved, economic indicators reach optimal leveis, with lhe exceplion of eamings inequality due to a 
possible sector affilialion factor (viz., intersectoral wage differentials}. 

lntermediate-Centralized Bargaining: Under this scenario, a move from stabilizalion towards sustained 
growth will yield modest results ai best. The mos! obvious consequence will be lhe persistence of eamings 
inequality as lhe consequence of pervasive rent-sharing in lhe economy. Moving from stabilization to fiscal 
adjustment will slill mean high average wages, high unemployment and low employment growth. Eamings 
inequality remains significant, but due to lhe reduction in lhe surplus of rents in lhe economy it will no! be 
very high. Once lhe path of sustained growth is reached, rent-sharing practices retum, provoking increasing 
eamings inequality. 

Centralized Bargaining: ln lhe corporalist solulion, optimal economic indicators are reached in lhe case of 
sustained growth. The difference with regard to lhe decentralized case is in lhe profile of eamings 
inequality, which tends to be lowest under centralized collective bargaining. 

Movements down rows. ln line with lhe framework we have proposed, desirable moves would be those all 
lhe way down from decentralized to centralized collective bargaining, since il tends to generate optimal 
solulions with social faimess. A second best solulion would be the reverse move all lhe way up from 
centralized to decentralized collective bargaining; this usually happens because of declining public funds 
directed to social welfare. And lhe worst scenario would be a move towards lhe intermediate-centralized 
colleclive bargaining structure. 

ln lhe case of an open economy under lhe sarne circumstances, foreign competition will affect labor market 
outcomes mostly in lhe intermediate-centralized collective bargaining situation. The main consequence is lha! 
industry demand will become relatively more elastic, reducing insider bargaining power and lhe capacity of 
firms to pass on to prices any wage increases that are allowed to unions. Nonelheless, lhere will still prevail a 
situalion in which unions have relatively more bargaining power than in lhe two polar cases of centralizalion or 
decentralization. lnsider workers will continue to be able to manipulate tumover costs and obtain wage 
increases in excess of lhe equilibrium wages. The overall consequence is low employment growth and high 
unemployment, with lhe degree of eamings inequality remaining quite high. The worst scenario, therefore, 
will be during fiscal adjustment under intermediate-centralized collective bargaining, in the open economy 
framework. 
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Figure 5.1 Macro-economic Constraints and Labor Market Structure 

MACROECONOMIC CONSTRAINTS 

Scenarios 1 Stabilization Fiscal Sustained 

Adiustment Growth 

Firm-Level w : Moderate w : Lowest w : Optimal 
Wage and cr.: Moderate cr.: High cr. : Moderate 
Employment s: Moderate & : Lowest & : Optimal 
Setting ÍJ : Moderate ÍJ Moderate ÍJ : Optimal

1 CHILE, 1990-

Closed w: Highest w : High w : High 
Economy: cr.: Highest cr.: Medium cr.: High 
lndustry-Level 

& : Lowest & : Low & : Moderate 
Setting ,-, : HinhP.�t ,-, • l-linh ,-, • Hinh

'

1 BRAZIL, 1995 99 CHILE, 1995-99 ,...., 

Open w: High w : High w : High 'f' Economy: cr.: High crw: Highest crw: High 
lndustry-level & : Low & : Low & : Moderate 

Setting ÍJ : High ÍJ : Highest ÍJ : High

Nation-Level w : Moderate w : Low w : Optimal 
Wage and cr.: Low cr.: Low crw: Lowest 
Employment & : Moderate & : Low & : Optimal 
Setting ,-, • lnw

i.,., � MnriP.l'lllP. io • Ontim;il

� ••••••••••• •••••► 

ARGENTINA, 1990-94 ARGENTINA, 1995-99 

Note lha! in competitive (firm-level bargaining) and centralized (national levei bargaining) seltings, labor market outcomes do no! 
differ across closed and open economies. 
co = Average wages or eamings, 
crw = Eamings inequality 
s = Employment growth 
O = Average unemployment rate 

■ ■ • Dashed arrows depict current tendencies

.... 
Bold arrows depict recent movements
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Figure 5.2 Outcomes in an Open Economy, by Stage of Adjustment and Market Structure 
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Notes and Legend 

1 Stabilization 

ro : Moderate 
crw: Moderate 
&: Moderate 
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1 BRAZIL 

ro : Moderate 
cr.: Low 
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ro = Average wages or eamings 
ª• = Eamings inequality 
& = Employment growth 
u = Average unemployment rate
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Adjustment 
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6. FAKE CONTRACTS: JUSTICE AND LABOR CONTRACTS

IN BRAZIL 

Prepared by José Márcio Camargo 

· • · 1 )NTRODUCTJON 

6.1. The role of lhe labor justice in Brazil has been lhe subject of intense debate among those who 
study lhe Brazilian labor market performance. Opinions differ on lhe impact of this institution on lhe 
performance of lhe labor market, but in general, analysis suggests that it has an important role in protecting 
lhe /ess organized workers. However, few ana/ysts have verified lhe effect of lhe institution's role on the 
labor market as a whole and how il affects workers in general, especially lhe less qualified and organized 
workers in the long run. 

6.2. ln this article I propose an altemative approach, already presented in other papers1
, to understand 

how the functioning of the labor justice can interfere on worker's well being. The basic idea is that lhe 
functioning of the labor justice generates big distortions in the labor market by sending the wrong incentives 
to workers and employers, which tends to develop a low quality work relationship and makes productivity 
gains and real wage gains almost impossible, especially for lhe unskilled workers. 

6.3. ln this article, we illustrate some of these points by presenting findings based on a sample of labor 
justice cases in Minas Gerais. Once lhe main points are explained, a proposal on how to address this issue 
is presented. Our proposal indirectly affects the functioning of the labor justice by proposing that lhe 
institution concentrates its efforts on its core functions within the judiciary branch. 

6.4. These functions are mentioned in lhe next section. Alter that we repor! how lhe Brazilian labor 
justice operates (section 3) and how this operation creates incentives that tend to guide lhe behavior of 
workers and firms (section 4). Section 5 presents and details lhe proposal above, while conclusions are 
drawn in section 6. 

6.5. The labor justice has three important functions in the Brazilian labor relations system. First, all 
disputes regarding law enforcement must be resolved through lhe Labor Courts. Second, lhe Labor Courts 
are responsible for lhe solution of all disputes regarding individual and collective labor contracts fulfillment. 
Third, lhe Labor Courts are also responsible for individual and collective conciliation, arbitration and 
judgment. These three extremely important roles make lhe Labor Courts a key element in the Brazilian 
labor relalions system. 

1 See Camargo 1996 and Camargo 1997, among others.



- 124 -

6.6. AI lhe individual levei, all settlements between employees and employers regarding disputes on 
individual and/or law contracts fulfillment are only valid if done through lhe Labor Justice. This implies that a 
dismissal must be done in lhe presence of a judicial authority, if lhe employer wants to ensure that lhe 
employee will not claim rights that were not received during lhe period of work. 

6.7. Since 1988, lhe employee has a period of five years to place a claim in lhe Labor Justice. lf this 
happens, it is lhe employer's duty to prove that lhe contract and/or law was abided. lf it can't be done, 
justice promotes a "conciliation" between lhe parties and in case of no consensus, lhe judge is free to 
decide if lhe claim is legitimate. lf lhe judge rules in favor of lhe employee, lhe employer will have to pay 
lhe employee's demands. Note lha! only monetary demands are accepted and that lhe employee can not 
demand for his/her job back. 

6.8. On collective bargaining lhe main role of lhe Courts is to promote conciliation and give judgment in 
disputes within its jurisdiction and, moreover, to verify that signed collective contracts are complied with. ln 
collective bargaining, when there is an impasse, either parties can unilaterally call for a "Dissídio" or 
arbitration. The dispute is then sent to lhe Labor Justice for lhe area where lhe negotiation is taking place 
and this becomes lhe new locus of lhe negotiation. ln case lhere is an impasse here, it is up to lhe judge to 
decide lhe terms to lhe contract. 

6.9. For disputes regarding collective contracts fulfillment, not only lhe Labor Courts are involved but 
also lhe labor union and employer. ln this case it is also lhe employer's duty to prove that lhe law and lhe 
collective contracts established have been followed. 

6.1 O. Arbitration doesn't follow pre-defined rules or principies. When lhe dispute is about lhe non-
fulfillment of lhe law, arbitration is based on lhe law. However legislation on collective contracts is not as 
detailed as legislation on individual contracts. Because of this, many times lhe Brazilian Labor Justice 
adopts norms that are lhe equivalent of laws. This prerogative is known as lhe normative power of lhe labor 
justice, i.e., in contras! with every other branch of lhe Brazilian justice system, lhe Labor Courts can create 
a law, instead of being limited to applying an existing law. 

6.11. ln this case it can be said lha! previous decisions may be used as a guide but many times lhe triai 
is based on political factors. This means that lhe labor justice may interfere in private contracts between 
employers and employees, having !hem modified through its rulings. 

6.12. The objective of this section is to discuss in more detail lhe functioning of lhe labor courts. A brief 
explanation on how lhe institution is structured will be presented. Following that, lhe functioning will be 
analyzed, emphasizing negotiations, as explained above. AI lhe end, costs of accessing labor justice for all 
parties will be analyzed. 

The Structure of the Courts 

6.13. The Brazilian Labor Courts system has three hierarchical leveis, organized as follows: 

• Conciliation and Judgment Board;
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• Regional Labor Courts;

• Superior Labor Court.

6.14. Until recently, lhe Conciliation and Judgment Board was composed by a labor lawyer, one 
representative from employees, and one representative from employers, also known as class 
representatives. These last two members were nominated by lhe president of lhe Superior Labor Court 
where lhe Board is to function. ln 1999, lhe class representatives were abolished. 

6.15. The Regional Labor Court was composed largely by labor lawyers and by a minority of 
representatives of employees and employers with an equal number on each side. The "representatives for 
employees and employers were chosen by lhe President of Brazil. AI this levei, lhe practice of having 
representatives for employees and employers was abolished in 1999. The Regional Labor Courts rule on 
demands made by employees and employers and pronounce judgment. Employees and employers may 
appeal these sentences to lhe Superior Labor Court 

6.16. The members from lhe Superior Labor Court are nominated by lhe President but must be 
approved by lhe Federal Senate. lts composition was as follows: three representatives of workers, and 
three representatives of employers, and eleven labor lawyers who have lifelong tenure. The class 
representatives were abolished in 1999. The decisions from lhe Superior Labor Court are final, except if lhe 
dispute is related to a constitutional Principie, in which case an appeal to lhe Federal Supreme Court can 
be made. 

The functioning of the labor justice and negotiations practices 

6.17. Ali individual disputes start with an employee or his/her labor union filing a claim ai lhe Conciliation 
and Judgment Board. The employer is notified and is asked to provide documents proving he/she is not 
guilty. AI this levei lhe process is completely bureaucratic. AI lhe hearing lhe judge asks if lhe employer 
would like to make a counter-proposal to lhe employee. lf one is made, lhe judge asks the employee if the 
counteroffer is salisfactory. lf so lhe dispute is over. lf not, lhe judge tries to make lhe parties reach an 
agreement. lf lhe employer does not make a counteroffer or if lhe conciliation has no results, the hearing is 
closed. The demand is then analyzed by the judge who is in charge of issuing a sentence. 

6.18. lt is worth emphasizing one implicit but extremely relevant point above. There are always 
negotiations! Therefore, clauses in an individual contract protected by law are included. ln reality, most of 
the demands and, therefore, of lhe rights negotiated, reter to individual rights enrolled in the CL T and/or lhe 
Constitution. 
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Table 6.1 below demonstrates this, based on a sample of processes from Minas Gerais' labor courts. 
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Table 6.1 Rights Contested in Labor Courts 1995 
Rights Percent 

FGTS payment 
Payment oi 40% fine to FGTS for dismissal 
Over time payment 
Commission 
Payment.of 13• salary 
Vacation 
Unpaid or late salaries 
Non fulfillment oi clauses in collective contracts 
Payment for notification before dismissal 
Night shift additional payment 
Family pension paymenl 
Employees demanding a written contract 
Gratuities 
Other ri hts 
Source: Study oi 200 cases in the labor justice system oi Minas Gerais state. 

Note: ln the sarne process the employee can demand for more than one right and usually does it. 

30 
35 
65 
5 
65 
60 
25 
20 
62 
12 
10 
10 
22 
10 

6.19. The mos! important aspect of lhe argument above is that only 20 percent of the processes demand 
lhe fulfillment of any clause of a collective contract; the other 80 percent are related to lhe non-fulfillment of 
a individual employee right foreseen in the law. 

6.20. The most frequently contested rights were payment of overtime wages, thirteenth salary payment 
and paid vacation, followed by claims of non-payment of FGTS and lhe 40 percent fine oi FGTS balances 
in case oi dismissal without jus! cause.2

6.21. What lhe data show is that there is a large fraction (80 percent or so} of disputes that is taken to 
labor courts for clauses already foreseen in lhe law. As mentioned before, lhe regular procedure is to come 
up with an agreement between parties. ln other words, this procedure means lha! lhe possibility of 
negotiation of individual clauses foreseen by law is made available to employees and employers . 

2 lt is worth mentioning that ln the sarne process the employee can demand for more than one claim and usually does so.



-128

Table 6.2 below confirms lha! many of these clauses are in fac! negotiated, since more than half of lhe 
disputes taken to court are resolved through settlements ai lhe Judgment and Concilialion Board.3

3 The Ministry oi Labor has tried to expand the capacity oi these councils
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1992 

1993 

1994 
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Table 6.2 Percentage of Resolved Disputes in each Hierarchical Levei 
First lnstance: Second lnstance: Settlements 
Local judge Regional - Regional Labor (%) 

(%) Court 

28.7 
29.2 
29.8 
32.5 

o/o 

6.6 
11.7 
14.9 
9.1 

56 
56 
56 
55 

Scurce: Study oi 200 cases in lhe labor justice system oi Minas Gerais state . 

6.22. The table also shows that nearly 30 percent of lhe disputes are settled ai lhe first local instance. ln 
general, less than 10 percent of lhe cases reach the second instance {the Regional Labor Courl) and a 
similar percentage reach lhe Superior Labor Courl. Finally, one must note that in lhe sarne sample of courl 
data, as a rule, lhe settlements signed ai lhe conciliation and judgement boards, paid 40% of lhe amounts 
demanded by employees. ln other words, if the amount of lhe workers' demands correspond to what is 
actually owed to them, taking in account the legislalion, employers would seem to be paying less than half 
of what lhe law deterrnines.4 

6.23. ln lhe case of collective contracts, lhe negotiation is done through lhe labor unions and lhe 
companies, or between lhe labor unions and lhe employer federations. The clauses in the colleclive 
contracts must be more favorable to the workers than lhe individual rights accorded in the legislation. 
However, no individual contract can slipulate less rights than those stipulated in collective contracts signed 
by lhe union where lhe work is being done. At any given time along the negotialion of a collective contract 
between a group of workers and one company or a group of companies, any of lhe parlies may unilaterally 
summon a "dissídio" or agreement, having lhe negolialion transferred to lhe courl room, giving it lhe power 
to arbitrate lhe dispute. 

6.24. Other relevant inforrnation about the funclioning of justice is the existence or the non-existence of a 
viés pró one of the parlies involved. 

6.25. Table 6.3 presents lhe distribution of judgments according to the 'winning" party. The data shows 
that more than 60 percent of lhe disputes that are not decided ai lhe conciliation stage, are decided in pari 
in favor of lhe workers and in pari in favor of lhe company. A lower and apparently declining percentage is 
resolved enlirely in favor of lhe worker {between 10 and 20 percent of the cases),while the percentage of 
cases enlirely resolved in favor of lhe employers is between 14 and 32 percent. 

6.26. Since there is no formal rule to be followed by the judge to pronounce lhe sentences, lhe results 
above can have ai least two interpretations: first, it might suggest that lhe judge tends to make a division 

• considered 'fair'' by him of lhe demands, in a way that both agents, employers and employees, receive a

4. li cannot be precisely determined whelher lhe value of lhe workers' demands effectively corresponds to what is stipulated by
law. ln reality, since lhe workers know lha! a negotiation will take place ai lhe labor court, lhe incentive is for lhem to demand lhe
maximum possible because lhey know lha! most likely lhe judge will attempt a conciliation by splitting lhe difference, viz., use an
intermediate value.



- 130 -

share of lhe result; a second interpretation would be lha! workers tend to demand more than they deserve 
and lha! lhe judge is simply applying lhe law. With lhe available data it is impossible to decide which 
interpretation is correct. But il seems lha! lhe data do no! support lhe idea lha! is common among 
employers lha! everything demanded in labor courts by workers is accepted by judges. 

Table 6.3 Acceptance of Claims by lhe Labor Justice 
{local levei in Minas Gerais) 

Year/Region Claims completely Claims partially Claims 
accepted accepted No! accepted 

% % % 

Capital - Belo Horizonte 16.7 69.0 14.4 

1991 Province 19.7 63.8 16.5 

Total 20.3 64.2 15.5 

Capital - Belo Horizonte 15.2 67.2 12.4 
1992 Province 16.6 64.2 19.3 

Total 15.8 65.2 18.6 

Capital - Belo Horizonte 12.0 67.7 20.3 
1993 Province 15.1 63.4 21.5 

Total 13.8 64.7 21.6 
Capital - Belo Horizonte 10.6 68.1 21.3 

1994 Province 12.1 55.8 32.0 

Total 14.5 65.3 20.2 
Source: Labor Justice annual repor!, Third Region, Minas Gerais 

The cost of accessing the labor justice 

6.27. Finally, il is worth describing lhe costs incurred by lhe parties which are involved in disputes in lhe 
labor justice. Costs may be divided into two components: monetary expenses and lhe time costs of waiting 
for lhe final sentence. ln relation to lhe monetary expenses, if found guilty, lhe employer pays a 2% fine on 
lhe final value agreed 5 in lhe process. For employers this cosi tends to be very low. From lhe collected 
data in lhe research and from discussions with specialists, it is obvious lha! lhe employee never pays 
anything. 

6.28. Regarding lhe waiting time, there is usually a 20 days wait between lhe initial date of lhe process 
and lhe day of lhe first hearing. lf lhe process is no! decided by conciliation, lhe period between lhe first 
audience and lhe sentence of judge from lhe conciliation and judgment board is usually 700 days. ln other 
words, if lhe negotiation interrnediated by lhe judge from lhe conciliation and judgment board is no! 
effective, which means lha! either lhe employer doesn't make a counterproposal to lhe employee or lha! 
lhe employee doesn't accept any of lhe proposals made by lhe employer in lhe first instance, lhe worker 
will have to usually wait for two years for lhe first sentence from lhe labor justice. 

5 Since the usual value of the agreements is R$1,000.00, it represents a cost of R$20.00 per process, if resolved during the 
conciliation stage, R$26.00 per process resolved in the local justice , and R$46,00 for those resolved at the Regional Labor 
Court. 
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6.29. ln case lhe employer (or lhe worker) decides to appeal to lhe sentence of lhe judge from lhe 
conciliation and judgment board to lhe Regional Labor Court, lhe usual time for lhe dispute to be resolved 
is around four years . 

. IV . HOW'LABOR RELATIONS AREAFFECTED BY THE·FUNCTIONING OF THE 
1 � � ., 't � ' ' ' 

o 

· '� ·'· ' ,·• ' • • · ' !, COURTS o 'f" • ' • •• ·' • 

6.30. The description above shows that lhe functioning of lhe labor courts in Brazil tends to affect lhe 
relation between employer and worker. On lhe one hand, employers have no incentive to comply with lhe 
law and pay workers' rights. lf they do not do it, they can negotiate lhe amount of lhe benefits ai lhe Labor 
Justice and-in lhe worst case-they will have to pay lhe sarne amount they would have paid along lhe 
working relation. 

6.31. Therefore, if lhe objective is to minimize costs, lhe right strategy for lhe firm is not to pay and wait 
until lhe worker files a complaint when fired. Since it is known that lhe time until lhe sentence is very longs, 
lhe business man hopes lha! lhe workers tend to accept lhe counter-proposal even if lhe worker believes 
these to be less then lhe entitled amount. 

6.32. This strategy tends to be more effective when lhe work contracts are informal since that with a 
formal contract it is easier to solve lhe dispute favoring lhe worker. This way, one of lhe main problems of 
lhe functioning of lhe Brazilian labor justice is to induce informal work contracts. 

6.33. On lhe other hand, lhe worker knows lha! a liability exists and that it has been accumulated by lhe 
employer and that some of this liability will be taken by him/her when demanded in court. This means that 
as lhe working relation grows, lhe incentive for lhe worker to go to court increases too. lf it is done while 
he/she is working, he/she is dismissed with difficulty. This way, instead of going to court while working, lhe 
worker starts to force a dismissal, becoming increasingly uncooperative in lhe working relation. Therefore, 
many times, lhe demand occurs when lhe working relation has already been disrupted. 

6.34. One additional aspect is lha!, since lhe cosi for lhe worker to take lhe employer to court is zero, 
except lhe costs for lhe hearings7, there is a permanent incentive for lhe employee to go to court even if lhe 
employer has fulfilled all his contractual obligations. Having nothing to lose, he/she can win lhe process.8

This way, from lhe workers' point of view, justice provides good protection against illegal practices but 
creates incentives for him/her to have a free-rider altitude towards lhe employer. 

6.35. Since lhe employer knows lha! as lhe working relation grows, lhe incentive for lhe employee to 
have a free-rider altitude, shirk and become less cooperative increases, lhe employer has no incentive to 

6 ln Minas Gerais, it usually takes a worker 100 days togo to court after being dismissed. Note lhat here is no impediment for the
worker to go before he/she is dismissed but in real lile it doesn't happen. 

7 ln general, labor lawyers determine lheir lees as a proportion oi the value oi lhe process, il lhe sentence is favorable to lhe
worker. 

8 Besides lhis, knowing lhat his/her demands will tend to be negotiated, the worker may try to exaggerate his/her rights. 
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invest in training since there is a growing possibility of losing lhe investment when it is time to dismiss 
him/her, resulting in low leveis of productivity and therefore real wages. 

6.36. For workers with a low bargain power there is a tendency to use lhe labor justice as tool for 
compensation. Given lhe reduced probability of having a demand accepted by lhe employer, which in many 
instances is aggravated by an absence of trade unions, it is left for these workers to take their demands to 
court. Table 6.4 reveals lha!, in fac!, lhe profile of workers who mostly go to court is in accordance with lhe 
profile of lhe worker with low bargaining power. 

Table 6.4 Workers Going to Labor Courts by Wage Levei 
Wage interval (minimum wage) Workers ai Labor Justice (%) AII workers in Southeast Region 

1 to 2 
2 to 5 
5 to 10 
More than 10 

70 
26 
2.5 
1.5 

% 1993 
47.0 
26.9 
9.7 
6.4 

Average 2.1 minimum wage 3.7 minimum wage 
Source: Research done with 200 processes at Labor Courts in Minas Gerais and in the PNAD survey, 1993 

6.37. Something similar happens with collective contracts. There is an incentive for lhe weaker party to 
summon an agreement and to have lhe negotiation transferred to lhe labor justice, transforming the result 
oi any collective dispute between employers and lhe workers union in a matter of justice and no! lhe result 
oi a dispute settled by lhe bargaining power between lhe parties. The main consequence is lhe atrophying 
oi lhe collective negotiation process and a reduced scope for trade unions leading to the latter playing a 
weak role in the wage-negotiation process. 

6.38. From lhe analysis oi the previous sections, it is clear that lhe functioning of labor justice generates 
perverted incentives with relevant implications in lhe performance of lhe labor market. ln arder to minimize 
these incentives, it is fundamental lha! legislators keep in mind lhe behavior of lhe economic agents 
involved, lha! is, workers and employers. This way, two aspects must be kept in mind in proposals for 
reform: 

• Despite lhe large volume of regulations and restrictions, lhe system of working relations in Brazil is
extremely 'negotiable" and negotiated. However, lhe locus of lhe negotiation is lhe Labor Court
(not the workplace), when lhe worker is dismissed (not while lhe worker is still employed by lhe
company).

• Negotiation may indeed reduce lhe effective cosi of work in relation to what is stipulated by law.

6.39. The main consequences are a congested Labor Justice system and adversaria! 
employer/employee relation, non-cooperative behavior and many times ruled by informal contracts. 

6.40. The first point is to have negotiations removed from lhe labor court and lei il happen within lhe 
companies, along lhe working relation. ln other words, lhe guiding principie for reform would be to make 
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negotiations more attractive ai company levei than ai court, for both lhe workers and employers. This can 
be reached by: 

• lncreased flexibility of lhe legislation regarding lhe prohibition to negotiate many clauses in

individual contracts outside lhe labor justice, and/or,

• raising costs of accessing lhe labor justice system.

6.41. ln reference to lhe first point, lhe best way to implement il would be to allow lhe negotiation of 
individual rights through collective contracts at firm levei with lhe participation of lhe union. From lhe point 
of view of lhe employer this enhances lhe attractiveness of a formal contract as il avoids lhe uncertainty of 
decisions in lhe labor justice. The imposition lha! lhe unions participate in lhe negotiation and lha! it cannot 
be done individually by lhe worker is to avoid situations where lhe low bargaining power of workers may 
result in !hem signing contracts which are excessively unfavorable to !hem. 

6.42. Note that what is being proposed is no! that lhe rights be negotiated since these rights are indeed 
negotiated ai lhe Labor courts when lhe worker is dismissed. What is being proposed is lha! lhe negotiation 
takes place within lhe firm through lhe union while lhe employee is working. 

6.43. But it also implies lha! lhe recognition lha! negotiations between employers and workers are a very 
good way to resolve lhe conflict between lhe parties. ln this context lhe Labor Courts must have a much 
less dominant role to play. ln other words, another system much less based on lhe idea of 'justice" and 
based more on lhe idea of 'dispute" would have to be outlined, where lhe existence of conflict and 
negotialion at lhe firm levei would prevail. 

6.44. ln relation to lhe second point, lhe suggeslion is that ali firms involved in processes at lhe labor 
justice have its dulies to lhe state (social security, other taxes, etc) verified. 9 This would create an 
incentive for businesses avoid lhe labor courts, being induced to pay lhe benefits negotiated between 
parties. On lhe other hand, it would create an incentive to reduce informality by penalizing ai least one side 
of this relation, in this case lhe employer. This way it would raise lhe bargain power of lhe worker when 
claiming his/her rights. 

6.45. This proposal reduces lhe role of lhe labor justice as negoliators of clauses in individual work 
contracts and il raises its funclions as lhe inspection agency and effeclive implementation of these 
contracts. ln respect to lhe collective contract, lhe proposal is lha! conflicts be effeclively resolved by 
dispute between workers and firms and lha! lhe result depends on lhe bargain power between parties, 
therefore no! being a matter of justice. 

9 Traditionally lhe labor justice does not interfere on lhe additionat contributions, which are not demanded in lhe process (which 
are generally appropriated by lhe worker). Recently lhe social securtty service has been following lhe processes in lhe labor 
justice in arder to tocaie workers that are not contributing to lhe social securtty. 
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, Vl CONCLUSION , , ' · ,

6.46, This article analyses how lhe role of lhe Brazilian labor justice affects the performance of the labor 
market in the country. The argument developed in this article suggests that lhe main problem originating 
from this institutional arrangement is that it allows a renegotiation of work contracts a posteriori, i.e., alter 
the contract has expired. As a result, none of the parties have any incentive to honor lhe signed contract or 
even to sign a work contract. 

6.47. ln other words, lhe work contracts in Brazil have little value since they are not signed to be 
respected but to be renegotiated alter they have ended. Consequently a free-rider altitude is developed by 
lhe workers, and a tendency to illegality by employers, generating working relations with increasing tension, 
which is reflected in a large number of processes lha! reach lhe labor justice every year (in 2001, nearly 3 
million), less cooperalion and little commitment to work. From an economic point of view, this result 
generates little investment in lhe working relalion from both parties, liltle investment in qualificalion and 
training, and consequently low produclivity and low real salaries. 

6.48. Since work relalions are one of lhe main determinants of productivity and competitiveness in a 
given economy, a reforrn of this institutional arrangement is vital for lhe country to increase productivity and 
competitiveness, making viable a higher rate of sustainable growth in lhe future. 

•
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7. AN OVERVIEW OF THE EFFECTS OF THE MINIMUM WAGE

ON THE BRAZILIAN LABOR MARKET 

Prepared by Francisco Galrão Carneiro 

1 INTRODUCTION · ,

7 .1. The debate concerning lhe impact on employment, wages, and poverty of lhe introduction of a 
minimum wage, or even changes in lhe minimum wage, into an economy is lhe subject of a separate 
chapter in lhe literature on labor markets. ln lhe case of Brazil, this debate dates back to lhe 1970s, when a 
controversy arose as to whether or not changes in lhe minimum wage could affect all wages in lhe 
economy [e.g., Souza and Saltar (1979)]. Now this debate has been revived, in terms not only of lhe 
possible impact of lhe minimum wage on other wages, but also of its effects on lhe leveis of employment, 
informal labor, and poverty in this country. The debate becomes more relevant when discussions are held 
regarding possible future trends in lhe minimum wage policy in Brazil as a result of its impact on 
govemment accounts, and lhe feasibility of adopting a system that combines regional minimum wages with 
a national wage floor. 

7 .2. The theoretical debate suggests that lhe effects of lhe minimum wage on lhe labor market depend 
on the structure of that market. ln competilive markets with a homogenous labor force, lhe minimum wage 
tends to create unemployment if it is sei above lhe equilibrium wage as determined by lhe market. Under 
imperfect compelition, in lhe presence of monopsonies, lhe introduclion of a minimum wage may help raise 
workers' wages without having deleterious effects on employment. ln segmented labor markets, the 
minimum wage tends to generate informality and a certain amount of unemployment. 

7.3. ln general, there are two clearly dichotomic views as to the normative impact of a minimum wage 
policy for developing countries. On lhe one hand, there are those who argue that lhe minimum wage 
fosters a better distribution of resources in the economy, so as to improve lhe population's general welfare 
by helping reduce poverty, increase productivity, and stimulate economic growth. On the other hand, we 
hear holders of lhe distortionist view argue that lhe minimum wage produces an inefficient allocation of 
labor and encourages rent-seeking behaviors, thus negatively affecting investments and contribuling to a 
reduction in lhe rate of economic growth [Freeman (1996)]. 

7.4. ln this article, we review lhe literature on the impact of lhe minimum wage on the Brazilian labor 
market. First, we will examine lhe key results pertaining to the employment-effect of the minimum wage in 
Brazil, and contras! the results that were based on data ai lhe family levei and ai lhe individual levei. 
Similarly, we will analyze the principal results with respect to lhe impact on other wages and on poverty 
leveis. Since in Brazil there is a direct connection between lhe minimum wage and the benefits paid by the 
social security system, we will also present an analysis oi the impact oi changes in the minimum wage on 
the government accounts. Lastly, we will attempt a criticai analysis oi some options for minimum wage 
policy in Brazil. 

7.5. The article is structured in lhe following manner: alter this lntroduction, we will discuss briefly lhe 
history of minimum wage policy in Brazil (Section 2), current minimum wage policy (Section 3), and lhe 
profile oi lhe workers who eam minimum wage (Section 4). Then, in Section 5, we present lhe review oi lhe 
results relative to the impact of lhe minimum wage on employment and wages. The results relative to lhe 
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effects on poverty are reviewed in Section 6. Section 7 analyzes the effect on the govemment accounts, in 
particular the impact of the minimum wage on payrolis at ali three leveis of govemment (federal, state, and 
local}. Section 8 discusses policy altematives for the future of lhe minimum wage in Brazil. Lastly, Section 9 
summarizes the results and conclusions of the article. 

• II
• 

IIISTORJCAL BACKGROUND OF THE MINJMUM W AGE 

7.6. Until the 1930s, there was no specific legislation on labor relations in Brazil. Unions were not 
recognized by lhe Govemment, and wage negotiations depended on each social group's bargaining power. 
The main demands in that era were higher wages and a reduction in the number of hours worked. lt was 
not until 1930 that the Brazilian Govemment began to institutionalize these demands. The Ministry of 
Labor, lndustry and Commerce was established in 1931, and both employee and employer organizations 
were recognized ai that time. 

7.7. The first official minimum wage began to take shape in 1936, when Law 185 (of January 14, 1936) 
was passed. Article 1 of that law provided that 'every worker shali have lhe right, in payment for the service 
rendered, to a minimum wage capable of meeting, in a given region of the country andin a given time 
period, his normal needs for food, housing, clothing, and transportation." lnitialiy, lhe legislation ordered 
that the value of lhe minimum wage, to be set by a Wage Commission, should be sufficient to provide 
remuneration to an adult worker for a normal working day. (Not unlil 1946 was lhe law changed to 
recognize that lhe minimum wage should be high enough to satisfy the needs of both lhe worker and his 
family). 

7.8. Although lhe law lha! established lhe lowest wage to be paid to an aclive worker was enacted in 
1936, lhe first such wage was not established until 1940, when il was initialiy sei ai Cr$ 0.24 (in nominal 
terms), to remain in effect for three years (until 1943). ln 1943, a nominal increase of 25 percent occurred in 
July, foliowed by another 26 percent in December. Alter that, lhe minimum wage remained frozen until 
1952. As a result, there was a substantial decline in its value. ln 1962, an attempt was made to reconcile its 
value with the objectives set forth in lhe Constitution, when President Goulart created lhe "family wage," a 
kind of bonus equivalent to 5 percent of lhe minimum wage for every child age 14 or under. 

7.9. A period of successive changes in wage policy legislation began in 1979. Between 1979 and 1985, 
lhe Government modified wage policy seven times, sparking a series of debates about the impact of lhe 
wage increases on the inflation rate. The changes adopted altered lhe percentage of inflation lha! could be 
passed along to wages, and the frequency of lhe readjustments (which were now occurring every six 
months). Therefore, a formula has been developed to calculate lhe wage increases that could be applied to 
ali lhe policies in effect during the 1979-85 period: 

(1) 

where: 

0; = W;10/S101 
W;1ti = nominal wage of the jfu wage brackel ai lhe beginning of lhe six-monlh period; 
Rs = change in prices during lhe six-month period, measured by lhe INPC [Consumer Price lndex]; 
S101 = the highesl minimum wage in effecl during the month of lhe adjustmenl; 
A and B; = correclion coefficienl per wage brackel, fumished by lhe wage policy. 

•
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7.10. As we can see, this formula shows that lhe minimum wage played a key role in the determination 
of the size of lhe wage readjustments. li should also be noted that any real increase in lhe minimum wage 
would have repercussions for lhe entire structure of wages that are govemed by lhe wage policy, since it 
would change lhe composition of lhe wage brackets and hence lhe magnitude of infiation that each wage 
would receive in lhe form of an adjustment. 

7.11. With respect to lhe minimum wage in particular, lhe most significant change occurred in 1984, 
when its value was standardized nationwide. The minimum wage for all regions was raised to lhe levei in 
effect in southem and southeastem Brazil. Prior to that change, there was a wide variety of regional 
minimum wages. When lhe minimum wage was originally created, there were 14 different regional 
minimum wages, but by 1963, there were 39 of lhese. There were ai least two in effect immediately prior to 
lhe unification. 

7.12. ln 1987, the role of lhe minimum wage as a benchmark for lhe determination of other wages in lhe 
labor market was officially revoked in order to permit minimum wage policy to be implemenled more flexibly 
withoul generating multiplier effects on lhe olher wages in lhe economy. As a replacement for lhe role of 
lhe minimum wage as a benchmark for other wages and benefits, lhe Govemmenl crealed lhe Nalional 
Wage Floor, lhe real value of which was eroded considerably in subsequenl monlhs due to lhe prevailing 
infiationary environment and lhe absence of policies for resloring its value. 

7.13. Current minimum wage policy was defined by lhe new Constilulion of 1988, which stipulated lhat 
lhe minimum wage should be lhe sarne nalionwide and sufficient to meet lhe basic needs of a worker, as 
well as those of his family, in terms of housing, education, health, recreation, clothing, hygiene, 
transportation, and social securily. The wage is to be adjusted periodically to preserve its purchasing 
power, and there is an explicit prohibition againsl its use as an indexing toei. 

7.14. Several aspecls related to lhe treatment of lhe minimum wage in lhe new Constitution are worth 
menlioning: 

(i) lhe new Constitution lengthened the list of needs to be met by the minimum wage, by adding heallh,
recreation, and social security to the existing needs;

(ii) lhe nationwide standardization of the minimum wage was introduced into lhe body of lhe Constitution;

(iii) periodic adjustments of its value were made mandatory, in order to preserve its purchasing power;

(iv) the 1988 Constitution ratified the prohibition against using lhe minimum wage as an indexing tool in lhe
economy;

(v) lhe normal work week was cut from 48 to 44 hours, which meant an increase of about 1 O percent in lhe
hourly value of the minimum wage.

7 .15. The mosl iinportant change introduced by lhe 1988 Constitulion was lhe determination thal social 
security benefits could not be lower lhan lhe equivalent of one minimum wage. As Foguel, Ramos, and 
Carneiro (2000) point oul, lhis rule ultimately proved to be lhe main slumbling block for policies lhal soughl 
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to raise lhe real value of the minimum wage, since those benefits have a heavy and significant impact on 
lhe govemment accounts. 

fV PROFILE OF WORKERS WHO EARN MINIMUM.WAGE 

7.16. The profile of lhe workers who eam minimum wage was examined in Foguel, Ramos, and Carneiro 
(2001) using data from lhe 1998 National Household Sample Survey (PNAD). Knowledge of the 
characteristics of lhe labor force that is directly affected by lhe minimum wage is important in determining 
lhe scope and effectiveness of a minimum wage policy. The data presented pertain to lhe economically
active population (EAP), equivalent to 40.2 million workers. Of this total, about 22.5 million workers, 55 
percent of total EAP, are in lhe formal sector. The number of workers receiving up to one minimum wage is 
2.4 million, equivalent to 6 percent of EAP. 

7.17. The characteristics of lhe workers who eam minimum wage are summarized in . About 42 percent 
of such workers are female, 52 percent are 10-29 years of age, and 40.6 percent are heads of households. 
Comparing those figures wilh the composition of lhe total EAP, we see that those who eam only one 
minimum wage have less education than average and are young, female, and predominately non-white. 
Also with respect to total EAP, workers between lhe ages of 30 and 49 and heads of households are under
represented. 

7.18. Table 7.2 enables us to study lhe profile of minimum wage eamers in terms of lhe kind of jobs they 
hold. ln regional terms, there is a clear distinction between lhe state of São Paulo and lhe Northeast. For 
example, while São Paulo is home to about 30 percent of total EAP and lhe formal sector, only 8.2 percent 
of those who eam minimum wage are found in lha! state. ln lhe Northeast, on lhe other hand, lhe local 
work force does not represent even 20 percent of lhe EAP, but about 40 percent of lhe workers who eam 
minimum wage are found in this region. 

7. 19. Similarly, lhe São Paulo labor market is much more formalized than lhe labor market in lhe
Northeast, which may indicate that lhe imposition of an official minimum wage is becoming less restrictive
in more dynamic labor markets. Thus lhe adoption of a national minimum wage may have different effects
in each region, to lhe extent lha! lhe nature and composition of their labor markets are no! homogenous. ln
principie, therefore, one could argue that lhe adoption oi regional minimum wages could be pari of a more
effective strategy, since it may potentially permit a better "marriage" between the levei of lhe minimum
wage and lhe characteristics of each labor market.

7.20. Govemment intervention in lhe labor market via minimum wage policy has been lhe subject of 
intense debate in many countries [OECD (1988)]. Many recent studies have been devoted to investigating 
lhe impact of lhe minimum wage on lhe labor market in different countries. For lhe United Kingdom, for 
example, Bell and Wright (1996) analyzed lhe impact ofthe so-called Wage Boards and Councils and 
found lha! lhe minimum wage had not raised lhe wages of workers in lhe formal sector above lhe levei of 
lhe wages paid in lhe informal sector. Thus lheir work suggested that there existed only minor effects on 
the leveis of wages and employment in lhe economy. Machin and Manning (1994) concluded that the 
decline in lhe levei oi lhe minimum wage relative to the average wage in the economy contributed 
significantly to broadening wage dispersion during lhe 1980s in lhe United Kingdom. Furthermore, Machin 



- 140 -

and Manning (1996) emphasized the fac! that abolition of the Wage Boards and Councils in the United 
Kingdom resulted in a reduction in new jobs and did no! generate any gains in terms of wages (p. 672). 

7.21. Studies also exist that associate increases in the minimum wage with the number of small business 
bankruptcies. Waltman et ai. (1998) and Fischer (1997), for example, examined whether increases in the 
minimum wage were responsible for the departure of small companies from the market.1 The conclusion 
reached in these studies was that in the case of the United States, increases in the minimum wage did not 
cause small businesses to go bankrupt ai a higher rate than observed in periods when the minimum wage 
was not rising. 

7 .22. ln the case of developing countries, there are conflicting results regarding the impact of the 
minimum wage on the labor market. Bell (1997), for example, found significant negative effects on 
employment in the case of Colombia, and insignificant effects on lhe labor market in Mexico. Maloney 
(2000) presents a summary of the literature on minimum wage in Latin America that indicates that while the 
minimum wage has a positive effect on other wages in Latin American economies, the effect on 
employment and poverty is unclear. ln other words, while it has been observed that increases in lhe 
minimum wage tend to contribute to a reduction in poverty, negative effects on employment have also been 
noted. Furthermore, Maloney (2000) states that lhe minimum wage is also an important determinant of 
employment and wages in the informal sector in mos! Latin American economies. 

7.23. ln lhe case of Brazil, Carneiro and Faria (1997) and Carneiro and Henley (1998) concluded lha! lhe 
minimum wage was an important determinant of lhe average levei of other wages during lhe 1980s, but 
that this importance gradually declined during lhe 1990s. Lemos (1997) showed lha! lhe minimum wage 
has a positive effect on other wages in lhe economy for a period of five quarters, alter an initial shock. 
Emphasizing lhe bicausality, lhe auíhor also shows lha! lhe average wage positively affects the minimum 
wage for a period of three trimesters alter lhe shock. Soares (1998), furthermore, concluded that the 
minimum wage was affected by the labor market during lhe 1990s. Finally, Lemos (2000) estimates that 
increases in lhe minimum wage tend to compress lhe distribution of wages and have moderately adverse 
effects on the levei of employment. 

7.24. The classic textbook description indicates lha! under perfect compelition, setting a minimum wage 
above lhe equilibrium levei of lhe market will reduce the demand for labor and cause unemployment. More 
commonly, however, lhe negative effects of lhe minimum wage will depend on a series of factors, among 
which are the levei ai which it is fixed (its absolute value relative to worker productivity), the elasticity of lhe 
demand for labor (lhe more elastic lhe demand, the greater lhe negative effect), lhe elasticity of the supply 
of labor (lhe more inelastic, the greater the negative effect), and the responses in terms of investments by 
firms and individuais (lhe smaller the investment, lhe greater the negative effect). The greater the elasticity 
of lhe substitution between skilled and less-skilled workers, lhe greater lhe negative effect tends to be for 
lhe less-skilled. The size and indication of the effect of the minimum wage on employment may therefore 
differ among firms, individuais, and geographical areas, and depending on its value. 

1 The argument unde�ying lhis point is lhat since small companies presumably employ lheir resources ai lhe point of maximum
efliciency, increases in labor costs must somehow be absorbed. Since demand may be inelastic for certain industries and lhe 
replacement of labor wilh capital may require expensive investrnents, some finos might indeed be forced out of lhe market. 
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7 .25. However, some altemative models suggest lha! lhe introduction of a minimum wage in an 
economy will no! significantly affect lhe levei of employment, and may even have a slightly positive impact 
on lhe demand for labor [Card and Krueger (1995)]. The simples! model that reached this conclusion is lhe 
one that examined lhe labor market under lhe assumption of a monopsonistic employer. ln this model, 
workers have little or no bargaining power since they cannot easily find jobs with other employers. This 
enables an employer to sei lhe wage levei below lhe marginal product of lhe labor. ln general, imposing a 
minimum wage above lhe levei lha! would be determined by an employer in a monopsonistic market may, 
therefore, raise lhe levei of employment. 

7.26. Other models lha! predict lha! lhe minimum wage will have a positive effect on lhe levei of 
employment are lhe models associated with lhe theory of lhe efficiency wage, lhe theory of human capital, 
and lhe theoretical framework of job search. ln efficiency wage models, it is assumed lha! employers will 
sei lhe wages of their employees above lhe market equilibrium levei in order to increase their productivity, 
reduce production softness, and cu! lhe costs associated with labor tumover. ln lha! context, lhe minimum 
wage can result in an increase in employment. The evidence presented by Rebitzer and Taylor (1995), 
however, shows lhat in a context of efficiency wages, lhe positive effect of lhe minimum wage on 
employment may dissipate over lhe long term, depending on lhe position of lhe firms along their profit 
curves and on subsequent changes in lhe price of lhe products and lhe number of firms operating in lhe 
market. 

7.27. Models based on lhe theory of endogenous growth and elements of lhe theory of human capital 
also generate forecasts lha! lhe minimum wage will have a positive effect on employment. The principal 
hypothesis here is lha! lhe minimum wage creates incentives for workers whose productivity is low to invest 
in more training or education in order to boosl lheir productivily and, lherefore, lheir paychecks. The 
resulting increment in human capital will have a positive impact on economic growth and, consequently, on 
employment. ln this respecl, Cahuc and Michel (1996) show lha! a reduction in lhe minimum wage may 
bring about a reduction in economic growth. Cubit and Hargreaves-Heap (1996) argue thal lhe net loss of 
employmenl expected with lhe introduction of lhe minimum wage may be zero for a given interval of 
minimum wage values, since its introduclion will raise lhe inveslmenl in physical capital by firms and in 
human capital by lhe workers. Similarly, Acemoglu and Pischke (1998) also argue lhal lhe minimum wage 
may increase lhe amount of training lha! firms offer their less-skilled workers. 

7.28. Considering lhe framework of lhe job search theory, lhe indication of lhe effect of lhe minimum 
wage on employment will depend on lhe levei of lhe minimum wage and its impacl on lhe intensity of job 
search, lhe levei of lhe acceptance wage, and lhe probability of an offer of a new job. ln this regard, 
Swinnerton (1996) presenls an equilibrium search model under which the firms have a negatively-sloped 
labor demand curve, labor productivity varies from firm to firm, and lhe unemployed have imperfect 
informalion and seek employmenl in a random, sequential manner. Under these assumptions, lhe author 
demonslrales thal, because of an increase in lhe average productivily of labor, positive effecls on well
being can be obtained by lhe inlroduction of a minimum wage, even in lhe presence of a negative impacl 
on lhe levei of employment. 

Estimates of the Employment-Effect of the Minimum Wage 

7 .29. There is little empirical evidence available in lileralure regarding lhe impact of changes in lhe value 
of lhe minimum wage on lhe levei of employment in lhe case of Brazil. Some contributions on this poinl are 
found in Foguel (1997, 1998), Corseuil and Morgado (2000), Foguel, Ramos, and Carneiro (2000, 2001 ), 
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Lemos (2000), Carneiro (2000), and Carneiro and Corseuil (2001). AII these articles will be reviewed !ater 
in this paper, and we will attempt to present a summary of lhe principal results conceming lhe impact of 
changes in lhe minimum wage on lhe levei of employment in Brazil. 

7.30. Before moving on to lhe specific case of Brazil, lei us review lhe information available for lhe other 
countries in Latin America. Maloney and Nuiiez (2001) attempted to evaluate lhe impact of lhe minimum 
wage on lhe labor market for a group of Latin American countries. The authors provide estimates of lhe 
employment-effect oi lhe minimum wage based on analyses of kemel functions and panei data indicating 
that changes in lhe minimum wage tend to generate reductions in lhe leveis oi employment in Latin 
American countries. ln lhe case of Puerto Rico, for example, when lhe minimum wage was raised to a levei 
equivalent to 63 percent of lhe average wage in manufacturing, lhe employment-elasticity of lhe minimum 
wage became 0.91 and there were significant reduclions in lhe number of jobs in that country. 

7.31. The sarne general picture is reported by Bell (1997) in a study on lhe impact of lhe minimum wage 
in Mexico and Colombia. For Mexico, lhe effects on lhe levei of employment were almost non-existent, but 
for Colombia, lhe employment-elaslicity of lhe minimum wage for workers whose incomes were close to lhe 
minimum wage ranged from 0.55 to 1.22. Bell (1997) concluded that during lhe period 1981-87, an 
increase of 10 percent in lhe minimum wage had reduced employment among lhe less skilled workers by 
about 2 to 12 percent, in Colombia. 

7.32. Maloney et ai. (2001) pursued lhe analysis of lhe Colombian case more deeply, using a method 
suggested by Neumark (2000) lha! consisted of using a rotating panei of data to analyze lhe impact of an 
increase in lhe minimum wage on wages and on lhe probability lha! a worker would become unemployed. 
This estimated model uses a limited dependent variable that assumes lhe value of "1" if lhe individual 
keeps his job alter lhe minimum wage increase and lhe value of "O" if lhe individual becomes unemployed. 
The explanatory variables of lhe model, interpreted as lhe factors that would affect lhe likelihood that lhe 
individual would keep (or lose) his job, are past values of lhe minimum wage, individual characteristics 
(such as sex, race, education), and position in lhe wage distribution (whether close to or distant from lhe 
minimum wage). 

7.33. The results indicate lha! an increase in lhe minimum wage has a statistically significant impacl on 
lhe probability that an individual will become unemployed. However, lhat probability is reduced for lhe 
higher positions in lhe wage distribution; i.e., lhe negative impact of lhe minimum wage tends to affect more 
severely those whose income is close to lhe minimum. The employment-elasticity of lhe minimum wage 
estimated by Maloney e/ a/. (2001 ), according to lhe Neumark (2000) methodology, was 0.15, indicating 
lhat an increase of 1 O percent in lhe minimum wage would have lhe effect of reducing employment by 
about 1.5 percent in Colombia. 

7.34. Foguel (1998) used data from lhe Brazilian lnstitute of Geography and Stalistics (IBGE) Monlhly 
Employment Survey (PME) to conduct a natural experiment considering lhe period of convergence of 
minimum wage values in Brazil and its impact on lhe labor market. The idea of a natural experiment is 
borrowed from such fields as lhe biological, physical, chemical, and medical sciences and consists of 
testing lhe effectiveness of a certain medication in fighting a specific disease. Randomly selected palients 
are therefore divided, also randomly, into two groups: (a) lhe treatment group, which is given lhe medicine; 
and (b) lhe control group, which does no! gel lhe medicine. Since both groups are selected randomly, there 
is no reason to believe that, were they not to be given lhe medicine, lhe average behavior of lhe people in 
lhe treatment group would be different from lhe average behavior of lhe control group. The effects of lhe 
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medicine can therefore be evaluated when lhe evolution of lhe state of health of lhe two groups is 
compared. The control group ends up serving as a counterfactual for lhe treatment group, which makes il 
possible to assess lhe nature and extent of the effect of lhe medication.2

7.35. Therefore, in order to apply lhe natural experiment methodology for purposes of analysis of lhe 
impact of lhe unification of lhe minimum wage on lhe labor market, it was necessary to select one date 
associated with lhe period of convergence of lhe values of lhe minimum wage and a second date 
corresponding to lhe post-convergence period. Since lhe regional values of lhe minimum wage were 
unified in May 1984, Foguel (1998) selected a pre-convergence period prior to this date, and a post
convergence period alter 1984. The pre-convergence period corresponded to lhe 24 months preceding lhe 
unification of lhe minimum (May 1982 to April 1984). The post-convergence period covered lhe 24 months 
between May 1985 and April 1987. Note that lhe period between May 1984 and April 1985 was excluded 
from lhe study in order allow for an interval of market adjustment to lhe convergence of lhe minimum before 
evalualing lhe effect of lhe unified minimum wage. 

7.36. The author also selected two groups oi metropolitan regions for which lhe values of lhe minimum 
wage were convergent during lhe pre-convergence period: (a) Recife and Salvador, and (b) Belo Horizonte, 
Rio de Janeiro, São Paulo, and Porto Alegre. The results of lhe exercise in comparison between lhe pre
and post-convergence periods perrnitted analysis oi lhe impact of lhe unification of lhe minimum wage for a 
sei of labor market indicators lha! included lhe aclivity rate and lhe percentage of employed and 
unemployed, lhe unemployment rate, lhe degree of inforrnality, and lhe sectoral structure of employment. 
Since lhe aulhor worked with lhe levei of lhose indicators and lhe logarithm of lhe minimum wage, lhe 
estimates obtained should be interpreted as semi-elasticilies of lhe minimum wage with respect to those 
indicators. 

7.37. The results estimated by Foguel (1998) indicate lha! convergence of lhe regional values of lhe 
minimum wage led to a decline in lhe percentage of employed. li also led to increases in lhe proportion of 
bolh lhe unemployed and lhe inaclive, a higher rate of open unemployment, an increase in lhe presence of 
workers whose jobs are registered on their employment record cards among lhe total employed, and a 
decline in lhe percentage of employed persons in industry and commerce, with a corresponding increase in 
their participation in lhe services sector and olher activities. Wilh regard to lhe unemployment rate in 
particular, Foguel (1998) suggests that an increase of about 10 percent in the minimum wage could raise 
the open unemployment rate by 0.5 percentage points. 

7.38. The analysis by Foguel (1998) made an important methodological contribution to lhe discussion of 
the queslion of lhe impact of lhe minimum wage on lhe Brazilian labor market. The idea of trealing lhe 
process of unification of minimum wage values as a natural experiment was a creative altemative adopted 
to attempt to explain how, in fac!, the minimum wage impacts key labor market indicators. The responses 
generated, however, were limited to a specific period when lhe concem for achieving economic stabilization 
and cutting lhe inflalion rate was still quite intense. We can speculate whether lhe results found might not 
have been contaminated by lhe high inflation rates observed in lhe Brazilian economy during lhe period 

2 See Foguel (1988) for further details conceming lhis explanation.
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considered. We would therefore need to evaluate the extent to which those results hold up in a different 
economic environment, even if later studies use different methodologies. 

7.39. Lemos (2000) also used figures from lhe Monthly Employment Survey to evaluate lhe impact of lhe 
minimum wage on leveis of employment in Brazil. Using monthly data for lhe period 1982-98, lhe author 
estimated wage equations by foliowing lhe traditional time-series analysis methodology. Four different 
specifications were tested: group against group; first differences of lhe ordinary least squares (OLS); the 
twelfth differences; and lhe first difference of the twelfth difference (to obtain the rate of variation of the 
annual variation in the value of lhe minimum wage) . 

7.40. ln ali lhe specifications, lags of the dependent variable were introduced into the model, since 
changes in lhe minimum wage may not have immediate contemporaneous effects on employment, but 
rather future effects [Brown (1982); Neumark and Washer (1992)]. Other explanatory variables included 
were lags of lhe inflation rate, dummy variables for different periods, as well as the percentages of workers 
who are young, female, students, retired persons, civil servants, people whose jobs are not registered on 
their employment record card, and lhose employed in the construction sector and in manufacturing. 

7.41. Lemos (2000) makes no mention ai ali of lhe statistical properties of her variables, thus failing to 
address an extremely important source of problems for time-series models, i.e., problems related to the 
possibility that lhe statistical series used in her estimates are not stationary. Despite this potential source of 
problems, which could lead to spurious regressions devoid of economic significance, we shali proceed to 
analyze, with lhe appropriate caution, lhe elasticities presented by lhe author. According to lhe estimated 
coefficients, lhe elasticities of employment with respect to changes in lhe minimum wage ranged between -
0.006 and 0.005, but in many cases were not statisticaliy different from zero. 

7 .42. The author also used alternativa melhodologies to analyze in greater depth lhe impact of changes 
in the minimum wage on employment. One of these alternativas was to use instrumental variables to verify 
whether lhe results obtained were being affected by problems of endogenicity of lhe explanatory variables. 
The instrumental variables were values that lagged by 12 months, a proxy for the election cycle, and a 
proxy variable for capacity for political intervention. On this point, the author attempts to capture the 
importance of lhe election cycle in the process of detenmination of employment, together with lhe impact of 
changes in lhe minimum wage, by introducing into the modela variable that incorporates the percentage of 
politicians considered as being "leftist," the political cycle, and lhe minimum wage multiplicatively. The 
justification for this is that the incentives for politicians on the left to seek increases in the minimum wage 
are greater not only during election years, but also when the value of the minimum wage is low. 

7.43. The estimation procedure was the least squares method, in three stages. The elasticities obtained 
this time ranged from -0.020 to 0.035. The results obtained earlier suggested that a 1 O percent increase in 
the minimum wage would tend to curb employment by about 0.06 percent, while the estimates obtained by 
the instrumental variables method could generate a decline in employment of about 0.20 percent. Once 
again, we must be careful in reading these results, which may be spurious owing to the possible existence 
of unit roots in the time series used for the study. 

7.44. Furthenmore, the introduction of variables such as the percentage of "leftist" politicians, the election 
cycle, and the capacity for political intervention realiy needs additional detail and justification; absence of 
this casts doubt as to their actual explanatory capacity. ln general, however, Lemos (2000) presents a 
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creative way of analyzing lhe impact of lhe minimum wage on lhe labor market and presents additional 
evidence that this impact can be adverse in aggregate terms. 

7.45. Other estimates of lhe employment-effect of lhe minimum wage that took into consideration lhe 
problem arising from lhe possibility lha! lhe variables in lhe estimated model are no! stationary were 
presented by Carneiro (2000), Foguel, Ramos, and Carneiro (2000), Foguel, Ramos, and Carneiro (2001 ), 
and Carneiro and Corseuil (2001). ln general, lhe empirical modeling strategy present in lhose articles 
adopts lhe more general idea with respect to lhe existence of a relationship of long-term equilibrium 
between lhe levei of employment, lhe product, and lhe minimum wage. Therefore, using as our basis lhe 
methodology known as co-inlegration analysis of time series, il is possible to separale lhe long-term 
structure among those variables from their short-lerm dynamics. This means we can identify lhe speed of 
adjustment with which potential deviations from lhe common trajectory of equilibrium among lhe variables 
are corrected, as well as lhe long- and short-term elasticities of employment with respect to lhe minimum 
wage and the product. 

7.46. The estimated econometric model is based on employment equalions that are commonly found in 
time-series lileralure, and takes lhe following form: 

E= f(m, Y, t) (2) 

where E is employment, m is the minimum wage, Y the aggregate product, and t represents a deterministic 
tendency. This formula also enables us to test the exogenicity of the minimum wage variable in order to 
check whether the equation (i) is correctly specified (weak exogenicity), (ii) can be used for forecasts 
(strong exogenicity), and (iii) appears structurally stable and survives the Lucas Criticism (super
exogenicity). 

7.47. Another general characteristic of those articles is that they usually cover approximalely two 
decades for which time series on employment are available. Since they were based on data from the IBGE 
Monthly Employment Survey, lhe sample period started in 1982 and covers the first years of the new 
millennium. 

7.48. The long-lerm elaslicities of employment with regard to changes in lhe minimum wage found in 
those studies are situated in lhe interval between --0.001 and --0.020 for workers in the formal sector, and 
between 0.0004 and 0.003 for workers in the informal sector. Although lhese elasticities are low in absolute 
values, they suggest important long-term trends in the adjuslmenl process of employment for both sectors 
of the labor market. ln lhe formal sector, changes in lhe minimum wage tend to affect employment 
negatively, while in the informal sector such changes tend to affect employment positively. One explanation 
for this might be that lhe informal sector ends up serving as a temporary refuge for workers who lose their 
jobs in the formal sector. 

7 .49. Another inleresting resull of those sludies pertains to lhe way in which the levei of employment in 
both sectors behaves throughout lhe economic cycle. ln lhe formal sector, employment tends to react pro
cyclically to changes in economic aclivity, while employment in the informal sector reacts anti-cyclically to 
fluctuations in the product. The perception underlying this process is simple, and suggests that economic 
growth tends to create more jobs, to stimulale the emergence of formal occupations and, therefore, to 
discourage informality. 
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7.50. With regard to short-term dynamics, lhe more general pattem encountered for lhe long term 
remains lhe sarne. Changes in the minimum wage tend to have a negative effect on formal employment 
and a positive effect on informal employment. Similarly, note lhe pro-cyclical behavior of formal 
employment in lhe short term, and observe that lhe opposite occurs in lhe informal sector. Meanwhile, lhe 
adjustment speed of lhe models stood ai 5 percent to 9 percent per month, suggesting lhat deviations fram 
lhe long-term trajectory of equilibrium among employment, praduct, and minimum wage are fully corrected 
within a period of approximately one year. This seems to be consistent with a slow adjustment by 
employment. 

7.51. One limitation of these studies is that, although they allow us to separate lhe long-term and short
term effects of lhe minimum wage on lhe levei of employment, they cannot tell us precisely who Iases and 
who wins when lhe minimum wage changes. The analysis was dane with aggregate data and fumishes 
only an indication of lhe net effect on lhe labor market caused by a change in lhe value of lhe minimum 
wage. ln general, time-series studies assume lha! lhe impact of lhe minimum wage on the labor market 
tend to be concentrated among young, inexperienced workers whose incarne is close to lhe minimum. The 
only fac! that one can glean from those studies, however, is that lhe minimum wage does tend to generate 
a certain amount of unemployment. 

7 .52. Hoping to fill this gap and try to answer lhe question as to which workers end up losing their jobs 
when lhe minimum wage is raised, Corseuil and Morgado (2001) and Carneiro and Corseuil (2001) used 
an altemative methodology based on lhe idea of natural experiments and lhe differences-in-differences 
method [Angrist and Krueger (1999)]. The treatment group consisted of workers whose employment was 
affected by lhe minimum wage, and lhe contrai group was comprised of workers whose employment was 
not affected by lhe minimum wage, but by other factors that had atso affected lhe employment of lhe first 
graup. The difference in lhe change in employment of lhe treatment graup in relation to lhe change in 
employment of lhe contrai graup can be seen as an estimate of lhe change in employment of lhe treatment 
graup lha! would occur had this graup been affected solely by a change in lhe minimum wage. 

7 .53. ln arder to identify lhe treatment and contrai graups, lhe authors used as a toai lhe results of an 
analysis of lhe impact of changes in lhe minimum wage on wage distribution that will be discussed later in 
this article. Since changes in lhe minimum wage tend to have a more obvious effect on lhe incarnes closest 
to lhe minimum wage, i.e., lhe wages that are on lhe left tail of lhe wage distribution, lhe treatment group 
chosen was composed of workers who were eaming lhe equivalent of one minimum wage between April 
and May. The contrai group chosen consisted of workers who had incarnes equivalent to a value lha! lay 
between one minimum wage ai lhe April levei and twice lhe minimum wage ai lhe May levei, on lhe 
assumption lha! lhe characteristics of those workers are lhe sarne as those in the treatment graup, but lha! 
their jobs were affected primarily by factors other than lhe change in minimum wage. 

7.54. After lhe treatment and contrai groups were defined, implementation of lhe differences-in-
differences method requires lhe use of lhe following equation: 

Y= (L1F.i / E')- (L1Ei / Ei) (3) 

where E and E" denote the leveis of employment of the treatment and contrai groups, respectively, and LI 
denotes the change in each variable before (April) and after (May) the increase in minimum wage. 

7 .55. The results obtained using this methodology showed lha! increases in lhe minimum wage cause 
reductions in lhe levei of employment. The elasticities reported in Carneiro and Corseuil (2001) indicate 



-147

that a 10 percent increase in lhe minimum wage had contributed to a 3 percent decline in employment 
among lhe treatment group in 1995 and a drop of about 13 percent in 1999. Then in lhe case of lhe 
informal sector, the elasticities indicate that a 1 O percent increase in the minimum wage had been 
responsible for a 2.2 percent growth in informal employment in 1995, and about 15 percent in 1999. 

7 .56. The authors offer no explanation for lhe difference in lhe magnitude of lhe impact of changes in lhe 
minimum wage between 1995 and 1999, but we can speculate that lhe greater sensitivity observed in 1999 
is associated with an economic context of lower inflation rates and greater competitiveness in the market 
for products. Therefore, lhe effects of any variations in cosi would be much more marked in 1999 than in 
1995. When relative prices are aligned, it is much more difficult to pass along cosi increases than it is in 
situations of high inflation, where lhe price system leses much of its signaling ability. 

7.57. Fajnzylber (2001 ), using as a basis lhe relative information on lhe effect of lhe minimum on wage 
distribution, also found that lhe minimum wage has a negative impact on employment in lhe formal sector. 
His estimates were lower for lhe formal sector (elasticity of--0.10) than for lhe informal sector (elasticities 
between --0.25 and --0.35). According to lhe author, those results are consistent with a movement of 
informal workers into lhe formal sector after a rise in lhe minimum wage, or even their departure from lhe 
labor market because oi (i) low prospects for employment or (ii) increases in family income brought about 
by rises in income experienced by other members oi lhe family. 

7.58. Note, therefore, lha! lhe results obtained using different methodologies, for different periods and 
contexts, appear to converge toward a more traditional view oi lhe impact of lhe minimum wage on lhe 
labor market. Consequently, after lhe minimum wage is raised, one can expect some reduction in 
aggregate employment, with a greater impact on workers who eam income ai leveis close to the minimum 
wage, as weli as growth in informal occupations. While the aggregate results suggest that lhe net effect is 
smali, lhe disaggregated analysis seems to suggest that the people mos! affected by job loss, after an 
increase in lhe minimum wage, are lhe lower-income workers. 

The lmpact of the Minimum Wage on Other Wages 

7.59. The debate as to whether lhe minimum wage impacts other wages in Brazil began in lhe 1970s. 
Macedo and Garcia (1978) were the first to argue lha! changes in lhe value oi lhe minimum wage had only 
a limited impact on lhe current wage rate. Their argument was based on estimates oi an elasticity less than 
unity between lhe minimum wage and lhe wage rate during lhe period 1964-74. Souza and Bailar (1979), 
on lhe other hand, considered a longer sampling period and offered a rather different interpretation of lhe 
data. Those authors argued that minimum wage policy was an important determinant oi other wages in 
Brazil. Their argument was based on lhe fact that changes in lhe real value of the minimum wage were 
foliowed closely by lhe real wages of workers in lhe state of São Paulo between 1961 and 1976, which they 
concluded was consistent with unitary elasticity. This finding gave rise to lhe term "beacon effect," 
inasmuch as it suggested that changes in lhe minimum wage would induce increases in ali wages, even 
among less-skilled workers in lhe informal sector. 

7.60. The debate as to whether or not the beacon effect is valid persisted throughout the 1980s. 
Countless studies were done on lhe question oi whether wage policy in Brazil was effective. Since wage 
policy expressed ali wages as multiples of lhe minimum wage for purposes of indexation, the way to test its 
effectiveness was to make a comparison between an institutional wage index constructed by strictly 
applying wage policy principies, and an average market wage. lf lhe institutional wage were to remain 

•
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below lhe market wage for a long time, lhe conclusion would be lha! wage policy was ineffective and, 
consequently, lhe theory of lhe beacon effect would lose some credibility. Carneiro (1995) researched this 
question. 

7.61. Velloso (1990) considered an additional explanatory variable and introduced lhe business cycle as 
a new explanatory variable in lhe wages equation. He estimated lhe impact of changes in the real value of 
lhe minimum wage and changes in lhe business cycle (measured by lhe rate of open unemployment) on 
lhe real value of lhe wages in lhe formal and informal sectors throughout lhe 1976-86 period. For workers 
in lhe formal sector, a 1 O percent increase in lhe real value of lhe minimum wage would mean increases of 
between 3.6 percent and 6.3 percent in real wages of workers whose hold an employment record card. For 
workers in lhe informal sector, a 1 O percent increase in lhe minimum wage would raise their earnings by 
4.3 percent to 6 percent. The proximity between lhe elasticities found would suggest lha! wages and 
earnings by both formal and informal workers responded in a fairly similar manner to changes in lhe 
minimum wage. The effect of changes in lhe business cycle, however, was more pronounced for lhe 
informal workers . .A 1 O percent increase in open unemployment is thought to have caused a negative 
impact of about 0.4 percent on wages in lhe formal sector, while it negatively impacted eamings in lhe 
informal sector by approximately 0.8 percent. 

7.62. However, ali lhe literature of lhe 1980s was !ater considered to have been contaminated by lhe 
problem of spurious regression, since lhe time series used in lhe estimated regressions invariably 
possessed a uni! roo! and did no! receive appropriate statistical treatment. So once again, an avenue 
opens for testing lhe robustness of lhe earlier results as to lhe validity or invalidity of lhe beacon effect and 
lhe effectiveness of lhe minimum wage as an important determinant of lhe other wages in lhe economy. 

7.63. A methodology of analysis different from those used prior to the early 1990s was implemented by 
Carneiro and Faria (1997), Lemos (1997), and Soares (1998). lnstead of calculating elasticities, lhese 
authors investigated lhe temporal precedence between lhe minimum wage and lhe other wages in lhe 
economy. Using aggregate monthly data on lhe trend in lhe average industrial wage, considered as a proxy 
for lhe market wage, and data on lhe minimum wage for lhe period 1980-93, Carneiro and Faria (1997) 
identified lhe temporal precedence of changes in lhe official minimum wage over changes in lhe average 
market wage between 1980 and 1985. For lhe subsequent period, 1986-93, however, lhe authors found 
lha! lhe two wages were determined simultaneously. The results for lhe first sub-period corroborated lhe 
so-called "beacon theory," under which lhe minimum wage is believed to be an important determinant of 
lhe other wages [Souza and Bailar (1979)]. For lhe second sub-period, lhe simultaneous determination of 
lhe minimum wage and lhe market wage was interpreted as an indicator of (i) lhe minimum wage's loss of 
effectiveness and (ii) lhe increased bargaining power of unions beginning in lhe second half of lhe 1980s 
[Carneiro and Henley (1998)]. 

7.64. Adopting a similar methodology, Lemos (1997) showed lha! lhe minimum wage has a positive 
effect on lhe other wages in lhe economy for five trimesters, after an initial shock. Emphasizing lhe 
simultaneity between lhe minimum wage and lhe other wages, lhe author also showed that the average 
wage positively affects lhe minimum wage for a period of three quarters after lhe shock. Soares (1998), 
furthermore, concluded lha! lhe minimum wage behaved reactively toward lhe labor market during lhe 
1990s. 

7 .65. A limitation of this methodology is lha! because it does not supply elasticities, it is hard to quantify 
lhe extent to which a change in lhe minimum wage impacts lhe other wages in lhe economy. Furthermore, 
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lhe fac! lha! there is temporal precedence does no! mean lha! there is a cause-and-effect relationship; 
therefore, lhere also exists a limitation in terms of lhe causal relationship between lhe minimum wage and 
lhe other wages. Compensating for this methodological limitation, Foguel, Ramos, and Carneiro (2000) 
present econometric results based on lhe methodology known as co-integration analysis of time series in 
order to investigate lhe impact of changes in minimum wage on lhe other wages in lhe Brazilian economy 
during lhe period 1983-99. The equation estimated by lhe authors takes lhe following general form: 

W= j(m, q-4 u, h, 1r} (4) 

where ali the variables are expressed in their logarithmic fonn, W is the average nominal wage, m is the 
minimum wage, q - l represents the productivity of labor, u is unemployment, h is a proxy for labor costs, 
and :ris the rate of inflation.3 Justas in the case of the examination ofthe employment-effect of the
minimum wage, it was possible here to obtain short- and long-tenn estimates for the wage-elasticity of 
the minimum wage. Over the long tenn, the model presented a unitary elasticity of wages with respect to 
the minimum wage and positive coefficients for labor productivity, cost oflabor and inflation, with the 
unemployment rate attracting the expected negative signal. 

7.66. Furthermore, lhe sarne behavioral paliem was observed for lhe formal and informal sectors, 
indicating lha! lhe two sectors adapt to demand shocks in a fairly similar manner. For workers whose jobs 
are registered on lhe ir employment record cards, a 1 O percent increase in labor productivity would lead to a 
4 percent increase in their nominal wages, but a 10 percent increase in unemployment would provoke a 
decline of about 6 percent in lheir wages. The price-elasticity of lhe nominal wages for lhe workers in lhe 
formal sector varied between 0.3 and 0.5, indicating lha! those workers are no longer able to recover ali 
their inflation-related wage lesses. For workers in lhe informal sector, lhe impact of changes in lhe 
unemployment rate on lheir income was much more pronounced than in lhe formal sector, since lhe 
unemployment-elasticity of lhe informal eamings ranged from -0.38 to -0.89. On lhe olher hand, lhe 
workers in lhe informal sector appear to be able to adjust their eamings more effectively with respect to 
inflation, since lhe price-elasticity for lha! sector was higher than unity. ln both sectors, increases in labor 
productivity result in wage increases, suggesting lha! in bolh lhe formal and informal sectors, workers are 
able to convert positive demand shocks into wage gains. 

7.67. With regard to lhe finding of a short-term dynamic, we note that lhe minimum wage has only limited 
power to influence lhe other wages. The minimum wage-elasticity declines considerably over lhe short term 
and does not exceed 0.10 for lhe formal sector and 0.24 for the informal sector. This result seems to 
indicate lha! changes in lhe minimum wage have a more pronounced impact on lhe eamings of informal 
workers. ln addition, eamings by informal workers are also more sensitive to short-term fluctuations in 
economic activity. The employment-elasticity of nominal wages for informal workers was -0.12, while it 
was only-0.09 for formal workers. 

7.68. Despite presenting elasticities lha! enable us to measure lhe impact of changes in lhe minimum 
wage on lhe other wages in lhe economy, this methodology of analysis does not allow us to identify which 

3 ln the authors' formulation, "q" represents aggregate industrial product, 1 lhe total employed, and the ratio between !hem a
measure of labor productivity. Then labor costs are measured by lhe ratio between lhe real wage from lhe standpoint oi lhe 
producer and lhe real wage received by lhe worker; lhe numerator incorporates lhe taxes paid when a formal worker is hired and 
the denominator deducts lhe income tax on worker wages [see Layard et ai. (1993) for further details). 
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wages would be mos! directly affected by changes in lhe minimum wage. To accomplish this, we would 
need to study lhe behavior oi lhe wage dislribution in lhe economy in lhe presence oi changes in lhe 
minimum wage. On lhis poinl, lhe work oi Lemos (2000), Corseuil and Morgado (2000), Maloney et ai.

(2000), Carneiro and Corseuil (2001 ), and Fajnzylber (2001) presents empirical evidence oi lhe impact oi 
changes in lhe minimum wage on wage distribulion. 

7.69. Lemos (2000), Corseuil and Morgado (2000), Carneiro and Corseuil (2001), and Maloney (2000) 
presenl evidence lha! suggests that lhe wages mos! affected by changes in lhe minimum wage are 
precisely those lha! are close to lhe minimum. lndeed, Corseuil and Morgado (2000) and Carneiro and 
Corseuil (2001) show that lhe wage distribution changes little after a change in lhe minimum wage for 
wages above lhe equivalent oi two minimum wages. This behavior pattern remained practically lhe sarne 
throughout lhe 1990s, according to lhe authors. 

7.70. The study by Fajnzylber (2001), however, deviates from this rule by presenting evidence that lhe 
wages farthest from lhe minimum are also influenced by changes in lhe minimum wage, lhus corroborating 
lhe so-called "beacon effect." The author argues that this result can be observed via lhe wage distribution if 
we acknowledge that lhe use oi lhe minimum wage as a uni! oi measure is a widespread practice in lhe 
labor market. Furthermore, lhe author postulates that in an environment oi perfect competition, one should 
expect lha! employers would respond to increases in lhe minimum wage by replacing workers whose 
productivity is deemed to be lower than lhe minimum wage with workers whose initial eamings and 
productivity are above lhe minimum. 

7.71. ln contras! to earlier works, Fajnzylber (2001) does not limit his analysis to those workers who eam 
one minimum wage or less lhan that, or to those workers who are paid multiples oi lhe minimum wage. 
lnstead, lhe author adopts lhe methodology proposed by Neumark et ai. (2000) and estimates lhe impact oi 
changes in lhe minimum wage on different points in lhe wage distribution, calculating bolh lhe 
contemporaneous effects and lhe lagged effects of lhe minimum wage. The analysis is developed using 
data from lhe Monthly Employment Survey for lhe period 1982 to 1999. Simply put, lhe procedure followed 
involves estimating lhe impact oi changes in lhe real minimum wage on real monthly eamings, thus 
permitting lhe occurrence oi differentiated effects throughout lhe wage distribution, as well as lagged 
effects. Furthermore, they are controlled for individual characteristics (race and years oi schooling), as well 
as for lhe survey month (May and September) and interactions between lhe metropolitan area and some 
years for which there were significant interventions in lhe economy (in order to see whether different 
regions respond differently to political intervention). 

7.72. The results obtained by Fajnzylber (2001) suggest that lhe impact oi changes in lhe minimum 
wage is not restricted to those workers who earn up to one minimum wage in lhe formal sector. lnstead, lhe 
author finds that lhe minimum wage has a significant impact on lhe entire wage distribution in lhe formal 
sector, as well as lhe earnings oi workers in lhe informal sector, thus corroborating lhe so-called 'beacon 
effect". Moreover, lhe author reports results that indicate lha! lhe income oi adult male workers and oi 
heads oi households are lhe ones most affected by lhe changes in lhe minimum wage, vis a vis lhe income 
oi women, young people, and workers who are no! heads oi households. 

7.73. Possible extensions oi that study and lhe agenda for research on lhe impact oi lhe minimum wage 
on employment would cover an analysis oi lhe behavior oi hours worked and lhe hourly wage in lhe 
presence oi increases in lhe minimum wage. Those points have not yet been explored in Brazilian literature 
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and would certainly add relevant information to lhe debate on lhe behavior of lhe labor market alter a 
change in lhe value of lhe minimum wage. 

7.74. ln lhe next section, we will discuss the principal results available in lhe literature relating to lhe 
impact of the minimum wage on poverty, inasmuch as lhe primary objective of a minimum wage policy is 
directly associated with protection of lhe income of lhe lowest-income workers, lhe ones closest to lhe 
poverty line. 

7.75. ln principie, considering lhe main objective of a minimum wage policy, we would say lha! real 
increases in lha! wage tend to reduce poverty. However, this cause-and-effect relationship is no! always 
that clear. Considering a change from lhe traditional Harris and Todaro model, for example, one might 
argue that when lhe economy includes a large informal sector, an increase in lhe minimum wage in lhe 
formal sector can lead to an increase in informal employment and a reduction in formal employment. Given 
lhe surplus of labor in lhe informal sector, earnings by lhe lowest-income workers who find work in lha! 
sector will tend to fali, and this can manifest itself, in reality, as an increase in poverty [Lustig and Mcleod 
(1996)). 

7.76. Altematively, one might argue lha! lhe effects of lhe minimum wage on poverty will depend on lhe 
elasticities in lhe formal and informal sectors. lf, for example, demand for formal labor is inelastic, wages in 
both sectors will rise if lhe wages in lhe formal sector rise. Consequently, if lhe elasticity of the other wages 
with respect to lhe minimum wage is positive and close to unity, any increase in lhe minimum wage will be 
transmitted to lhe other wages in lhe economy, and the ultimate effect will be to reduce poverty leveis, 
because of lhe inelasticity of lhe employment in lhe formal sector [Hamermesh (1993)). 

7.77. One can also argue lha! in small open economies, increases in lhe wages of lhe formal sector 
always lead to an increase lhe wages in the formal and informal sectors, while ai lhe sarne time reducing 
lhe rate of retum on capital. This is because an increase in lhe minimum wage cannot be passed along to 
prices, hence profits decline and we see a migration of capital, instead of labor, in lhe formal sector. Capital 
would therefore move to lhe informal sector, boosting both lhe earnings and employment of lhe informal 
workers [Carruth and Oswald (1981) and Leamer (1985)]. 

7.78. Furthermore, there are some factors lha! would condilion an increase in lhe income of poor 
families following an increase in lhe minimum wage. First, lhe increase in lhe income of poor families 
resulting from lhe increase in lhe minimum wage must exceed lhe decline in family income lha! occurs as a 
result of lhe loss of eamings of lhe lower-income workers in lhe family who become unemployed alter the 
minimum wage is raised. Second, it is important to know lhe direction and magnitude of the effect of lhe 
minimum wage on the supply of labor by lhe other members of lhe family. And, lastly, since changes in lhe 
minimum wage affect family income-for example, through lhe loss of eamings by some members who 
become uhemployed-it is also important to consider what types of monetary compensation are received 
through mechanisms such as govemment transfers, as in the case of lhe unemployment insurance 
program. 

7.79. ln general, there is a certain bias in lhe literature in crediting increases in lhe minimum wage wilh 
reducing poverty in developing countries. [Lustig and Mcleod (1996)). Some studies have attempted to 
research this matter specifically for the case of Brazil. Corseuil e/ a/. (2000), Neri et ai. (2000), and Barros 
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et ai. (2000) are recent examples. ln lhe study by Corseuil e/ ai. (2000), the poverty gap for six metropolitan 
regions of lhe country is broken down so as to isolate lhe impact of lhe minimum wage on poverty 
throughout lhe period 1995 to 1998. More specifically, lhis breakdown attempts to capture lhe effects of lhe 
minimum wage on the incomes of workers who would probably be affected by lhe minimum wage in lhe 
formal and informal sectors, i.e., lhose who had an income situated between lhe old minimum wage and 
lhe new one. The data used are from lhe Monthly Employment Survey. 

7.80. li is important to note that lhe methodology captures only lhe impact on lhe eamings of lhose 
workers who did not lose their jobs alter lhe increase in lhe minimum wage. This way, lhe results should be 
viewed as an upper limit of lhe impact of the minimum wage on poverty, since they do not consider lhe 
possible negative effect on employment of an increase in lhe minimum wage. The results by Corseuil e/ ai.
(2000) show that lhe impact of increases in lhe minimum wage on poverty during lhe period considered 
was positive: lhe elasticity of the poverty gap with respect to lhe minimum wage found by lhe authors was 
0.4, which means that a 10 percent increase in lhe minimum wage would reduce poverty by 4 percent. The • 
authors also concluded that about two-thirds of lhe reduction in poverty associated with lhe minimum wage 
is attributable to increases in lhe income of workers in lhe informal sector. 

7.81. The study by Neri e/ ai. (2000) used a different methodology. lnstead of breaking down lhe effects 
of lhe minimum wage on poverty, lhe authors simulated lhe effect of real adjustments in lhe minimum wage 
on lhe incomes of individuais from different segments of lhe labor market for which lhe minimum wage 
policy is effective. The analysis was based on data from lhe 1996 National Household Sample Survey. The 
simulations, however, do no! take into account lhe effects of lhe minimum wage on employment, since lhe 
authors assume lha! lhe wage-employment elasticity is zero (p. 6)4. Simulating a real 43 percent 
adjustment in lhe minimum wage, lhe authors found lha! there would be about a 6 percent reduction in lhe 
proportion of poor people. 

7.82. The methodology adopted by Barros e/ ai. (2000) consists of breaking down lhe observed changes 
in lhe levei of poverty into a sei of changes associated with different effects of lhe minimum wage and 
another sei not associated with lhe minimum wage. This procedure enabled !hem to determine, in lhe 
change in poverty associated with lhe minimum wage, which portion is due to lhe eamings tied to lhe 
minimum wage and which portion is due to changes in lhe levei of employment linked to lhe minimum 
wage. The period analyzed fell between 1995 and 1998 and lhe authors used longitudinal data from lhe 
Monthly Employment Survey in their analysis. The strategy used to identify lhe impact of lhe increases in 
lhe minimum wage consisted of comparing lhe levei of poverty recorded ai a given moment prior to lhe 
raising of lhe minimum wage with a simulated levei of poverty corresponding to some point alter lha! 
increase. 

7.83. ln general, lhe study concluded lha! there is a direct relationship between increases in lhe 
minimum wage and poverty reduction. However, lhe results indicate lha! lhe bigger lhe adjustments in lhe 
value of lhe minimum wage, lhe smaller its effects on poverty will tend to be. That relationship persists 

4 Using the 43 percent increase in the minimum wage approved i_n May 1995; Neri (1997) demonstrated that the probabilities that
groups oi formal employees affected by the minimum wage would become unemployed or informal workers are greater than for 
unaffected groups. Amadeo and Neri (1998), however, present evidence that the month oi May 1995 represents an inflection in 
the poverty series in Brazil. 
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even when one considers the change in the poverty lha! is associated with changes both in eamings and in 
jobs linked to lhe minimum. The authors further found lha! lhe reduclion in poverty related to lhe increment 
in eamings associated with lhe minimum is more significant for informal eamings. 

7.84. ln lhe study by lhe lnstitute for Applied Economic Research (IPEA) (2000), however, it was argued 
that there are three ways to measure the impact of lhe minimum wage on poverty. ln lhe first, one 
measures the direct effect of lhe increase in lhe levei of lhe minimum wage on poverty, without considering 
lhe impact lha! such increase will have on lhe levei of employment and lhe cosi of living. ln lhe second, one 
takes into account lhe fac! that raising lhe minimum wage should have negative effects on lhe demand for 
labor, thus reducing lhe levei of employment. And, lastly, a third way would be to consider a computable 
general equilibrium model in which it is possible to examine indirect effects on poverty, such as changes in 
lhe degree of informality of lhe labor market and increases in social security benefits. 

7.85. The IPEA study presents some simulations with respect to lhe impact of lhe minimum wage on 
poverty, based on indexation scenarios and lhe ability of lhe minimum wage to impact lhe other wages in 
lhe formal and informal sectors. The simulalions were developed according to lhe following expressions: 

w. = (1 + a)W,,
and
W. = {1 + a exp[-2 {w;,-M)IM)}W, 

se W,SM 

(5) 
se W,, > M 

where M is lhe old levei of lhe minimum wage, Wn represents lhe new wages and Wa lhe old wage. The 
parameter a indicates the percentage by which lhe minimum wage is raised and lhe parameter;., its ability 
to impact lhe other wages. The larger this parameter, lhe more rapidly will lhe impact of lhe minimum wage 
increase on higher wages lessen. Therefore, when À.= 2, for example, a 15 percent increase in lhe 
minimum wage would lead to a 2.0 percent increase for someone who eams 2 minimum wages. When À. = 
1, a 15 percent increase in the minimum wage would lead to a 5.5 percent increase for someone who eams 
2 minimum wages. 

7.86. Looking ai a case in which only those workers whose wages are below lhe new minimum wage 
benefit from an increase in the minimum wage, the effect of an increase in lhe latter on poverty would be 
rather limited. Underthis scenario, lhe IPEA eslimates lha! a 15 percent increase in lhe minimum wage 
would reduce poverty by less than one percentage point, even considering lha! lhe minimum wage impacts 
employees without employment record cards and lhe self-employed. Considering a scenario under which 
changes in lhe minimum wage tend to affect not only wages below that levei but also lhe higher wages, a 
15 percent increase in lhe minimum wage could reduce poverty by about 3.3 percentage points. 

7.87. However, these simulations still do not take into account lhe possible negative impact of lhe 
minimum wage on lhe levei of employment. Taking this aspect into consideration, the effect of increases in 
lhe minimum wage on poverty would depend, additionally, on lhe price-elaslicity of the demand for 
unskilled labor in lhe formal sector. Based on estimates calculated by Ramos and Reis (1995), lhe IPEA 
study simulated several different scenarios for lhe impact of lhe minimum wage on poverty, taking into 
account the effect of the minimum wage on employment. ln general, lhe impact on poverty does not seem 
to be very significant when lhe employment-effect of the minimum wage is considered. Leaving aside lhe 
so-called "beacon effect; for example, a hypothetical increase of 25 percent in lhe minimum wage would 
result in a reduclion of 1.4 percentage points in the proportion of poor people, adopting the hypothesis lha! 
lhe demand for unskilled labor is inelastic. For lhe case in which the demand for labor is unitary, lhe effect 
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of a 25 percent increase in lhe minimum wage would result in a reduction of less than 1 percentage point in 
lhe proportion of poor people. 

7.88. Lastly, lhe IPEA study estimates lhe effect of increases in lhe minimum wage on lhe poverty levei 
in Brazil, taking into account its various effects on the economy, in addition to wage changes, based on a 
general equilibrium model developed by Cury, Barros, and Corseuil (1999). The model makes it possible to 
estimate what the levei of poverty would be if the minimum wage were lhe only parameter to be changed in 
the economy. The exercise consists of perrnitting wage changes for workers whose wages are tied to lhe 
minimum. For purposes of illustration only, we will cite lhe results of one of lhe simulalions. Assuming a 20 
percent increase in lhe minimum wage and recognizing lha! ali lhe wages in lhe economy are affected by 
this increase, an increase of 0.1 percentage point in lhe proportion of poor people was registered. Severa! 
altematives were considered, and in ali of !hem, lhe impact of increases in lhe minimum wage on poverty 
was quite insignificant. Therefore, lhe study concluded that minimum wage policy appears to be irrelevant 
in combating poverty in Brazil 

7.89. Clearly, the debate about lhe effects of the minimum wage on poverty in Brazil is far from reaching 
a consensus. Some studies found results lha! indicated that increases in the minimum wage reduce lhe 
percentage of poor people, but the strongest criticism of those results is lha! they do not take into 
consideration lhe possible negative effects of lhe minimum wage on employment. When lhose effects are 
taken into account, lhe effectiveness of minimum wage policy in relieving poverty is substanlialiy reduced. 
The intemational evidence seems to be similarly ambiguous. Studies lha! use lhe family, rather than lhe 
individual, as a uni! of analysis tend to obtain results that indicate that lhe minimum wage has a fairly 
modest impact on the poverty levei. Neumark (1999, 2000), for example, suggests that increases in the 
minimum wage merely cause a rearrangement of the individuais who find themselves close to lhe poverty 
line in the United States. But Lustig and McLeod (1996) found a reduclion in poverty foliowing increases in 
the minimum wage for a cross-section of developing countries. For this reason, unequivocal results in this 
respect have yet to be generated in lhe literature. 

7.90. ln the next section, we will review the principal results of the impact of increases in lhe minimum 
wage on the govemment accounts in Brazil. Our examination of this issue is relevant, since it can indicate 
whether the mechanisms for combaling poverty, such as minimum wage policy, compromise the country's 
fiscal situalion. 

�Illill:Tm:WISCÂL"\JMP ACT ORMINJMUM,W ÀGE 'POI.lICY

7.91. ln this section, we examine the impact of changes in the minimum wage on two important 
components of lhe fiscal deficit in Brazil: (i} the payroli ai ali three leveis of govemment (federal, state, and 
local}, and (ii} lhe social security system budget. Foguel, Ramos, and Carneiro (2001) are credited with 
developing the evidence in this respect, which is based on simulations of the impact that the minimum 
wage would have on the govemment accounts when that wage assumes certain arbitrary values. 
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lmpact on Payroll 

7.92. lncreases in lhe minimum wage can have a direct impact on lhe payroll ai lhe lhree leveis oi 
government, since lhe salaries oi lhose civil servants who eam lhe equivalent oi a minimum wage must be 
automatically adjusted when lhe minimum wage rises.5 ldentifying which oi lhe three leveis oi govemment 
suffers lhe heaviest impact due to changes in the minimum wage can make an important contribution to lhe 
future oi minimum wage policy in this country. 

7 .93. The analysis by Foguel, Ramos, and Carneiro (2001) was done using data from lhe Annual Social 
lnformation Report (RAIS) compiled by lhe Ministry oi Labor and Employment for 1997.6 This database 
contains information on lhe number oi workers in the formal sector and lheir wages and salaries as oi 
December oi that year. The sample was constructed using only civil servants who were assigned to units oi 
lhe "direct" govemment administration. More specifically, only civil servants who were employed in the 
executive, legislative, and judiciary branches oi the federal, state, and local government were considered, 
including those who were working in semi-autonomous govemment agencies, the armed forces, and lhe 
police. lt is important to observe thal workers whose employment contracts are govemed by both the Single 
Legal Regime (RJU) and lhe Consolidated Labor Laws (CL T) were represented in the sample, and that the 
sample did not include employees oi state-owned companies. 

7 .94. The melhodology was based on simulations in which certain arbitrary values were assigned to lhe 
minimum wage and used to calculate the change in lhe payroll at each levei. The base value oi the 
minimum wage used for lhe calculations was R$136, the levei in effect in April 2000. The figures used in 
lhe simulations were R$151 (lhe value established in May 2000), R$163 (equivalent to a 20 percent 
increase), R$177 (a 30 percent increase), and R$204 (a 50 percenl increase). 

7.95. The results oi the simulations by Foguel, Ramos, and Carneiro (2001) appear in Table 7.3. The 
figures are on an annual basis, including lhe year-end bonus (lhe "131h month"). The results indicate that 
changes in lhe minimum wage do not seem to have an important impact on lhe federal govemment payroll, 
since only 0.2 percent oi federal govemment workers have eamings equivalent to one minimum wage or 
less. The impact on lhe payroll oi state govemments is much more pronounced, since about 1.9 percent oi 
state govemment employees receive lhe equivalent oi one minimum wage. Local governments experience 
lhe biggest impact on payroll, since about 13 percent oi civil servants at that levei have earnings equivalent 
to lhe value oi up to one minimum wage. ln relative terms, lhe elasticities oi the payroll ai lhe three leveis oi 
govemment with respect to changes in lhe minimum wage are placed ai 0.003, 0.045, and 0.134, 
respeclively. This means that a 1 O percent increase in lhe minimum wage would increase lhe payrolls ai 
lhe three leveis oi govemment by 0.03 percent, 0.45 percent, and 1.34 percent, respectively. 

lmpact on the Social Security System Budget 

7.96. With lhe adoption oi lhe 1988 Conslilution, lhe minimum wage became lhe floor for social security 
benefits. This means lha! every adjustment in lhe minimum wage is passed along to lhe pensions and 

5 According to lhe 1988 Conslitution, no public wage or benefit can be less lhan lhe minimum wage.

6 The 1997 RAIS is lhe most recent available ai present.
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future of minimum wage policy in this country. 

7.93. The analysis by Foguel, Ramos, and Carneiro (2001) was done usíng data frcim lhe Annual Social 
lnformation Report (RAIS) compíled by lhe Ministry of Labor and Employment for 1997.6 Thís database 
contains ínformatíon on lhe number of workers ín lhe formal sector and lheir wages and salaries as of 
December of that year. The sample was constructed using only cívil servants who were assigned to units of 
lhe "direct" govemment admínístration. More specifically, only cívil servants who were employed in lhe 
executive, legíslative, and judicíary branches of lhe federal, state, and local govemment were consídered, 
includíng those who were working in semí-autonomous govemmentagencies, lhe armed forces, and lhe 
police. li is important to observe that workers whose employment contracts are govémed by both lhe Single 
Legal Regime (RJU) and lhe Consolidated Labor Laws (CL T) were represented in lhe sample, and that lhe 
sample díd not include employees of state-owned companies. 

7.94. The melhodology was based on simulations in whích certain arbitrary values were assigned to lhe 
minimum wage and used to calculate lhe change in lhe payroll ai each levei. The base value of lhe 
minimum wage used for lhe calculalions was R$136, lhe levei in effect in April 2000. The figures used ín 
lhe símulations were R$151 (lhe value established in May 2000), R$163 (equivalent to a 20 percent 
increase), R$177 (a 30 percent increase), and R$204 (a 50 percent increase). • 

7.95. The results of lhe simulalions by Foguel, Ramos, and Cameiro (2001) appear in Table 7.3. The 
figures are on an annual basís, includíng lhe year-end bonus (lhe '13th month"). The resul_ts indicate that 
changes ín lhe minímum wage do not seem to have an important impact on lhe federal govemment payroll, 
sínce only 0.2 percent of federal govemment workers have eamings equivalent to one minimum wage or 
less. The impact on thepayroll of state govemments is much more pronounced, sínce about 1.9 percent of 
state govemment employees receíve lhe equívalent of one minimum wage. Local govemments experience 
lhe bíggest impacton payroll, sínce about 13 percent of civil servants at that levei have eamíngs equivalent 
to lhe value of up to one minimum wage. ln relatíve terms, lhe elasticíties of lhe payroll ai lhe three leveis of 
govemment with respect to changes in lhe minimum wage are placed at 0.003, 0.045, and 0.134, 
respeclively. This means that a 10 percent íncrease in lhe minimum wage would increase lhe payrolls ai 
lhe lhree leveis of govemment by 0.03 percent, 0.45 percent, and 1.34 percent, respectively. 

. - ' . . . 

lmpact on the Social Security System Budget 

7 .96. With lhe adoption of lhe 1988 Constitulion, lhe mínímum wage became lhe floor for social security 
benefits. This means that every adjustment ín lhe minimum wage is passed along to .lhe pensíons and 

5 According to the 1988 Constitution, no public wage or benefit can be less than the minimum wage.

6 The 1997 RAIS is the most recent available at present. 
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olher benefits paid by lhe social securily syslem. Foguel, Ramos, and Carneiro (2000) present estimales oi 
lhe effect oi the minimum wage on lhe social security budget, obtained through an exercise similar to lhe 
one they performed with lhe government payroll-by assuming different values for lhe minimum wage, 
ranging from R$151 to R$177. 

7.97. The aulhors investigated lhe impact oi changes in the wage on both lhe revenues and expenses oi 
lhe social security system. The data used were obtained from lhe Brazilian lnstitule oi Geography and 
Statistics (IBGE) National Household Sample Survey, and from lhe Slatistical Bulletin and Statistical 
Yearbook published by lhe social securily system, for 1996, 1997, and 1998. The impact on lhe social 
security budget was calculated by subtracting lhe aggregate increase in revenues from lhe aggregate 
increase in expenses, and lhe results appear in Table 7.4. The figures indicate that the increase in lhe 
expenses that is derived from the increases in lhe minimum wage is approximately 13 times greater than 
the increase in revenues. ln general, each R$1.00 increase in lhe minimum wage generates an additional 
deficit oi about R$160 million in lhe social security budget. This finding demonstrates how vulnerable lhe 
government's fiscal situation is to minimum wage policy. 

7.98. ln this section, we discuss policy options lhat may contribute constructively to lhe debate on lhe 
future oi minimum wage policy in Brazil. The inlention here is not to offer a preferred allernative, but rather 
to identify lhe features of each policy option, along wilh its advanlages, disadvanlages, and prospects for 
lhe Brazilian situation. We discuss in general lerms lhe issue oi regionalization vis a vis lhe maintenance oi 
a nalional minimum wage, lhe sectoral approach to lhe minimum wage, differentiated coverage, crileria for 
adjustment. and alternatives for managing minimum wage policy. Ali lhe options discussed here are 
summarized in Table 7.6. 

National vs. Regional Minimum Wages 

7.99. ln general, there are four possible types oi minimum wage: national, regional, occupational, or by 
industry. Those systems are no! necessarily mutually exclusive, and in severa! countries, a national or 
regional minimum wage can coexist with minimums that are occupation-based or differentiated by industry. 
The first two have already been used in Brazil. lnitially, from its creation in 1940 until 1984, lhe minimum 
wage was differentiated by region. From 1984 to 2000, the minimum wage was standardized ai a single 
nationwide value. More recently, lhe country has had a combination oi a national minimum wage defined as 
lhe "floor" and regional minimum wages sei by lhe local govemments. 

7.100. One oi the principal advanlages oi lhe national minimum wage is ease oi implementation and 
monitoring. Additionally, if we consider lha! wage differentials are a potential source of migration, lhe 

• establishment oi a single levei oi a minimum wage for the enlire country would tend not to encourage
migration by rural workers to densely-populated urban areas.

7 This section closely follows lhe discussion of minimum wage policy options presented in Foguel, Ramos, and Carneiro (2001).
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7 .101. The main disadvantage of lhis system, however, is lha! it presupposes both lhe existence of a 
homogenous labor market and lhe presence of few regional economic disparities. When those conditions 
do not exist, the fixing of a single wage floor for an entire country can produce significant negative effects. lf 
labor produclivity is significantly differentiated among lhe various regions of lhe country, it is to be expected 
that regions with lower average labor productivity will tend not to respect lhe official minimum wage. We 
might then see a growth in informality in lhe labor market, ar even a rise in open unemployment in lhe less 
developed regions. Furthermore, in lhe case of Brazil, lhe national minimum wage system tends to impact 
significantly lhe govemment deficit because of its relationship with lhe pensions and other benefits paid by 
lhe social security system. 

7.102. With regard to lhe option for a regional minimum wage, there are two altemalive configurations. ln 
lhe first, there is a differentiated minimum wage for each uni! in lhe federation, as was lhe case in Brazil 
unlil 1984. ln lhe second, a system can be adopted lha! is a combination of lhe national and regional 
systems, with lhe Federal Govemment defining a minimum floor to be observed throughout lhe country, 
and lhe local govemments establishing minimum wages above lha! floor, depending on their ability to pay 
and lhe nature of their particular labor markets. 

7.103. The main advantage of having minimum wages lha! are differentiated by region is lha! lhis system 
can reduce lhe negative effects in terms of i�formality and unemployment in lhe less developed regions, 
situations observed in the case of the national system. Furthermore, establishing regional wages may be 
more appropriate since lhe minimum wage of each region would necessarily reflect more accurately lhe 
differences in terms of cosi of living and configuration of lhe different labor markets. The principal 
disadvantage, however, is lhe potential encouragement of migratory flows to more dynamic and more 
densely populated regions. Since lhe flow of low-skilled workers increases lhe labor supply in regions that 
have a higher average labor productivity, lhe expected result would be an increase in informality and under
employment. 

7.104. Moreover, minimum wages differentiated by region can encourage the migration of lhe more 
highly-qualified workers from lhe less developed regions to areas where labor productivity is higher. 
Therefore, lhe average productivity in lhe less developed regions would tend to decline, reducing per capita 
incarne in the less developed regions, thus delaying their development even further. 

7.105. For this reason, implementation of a combination of national and/or regional minimum wage 
systems demands a careful review of lhe economic conditions and lhe degree of heterogeneity among lhe 
various regions of lhe country. ln lhe implementation of that combination of polices, lhe functions of labor 
supply and demand, distributions of productivity, degree of worker aversion to risk, and the ability of state 
and local govemment to pay, as well as political factors, must be evaluated. 

An Occupational or Sectoral Minimum Wage 

7.106. There is yet another alternative, one lha! does no! necessarily substitute for lhe options of a 
regional minimum wage and/or nationally-unified minimum wage. li is lhe system that differentiates lhe 
official minimum remuneralion by industry sector or certain occupation. ln mos! of lhe countries where this 
system has been applied (Germany, Austria, Sweden, and Denmark), the value of lhe minimum wage is 
determined by collective agreements at the industry levei. The occupational minimum wage is defined in a 
similar way and is based on fairly specific occupations. li has been applied in countries like Costa Rica, 
Colombia, Spain, Luxembourg, and some African and East European countries. 
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7.107. The chief advantage of lhe industrial system is related to lhe heterogeneity observed among 
industrial sectors. To lhe extent that different sectors present different productivity leveis, it seems 
reasonable to differentiate lhe wage floorfor each of !hem. ln the case of occupation-based minimum 
wages, the primary objective is to protect groups of less well-organized workers, who do not have enough 
bargaining power to negotiate their own minimum wage rates. 

• 7 .108. The disadvantage of lhe industrial or occupational-based systems has to do with lhe complexity of
implementing !hem and monitoring compliance, which requires a major coordination effort. ln order to
function properly, lhe system also presupposes a decentralized wage bargaining structure, to preveni
better-organized groups from setting higher wage floors. ln lhe case of Brazil, lhe prevailing intermediate
bargaining structure, along with lhe high geographical concentration of industry and lhe heterogeneity of
the labor market, tend to make this altemative unfeasible.

Differentiated Coverage 

7.109. Under the differentiated-coverage system, there is a choice of two altemative strategies. The first 
would be to allow certain types of industrial establishments, employing small numbers of workers, to be 
exempt from paying lhe official minimum wage. Under lhe second, wages lower than lhe minimum can be 
adopted for young people and trainees. The main argument to justify these procedures has to do with small 
business' limited ability to pay. li is harder for !hem to gel credit, and they have fewer means of surviving 
periods of lower economic activity. ln lhe case of young people and trainees, the argument is that their 
productivity is lower than that of adult workers. 

7.110. ln weighing the advantages and disadvantages, one might argue that lower wages for young 
workers tend to encourage !hem to remain in school longer, thus improving their future prospects and lhe 
allocative efficiency of lhe labor market. On lhe other hand, in a country wilh a large informal sector, lhe 
lower lhe minimum wage is for young people, lhe greater will be lhe incentive for small businesses to hire 
young workers. Thus lhe incentive to staying in school will be stronger in lhe more developed regions, but 
lhe opportunity cosi of doing so may perhaps be too high in lhe less developed regions, which have a large 
informal sector and higher poverty rates. We would therefore have to know precisely lhe extent of lhe 
demand for young workers and its function in the labor supply before thinking about implementing lhe 
alternative of minimum wages differentiated by age bracket. 

Criteria for Adjustment and Management of the Minimum Wage Policy 

7.111. With regard to lhe determination of lhe criteria for adjusting lhe minimum wage, lhere are 
independent or combined criteria involving: (a) basic needs of workers; (b) their impact on employment and 
wages; and (c) macroeconomic factors. A strategy lha! combines ali three criteria would seem to be better 
lhan one that takes into account only one or lhe other. 

7.112. However, combining the three criteria would involve a certain amount of coordination among lhe 
interests of workers, companies, and lhe Govemment. Certainly such a policy would be more easily 
implemented in countries lha! have centralized collective bargaining structures. lts viability presupposes lhe 
existence of tripartite negotiating committees lha! would meet periodically to study and decide on changes 
in lhe minimum wage. 
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7.113. ln Brazil, where lhe bargaining structure is intermediate, there is no single entity _lha! can be
considered capable of represenling lhe interests of lhe working class as occurs m countnes where lhe 
bargaining structure is centralized. Furthermore, fiscal difficullies would always tend to forc_e !he
Governrnent to depart from lhe initial objectives of the rninimum wage policy. Therefore, thIs Is no! seen as 
a viable alternative for lhe Brazilian situation. 

·· IX CONCLUSIONS,"' ' • 

7.114. This paper has presented a cornprehensive review of lhe literature on lhe subject of lhe irnpact of 
lhe minimum wage on the Brazilian economy. li is particularly important under lhe present circumstances to 
be aware of lhe principal effects of the minimum wage on lhe economy, since academicians and 
policymakers have expressed a growing interest in debating alternative approaches for lhe future of 
minimum wage policy in Brazil. Therefore, lhe aspects examined in this article involve lhe impact of lhe 
minimum wage on lhe levei of employment-both formal and informal-on lhe other wages, on lhe 
percentage of lhe population lha! is poor, and on lhe government accounts. Also briefly reviewed were lhe 
first minimum wage policies implemented in lhis country, and lhe profile of lhe workers whose earnings are 
close to lhe minimum. A summary table (Table 7.6) presenting lhe main results reviewed in lhe text 
appears in lhe Appendix. 

7.115. With regard to lhe impact of lhe minimum wage on leveis of formal and informal employment, ali 
lhe studies reviewed here point to negative effects on formal employment. On lhe other hand, some results 
suggest lha! increases in lhe minimum wage generate increments in informal employment, a situation 
compatible with lhe existence of dual labor markets in which the impact of lhe minimum wage on lhe 
unemployment rate is attenuated by lhe absorption of workers in lhe informal areas of lhe economy. The 
article by Fajnzylber (2001 ), however, found a negative impact for both lhe formal and informal sectors, 
thereby confirming lhe classic prescriptions of textbook models of compelition, in which lhe minimum wage 
tends to lead to involuntary unemployment. 

7.116. With regard to lhe impact on lhe olher wages in lhe economy, lhe hypothesis usualiy tested by lhe 
studies we reviewed was on validity, rather than on lhe so-calied beacon effect. The debate on this point 
was iniliated in this country in lhe 1970s, with Bailar and Souza (1979) presenting empirical evidence lha! 
suggested lha! changes in lhe minimum wage impact ali lhe other wages in an economy in lhe sarne 
proportion. Those results were lhe opposite of lhose found by Macedo and Garcia (1978), who found 
elasticities lower than unity for a different period of time than was analyzed by Souza and Bailar (1979). 
More recent evidence based on time-series analyses prove lha! lhe minimum wage has some effect on lhe 
other wages, but there is no consensus in lhe literature on lhe existence of a unitary elasticity of lhe other 
wages in relalion to lhe minimum wage. 

7.117. Some melhodological advances were introduced into lhe debate by sludies lha! examined lhe 
effects of lhe minimum wage, no! on an average of olher wages in lhe economy, but on lhe distribution of 
wages. This made it possible to examine which wage bracket is most affected by changes in lhe minimum 
wage. Here too, lhe evidence does no! help us reach a consensus, since there are studies lha! conclude 
lha! lhe minimum wage tends to affect only those wages lha! are closest to it (see Corseuil and Morgado 
(2001 ), Carneiro and Corseuil (2001 ), and Lemos (2000)], and findings lha! suggest lha! lhe entire 
distribution of wages in lhe economy is affecled by changes in lhe minimum wage (see Fajnzylber (2001)]. 
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7.118. One point on which there existed a certain amount of consensus in lhe literature pertains to lhe 
impact pf lhe minimum wage on lhe percentage oi poor people in a country. ln general, ali lhe studies 
reviewed seem to suggest that increases in lhe minimum wage have a fairly limited impact on poverty 
leveis. That finding comes as an unpleasant surprise, to some extent. Because of the specific objectives of

lhe minimum wage policy, one would expect to find a direct relationship between increases in lhe minimum 
wage and a reduclion in lhe number oi poor people. lndeed, such a correlalion does exist for Brazil, but 
what lhe studies reviewed here show is that lhe increases in lhe minimum wage in real terrns would have to 
be fairly significant before we could observe significant reductions in poverty leveis. 

7 .119. The frustration with lhe success oi wage policy in negalively affecling poverty intensifies when we 
consider its effects on lhe govemment accounts. The results presented in this article show lha!, although a 
different impact was observed for each levei oi govemment (federal, state and local), lhe biggest and mos! 
significant impact is on lhe social security accounts. ln general, each R$1.00 increase in lhe minimum 
wage adds about R$160 million to lhe deficit in lhe social security budget. This situation demonstrates lhe 
vulnerability oi lhe Govemment's fiscal situation in terrns oi minimum wage policy and makes clear lhe 
limitation in the Govemment's ability to use minimum wage policy as a meaningful too! in a more 
aggressive poverty-reduction strategy. 

7.120. Lastly, we presented a criticai discussion in this article conceming severa! possible altematives for 
the future of minimum wage policy in this country. We looked ai options for regionalization versus 
unification oi lhe minimum wage, sectoral and occupation-based minimum wages, differentiated coverage, 
and altematives for managing minimum wage policy. lnstead oi pointing to one political option as being lhe 
best among ali those presented, what we showed was lha! isolated positions tend to have serious 
limitations. 

7.121. ln general, what has become clear is that there are certain costs associated with a poverty
reduction strategy lha! relies heavily on a minimum wage policy. Those costs may manifest themselves 
most directly in lhe short run via lhe impact of an increase in minimum wage on lhe govemment accounts 
and a rise in inforrnality and/or unemployment. Furtherrnore, we have observed from lhe analysis oi lhe 
literature on lhe effects of lhe minimum wage in Brazil that there are winners and losers, which leads to 
ambiguous results as to lhe redistributive effects oi minimum wage policy. Therefore, more specific 
analyses must be done in order to determine whether lhe expenditure associated with a minimum wage 
policy can effectively help, over lhe long terrn, to lift families out oi poverty. 
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Table 7.1 Profile ofWorkers who Eam Minimum Wage in Brazil 
Urban Sector-1998 !%! 

EAP Formal Sector Workers who 
EamMW 

Sex 

Male 66.5 61.0 58.3 

Female 33.5 39.0 41.7 

Age 

10-19 9.6 6.7 18.1 

20-29 28.8 32.3 34.9 

30-39 27.7 30.3 21.4 

40-49 20.5 20.9 15.1 

50-64 11.7 9.1 9.5 

65+ 1.8 0.7 1.0 

Education 

llliterate 7.4 4.5 12.8 

Elementary 25.9 19.4 31.5 

Middle School 27.4 25.6 32.2 

High School 27.3 33.8 22.3 

University 12.0 16.7 1.2 

Position in lhe F amily 

Head 53.9 51.9 40.6 

Non-Head 46.1 48.1 59.4 

Race 

White 58.8 62.4 41.1 

Non-White 41.2 37.6 58.9 

No. of Workers (Millions) 40.2 22.5 2.4 

Source: Foguel, Ramos, and Carneiro (2001), p. 7. 
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Table 7.2 Profile of Workers who Earn Minimum Wage 
Characteristics of Jobs Hei d -- 1998 - {% l 

EAP Formal Sector Workers who Earn 
MW 

• Region 

South 16.2 17.4 11.7 

São Paulo 27.6 30.3 8.2 

Southeast 22.3 23.7 27.1 

Northeast 20.8 17.1 38.1 

Other 13.1 11.6 14.8 

Area 

Metropolitan 37.7 41.9 25.2 

Non-Metropolitan 62.3 58.1 74.8 

Business Sector 

Manufacturing 15.6 20.2 19.1 

Construction 9.5 4.4 6.7 

Commerce 17.0 13.8 17.6 

Services 27.6 22.5 24.2 

Other 30.3 39.1 32.4 

No. oi Workers (Million) 40.2 22.5 2.4 

Source: Foguel, Ramos, and Carneiro (2001 ), p. 8. 
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Table 7.3 lmpact of the Minimum Wage on the Payroll, in R$ Million 
Federal, State, and Local Governments - Annual Figures 

Minimum Wage Federal State Local Total 

151 3.1 129.6 197.7 330.4 

163 4.9 211.0 359.2 575.0 

176 9.1 324.2 553.6 886.9 

204 23.6 562.0 1017.2 1602.7 

Relative lmpact (%) 

151 0.02 0.52 1.41 0.64 

163 0.04 0.84 2.55 1.11 

176 0.07 1.29 3.94 1.71 

204 0.19 2.24 7.23 3.09 

Source: Foguel, Ramos, and Carneiro (2001), p. 18. 

Minimum Wage 

151 

160 

165 

170 

177 

Table 7.4 lmpact ofthe Minimum Wage on the Social Security Deficit 
Annual Figures in R$ Million 

lmpact on lmpact on Net lmpact 
Revenue Expenditure 

171 2.340 2.169 

290 3.820 3.530 

360 4.660 4.300 

432 5.520 5.08B 

537 6.740 6.203 

Source: Foguel. Ramos, and Carneiro (2001). p. 18. 
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Table 7 5 Matrix of Ootions for Minimum Wage Policv in Brazil 
GENERAL ADVANTAGES DISADVANTAGES PROSPECT FOR THE 

CHARACTERISTIC BRAZILIAN SITUATION 

Natlonal Single minimum wage Simple to apply and Assumes economic and Sub-optimal option in light 
Minlmum for lhe whole country. monitor; reduction in labor market homogeneity: oi fiscal vulnerability, 
Wage rural-urban migration. significant fiscal impact: major economic 

unemployment and disparities, and 
informality in less heterogeneous labor 

• developed regions. markets. Can be 
combined with a policy of 
minimum wages 
differentiated by region ar 
leve! of aovernment. 

Regional Different values for Reflects regional Incentive to migration; Since April 2000, has 
Minimum different regions. differences in terms of unemploymenUinformality; been implemented in this 
Wage cost of living and decline in productivity in country, using a mix of a 

productivity. less-developed areas. national floor and regional 
minimum waaes. 

Sector or Different values for Reflects heterogeneity Complicated application lntennediate bargaining 
Occupation- certain industry of economic sedors and monitoring. Assumes existing in this country 
based sedors or specific and productivity; decentralized bargaining so makes this altemative 
Minimum occupations. protects the less well- as to avoid favoring better- impracticable. Highly 
Wage organized worker organized groups. concentrated industrial 

groups. sector and heterogeneous 
labor market would make 
it difficult to an,.,lv here. 

Differentiated Some companies with Takes into account Difficulty in defining the Existence of a significant 
Coverage a certain number of company abilny to pay. exempt groups or those infonnal sector in the 

employees may be Can be an incentive for entitled to differentiated economy reduces 
exempt trem paying young people to stay in minimum wage. effective scope of this 
minimum wage; school. lncreases the alternative. 
minimum wage allocative efficiency in 
differentiated by age the economy. 
bracket. 

Adjustment lndependent or (a) Meets workers' Political factors may divert Efficient allocative criteria 
Criteria combined crtteria, nutritional needs; (b) the minimum wage policy for adjusting the minimum 

ínvolving: (a) basic considers possible trem its initial objectives. wage will be possible only 
needs; (b) impact on impact on the labor Links social security if the link with social 
employment and market; (e) takes into benefits to the minimum security pensions and 
wages; (e) account impact on wage, and its impact on the other benefits is broken. 
macroeconomic inflation, the public sector deficit. 
factors. government deficit, and

economic arowth.
Centralized Definition of the Can facilitate Fiscal problems may dictate Oifficulty in management 
Management scope,coverage,and macroeconomic the rules of niinimum wage in light of the 

rules for adjusting the coordination and the policy, resulting in inefficient heterogeneity of the labor 
minimum wage are monitoring process. allocation of resources. market and sharp regional 
established by the Can be used for disparities. 
federal Govemment. regional or

sectoral/occupational
minimum waaes.

Tripartite Govemment, Democratic system. ln ln economias that have an Not feasible because of 
Commissions emplayers, and economias with intennediate bargaining the presence of an 

employees decide centralized bargaining, structure, may favor the intermediary bargaining 
jointly on the rules of facilitates better-organized groups, structure. 
minimum wage policy. macroeconomic which has deleterious 

coordination. consequences for the 
Govemment can economy and worsens 
represent the interests incarne distribution. 
of the outsiders (the
unemclovedl.
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Table 7 6 Summarv of lhe Results of Sludies on lhe lmpacl oflhe Minimum Wage in Brazil 
Source Methodology Type oi Data Sample Effects On 

Period Empfovment Waaes Pove"" 

Macedo& Time-series Aggregate 1964-74 Limtted lmpact 
Garcia !19781 analvsis time series r<1 
Souza & Time-series Aggregate 1961-76 Validates the 
Bailar (1979) anatysis time series beacon effect 

r•1 
venoso (1990) Time-series Aggregate 1976-86 Limited lmpact 

• 

analysis time series Formal Sector: 
o.36 < r < o.s3
Informal Sector:
o.43 < r < 0.60

Carneiro& Causality Aggregate 1980-97 Granger
Faria (1997) anatysis time series Minimum wage 
Lemos (1997) Causes other
Soares (1998) waaes 
Foguel, Time-series Aggregate 1980-99 Validates the
Ramos& analysis time series beacon effect in
Carneiro Co-integration long term 
(2000) and exogenicity r•1 

Limited impact 
in the short term
r < 1

Foguel (1998) Oifferences-in- Aggregate 1980-87 Negative 
differences time series informality 
Natural 
exoeriment 

Lemos (2000) Time-series Aggregate 1982-98 Negative Positive impact 
analysis time series -0.020 < r < on wages close 
lmpact on wage 0.006 to the minimum 
distribution 

Carneiro Time-series Aggregate 1982-99 Negative formal 
(2000) analysis time series sedor 

Co-integration -0.020 < r <
and exogenicity 0.001

Positive informal
sedor
0.0004 < r <
0.003 

Carneiro & Kernel functions Aggregate 1982-99 Negative fom,al Positive impact 
Corseuil Time-series time series sector on wages close 
(2001) analysis and r • -o.3 to the minimum 
Corseuil & Differences-in- longitudinal Positive informal
Morgado differences data sector
(20011 r • 0.22
Fajnzylber lmpact on Wage Time series 1982-99 Negative fomial Positive impact 
(2001) Distribution (see based on sector on all wages 

Neumark, 2000) longitudinal r•-0.10
data (small Negative
businesses) infomial sector

r • -0.25
Corseuil et ai. Breakdown of Cross-section Limited 
(2000) effects of of families impact ! = 

increases in the (PNAD) 0.4 
minimum waoe 

Neri et ai. Simulation of Cross-section 1996 lnsignificant 
(2000) impact of of families impact 

increases in the (PNAD) 
minimum waae 

Barros et ai. Breakdown of Longitudinal 1995-98 Decreasing 
(2000) effects of data on small impact 

increases in the business 
minimum wane 

IPEA (2000) Various lnsignificant 
methodologies impact 
Simulations 
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8. THE POVERTY IMPLICATIONS OF MINIMUM WAGES

IN DEVELOPING COUNTRIES 

PREPARED BY WENDY CUNNINGHAM 

Minimum wages do, of course, distort relative prices, and hence compromise 
economic efficiency, but so do ali other attempts to redistribute income 
through tax-and-transfer systems. The important question is not whether 
minimum wages distort, but whether lhe benefits of any income redistribution 
they bring about are in some political sense sufficient to outweigh the 
efficiency costs. 
-Gramlich (1976)

8.1. A primary policy objective of minimum wage laws is to reduce poverty and inequality, but 
there is little empirical evidence that they meet this goal. lnstead, much of lhe research examines 
lhe dis-employment and wage effects of an increase in lhe minimum wage and uses these results 
to draw conclusions about lhe poverty impacts. The imprecise nature of lhe exercise does not 
convincingly show lha! lhe minimum wage is meeting its intended objective, but lhe exercise also 
falis short, particularly in lhe context of developing countries, since it does not take into 
consideration coverage of minimum wage laws or resource pooling. 

8.2. The poor often work in uncovered jobs so an understanding of lhe coverage of minimum 
wage laws is important to identify lheir impact on poverty. ln most developing countries, more than 
40 percent of lhe jobs are in lhe infonnal sector, i.e. not bound by legislation, including infonnal 
salaried employment, self-employment, unpaid work, and agricultura! labor. Under lhe traditional 
dualism model, labor laws govem and are enforced in lhe fonnal sector, but not in lhe infonnal 
sector, so minimum wage legislation would not cover half of lhe labor force. More recent theories 
suggest that minimum wages may affect infonnal sector workers due to linkages between the 
fonnal and informal sectors in labor and product markets. This suggests that although only half of 
lhe labor force is covered, lhe whole labor force feels the employment and wage effects of 
minimum wage laws. 

8.3. The concept of risk pooling is also important to understand lhe impact of minimum wages 
on lhe individual's welfare since a change in lhe worker's employment or wage status caused by 
an increase in lhe minimum wage is not likely to lead to an equivalent effect on his/her welfare. ln 
industrialized countries, resources are pooled ai two general leveis: lhe household and society. 
Household risk sharing is somewhat complete, such lha! ali members share incomes and costs. 
An income loss as a result of lhe unemployment effects of a higher minimum wage will not be bom 
by lhe individual alone. lnstead, he/she is likely to live in a household such that lhe eamings of 
others in lhe household are re-aliocated to lhe newly jobless household member, thus greatly 
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diminishing the potential individual welfare effects oi lhe job loss. 1 Risk pooling may exist ai lhe 
societal levei, as well, where everyone contributes a portion oi their income to a general pool that 
serves as insurance for those who may experience unemployment. This scheme leads to partial 
insurance such that the loss oi income oi lhe newly unemployed individual is partially offset by a 
transfer oi income Irem those who maintained their jobs. The former method oi pooling is used in 
all countries, but lhe latter is largely absent in developing countries due to underdeveloped social 
protection programs. Thus, to understand lhe impacts oi minimum wage laws on poverty in 
developing countries, it is important to take into consideralion how changes in lhe minimum wage 
(and associated income and employment changes} affect household, rather than individual,

income.2 

8.4. This paper reviews lhe literature on lhe poverty effects of minimum wages to determine 
whether or not lhe minimum wage is an effective and efficient poverty alleviation toei. Lessons are 
drawn from developed and industrialized countries to build a picture oi lhe impacts oi minimum 
wages on employment, lhe wage distribution, household income levei and inequality,3 and fiscal 
balances. To capture the developing country model, particular focus is given to lhe structure oi lhe 
labor market in terms oi its implications for coverage oi minimum wage laws and risk pooling ai lhe 
household levei. 

8.5. Several theories explain lhe impact oi minimum wages on employment and earnings, but 
they do not consider poverty effects. This section discusses lhe standard theories of minimum 
wages, applies lhe theories to developing countries, and adds risk pooling and poverty discussions 
to lhe models. 

Competitive Model 

8.6. The competitive model is based on lhe theory of lhe supply and demand for labor. ln its 
most simple form, lhe demand for labor is negalively correlated with lhe price (wage} and lhe 

1 Various models of household dynamics suggest that income is not shared equally among household members.
Unlike the Mincer (1962) and Becker (1976) models where the household head (the person with the most power in the 
household) is altruistic and ensures an equitable distribution of household resources, these altemative models assume 
a cooperative or even a non-cooperative bargaining game where the outcome is not necessarily Pareio Optimal. ln 
other words, the person who has the most power in the household and makes resource allocation decisions will not 
necessarily distribute household income in a way such that everyone is equally well-off. See Haddad et. ai. (1997) for 
a review of household bargaining models. 

2 The minimum wage may also contribute to non-economic well-being. For example, if an increase in the minimum
wage leads to higher eamings of women, they may have more say in how household resources are spent and/or on 
the fonnation and dissolution of the household. The intra-household dynamics of minimum wages are not covered in 
this paper. 

3 ldeally, a causal relationship between minimum wages and household's poverty levei would be established, but
consumption data are needed for the exercise. Due to the scarcity of consumption data, there are no studies that 
empirically establish a connection. 
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supply is positively correlaled. ln a purely competitive markel, lhe equilibrium price and quantity is 
delerrnined by lhe interseclion of these two schedules {Figure 8.1 ). When a minimum wage is set 
above lhe market clearing wage, individuais who are attracted by the higher wages will enler the 
labor force, bul firrns will also dismiss workers by substiluting labor wilh capital, replacing currenl 
workers wilh more skilled workers {such that the wage again reflects the marginal product of labor), 
or going out of business. These two effects lead to an increase in the unemployment rate since the 
number of people willing to work exceeds the number of available jobs. The labor supply curve 
may shift back due to a discouraged worker effect, but the minimum wage remains above the 
market wage so the labor market does not clear. The increased wage reduces the poverty of those 
who keep their jobs, but il increases the poverty of those who become jobless. The net 
employment effect will depend on the elaslicity of the demand and supply curves while the net 
poverty effect depends on lhe net change in household income as some household members' 
wages increase and others lose their jobs. 

8.7. 

8.8. 

Fi ure 8.1 Minimum Wa es and Unem lo ment 

Wage 

Minim 
wn 
wage 

Market 
wage 

1 
1 
1 
1 

1 
1 

Quantity unemployed / 

--------;--------

' 
1 

1 
1 
1 

# working # working Quantity of 
at lhe m. w. at lhe market wage workers 

8.9. This model has several shortcomings. First, lhe model assumes that all workers are 
covered by minimum wage laws. ln fac!, in most developing countries, less than 60% of workers 
are covered, soa change in the minimum wage law will not necessarily affect employmenl of all 
low wage eamers. Second, it does not predict lhe effects of a change in lhe minimum wage on 
lhe wage in lhe uncovered sector, so it is very incomplete in a developing country setting. Third, 
the model assumes that minimum wages are above lhe equilibrium wage, but this is not 
necessarily the case. Especially during periods of high inflation, minimum wages often erode to 
below market clearing wages. For such cases, a corollary to the model is needed that states that if 
minimum wages are sei below the market wage, there is no effect on employment, wages, or 
poverty. Fourth, an increase in the minimum wage may simply align wages with marginal 
productivity, not leading to any disemployment effects. Fifth, workers do not have full inforrnation 
about wages, so legislalive alterations in the minimum wage may not be transferred to lhe worker. 
Casual interviews, especially with the poor, reveal that they often do not know lhe minimum wage. 
lnstead, labor contracts are negoliated on a case by case basis. Finally, it is not a good predictor 



- 172 -

of poverty since households pool resources, so a job loss by one family member may be 
dampened by lhe eamings of other working household members. Households may diversify their 
"labor portfolio" such that some members are in lhe covered sector, providing a stable income and 
benefits to lhe household while others are in lhe uncovered sector. lf a member in lhe covered 
sector does lose his/her job due to an increase in lhe minimum wage, lhe increased eamings of 
other household members may compensate, or, ai lhe very least, lhe poverty effects on lhe 
household would be dampened by lhe continued employment of household members in lhe 
uncovered sector. 

Two Sector Model 

8.1 O. Most development literature argues that a primary characteristic that differentiates 
developing country labor markets from those of developed countries is lhe simultaneous existence 
of two labor markets: lhe formal and informal sectors. The linkages between these range from a 
dualistic view (Harris-Todaro 1970, Mazumdar 1983, Stiglitz 1984) to an integration interpretation 
(Maloney 2001 ). The impact of minimum wages on employment, wages, and poverty differs based 
on lhe model adopted. 

Dualistic model 

8.11. The dualistic model assumes that segmentation is partly a result of minimum wages. The 
existence of lhe formal sector is attributed to institutional constraints that sei wages above lhe 
market wage. Employers pay that wage either to increase lhe productivity of workers (Esfahani 
1989, Krebs and Maloney 2001), avoid payment offines from non-compliance, or provide 
concessions to unions (Maloney and Ribeiro 1999). Those who are not fortunate enough to secure 
a formal sector job work in lhe informal sector while waiting for formal sector jobs to open.4

8.12. An increase in lhe minimum wage would create an even larger gap between lhe formal 
sector wage and lhe market wage as employers substitute skilled workers or capital for their 
existing labor force or even close their firms, thereby leading to a greater dislocation of workers 
from lhe formal sector. Those individuais who lose their jobs may enter unemployment to queue 
for formal sector jobs, enter lhe informal sector, or leave lhe labor force if lhe market wage in lhe 
informal sector is below their reservation wage. As lhe supply of workers in lhe informal sector 
increases, lhe equilibrium informal sector market wage would fali for ali workers. Poverty would 
increase for two reasons: 1) those who are laid off from lhe formal sector would lose ali income as 
they enter unemployment or would take lower paying informal sector jobs and 2) lhe wages of ali 
informal sector workers would fali. 

8.13. This model falis short in six primary areas. First, statistics do not support lhe assumption 
that lhe formal sector is superior to lhe informal sector, so workers are not necessarily forced into 
lhe informal sector. lnstead, wages of informal sector workers may exceed those of formal sector 

4 Altematively, individuais may choose to become unemployed ralher lhan working in lhe infonnal sector, but lhe very
low leveis oi unemployment in many developing countries suggest lhat lhis does not occur. 
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workers with lhe sarne observable characteristics; this is particularly notable for those who are self
employed (Maloney 1998, 1999). Furthermore, even if informal sector wages are below formal 
sector wages, lhe jobs are not necessarily inferior since lhe time flexibility and independence of 
informal sector work is a valuable non-pecuniary benefit to informal sector work, especially for 
women with household responsibilities and retired men (Cunningham and Maloney forthcoming, 
Cunningham 2001 }. This explains the frequent voluntary movement between lhe formal and 
informal sectors observed in many countries . 

8.14. Second, informal sector employment does no! necessarily increase and informal sector 
wages do not necessarily decrease with a rise in wages. Recent work in Mexico shows lha! 
employment in lhe informal self-employment sector may be pro-cyclical, i.e. as lhe economy grew, 
lhe self-employment sector did as well (Maloney, Fiess, and Fugazza 2001 }. The increase in lhe 
size of lhe informal sector in Brazil since 1994 has been accompanied by an increase in wages as 
well (Ministerio de Trabalho 1996). 

8.15. Third, unemployment rates are rising in Latin America suggesting lha! lhe informal sector 
cannot absorb ali excess labor. Studies in Argentina (Arias 1999) and Mexico (Arango and 
Maloney 2000) show that mos! unemployment comes from lhe informal sector, so it is no! a reliable 
means of employing excess labor. This may be due to a Jack of demand for informally prodllced 
goods when lhe economy slows down, since lhe informal sector is heavily comprised of services 
and construction, both of which may be easily substituted by own labor or deferred to better times. 
However, even if labor demand does not fali, ali displaced labor may not choose to enter lhe 
informal sector since there are barriers to entry, especially for men (Geldstein 2001 }. Therefore, if 
minimum wages increase, lhe movement of people to lhe informal sector is likely to be more 
limited than lhe theory predicts, indicating that lhe fali in informal sector wages, and resulting 
poverty, is likely to be less than predicted. 

8.16. Fourth, as in lhe competitive model, firms do no! necessarily comply with regulations. 
Labor may no! shift between sectors, but rather sectoral allocation would remain constant and non
compliance would increase. This is only possible if lhe enforcement of lhe new laws is incomplete. 

8.17. Fifth, this model omits lhe consideration oi risk pooling. lfthe household has a diversified 
labor portfolio, an increase in lhe minimum wage of a formal sector employee who does no! lese 
her job may compensate for lhe lower wage of her husband who does lose his job and enter lhe 
informal sector. Thus, lhe model cannot predict lhe effects of an increase of lhe minimum wage on 
poverty. 

8.18. Sixth, il ignores the product demand side of lhe story. lf minimum wages increase, the 
demand for goods and services produced in lhe informal sector may increase, since lhe 
consumption of informal sector goods is positively correlated with incarne. The increased product 
demand would lead to higher demand for informal sector employees, thereby pushing up the 
informal sector wage, especially if unemployment rates are low (Fiszbein 1992) 
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Integration Model 

8.19. ln lhe integration model, lhe formal and informal sectors are assumed to be linked lhrough 
product and labor markets such lha! changes in lhe minimum wage will indirectly affect lhe informal 
sector through many channels, no! only through employment. ln a closed economy, an increase in 
lhe minimum wage in lhe covered sector would increase lhe price of formal sector goods, causing 
lhe relative price of informal sector goods to decrease. The demand for informal sector goods 
would increase, so wages in lhe informal sector would increase as weli to attract new workers to 
lhe jobs. Thus, an increase in lhe minimum wage would increase wages in lhe informal sector. ln 
an open economy, an increase in lhe minimum wage could no! be covered by higher piices, so 
firms shut-down, capital moves to lhe informal sector, and lhe demand (and price) for informal 
sector workers increases (Maloney et. ai. 2001, Leamer 1995). Unemployment may increase, but 
ali wages will as weli, thereby having a dubious effect on poverty. 

8.20. This model chalienges lhe conventional belief lha! minimum wages cannot reduce lhe 
poverty of lhose who work in lhe uncovered sector (World Bank 1995, lnter-American Development 
Bank 2000). lnstead, it suggests lha! lhe benefits of minimum wage legislation do reach lhe 
poorest, although lhe linkages are less direct. The model does fali short, lhough, since it ignores 
risk pooling. 

8.21. The "correct" levei of lhe minimum wage is difficult to determine. Comparisons of 
minimum wages across countries is no! informative since productivity leveis and the cosi of living 
differs between countries and currency or PPP conversions introduce measurement errar to lhe 
statistics. Altematively, lhe ratio between the minimum wage and lhe industrial wage can be 
compared across countries since il omits lhe need to convert to a single currency and, since wages 
are a measure of productivity, lhe denominator serves as a way to "normalize" lhe productivity 
differences (lnter-American Development Bank 2000). For example, a study for Brazil (IPEA 
2000b) uses lhe ratio of lhe minimum wage to lhe industrial mean wage to calculate an 
intemational norm for lhe minimum wage. Drawing from countries .as diverse as lhe United States, 
Botswana, Belgium, Hungary, and lhe Philippines, a ratio of 0.4 is identified as lhe intemational 
standard. The paper concludes lha! minimum wages in Brazil should be doubled in Brazil to meet 
lhe sarne ratio. 

8.22. The ratio of lhe minimum wage to lhe mean industrial wage may no! be lhe best measure 
to calculate a target ratio. First, lhe median wage, rather than lhe mean wage is a better 
benchmark against which to measure lhe minimum wage. Wage distributions tend to have long 
right tails, so outliers may increase lhe size of lhe denominator. Table 8.1 shows that when using 
lhe mean wage as lhe statistic of comparison, of eight countries in LAC, only Colombia and 
Honduras meet lhe 40 percent criteria for lhe appropriate minimum wage.5 The ratios range from 

5 This is calculated for all wages, not only manufacturing wages, as IPEA (2000) suggests since the manufacturing
wage was not available for the countries in the sample. Nevertheless, the argument will hold for manufacturing wages 
aswell. 
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19 percent of mean wages (urban Uruguay) to 62 percent (Honduras) However, when using lhe 
median wage as lhe base, five of lhe nine countries meet lhe 40 percent criteria, including Brazil. 
The range of lhe ratios shifts upward, falling between 27 percent (Uruguay) and 90 percent 
(Honduras), showing lha! lhe relative minimum wage is much closer to lhe recommended 40 
percent when omitting lhe high eamers in lhe upper tails of lhe wage distribulion. 

Table 8.1 Ratio of the Minimum Wage (Mw) to Comparison Wages 
year 

Argentina (urban) 1998 
Bolívia 1997 
Brazil (ali) 1998 
Brazil (urban) 1998 
Chile 1996 
Colombia (urban) 1998 
Honduras 1999 
Mexico (urban) 1999 
Uruguay (urban) 1998 
Source: Maloney and Nunez (2001) 

Mw/mean 
0.26 
0.22 
0.24 
0.22 
0.34 
0.40 
0.62 
0.34 
0.19 

Mw/median 
0.33 
0.34 
0.43 
0.37 
0.55 
0.68 
0.90 
0.48 
0.27 

Mw/10th percentile wage 
0.67 
o.ao

1.00 
1.00 
1.09 
1.00 
2.26 
0.87 
0.64 

8.23. Second, a target levei is perhaps better calculated by a ratio between those with similar 
skill levels since lhe retums to lhe highly skilled manufacturing may no! be purely due to 
productivity differences, especially when manufacturing wages are distorted by union pressures. 
Minimum wage eamers tend to be in lhe lower tail of the wage distribution while industrial workers 
are in the upper tail. The las! column of Table 8.1 attempts to contrai for productivity differences by 
calculating lhe ratio of lhe minimum wage to wages in lhe lower 1 O percent of lhe distribution, 
which is where unskilled worker wages are clustered. The eight country sample shows that the 
minimum wage is at or above lhe wage at lhe 10th wage decile in four countries (Brazil, Chile, 
Colombia, Honduras). ln Bolívia (80 percent) and Mexico (87 percent), lhe minimum wage is no! 
lar from the eamings of the low skilled. 

8.24. Finally, since the minimum wage is deterrnined by political, not economic standards, there 
is no! an economic rule for lhe carreei levei. A problem with using any ratio to identify the correct 
levei of the minimum wage is that it does no! give a criteria for a "correct" levei, especially if lhe 
objective of lhe minimum wage is to reduce poverty. Those who are eaming the minimum wage 
are likely to be those whose productivity is equal to the wage, so in fac!, they are eaming the 
carreei levei of wages. The ratio is useful to show where minimum wage eamers are relative to 
various segments of lhe working population, but it cannot be used to identify whether or no! lhe 
minimum wage is sei ai a fair levei. 

lft!IVJIIIMPACT;ÓFaTHE'MlNIMUM WAGES"ON,THÉi\VÃGE:n1sTRÍBUTIÕN�� 

! à.25. A change in the minimum wage may affect the shape of the whole wage distribution. lf an
increase in the minimum wage causes firrns to substitute more productive labor, the wages paid to
these new, more skilled workers may exceed lhe new minimum wage. Altematively, wages may
adjust along lhe distribution as employers alter wages of workers who eam more than lhe new
minimum to keep relative wages among employees differentiated (Card and Krueger 1995). A
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comparison of minimum wage studies in developed and developing countries shows lha! minimum 
wages affect lhe distribution of lhe enlire wage distribution in developing countries but not in 
industrialized countries. 

Is the Minimum Wage Binding? 

8.26. The usefulness of lhe minimum wage as a toai to address poverty depends on whether or 
not it is binding. ln industrialized countries, where most employers abide by labor laws, minimum 
wages tend to be binding, i.e. they do tend to sei a lower bound (Card and Krueger 1995). The 
high proportion of informal sector workers in developing countries may suggest lha! lhe minimum 
wage is not binding since, by definilion, this sector is outside of lhe sphere of lhe legal system. 
However, lhe relalionship between lhe formal and informal sectors may be such lha! minimum 
wages in the covered sector spillover to the uncovered sector. 

8.27. A series of studies in industrialized countries show that minimum wages are binding for 
youth. A comparison of the minimum wage to the average wage does no! indicate whether or not 
lhe minimum wage is binding; instead, spikes in lhe wage distribution are more revealing.6 ln lhe 
United States, while two to four percent of adults earn lhe minimum wage in lhe period 1988-1996, 
twelve to nineteen percent of youth did (Brown 1999). Katz and Krueger (1992) show lha! an 
increase in the minimum wage in lhe period 1989-1991 shifts upward lhe eamings of those who 
were eaming between lhe old and new minimum wages. ln Europe, lhe minimum wage is even 
more binding (Machin and Manning 1997). 

8.28. Surprisingly, lhe minimum wage tends to be more binding in the uncovered sector than lhe 
covered sector in many Latin American countries. ln Brazil, Colombia, Chile, Mexico, Argentina, 
and Uruguay, there is a 'spike" ai lhe minimum wage for the informal sector wage distributions, 
while this spike is only evident in lhe formal sector wage distributions for Brazil, Chile, and 
Colombia (Maloney and Nuiiez 2001). Additional work in Brazil (Neri, Gonzaga, and Camargo 
2000) shows that there are spikes in lhe wage distribulion no! only ai lhe minimum wage, but also 
ai multiples of lhe minimum wage, indicating lha! the minimum rate binds wages that are above the 
legal minimum. These trends are seen in both lhe covered and uncovered sectors, indicating that 
there is a spillover effect of minimum wages to lhe unprotected sector. ln the United States, a 
spillover from the covered to the uncovered sector is also stalistically idenlifiable and the spike is 
higher in the uncovered sector wage distribution than in lhe covered sector wage distribulion 
(Brown 1999 p. 2144). 

6 This tec hnique only works if lhe minimum wage is not a round number, in which people commonly denominate
wages. For exa mple, surveys often show lhat people will report wages in multiples of 10. lf lhe minimum wage is a 
multiple of 10, il will be diftic ult to distinguish in cross-sectional da ta between a spike dueto "rounding error" versus a 
spike dueto lhe minimum wage. 
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How Does the Minimum Wage Affect the Wage Distribution? 

8.29. A change in the minimum wage has little impact on the wage distribution in industrialized 
countries. ln the United States, wages of workers who earn below or near the (new} minimum 
wage before the wage increase are positively affected by the new minimum wage (Neumark, 
Schweitzer and Wascher 2000), especially women (DiNardo, Fortin, and Lemieux 1996). 
However, these effects are neutralized when considering lhe lagged effects (Neumark 2000) such 
that only those eaming below the minimum wage benefil in lhe long-run. Those who eam above 
the new minimum wage experience small increases in the period of the increased minimum wage 
(Grossman 1983, Neumark, Schweitzer and Wascher 2000) but negative changes in the long run 
as the supply of labor increases more than lhe demand for more skilled workers. Katz and Krueger 
(1992) find that an increase in the minimum wage increases wages of those eaming in lhe bottom 
ten percent of lhe wage distribution, but they also find that any effects disappear at higher income 
leveis. ln lhe low wage (fast food} industry, an increase in the minimum wage leads to a 
corresponding increase in wages that were below the new minimum, but there are little effects 
further up the wage distribulion (Katz and Krueger 1992, Card and Krueger 1995). 

8.30. ln Latin America, minimum wage laws positively affect formal sector wages throughout lhe 
whole wage distribution. ln Colombia (Maloney and Nuíiez 2001} and Brazil (Fajnzylber and 
Maloney 2001 }, a one percent increase in lhe minimum wage leads to wage increases along lhe 
formal sector wage distribution, with lhe greatest effects occurring below lhe minimum wage, and 
lhe effects diminishing across lhe wage distribution. Even those who are eaming lar above the 
minimum wage experience an increase in their wages. 

8.31. A higher minimum wage spills-over to the informal wage sector, possibly dueto 
"benchmarking", but evidence of spillover effects in lhe self-employment sector are mixed. Neri, 
Gonzaga, and Camargo (2000) find clear spikes ai multiples of the minimum wage for lhe informal 
sector wage distribution in Brazil. They hypothesizes that these are due to a lighthouse effect, 
where the wages in lhe formal sector affect those in the other sectors. Maloney and Nuíiez (2001} 
hypothesize that in Latin America, lhe lighthouse effect of minimum wage laws on uncovered wage 
work is due to the common usage of lhe minimum wage as a "benchmark" for fair remuneration. 
Although lhe minimum wage is often randomly sei, it my be commonly taken to be a market-wide 
standard for wages. Even without formal enforcement, this wage indirectly affects the eamings of 
those (especially lhe poor} who are outside of lhe formal labor market. ln the Maloney and Nuíiez 
study (2001 }, this is corroborated by an absence of minimum wage effects on self-employment, a 
sector that is not paid by wages but rather by profits.7

7 li is surprising that spikes in lhe eamings distribution of lhe self-employed in Brazil are also detected since lheir
income is from profits, not from a sei wage (Neri, Gonzaga, and Camargo 2000). This may reflect reporting bias in lhe. 
data. This suspicion is supported by studies of lhe lighlhouse effect on lhe self-employment eamings of Mexicans and 
Colombians where spikes are visible in lhe formal wage distribution but are absent in lhe self-employment eamings 
distribution. 
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, " . V. · 1MPACT OF MW ON EMPLOYMENT8 ' , , q : ,,;. • 

8.32. The theoretical implications for lhe employment effects of an increase in lhe minimum 
wage are clearly negative for lhe single labor market model and mixed for a dual labor market, but 
lhe empirical evidence show little if any dis-employment effects. Over lhe past twenty years, 
numerous studies in lhe United States and Europe find small and (marginally) negative 
employment effects in response to an increase in lhe minimum wage for those clustered near lhe 
minimum wage. There is less evidence in developing countries, but lhe neutral or slightly negative 
effects are also identified. The primary differential effect between developed and developing 
countries is that lhe dis-employment effects are fel! further up lhe wage distribution for lhe former 
than they are for lhe latter. 

Single labor market 

8.33. Most empirical work finds a small negative impact or no influence of an increase in lhe 
minimum wage on employment (Appendix 1). The research from lhe 1970s on lhe US and French 
labor markets finds lha! a 1 O percent increase in minimum wages is associated with a one to three 
percent decline in youth employment (Brown 1999). The negative employment effect is stronger 
for girls than boys (Brown Gilroy and Kohen 1982, p. 504). The employment effects are even 
smaller among young adults in lhe United States (Brown 1999). A similar magnitude of 
disemployment effect is also found for Canada, Portugal, and Greece using data from lhe 1980s 
(Ghellab 1998). ln lhe United Kingdom, though, employment effects have not been generally 
identified (Ghellab 1998, Machin and Manning 1996) but have been noted for specific industries 
(Machin and Manning 1994). 

8.34. More recent studies in lhe United States and France, using longer time series and more 
careful analysis, find mixed results, but maintain lha! lhe employment effects are small. Contrary 
to earlier studies, analysis of lhe recent minimum wage increase in lhe fast food industry in lhe 
United States show lha! employment may actually increase as lhe minimum wage rises (since fast 
food jobs are undesirable so lhe labor shortage can only be allayed by a rise in wages) (Katz and 
Krueger 1992) while others find lhe standard disemployment effect of two percent (Neumark and 
Wascher 1992). 

8.35. Less evidence exists in developing countries, but findings are similar to those in 
industrialized countries. Under lhe assumption of a single labor market, dis-employment effects 
range from O to 5 percent for a 1 O percent increase in lhe minimum wage in lndonesia, Puerto 
Rico, Botswana, and lhe Czech Republic (Appendix 1).9

8 Employment is not lhe complement to unemployment since minimum wages may lead to labor force entry or exit,
wilhout employment. 

9 The estimates for Botswana and Kenya are not econometrically derived but instead are lhe result oi manager
interviews in lhese countries, wilh recall about lhe change in lhe firm's labor force when lhe minimum wage increased. 
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Covered and Uncovered Sectors 

8.36. ln lhe covered sector, only explicitly examined for developing countries, an increase in lhe 
minimum wage by 1 O percent leads to a fali of formal sector employment ranging from 5 percent 
(Colombia) to O percent (Mexico). Bell (1997), who analyzes lhe impact of an increase in lhe 
minimum wage in bolh Mexico and Colombia, attributes lhe difference in lhe effects to lhe high 
levei of lhe Colombian minimum wage, thus making it more binding, while lhe Mexican minimum 
wage is 'too low" and easily paid by employers. An altemative estimate for Colombia (Maloney 
and Nufiez 2001) support Bell's findings, but find a lower elasticity of-1.9 percent to -3.5 percent 
for a 10 percent increase in the minimum wage. lnterestingly, this study shows that lhe 
employment of those across the wage distribution, not only those who are eaming ai or near lhe 
minimum wage, is also negatively affected. Even smaller effects are found in Brazil, where lhe 
minimum wage is low (IPEA 2000b) but binding (Neri, Gonzaga, and Camargo 2000, Fajnzylber 
and Maloney 2001) - disemployment of 0.5 percent in response to a ten percent increase in lhe 
minimum wage. 

8.37. Three papers that examine lhe effects of lhe minimum wage on employment in lhe 
informal sector have mixed conclusions. ln Brazil, as lhe minimum wage increases by 10 percent, 
employment in lhe informal sector increases by 1.76 percent (Carneiro 2000). A similar finding is 
estimated for Ghana, where employment increases by 1.4 percent in lhe uncovered sector 
(Ghellab 1998). These employment effects can be attributed to lhe dual nature of lhe labor 
markets in these countries such lha! as minimum wages increase, formal employment decreases 
and lhe unemployed are forced into lhe informal sector. Or, under lhe integration hypothesis, lhe 
increased informal sector employment may be explained as a spillover effect between sectors such 
lha! lhe wage in lhe informal sector also increases and absorbs those who lost formal sector jobs 
while attracting new workers to lhe labor market. The evidence does not permit selection of one of 
these hypotheses. Conversely, in Colombia, an increase in lhe minimum wage has negative 
employment effects on lhe self-employment sector of lhe magnitude 0.6 percent to 2.2 percent 
(Maloney and Nufiez 2001). 

8.38. The small but negative employment effects of lhe minimum wage found in lhe some 
countries in lhe covered and lhe uncovered sector may lead to a net increase in poverty. However, 
lhe ripple effects of an increase in lhe minimum wage may sufficiently boost wages such that, on 
average, people are better off. Given lhe distribution of minimum wage eamers across lhe working 
population, though, it is not likely lha! all workers and households will equally share in lhe benefits 
and losses. lnstead, lhe positive and negative effects of lhe minimum wage may affect people 
along lhe wealth distribution differently. There is a shortage of evidence on lhe poverty effects of 
minimum wages, so lessons will be drawn from lhe few existing studies that are summarized in 
Table 8.2. The general finding drawn from US data is lhat minimum wages do not reduce poverty, 
but they do reduce inequality by increasing household income of lhe poorest households. 
However, this conclusion may underestimate lhe impacts in Latin America since lhe minimum 
wage positively affects a larger portion of lhe labor force, in terms of higher wages, than in the 
United States while having similar disemployment effects. 
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Table 8 2 Overview of lhe lmpact of Minimum Waae on Povertv 
Country Magnitudes of change in minimum wage Source 

lvear of datal and poverty rate 
Individual povertv (No risk poolinal 
Brazil ( 1997) lncrease in lhe minimum wage have insignificant IPEA (2000) 

effects on lhe levei of oovertv 
Brazil (1996) A 10% increase in lhe minimum wage would bring • Neri, Gonzaga, and 

1 % of poor minimum wage eamers above lhe Carmargo (2000) 
poverty line and 1.4% of all poor above lhe poverty 
line. 

United States 10% increase in lhe minimum wage => decrease Addison and 
( 1983-1996) poverty an average of 3.6% for unskilled workers in Blackbum (1999) 

lhe 1990s (no dis-employment effects); by 0%in 
lhe 1980s (with dis-employment effects). 

Colombia 10% increase in lhe minimum wage => decrease Maloney and Nufiez 
(1997-2000) individual poverty of those eaming 0-1.3 m.w. by 5-

18%; increase poverty of those eaming more lhan 
1.3 m.w. by 2% 

United States 1 O % incre ase in minimum wage => increase Neumark, Schweitzer 
( 1986-1992) individual poverty of minimum wage eamers by 6% and Wascher (2000) 

because hours worked fell and wages increased 
very little; zero change for those eaming above lhe 
minimum waae 

Family Povertv (Risk Poolina ai lhe Household Levei) 
Asia, Africa, LAC 10% increase in m.w. => decrease in poverty rate Lustig and McLeod 
(1950-1980) 6-10% 11996) 
Latin America An increase in lhe minimum wage is more Morley (1995) 
(1981-1989) correlated with a decrease in lhe poverty rate 

during periods of recession and a decrease in lhe 
poverty rate is more correlated with a decrease in 
the m. w. in oeriods of recovery 

United States An increase in the minimum wage moves poor Neumark and 
( 1986-1995) families into a non-poor status and moves non- Wascher (1997) 

poor families into poverty, with a net increase in 
poverty, though this is not statistically significant. 
However, il does boost incomes of families who 
are below lhe poverty line both before and alter lhe 
chance in lhe minimum waae. 

United States lncrease in lhe minimum wage 1 percent => no Card and Krueger 
(1990, 1992) effect on poverty rates or a decline of lhe poverty (1995) 

rate by 1.6 percentage points, but this measure 
cannot be fully attributed to an increased minimum 
wage rather than to other changes in lhe economy 
ai lhe lime. 
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Poverty without risk pooling 

8.39. Taking the individual as the unit of observation, lhe impact of a higher minimum wage on 
net average income is mixed in lhe five studies reviewed. Evidence is found in lhe United States 
that the unemployment effect dominates the wage effect since those who eam near the minimum 
wage experience a fali in net income of six percent for an 1 O percent increase in the minimum 
wage (Neumark, Schweitzer, and Wascher 2000), but another study shows that poverty decreases 
by 3.5 percent for a 10 percent increase in lhe minimum wage (Addison and Blackbum 1999). 
Mixed results are also found in Brazil. One study finds no correlation between a higher minimum 
wage and the rate of poverty (IPEA 2000b) while another shows that lhe minimum wage does 
reduce poverty across lhe wage distribution due to indexing of lhe minimum wage. 10 Under lhe 
assumption of no dis-employment effects and no risk pooling, a one percent increase in lhe 
minimum wage in Brazil is associated with a decrease in poverty of 0.1 percent for those eaming 
the minimum, but a fali of 0.14 percent for workers across the whole wage distribution (Neri, 
Gonzaga, and Camargo 2000). Similarly to Brazil, an increase in lhe minimum wage in Colombia 
is felt across the whole eamings distribution, not just ai lhe minimum, but lhe change in net income 
(poverty) effects depends on where the individual was located in the distribution before lhe change. 
An increase in Colombia's minimum wage of 1 O percent leads to an increase in poverty (net fali of 
average income) by two percent among those earning more than 1.3 minimum wages, but among 
the poor, poverty falis 5 percent to 18 percent among lhose earnings 0-1.3 minimum wages 
(Maloney and Nuíiez 2001). 

Who Earns the Minimum Wage? 

8.40. A newer sei of papers have examined the poverty impacts of lhe minimum wage by using 
the household as the unit of observation, which is perhaps more appropriate for developing 
countries due to risk pooling ai lhe household levei. As pointed ou! in lhe developed country 
literature (Neumark and Wascher 1997, Gramlich 1976, Card and Krueger 1995), poverty at lhe 
individual levei is not synonymous with poverty ai lhe household levei. ln the United States, it is 
found that 40 percent of minimum wage eamers live in households with a total income more than 
three times lhe poverty line. Thus, to identify the poverty reduction effectiveness of the minimum 
wages, it is important to identify who eams lhe minimum wage and if they are lhe poor. 

8.41. Using data from Mexico and Argentina, Table 8.3 shows lha! mos! minimum wage earners 
are not lhe primary income earner in the household. ln Argentina, ten percent of household heads 
(male or female) earn ai or below the minimum wage while four percent of Mexican households 
heads do. ln contras!, 21 percent of Argentine children living with their parents and ten percent of 
Mexican children in their parents' home (age 12-17) earn lhe minimum wage. This is supported by 
the breakdown by age where 70 percent of working people age 12-17 earn the minimum wage or 
less in Argentina and 26 percent in Mexico, compareci to 20 percent and 6 percent, respectively, of 
young working adults (18-24). The proportions in lhe United States are similar to those in Mexico 

1º The conflicting results from studies in lhe sarne country lhat examine lhe poverty effects over lhe sarne period are
due to different assumptions made by lhe aulhors and different estimation techniques. 
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with 29.4 percent of those age 16-19 and 19.8 percent of those age 20-24 earning ai or below lhe 
minimum (Card and Krueger 1995). 

8.42. Table 8.3 and Table 8.4 show that lhe poor are more likely to earn ai or below the 
minimum wage, but households in a// wealth quintiles include minimum wage earners in Argentina, 
Mexico, and lhe United States. ln Argentina, 24.5 percent of lhe workers in lhe first wealth quintile 
(poorest) earn ai or below lhe minimum wage while 5.6 percent of lhe top quintile do. ln Mexico, 
there are fewer minimum wage earners across ali wealth quintiles with 14.6 percent of those in lhe 
first wealth quintile and 4.1 percent of those in lhe fifth quintile earning lhe minimum wage. The 
United States is similar with 28.8 percent of lhe lowest decile earning below lhe minimum wage but 
only 2.7 percent of lhe highest income decile. Minimum wages constitute 17 percent of poor 
household's incarne but two percent of wealthy household's income in Argentina and 30 percent in 
Mexico (Table 8.4) while in lhe US, they contribute to 51 percent of total family income (Card and 
Krueger 1995). Thus, in lhe two Latin American countries selected for lhe table, minimum wages 
are a less important source of income than in lhe United States. Although minimum wages 
constitute a larger portion oi poor households' total income, nearly equal proportions oi households 
have minimum wage eamers in Argentina: 22 percent oi poor households have ai least one 
minimum wage eamer while 18 percent oi wealthy households do. This pattem is not reflected in 
Mexico, where lhe poor are three times as likely as lhe wealthy to have a minimum wage eamer in 
lhe household. 

Table 8.3 Wage Earners ator Below The Minimum Wage 
Argentina' México' Argentina México 

Role in household Sector 
Head 10.1 4.2 Self-employment 23.7 13.9 
Spouse 19.8 14.3 Informal wage 31.7 16.9 
Child 20.9 9.9 Formal 4.7 0.5 
Age Education 
12-17 70 25.6 None 22.7 
18-24 20.3 6.5 Primary 24.6 11.9 
25-64 12.4 6.03 Secondary 12.9 6.5 
65+ 31.7 24.4 Higher 6.5 2.2 
Sex Wealth guintile 
Male 11.9 4.6 1 24.5 14.6 
Female 19.9 13.2 2 16.4 10.3 

3 12.1 8.4 
4 10.5 6.9 
5 5.6 4.1 

1The National Urban Employment Survey (Encuesta Nacional de Empleo Urbano) 1997, quarter two 

2 The Permanent Household Survey (Encuesta Permanante de Hogares) 1997, semester one 

8.43. Table 8.3 also shows that those who are typically associated with lower wages tend to be 
minimum wage earners. Argentine women are nearly twice as likely as Argentine men to be 
minimum wage earners while Mexican women are three times as likely as Mexican men to eam ai 
or below lhe minimum wage, despite working women's higher leveis oi education in both countries. 
These proportions are very similar to lhe percentage of spouses (who are likely to be women) who 
eam ai or below lhe minimum wage. Less educated workers are also more likely to be minimum 
wage eamers, with over 25 percent oi those with less than primary education eaming lhe minimum 
wage. However, 6.5 percent oi Argentines with higher education and 2.2 percent oi Mexican who 
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have more than secondary school are minimum wage eamers, showing that it is no! confined to 
low skilled people. A very low percentage of formal sector workers eam lhe minimum wage, with a 
larger portion of self-employed (23 percent in Argentina, 14 percent in Mexico) and informal wage 
employees (32 percent and 17 percent in Argentina and Mexico, respectively) eaming at or below 
lhe minimum. 

Table 8.4 Household Characteristics 

Percent oi household income that is minimum wage 
Ali 
Poor (wealth quintile 1) 
Rich (wealth quintile 5) 

Percent with a minimum wage eamer 

Argentina' 

0.084 
0.17 
0.02 

Mexico' 

0.14 
0.30 
0.17 

� n� &� 
Poor (wealth quintile 1) 21.95 16.56 
Rich (wealth guintile 5) 18.09 5.89 
1The National Urban Employment Survey (Encuesta Nacional de Empleo Urbano) 1997, quarter two

2 The Pernanent Household Survey (Encuesta Pennanante de Hogares) 1997, semester one 

Poverty and lnequality with risk pooling at the household level 

8.44. Since lhose who eam lhe minimum wage do no! tend to be the sole income eamer, or 
even lhe primary income eamer, in lhe household, and households do pool income, poverty rates 
ai lhe individual levei are no! very meaningful. lf lhe negative impact of lhe minimum wage is 
concentrated among those who live in households lha! are clustered around the poverty fine while 
lhe benefits accrue to lhe non-poor, the average negative effects on individual poverty, discussed 
in lhe las! section, may no! lead to a reduction of poverty for poor households. lnstead, it is more 
appropriate to simultaneously consider the net change in household income resulting from an 
increase in wages of working household members and dis-employment of others when lhe 
minimum wage increases. 

8.45. The minimum wage and national poverty rates (measured ai lhe household level} are 
negatively correlated. A study of lhe minimum wage in Asia, Africa and Latin America (Lustig and 
McLeod 1996) estimates lha! an increase in lhe minimum wage of 1 percent leads to a decrease in 
lhe poverty rate in developing countries of 0.6 to one percent. These estimates are robust across 
regions, urban and rural sectors, and business cycles. Morley (1995) and de Janvry (cited in 
Lustig and McLeod 1996) identify a negative correlation between minimum wages and poverty in 
Latin America, though their findings are no! robust across lhe business cycle. Lustig and McLeod 
(1996) also find lha! an increase of lhe minimum wage leads to a fali in poverty among formal 
sector workers by 2.5 percent but a decrease of 2.9 percent among workers in self-employment 
and lhe informal wage sector (Lustig and McLeod 1996). 

8.46. When considering lhe transition of families into or ou! of poverty, lhe negative correlation 
between minimum wages and poverty weakens or even disappears, suggesting that lhe minimum 
wage is no! an effective poverty reduction strategy and lha! lhe national correlations may be due to 
other factors. Two papers, both for lhe United States, present lhe only micro evidence of lhe effect 
of minimum wages on poverty ai lhe household levei. Neumark and Wascher (1997) directly 
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examine lhe poverty effects oi a change in lhe minimum wage when lhere is risk pooling in lhe 
household. They show that an increase in lhe minimum wage causes an increase in incomes oi 
lhe poor and near-poor such that 4.1 percent oi rise out oi poverty but 3.9 percent oi those who are 
near-poor fali below lhe poverty line. The 0.2 percent net decrease in poverty is not stalisticaliy 
significant, indicaling that a real improvement in lhe poverty status cannot be clearly idenlified. 
lnstead, the minimum wage redistributes income and jobs among households that are clustered 
around lhe poverty line rather than redistributing income from wealthy households to poor 
households. Card and Krueger (1995) conduct a similar experiment, finding lha! an increase in lhe 
minimum wage by one percent is correlated with a decline oi lhe poverty rate by 1.6 percentage 
points, but this may be due to changes in lhe economy apart from lhe minimum wage. No studies 
were found to understand lhe impacts oi lhe minimum wage on poverty in developing countries 
when there is risk pooling. 

8.47. The evidence oi lhe impacts oi lhe minimum wage on family income inequality weakly 
suggests an inequality decreasing effect oi lhe minimum wage. ln lhe United States, an increased 
in wage inequality in lhe period 1973-1992 is attributed to a fali in lhe real value oi the minimum 
wage, especialiy among women (di Nardo, Fortin, and Lemieux 1996, Horrigan and Mincy 1993), 
but these do not affect family income inequality (Horrigan and Mincy 1993, Neumark and Wascher 
1998). Card and Krueger (1995) find that a 10 percent increase in lhe minimum wage leads to an 
increase in family income by an average oi 2.3 percent for families in lhe lowest wealth decile and 
an increase in family income oi 2.5 percent for families in lhe fifth (median) decile while no changes 
in family income are detected in lhe top wealth deciles. This suggests lhat income inequality falis, 
but lhe results are no! strongly statisticaliy identified. Machin and Manning (1997) also find an 
equalizing effect on income distribution for Europe. Card and Krueger (1995) repor! that in states 
where lhe minimum wage is binding, it is associated wilh a larger increase in lhe eamings oi lhe 
poorest families relalive to the poorest families in states where it is not binding, indicating that 
minimum wages do increase lhe eamings oi those ai the bottom oi lhe family income distribulion. 
Similar results are found in Colombia, where minimum wages are found to be very binding 
(Maloney 2000): cross-sectional data show that an increase in lhe minimum wage corresponds to 
a decrease in inequality, even during recessionary periods (Beli 1997). 

8.48. The cosi oi an increase in lhe minimum wage is not confined to the individual or household 
levei, but it may have implicalions for fiscal balances as weli. Since the minimum wage has been 
used as a denominator for the wages oi public servants, govemment social programs, indexalion, 
and govemment revenues, a politicaliy motivated increase in the minimum wage, which may gain 
votes (despite its minimal effect on lhe labor market or poverty) may have grave implicalions for 
fiscal imbalances. To name a few: 

• Public sector. Many public sector workers eam ai or below lhe minimum wage. ln Brazil,
it is eslimated that an increase in lhe minimum wage oi 7 .5 percent would increase total
govemment expenditures on lhe public sector by nearly 75 percent, with most oi lhe
increase occurring ai lhe municipal levei, which already has the largest wage bili (IPEA
2000a). A similar exercise in Ecuador suggested that a one percent increase in the
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minimum wage would increase lhe govemment's wage bili by 2.4 percent (Wor1d Bank 
1996). 

• Government transfers. Some govemment programs are tied to lhe minimum wage. For
example, in Brazil, poor workers receive a 'thirteenth wage" every year, which is a direct
transfer that is equal to one monthly payment of their wages. Only formal sector workers
are eligible, but all workers who eam ai or below three minimum wages are eligible. An
increase in lhe minimum wage would have two effects on lhe costs of lhe program: (a)
increase lhe number of recipients since lhe threshold for eligibility has increased even
though wages have not and (b) lhe value of lhe payout is higher since lhe maximum
amount paid out has increased.

8.49. Anolher example is lhe unemployment insurance program in Brazil. The minimum 
payment to lhe unemployed is one minimum wage, regardless of lhe wage that he/she eamed 
before becoming unemployed. As lhe minimum wage increases, lhe value of this payment 
increases as well. A similar lower bound is sei for pensions in Brazil, as well (ILO 1995a). ln 
Uruguay, social benefits such as pensions, family allowance, unemployment and illness benefits 
are multiples of the minimum wage (ILO 1995b). Additionally, a higher minimum wage may create 
disemployment, as seen in Section V. An increase in unemployment would increase lhe number of 
eligible for unemployment insurance programs or other means tested govemment programs that 
are based on income. This would increase govemment expenditures on those people who had 
been productive members of society before lhe increase. 

• Price or Wage lndexing. The minimum wage may be used as a denominator to which
other measures, used for lhe provision of govemment services, are indexed. An increase
in lhe minimum wage would increase lhe levei of lhe indexed indicator and therefore
indirectly affect govemment expenditures. For example, in lhe Brazilian state of Ceará,
lhe poverty line is based on lhe minimum wage. lf lhe minimum wage increases, lhe
poverty line also rises, thus increasing lhe number of people who are eligible for various
social protection programs. Or, in lhe case of Argentina, lhe mopre is a uni! of measure
lha! is indexed to lhe minimum wage. lf lhe minimum wage increases, lhe mopre does,
too, but this may actually decrease health expenditures in Argentina, for example, since
formal sector workers eaming less than three times lhe mopre (valued ai approximately
$80 monthly} are ineligible for govemment provided health benefits. This would decrease
govemment expenditures but also lower benefits to lhe poor.

• Government revenues. Taxation may also be tied to lhe minimum wage. ln México, for
example, individuais who eam less than three times lhe minimum wage are exempt from
income taxes and are even eligible for tax credits. An increase in lhe minimum would
decrease lhe stock of individuais who are required to pay taxes, thus negatively affecting
govemment revenues. Furthermore, they would also be eligible for tax credits, thus further
draining government reserves.

8.50. Thus, lhe potential inequality reducing benefits of lhe minimum wage may be outweighed 
by an increased fiscal deficit in governments that use of lhe minimum wage as a denominator for 
social spending or revenues and for those lha! have social programs to support lhe unemployed. 
Any decision to increase lhe minimum wage need take into account lhe fiscal impacts as well. 
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8.51. The review showed lha! minimum wages have a bigger impact on lhe labor market in 
developing countries than in developed countries, despite lhe lower potential coverage. While an 
increase in lhe minimum wage only increases wages of those between lhe old and new minimum 
in lhe US, it positively influences wages across lhe distribution in Latin America. These effects are 
fel! in both lhe covered (formal) and uncovered (informal) wage sectors. Similarly, lhe 
disemployment effects may be larger in Latin America, ranging from zero to five percent and 
affecting workers along lhe entire wage dislribution, compared to lhe United States where only 
workers near lhe minimum wage are affected, if ai ali. Taking together lhe dis-employment and 
wage effects, in lhe three developing country studies (two countries) reviewed, lhe wage and 
employment effects eilher cancel each other ou! or lhe former dominates lhe latter, leading to a net 
improvement in lhe average individual's eamings. This contrasts with studies in lhe United States 
that find no effect. 

8.52. Despite these finding, little can be concluded about lhe poverty impacts of lhe minimum 
wage, especially in a developing country context. Although cross-country comparisons shows a 
negative correlation between lhe minimum wage and poverty, studies for lhe US labor market 
suggest lha! lhe minimum wage causes a chuming of those who are near lhe poverty line. Many 
of those who were below the poverty line retain their jobs and benefit from a higher wage when lhe 
minimum wage is increased, thereby rising above lhe poverty line, while others lose their jobs and 
sink below lhe line. These results perhaps cannot be extrapolated to developing countries since 
lhe wage and employment effects are further reaching than in industrialized countries, thereby 
affecting everyone, no! only those near lhe poverty line. 

8.53. This is no! to say lha! lhe minimum wage does no! or cannot improve lhe lot of lhe poor, in 
Latin America, though. ln lhe United States, although an increase in lhe minimum wage only 
caused families jus! below and jus! above lhe poverty line to swap positions, lhe household income 
of lhose below lhe poverty line did increase, though no! enough to pull !hem ou! oi poverty. Since 
minimum wages affect lhe employment and wages oi those along lhe weallh distribution, its 
increase may have larger effects lhan in the United States, however, to date, no evidence exists to 
support this. Furthermore, a higher minimum wage is correlated with a zero change or a decrease 
in income inequality measured ai lhe household levei, so it does have lhe effect oi brining up the 
bottom oi lhe distribution. 

8.54. Minimum wages can be binding even in a labor market with a large uncovered sector. 
Whether due to an indexing effect or some other spill-over, policymakers should no! assume lha! 
lhe minimum wage only affects lhe welfare oi those in lhe formal sector. li is likely to have even 
larger effects on informal sector workers since il is more binding in lha! sector. 

8.55. A final fac! to point ou! is lha! lhe minimum wage may be a means oi helping those who 
are mos! disadvantaged in lhe labor market. Although there is much leakage in lhe minimum 
wage, since even workers whose households rank in lhe top wealth quintile eam the minimum 
wage, those who are considered lhe least likely to succeed in lhe labor market tend to eam the 
minimum. Women, youth, informal sector workers, and lhe uneducated are more likely to be 
minimum wage eamers than are those who have more skills or are more entrenched in lhe labor 
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market. Thus, lhe minimum may make lhe labor make lhe labor markel more attraclive for lhese 
groups, though empirical evidence is absent. 

8.56. Policy recommendalions may be premature since the evidence of lhe poverty implications 
of the minimum wage are slill largely unknown. At lhis preliminary stage, mainlaining lhe minimum 
wage may be beneficial since il does decrease income inequality ai both the household and 
individual levei, il may be helpful to those who are lypically low eamers while not being too 
distortionary on the labor market, and it does impacl lhose who are otherwise uncovered by labor 
legislalion. However, if the minimum is set too high, as in Colombia, it may do more harm than 
good by causing lhe dis-employment effect to outweigh the positive wage effects. 

8.57. Thus, if the minimum is to be maintained, govemments need to clearly idenlify lhe criteria 
for the minimum, thus making it an economic rather than a polilical tool. The "correct" levei of the 
minimum would be that amount thal achieves the government's social objectives while not 
distorting the labor market to lhe extent of crealing unemployment thal is not counter-balanced by 
safety nets. This would require tying lhe minimum wage to economic factors, which may be a 
function of wages, as used in the Brazilian study to calculate a "correct' minimum wage, or may be 
tied to poverty indicators with some upper bound. 

8.58. Any systematic development of a minimum wage need also consider the fiscal impacts. 
As discussed in lhe review, there is a great deal of leakage in the program since most minimum 
wage eamers are not poor. lf distortionary effects are created such that the poor lose their jobs, 
but the govemment plans to counter-balance this with social safety nets, the costs of a minimum 
wage policy are potentially high. Also, the propensity of govemments to tie social protection 
eligibility and payouts to the minimum wage may lead to unnecessary fiscal imbalances. Since the 
minimum wage is largely a political, not an economic value, an increase based on political motives 
will increase the income of those who benefit from govemment transfers or wages lied to the 
minimum even though their needs have not increased. Linking eligibility and payouts of social 
proteclion to a poverty indicator would be more beneficial to the poor. 

8.59. The foremost recommendation, though, is to better identify the poverty impacts and the 
cost to govemment of changes in the minimum wage. Only then can lhe usefulness of lhe 
minimum wage as a poverty allevialion tool be evaluated 
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Table 8.5 Summary of the Literature on the Employment Effects of Minimum Wages 
Country Change in the employment rate due to a 10% increase in Notes 

the minimum wage 
ali Ma/e female 

Developed Countries 
US (1970s) 1 -1% to- 3%

US (alter 1970s) 1 

Canada (1980s) 1 

UK (1980s) 1 

France (1970s) 1 

France (1980s) 1 

Netherlands 1 
(1980s) 

Portugal• (1980s)' 

Greece• (1980s)2 

Developing Countries 

No employment 
effects 

-1.4% to-5%

No employment 
effects 

-3.5% to -4.1 %

-1% to-3.5%

No employment 
effects 

-0.59% to-1.09%

lndonesia (1998)3 O to -5% 

Puerto Rico (1977)4 -0.5

Brazil 
( 19885. 20006) 

Botswana (1988)2 

Kenya ( 1988)"2

Czech Republic2 

-0.4%;
-0.1% in the
formal sector,
1.76%the
informal sector;

Some 
disemployment 
effects 

Dis-employment 
effects in the 
private sector, 
none in the public 
sector 

Disemployment 
effect on low
skilled workers 

-2.63% to -6.1% Weakly
negatively 
significant 

-1.3% to-6.24% -1.88% to -3.6%

-0.1 to -0.8% -0.3% to -4.7%

-0.6%to-1.1%

For time series estimates, lhe results are 
consistent. Cross section estimates have 
more variance, but still tend to be <O for 

Mixed effects, but may be due to econometric 
problems. Katz and Krueger (1992) find 18.5 
to 26.4% increases in unemployment. 

Negative effects for youth are larger 

For a doubling of the minimum wage; the 
estimates are not statistically significant 

Formal is defined as 'com carteira" and 
informal is defined as 'sem carteira" 

Not econometrically tested 

Not econometrically tested 



Mexico 
(1997)7 

Ghana (1970s-
1980s)2

No employment 
effect 

-1.2% (all); 1.4%
(informal sector);

Colombia Less than -5%; 
(1980s7, 1997-20008) 

• results from one study only
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-1.9% to -3.5%
for salaried
workers across
the wage
distribution; -0.6%
to -2.2% for self
employed across
the wage
distribution

1 from various studies, most summarized in Brown (1999)
2 as reported by Ghellab (1998)
3 Rama (forthcoming)
4 Freeman and Castillo (1991)
5 Camargo (1988)
s Carneiro (2000)
7 Bell (1997)
8 Maloney and Núiiez (2001)

Formal sector manufacturing firms 

0.06%-0.05% Coefficients for the women are not significant 

Formal sector manufacturing firms; only men 
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9. UNEMPLOYMENT AND UNEMPLOYMENT

INSURANCE 

Prepared by DORTE DOMELANDAND NORBERT FIESS 

9.1. The Brazilian unemployment insurance (UI) system is lhe largest in Latin America, 
serving an average of 300,000 to 400,000 beneficiaries each months. According to Law No. 
7998 from 1990 lhe objective of lhe Brazilian unemployment system is to: (1) provide temporary 
financial assistance to the worker, who is unemployed due to dismissal without just cause and (2) 
assis! workers in their search for new employment. Conceming the provision of financial 
assistance to the worker, the law is silent on whether UI benefits are aimed at smoothing 
consumplion or are primarily intended to preveni unemployed workers from falling into poverty. 

9.2. The main difference between consumplion smoothing and safety-net oriented 
unemployment insurance systems lies in replacement ratio and depth of coverage. 
Unemployment insurance systems which primarily focus on consumplion smoothing generally 
aim ai a high replacement ratio of the previous income. Such systems are often restricted to 
unemployed workers, who have been employed during a substanlial period of lime before 
becoming unemployed. UI programs that emphasize a social net objective generally provide low 
leveis of benefits, but cover a large fraction of lhe population. The Brazilian UI system is 
characterized by a low replacement ratio, short benefit duration and lhe fact that it is restricted to 
formal sector workers. Latter implies that UI is not accessible to over 50 percent of the workforce. 
A further inconsistency with lhe social net objective arrives from lhe fact that receiving UI is 
conditional on having access to lhe Fundo de Garantia do Tempo de Serviço (FGTS). 

9.3. The FGTS was created in 1966 (Law No. 5107) by lhe military regime to serve as an 
altemative to lhe job security law prevailing ai lha! time. li is combined with a fine that employers 
have to pay if they dismiss a worker without just cause. For a long time lhe FGTS was lhe only 
labor market institution lha! provided income to the workers ai lhe moment they were laid off 
without just cause. And even nowadays, this aspect of lhe FGTS is important. UI benefits in 
Brazil are low and do not exceed two minimum wages. As a consequence, lhe amount worker 
receives from lheir fund ai lhe moment they become unemployed is likely to exceed 
unemployment benefits by lar. 

9.4. This analysis reveals evidence on unemployment in Brazil using data from lhe Monthly 
Employment Survey (PME). We look not only at unemployment rates, but analyze lhe 
determinants of lhe probability of becoming unemployed, as well as unemployment duration. 
Separating these two factors is crucial for analyzing lhe existing UI system. We show that 
informal sector employees who have neither access to unemployment insurance nor FGTS are 
most likely to become unemployed in Brazil. Furthermore, lhe conditional probability of becoming 
unemployed is highest for minimum wage earners. This proves lhe convenlional notion of 
unemployment being luxury in Latin America that only the rich can afford to be wrong. 

9.5. While formal sector workers are less likely to become unemployed than informal wage 
earners ceteris paribus, they are more likely to remain unemployed once they have lost their job. 
Unemployment duration among formal sector workers is higher for those who received FGTS 
before becoming unemployed. This may hint at lhe fact that only lhe "rich" can afford a longer 
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unemployment duration. However, this kind of statement should be treated with care. Formal 
sector workers may just face a longer unemployment duration as they are choosier when 
accepting a new job. 

9.6. We provide evidence on this fact by estimating a competing risk model, which allows to 
consider no! only unemployment duration, but also exit states. lndependent of the exit state 
formal sector workers are less likely to leave unemployment than informal wage eamers. 
However, this difference tums insignificant when we consider exit to the formal sector. 

9.7. Among formal sector workers, FGTS (and hence UI) recipients are less likely to exit 
unemployment. This proves to be independent of lhe exit state. Thus, ai least in terms of the 
employment sector, lhe unemployment insurance system seems to fail in its objeclive to assis! 
workers in their search for new employment. Whether this also holds in terms of wages remains 
a question to be answered. 

9.8. The paper is organized as follows. Section li describes lhe Brazilian unemployment 
insurance system and lhe FGTS. Section Ili discusses lhe data used in this analysis and 
provides some descriplive statislics. Section IV analyzes lhe evolulion of unemployment rates. 
Eslimates of lhe probability of becoming unemployed and unemployment duralion conditional on 
worker specific characterislics are provided in Section V. Section VI discusses policy implicalions 
and concludes. 

The Brazilian Unemployment lnsurance System 

9.9. Already in lhe Conslitulion of 1946, the Brazilian President Getulio Vargas proposed an 
unemployment insurance system. However, it was no! before 1990 lha! unemployment insurance 
became universally accessible. The current Brazilian unemployment system was created in 
1986, within lhe context of the Cruzado Plan. lts success was rather limited due to strict eligibility 
criteria and severe fiscal limitalions. ln 1988, lhe source of funding was changed from general 
T reasury revenues to the Fundo do Amparo ao Trabalhador (FAT).1 Eligibility criteria were 
relaxed in 1990 (Law No. 7.998), expanding lhe base of workers with access to UI benefits. The 
benefit levei was also increased. As a consequence, lhe number of checks distributed to the 
unemployed doubled. By 1990, unemployment insurance covered 43 percent of ali dismissals 
from formal employment. ln 1994, colleclion constraints and eligibility criteria were relaxed and 
potenlial payments were increased, extending lhe coverage of lhe program even further. 
(Cunningham, 2000) 

9.10. ln order to become eligible for benefits, workers must meet lhe following criteria: 

1 The FAT is financed by a 0.65 percent tax on revenues oi private firms, 1 percent tax on revenues oi public firms 
and a 1 percent of costs in non-profit firms. lt lhen pays UI, lhe 13• wage (abono salarial), a fiscal stabilization fund, 
training initiatives from SENAI/SENAC and lhe National Development Bank (BNDES), which receives 40 percent of 
lhe FAT. 
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• Dismissal without just cause by lhe employer or indirect dismissal. lndirect dismissal
refers to lhe fac! lha! lhe employee requests dismissal from his job by court decision,
claiming lha! his employer did not comply with lhe work contract.

• Employment under a formal labor contract for ai least six months during lhe last three
years or legal self-employment for ai least 15 months.

• A period of unemployment for ai least seven and ai most 120 days. 2

• Lack of other sources of income to guarantee own subsistence and lha! of family .

9.11. ln order to make a claim for unemployment insurance benefits, a worker requires a form 
from his former employer specifying time of service as well as eamings received in the three 
monlhs prior to lhe dismissal. This form is reviewed by a national clearinghouse, which proves 
eligibility. Once accepted, lhe worker receives a proof of eligibility stating lhe value of benefits 
and lhe maximum benefit duration. ln order to collect lhe monthly payment lhe worker must 
present this proof together with his signed work-card ai a federal bank or employment office. 
Afler a successful claim, a worker will not be eligible again for 16 months. 

9.12. The monthly benefit levei (so-called parcela) depends in general on lhe average wage of 
lhe last three months prior to unemployment. lt ranges from one minimum wage to approximately 
twice lhe minimum wage.3 The average benefil levei in 1998 was about 1.56 minimum salaries. 
(Thomas, 1999). Benefits do no! decrease with unemployment duration. Since 1995, workers 
with an employment record of 6 to 11 months, 12 to 23 months and more than 24 months within 
lhe last three years are eligible to three, four and five parcelas, respectively. The average benefit 
duration is between 3.5 and 4.5 months (Cunningham, 2000). Neither benefit levei nor benefit 
duration is contingent on job search. The payment of unemployment insurance benefit is 
suspended ai the moment the worker finds a new job. lf lhe worker has not used up all parcelas 
before finding new employment, he can accumulate the remaining parcelas for a future incidence 
of unemployment. 

The FGTS 

9.13. ln addition to unemployment insurance, dismissed workers receive lhe Fundo de 
Garantia do Tempo de Serviço (FGTS). This fund originated from a type of severance payment, 
which was in 1966 converted into a severance fund. The FGTS is an individualized interest
bearing fund. Each month lhe employer contributes lhe equivalent of 8 percent of his employee's 
current wage to the fund. This implies that lhe amount accumulated per year in a worker's fund 
corresponds approximately to one monthly wage. A worker has access to FTGS if dismissed 
without jus! cause, upon retirement or death, or as a means of co-financing a private home 
purchase or high health expenses. The FTGS is transferable between jobs and bears interest if 
not accessed during a spell of unemployment. 

9.14. ln lhe case of dismissal without just cause ("sem justa causa"), lhe worker has not only 
lhe right to access his entire fund, including all funds accumulated during previous employment, 
but also receives a penalty in proportion to lhe accumulated FGTS in the job he is being 

2 For lhose workers that go to court in order to claim dismissal with just cause or indirect dismissal, lhis term starts at
lhe end oi lhe court decision or legal ratification oi lhe agreement. 

3 For details oi the benefit calculation see http://www.mtb.gov.br/se/fgts/servicos/fgts_idx.htm.
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dismissed from. This addilional compensalion amounted to 10 percent of lhe worker's FGTS 
balance ai lhe time of dismissal and has been increased to 40 percent of lhe FGTS balance in 
1988 and to 50 percent in 2001. 4

Box 9.1 Dismissal in the Formal Sector 

Formal sector workers who have been formally employed for at least three months have accei , 
to their FGTS account if fired without just cause ar if they induce indirect dismissal. Latter refe , 
to the fact that lhe employee requests lhe dismissal from his job by court decision, claiming Ih .1 
his employer did no! comply with the contract. 

• According to monthly labor surveys in the six largest metropolitan regions (PME) fro 1

1982-1998, 72 percent of workers who reported job separations were in fac! fired and ! i
percent of fired workers received FGTS.

• According to lhe RAIS 1999, 84.5 percent of formal sector workers with an employme t
record of ai least six months, who separated from their job, were either fired without ju t
cause ar induced indirect dismissal. As receiving FGTS is a precondition for havir l
access to UI, lhis indicates lha! lhe fac! lha! unemployment insurance is related to cau: l
does imply lha! a substantial fraction of formal sector workers are excluded from access )
UI benefits.

• Women are less likely to have access to UI compared to men. This arises basica1 f
from the fact that women are more likely to quit without claiming indirect dismissal. n ,

may be due to lhe fac! that women have to leave their job for specific reasons such , ,
pregnancy ar illness of a family member. Furthermore, women are more likely to have 3
temoorarv contract. 5

9.15. Our analysis mainly draws from lhe following data set: 

(1) Pesquisa Mensua/ de Emprego - PME (Brazilian Monthly Labor Market Survey). The PME is
a monthly labor market survey, which provides informalion on six metropolitan areas in Brazil
(Sao Paulo, Rio de Janeiro, Belo Horizonte, Porte Alegre, Recife and Salvador), covering
roughly one quarter of Brazil's labor force. The survey is conducted by lhe Brazilian Census
Bureau (IBGE), began in 1980 and alter a revision in 1982 remained basically unchanged
unlil to date. The PME provides up to eight interviews for one person. ln each year an
individual is usually interviewed in four consecutive months. The rotaling panei structure of
lhe PME allows to track individual workers for a limited period of time and hence to construct
individual work histories.

However, we also reler to lhe: 

4 The FGTS fund is administrated by the govemment. According to Paes de Barros et ai. (1999), 
inefficiencies in the administration oi the FTGS translate in investrnent retums well below market rates and 
provide an incentive for workers to seek access to their funds by provoking their dismissal. 

5 ln 1998, the govemment introduced legislation that allows employers to hire workers on their temporary contracts. 
(Law No 9601 ). Under temporary contracts the contribution to the FGTS fund is reduced from 8 to 2 percent and the 
obligatory fine in case oi unjust dismissal is waived. 

·.
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(2) Pesquisa Nacional por Amostra de Domicilias - PNAD (Brazilian Annual National Household
Survey). The PNAD data is an annual national household survey of approximately 100,000
households, which is performed in lhe third quarter of each year. li is also conducted by
IBGE and began ai national levei in 1971. Between 1990 and 1992 it underwent a major
revision, which makes it difficult to obtain full compatibility of data between lhe PNAD concept
before and after 1992. This is important to keep in mind when comparing data across lhe last
two decades. The survey contains extensive informalion on personal characlerislics,
including informalion on income, labor force participalion, and educalional attainmenl and
attendance. However as we will discuss below, informalion provided for lhe unemployed is
ralher scarce.

(3) Relação Anual das Informações Sociais - RAIS (Brazilian Annual Labor Markel Register).
The RAIS is a nalionwide register and covers about 90 percent of lhe formal Brazilian labor
force. Employers are required to declare flows and stocks of employees during lhe course of
lhe year. The RAIS is administrated by lhe Ministério do Trabalho e Emprego and was first
implemented in December 1975.

Box 9.2 lmorovina the Desian of PME and PNAD - Recommendations 

PME and PNAD were designed for different objectives. While comparability of labor markel 
stalistics calculated from both sources is one caveat to keep in mind , lhe two survey instrument 
could be improved to provide a better understanding of unemployment in Brazil. li might be 
useful to consult lhe following lisl of recommendations: 

• The PME does not query if an unernployed worker actually receives unernployment
insurance. lnformalion on who receives unernployment insurance is crucial for evaluatinf
lhe unernployrnent insurance system. The PNAD provides this type of informalion
however it does not contain any information relaled to lhe work histories or lhe pre
unemployrnent salaries of unernployed workers. li is therefore not possible to deduce lhe
arnounl of unernployrnent insurance benefit the worker is likely to receive. For example, , ;
we will see below, unernployment has grown dramatically among lhe self-ernployed. Self
ernployed may have access to unernployrnenl insurance, but we have no information hoy,
rnany self-employed actually receive unemployment insurance and how much.

• Neither the PME nor lhe PNAD provide informalion on a worker's levei of lhe
unernployrnent benefit or a worker's benefit duration. This inforrnalion is important to
evaluate the role of unernployrnent insurance as an instrument for incarne support or as a
temporary safety net againsl poverty.

• The PME queries if a worker receives FGTS or not. However, neither PME nor PNAD
contain information if a worker actually received lhe FGTS fine. This informalion is crucia
to evaluate the irnportance of lhe FGTS as an instrument for incarne support during
unernployment or as potential start-up capital for self-employrnent.

• The PME queries only if a worker was disrnissed or quit lhe job. As access to
unemployrnent insurance and FGTS depends on lhe cause of dismissal, il would be
relevant to auerv lhe cause of disrnissal.

9.16. For Brazil, lhe beginning ofthe 1990s seerns to rnark a pivol point for unernployment in 
Brazil. While unernployrnent was on the decrease through lhe 1980s, .lhe 1990s show an 
increasing trend in unernployrnent. This change in the trend may have been due to a variety of 
faclors such as lhe introduclion of the Real Plan or the change in lhe Constitution in 1988. 
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However, rather than investigating lhe causes oi unemployment, we attempt to profile lhe 
unemployed in order to evaluate lhe Brazilian unemployment insurance system. 

9.17. Figure 9.1 reveals lhe evolution oi different unemployment rates for Brazil. The official 
unemployment rate is measured for workers aged 15 to 65 who are unemployed in lhe 
reference period and who have been searching for employment during lhe last four weeks. This 
unemployment rate increased Iram 4 percent in February 1990 to 7 percent in May 1992. The 
Real Plan braught a short reduction in unemployment, leading to a decline in lhe official rate to 4 
percent in December 1994. After lhe Asian crisis (October 1997) unemployment rates started to 
climb again reaching 10 percent in March 2000. 

9.18. Unemployment of younger workers is measured as lhe official unemployment rate oi 
workers who are between 15 to 24 years old. AI lhe beginning oi lhe 1990s, this unemployment 
rate was about three times higher than lhe rate amongst workers older than 25. But this gap 
increased, such that ai lhe beginning oi lhe new millennium lhe unemployment rate oi younger 
workers was about five times higher compared to that oi older workers. li is important to keep in 
mind lha! lhe unemployment rate oi younger workers reflects well lhe dynamics oi lhe 
unemployment rate oi labor market (re)-entrants, who do no! have any access to unemployment 
insurance. 

Figure 9.1 Different Definitions of Unemployment Rates 
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9.19. Unemployment by gender shows lha! female unemployment is almas! 30 percent 
higher than male unemployment. ln May 1998, lhe female unemployment rate reached its 
highest peak of lhe 1990s. From 1991 to May 1998 female unemployment rates faced on 
average an annual grawth rate of 0.33, while lhe corresponding value for men was 0.002. The 
sharp increase in female unemployment may be partially explained by an increase in female labor 
force participation. From 1982 to 2000 lhe female labor force participation rate rose Iram 36 
percent to 42 percent. Furtherrnore, the gender gap widened during periods oi high 
unemployment. This may hint ai a so-called added worker effect due to women entering lhe 
labor force during recessions as other family members especially their spouses become 
unemployment ar face reduction in incarne, pushing unemployment rates even further up during 
recessions. On lhe other hand, it may indicate lha! women are more likely to be dismissed during 
recessions as tenure is usually shorter among women and hence lhe costs of dismissal in terrns 
oi the FGTS fine are lower for formal employers. We will provide more evidence on this below. 
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Fi ure 9.2 Unem lo ment Rates b i3ender 
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Source: PME/IBGE. Elaboration: CPS/IBREIFGVv 

9.21. Unemployment rates by household status show that children of lhe household head 
face lhe highest unemployment rate. This is consistent with lhe above finding lha! unemployment 
rates for young workers are relatively high. However, this group faced lhe lowest increase in lhe 
unemployment rate due to lhe fac! lha! unemployment of sons and daughter had been already ai 
a high levei of 9.38 in 1991. The unemployment rate of spouses more than doubled between 
1991 and 1998, surpassing lhe unemployment rate of household heads in 1998. 

9.22. Table 9.1 provides unemployment rates by different educational level and household 
status. Workers with 9 to 11 years of educalion (completed secondary educalion) had lhe 
highest unemployment rate in May 1998. This group also faced lhe highest increase in lhe 
unemployment rate from 1991 to May 1998, followed by lhe lowest educalion group (primary 1 
educalion). Hence from Table 9.1, we cannot deduce any clear relation between levei of 
unemployment/change in unemployment and education. 

Table 9.1 Unemplovment Rates bv Education and Household Status 
Characteristic 1991 1994 May, 199' May, 199: Change•

91-98

By Education
O- 4 years 3.88 4.03 4.41 6.66 71.65 
5-8 years 7.03 7.03 8.41 10.10 43.67 
9-11 years 5.37 6.00 7.39 10.28 91.43 
12 ar more years 2.59 2.41 2.66 4.10 58.30 

By Household Status
Head 3.08 3.22 3.68 5.42 75.97 
Spouse 2.59 3.11 4.42 6.43 148.26 
Son/Daughter 9.38 9.72 11.36 14.21 51.49 
Other 6.16 6.68 6.93 9.55 55.03 .. 'Change m percent. Source: IPEA/M1msteno do Trabalho (1998). PME (selected years) 

Summary 

• Unemployment increased since 1995, independent of lhe underlying definilion.
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• During the 1990s, unemployment increased especially among young workers, labor
market (re-) entrants, long-term unemployed and women.

• The unemployment rate of workers with completed secondary education faced the
highest increase, followed by workers with primary I education.

9.23. The evolution of unemployment rates are determined by the incidence of unemployment 
and unemployment duralion, i.e. unemployment rates may increase because more people 
become unemployed and/or stay unemployed for a longer lime. As separaling these two effects 
is crucial for understanding unemployment and consequently lhe evaluation of lhe existing 
unemployment insurance system, we first analyze lhe probability of becoming unemployed and 
then tum to the determinants of unemployment duration. 

Descriptive Statistics 

9.24. For our analysis of lhe probability of becoming unemployed, we use lhe 12 monthly 
surveys of lhe PME 1999. Our sample consists of 421,133 observations on members of lhe 
aclive labor force who are between 15 and 65 years old. As can be seen in lhe first column of 
Table 9.2, less lhan 5 percent in our sample are unemployed, which is significantly lower than lhe 
official Brazilian unemployment rate in 1999 of more than 8 percent. One reason why lhis is lhe 
case is lha! lhe mean age in our sample is strikingly high. The unemployment rate of 25 year 
olds or older workers was 5.8 in February 1999, which is much closer to lhe statistics provided by 
lhe PME. 

9.25. The PME does no! contain directly accessible information on pre-unemployment wages. 
However, in order to understand lhe importance of unemployment insurance benefits as a means 
of providing income support to lhe unemployed, this informalion is crucial. As in lhe PME about 
90 percent of lhe workers are interviewed ai least 3 times during lhe course of a year, we are 
able to construct individual work histories. ln lhe data we then observe some unemployed 
workers who had been employed in lhe previous interview and hence provide informalion on their 
pre-unemployment wage. The descriplive statistics of this sample with wage inforrnation are 
presented in column 2 ofTable 9.2. As ali employed workers provide informalion on their wage, 
we obtain lhe sample with wage informalion by excluding lhose unemployed individuais for whom 
we do no! observe an employment spell before becoming unemployed. Excluding workers 
without pre-unemployment wage informalion hence reduces lhe proportion of lhe unemployed 
and accordingly lhe proportion of FGTS recipients in lhe sample even further. 

9.26. Note lhal lhe percentage of unemployed receiving FGTS drops from 45 percent in lhe 
unrestricted sample to 33 percent in lhe sample with wage informalion. This may be due to lhe 
fac! that FGTS recipients have a higher unemployment duration and hence, we are less likely to 
observe an employment spell in lhe data. The stalislics of lhe other variables remain basically 
unchanged. 

9.27. The descriptive statistics of lhe sample of formal sector workers are presented in 
column 3. We define formal sector workers as a worker with carteira assinada or an unemployed 
person, who had a carteira assinada in his previous job. Formal sector workers are more likely to 
become UQemployed. As a consequence, lhe percentage of unemployed increases to 5.9 
percent when we restrict our sample to formal sector workers. Furthermore, lhe proportion of 
people employed in lhe manufacturing sector increases. 



Variable 

Age 
Yes 
No 
Employed 
Unemployed 
Female 
Male 
Formal Employee 
Informal Employee 
Self-employed 
Employer 
Manufacturing 
Construction 
Commerce 
Service 
Other Sectors 
No education 
Primary 
Lower Secondary 
Secondary 
Tertiary 
Rio de Janeiro 
Sao Paulo 
Rio Grande do Sul 
Minas Gerais 
Bahia 
Pernambuco 
# oi observations 
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Table 9.2 Descriptive Statistics 
(Mean Valuesl 

Ali Wage 
lnformation 

41.9 41.0 
2.2 0.5 
97.8 99.5 
95.1 98.5 
4.9 1.5 
18.3 18.1 
81.7 81.9 
44.2 43.7 
21.2 21.0 
28.3 28.82 
6.3 6.5 
16.8 16.6 
11.1 10.9 
14.0 14.0 
49.4 49.6 
8.7 8.9 
22.6 22.6 
26.1 25.9 
17.0 16.9 
22.3 22.4 
12.0 12.2 
17.8 18.0 
20.9 20.9 
17.5 17.5 
18.3 18.4 
13.1 12.9 
12.4 ,. 12.4 

241,133 213,065 
Source: PME 1999- Authors' own calculations. 

Formal 
Sector 

39.3 
5.0 
95.0 
94.1 
5.9 
17.5 
82.5 
100 
o 

o 

o 

26.1 
7.0 
12.1 
51.6 
3.2 
21.1 
25.9 
18.5 
23.9 
10.6 
16.9 
21.7 
18.1 
18.7 
13.7 
10.8 

106,590 

Evolution of the Probability of Becoming Unemployed Conditional on 
Employment Status 

9.28. ln this section, we analyze lhe probability of becoming unemployed conditional on lhe 
employment status of a worker prior to falling into unemployment. ln contras! to lhe previous 
section, lhe term employment status refers here to formal employees, informal employees and 
self-employed workers. 6 Analyzing lhe probability of becoming unemployed conditional on lhe 
employment status is motivated by lhe fact that lhe informal sector is very large in Brazil. ln our 
unrestricted sample (column 1 in Table 9.2) nearly 50 percent of lhe respondents are either 
informal wage eamers or self-employed. We differentiate among self-employed and informal 
employees, as their economic behavior is different. 

9.29. As can be seen in Figure 9.3, lhe probability of becoming unemployed increased from 
1986 onwards for ali workers independent of their employment status. Afler lhe Real Plan of 
1994, lhe probability of becoming unemployed stabilized for a while, but has been growing 

6 We exclude employers as the number oi employers who lost their job is very low in our data set.
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strongly after 1997. Self-employed were least likely to become unemployed while informal sector 
workers suffered lhe highest probabililies of loosing their job during the 1990s. 

9.30. The development of the unemployment probabilities seems to be closely tied to lhe 
underlying labor market functioning. Fiess et ai. (2001a, 2001b) using cointegralion analysis and 
rolling Okun coefficients show lha! the Brazilian labor market passes through altemaling periods 
of integralion and segmentation. The degree of segmentalion is determined by the degree of 
bindingness of labor market rigidilies which is itself closely interlinked with lhe prevailing 
macroeconomic environment. As during segmentalion labor market rigidities become binding, 
labor markets adjust to a negative shock more through quanlities than prices and as a 
consequence the probability of becoming unemployed increases. 

9.31. lt seems therefore nol surprising thal we find an increase in the unemployment 
probabilities (mosl pronounced for informal employees) after the Collor plan failed and the 
economy was on a recessive path with increasing fear of a rapid and incisive opening of lhe 
economy. The retum of hyperinflalion withoul perfect indexation of workers wages allowed firms 
to adjusl mainly through prices than quantities in 1993 and in lhe first half of 1994. This 
corresponds to falling unemployment probabililies (again mos! pronounced for informal 
employees) and lower and relalively slable unemployment probabililies during lhe economic 
recovery in the aftermath of the Real Plan. The Asian crisis then again brought increasing 
unemployment probabilities which is in line with the findings of Fiess and Fugazza (2001) lha! lhe 
labor markel adjusted during this crises predominantly through quantities. 

9.32. li has been claimed thal the increase in lhe FGTS fine in 1988 from 10 to 40 percent has 
motivated formal workers to induce their dismissal. The drop in unemployment probabilities 
across lhe board during 1988 and 1989 provides little evidence for this hypothesis. ln fac! lhe 
general comovemenl of unemployment probabilities for different working classes appears to be 
more driven by lhe prevailing macroeconomic environment and lhe degree of labor market 
segmentation and less by specific changes in the labor market legislation.7

7 This finding is also supported by Ramos and Carneiro (1997). They find no econometric evidence lhat the change
in lhe levei oi tumover rates observed at lhe end of lhe 1980s was associated wilh a change in legislation. De Barros 
et ai. (1999) find some evidence lhat lhe 1988 constitution by increasing firing costs lowered separation rates and 
increased employment spells. However, they also acknowledge lhe difficulty to isolate lhe impact oi lhe 1988 
constitutional changes from lhe impact oi lhe large macroeconomic changes at lhe end oi thé 1980s and beginning 
oi lhe 1990s. 
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Figure 9.3 Unemployment Entrance Probability Conditional on Employment Status 
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Probability of Becoming Unemployed Conditional on Individual 
Characteristics 

9.34. ln the previous seclion, we have shown that informal sector workers are mos! likely to 

1998 

become unemployed, followed by formal sector workers. Here, we determine the probability of 
becoming unemployed conditional on different individual characterislics. The estimation method 
is a probit analysis, where lhe dependent variables is a dummy that assumes value 1 if a person 
is unemployed and O otherwise. 

9.35. ln 
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Table 9.3, we present lhe results oi four different sample specifications. Specification 1 includes 
all workers. Specification 2 is restricted to formal sector workers. Specification 3 includes only 
workers who provide information on their job prior to becoming unemployed. Specification 4 
restricts specification 3 to formal sector workers. The different specifications are not only 
estimated for different groups oi workers, they also include different seis oi explanatory variables 
as we only have information about pre-unemployment wages for lhe workers in specification 3 
and4. 

9.36. As already mentioned, neither PME nor PNAD contain directly accessible information on 
lhe wage and lhe tenure a worker had obtained before becoming unemployed. However, in order 
to understand lhe importance oi unemployment insurance benefits as a means oi providing 
income support to lhe unemployed, this information is crucial. 

9.37. As in lhe PME about 90 percent oi lhe workers are interviewed ai least 3 times during lhe 
course oi a year, we are able to construct individual work histories. We then obtain wage 
information for workers who had been employed during one interview and unemployed in lhe 
preceding interview. Using this restricted sample, we are able to provide evidence on how lhe 
previous wage affects lhe probability oi becoming unemployed. Wages are deflated using 
monthly INPC data to ensure comparability over time. 

9.38. Explanatory variables in specification 1 and 2 include age, gender, education leveis, 
sector oi employment, employment status as well as regional dummies. By employment status, 
we reler to self-employed, employer, formal or informal wage earner. The baseline dummy for 
this group refers to informal wage eamers, which implies that lhe coefficients oi lhe other 
employment status dummies have to be interpreted relative to this group. The baseline dummy 
for lhe regional dummies is Sao Paolo. 

9.39. The coefficients oi specification 1 in 



- 206-

Table 9.3 show lha! men are less likely to become unemployed and lha! lhe probability of 
becoming unemployed decreases with age. Consistent with lhe unconditional probabilities, 
informal sector wage eamers face lhe highest conditional probability of becoming unemployment, 
followed by formal sector workers. Being formal (self-employed) reduces lhe probability of 
becoming unemployment relative to informal workers. Relative to lhe industrial sector, working in 
construction increases lhe probability of becoming unemployed, while for lhe service sector lhe 
opposite is lhe case. Workers in Rio de Janeiro and Minas Gerais are less likely to become 
unemployed respective to workers in Sao Paolo, while workers in lhe Northeast of Brazil 
(Pernambuco and Bahia) are more likely to fali into unemployment. 

9.40. Regarding education, we find lha! individuais with primary or secondary education are 
more likely to become unemployed than non-educated workers. However, this difference is no! 
always significant. This changes when we restrict our sample to formal wage earners 
(specification 2). We now find lha! workers with primary and secondary education are 
significantly more likely to become unemployed than non-educated formal sector workers. This 
may indicate a sorting effect in lhe sense lha! only highly motivated or able non-educated workers 
achieve formal worker status. Higher educated individuais, on lhe other hand, are less likely to 
become unemployed. 
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Table 9 3 Probabilitv of Becomina Unemployed 

Ali Formal Wage lnlormation 
Formal and Wage 

lnlormation 

Coei. z Coei. z Coef. z Coei. z 

Age:25-44 -0.141 -7.17 -0.060 -2.13 -0.071 -2.25 -0.026 -0.535

�ge: >45 -0.219 -10.66 -0.089 -2.97 -0.161 -4.83 -0.062 -1.182

=emale 0.161 13.99 0.131 8.01 -0.092 -4.35 -0.138 -4.086

Norking Class: 

=armai employee -0.113 -10.14 -0.161 -8.77

Self-employed -0.447 -33.32 -0.364 -17.64

:mployer -0.781 -24.23 -0.693 -12.08

Sector: 

�onstruction 0.246 15.28 0.306 13.01 0.298 11.85 0.347 8.882 

Commerce -0.069 -4.25 0.029 1.35 -0.089 -3.23 0.034 0.876 

,ervice -0.140 -11.23 '0.084 -5.47 -0.101 -4.73 -0.041 -1.461

)ther -0.429 -19.15 -0.541 -10.36 -0.369 -9.91 -0.392 -4.188

.ducation: 

'rimary 0.029 2.38 0.049 2.71 0.033 1.69 0.060 1.908 

.ower Sec. 0.018 1.27 0.071 3.61 0.027 1.20 0.101 2.905 

Secondary -0.064 -4.68 -0.026 -1.39 -0.076 -3.21 0.025 0.712 

Tertiary -0.331 -16.72 -0.288 -10.42 -0.284 -7.46 -0.167 -2.890

Wage: 

1-2 SM -0.332 -16.24 - -

3-5 SM -0.515 -19.40 -0.217 -6.767

5-20 SM -0.620 -19.49 -0.341 -8.246

>20SM -0.770 -7.89 -0.375 -3.241

Region:

Rio de Janeiro -0.191 -12.16 -0.158 -7.26 0.172 5.49 0.023 0.544

Minas Gerais -0.052 -3.63 -0.059 -2.97 0.397 12.96 0.145 3.672

'io Grande do Sul -0.020 -1.42 0.005 0.25 0.373 14.14 0.122 3.189

Pernambuco 0.172 11.67 0.159 7.73 0.614 22.83 0.043 9.942

Bahia 0.045 2.84 0.010 0.42 0.393 13.78 0.361 0.978

Constant -1.222 -48.77 -1.491 -44.38 -1.860 -45.46 -2.221 -37.223

� oi observations 241,133 106,590 213,065 92,690 

.. og Likelihood -45,200.6 -23,352.5 -15,306.4 -6,470.3

Source: PME 1999.Authors own calculatíons. 

9.41. Specificalion 3 and 4 control for wages. Both specificalions clearly show that the 
probability of becoming unemployed decreases with wages.8

8 As formal sector workers cannot be paid legally below the minimum wage, we use the wage bracket between one
and two minimum wages as the base line dummy in specification 4. We find that about 0.35 percent oi formal 
(continues) 
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9.42. Note however, lha! we are only able to deduce wage information for short-term 
unemployed. lf workers who eam very low wages have a relatively short unemployment duration, 
then we are likely to overestimate lhe probability of becoming unemployed for this wage group. 
The following analysis on unemployment duration will shed more light on this issue. Moreover, we 
have shown above lha! women are more likely to become long-term unemployed. The fac! lha! 
we eliminate lhe long-term unemployed through our sample selection criteria is likely to produce 
lhe observed change in lhe sign of lhe female dummy coefficient. Additionally, in lhe unrestricted 
sample women are more likely to become unemployed as they belong usually to lhe group with 
lhe lowest eamings . 

9.43. Low open unemployment rates in developing countries are commonly attributed to lhe 
hypothesis lha! unemployment is a luxury lha! lhe poor - especially household heads - simply 
cannot afford. Unemployment is then a phenomenon afflicting lhe relatively young, secondary 
eamers in households, or lhe better educated. Our findings from lhe probit analysis do no! 
support this point of view. li are lhe low-income, less educated households who are mos! likely to 
become unemployed. 

Summary 
9.44. The probability of becoming unemployed increased from 1986 onwards for ali workers 
independent of their employment status. 

• The conditional and unconditional probability of becoming unemployed is highest for formal
sector workers, followed by informal employees and self-employed

• Women are ceteris paribus more likely to become unemployed then men.
• The conditional probability of becoming unemployed is highest for young, informal

construction workers with some education.
• Workers who receive lhe lowest wages are mos! likely to become unemployed.

9.45. Unemployment rates are determined by lhe incidence and duration of unemployment. A 
distinguishing feature of duration data is lha! it is censored. Censoring is caused by lhe fac! lha! 
we do no! observe a completed unemployment spell for individuais who are slill unemployed ai 
lhe time of their las! interview. As estimates lha! ignore censoring actually underestimate 
unemployment duration, we account for censoring, by identifying completed and uncompleted 
unemployment spells from individual work histories. 

Data and Descriptive Statistics 

9.46. The samples used for lhe duration analysis are described in Table 9.4 The basic 
sample consists of unemployed individuais, who are between 15 to 65 years old and who are ai 
mos! 48 weeks without employment. Dropping unemployed who have been without work for 

employees repor! salaries below one minimum wage. These workers were dropped from the sample in specification 
4.
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more than 48 weeks does not change lhe characteristics of our sample, as can be seen, when 
comparing column 1 (A/� and column 2 (Basic) ofTable 9.4.9 

9.47. Sample characterislics change when we eliminate informal sector workers from our 
sample. ln lhe formal sample, lhe percentage of men and former manufacturing workers 
increases relative to lhe basic sample, which is similar to our findings in Table 9.1. Mean wages 
as well as unemployment duration are significantly higher in lhe formal sector. As only formal 
sector have access to FGTS lhe proportion of workers who received FGTS before becoming 
unemployed increases. 

9.48. The wage sample restricts lhe basic sample to workers for whom we can deduce pre
unemployment wages. Relative to lhe basic sample, lhe percentage of formal workers and hence 
lhe proportion of manufacturing workers, FGTS recipients and workers with higher education 
decreases. We underestimate lhe proportion of formal sector workers in lhe wage sample due to 
lhe fac! that in order to obtain lhe wage information, we require lha! lhe worker was employed 
during ai least one interview before becoming unemployed. As lhe mean unemployment duration 
is longer for formal sector workers, we are less likely to observe a pre-unemployment 
employment spell of a formal worker. 

Table 9.4 Descriptive Statistics of Duration Data 
(Mean Valuesl 

Variable AII Basic Fonnal Waae 
Age 38.63 38.4 38.0 38.2 

FGTS 
Yes 42.2 41.0 84.2 34.9 

No 57.8 59.0 15.8 65.1 

Gender 
Female 22.4 22.0 19.0 16.1 

Male 77.6 78.0 81.0 83.9 

Former Employment Status 
Formal Employee 50.0 49.0 100 44.0 

Informal Employee 30.0 30.5 o 31.8 

Self-employed 18.8 19.2 o 23.2 

Employer 1.2 1.3 o 1.0 

Former Sector oi Employment 
Manufacturing 18.6 17.8 25.6 16.1 

Construction 19.4 20.4 13.9 25.8 

Commerce 12.9 12.8 13.8 11.8 

Service 43.3 43.3 45.2 41.8 

Other Sectors 5.8 5.7 0.5 4.5 

Education 
No education 27.6 28.0 24.3 31.4 

Primary 29.9 30.1 28.4 30.3 

Lower Secondary 19.1 19.2 21.5 19.4 

Secondary 18.8 18.3 21.0 15.7 

Tertiary 4.6 4.4 4.8 3.1 

Duration 
Duration in weeks 20.8 15.2 17.3 11.0 

Censored 36.8 36.3 34.1 33.2 

9 Unfortunately we are not able to differentiate in the data whether a person was four weeks ar one month without
employment. We thus assume that each month corresponds to four weeks. This implies that we are actually 
underestimating unemployment duration. 



- 210 -

FonnerWage 
Waqe 350.5 351.55 408.2 351.55 
# of observations 8167 7549 3674 2350 
Ali includes all unemployed who are between 15 to 65 years old. Bas1c, Formal and Wage are restricted to 
unemployed, who are between 15 to 65 years old and at mos! 48 weeks without employment. Formal refers to 
unemployed who had a signed work card before becoming unemployed. Wage consists of those unemployed who 
provide infonnation on pre-unemployment wages. 
Soun:e: PME 1999. Authors' own calculations. 

Evolution of unemployment duration 

9.49. The duration of unemployment spells is significantly higher today than in lhe mid1980s. 
As can be seen in Figure 9.4, after lhe introduction of lhe new constitution in 1988, 
unemployment spells rose by about 50 percent. Similarly, to unemployment rates, this trend 
carne to a halt between mid 1994 and mid 1997. After lhe Asian crisis, unemployment duration 
increased again. 

Figure 9.4 Mean Unemployment Duration by Gender 
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Soun:e: PME 1983-1999. Authors own calculations. 

9.51. Looking ai unemployment duration by gender, it can be seen that male unemployment 
duration traces lhe mean unemployment duration closely. During lhe 1990s male unemployment 
duration increased from 13 weeks in 1990 to more than 15 weeks in 1997. Similarly, female 
unemployment duration has become longer and exceeds male unemployment duration on 
average by 20 percent. The gap between male and female unemployment duration seems to 
have narrowed ai lhe end of lhe 1980s, but started to widen again after lhe Asian crisis. 

9.52. The evolution of unemployment duration by working class is displayed in Figure 9.5. 
Unemployment duration of lhe self-employed grew since 1990 without interruption, but formal 
sector workers faced lhe highest increase in unemployment duration during lhe 1990s. From 
1990 to 1997 their unemployment duration increased by 73 percent. The corresponding 
increases for informal wage eamers and self-employed amount to 61 and 53 percent, 
respectively. Note lha! only formal sector workers may have access to their FGTS account. 

�-

� 
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Hence, lhe mean duration of workers who received FGTS traces that of formal sector workers 
closely. 

Figure 9.5 Mean Duration by Working Class 
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9.53. Figure 9.6 provides a breakdown of unemployment duration by wage groups. 
Unemployment duration increased for ali wage groups, however mos! dramatically for below 
minimum wage-eamers. From 1990 to 1999 lhe unemployment duration of this wage group 
nearly doubled. Strikingly enough, lhe group with lhe second highest increase in unemployment 
duration during this period consists of lhe highest wage eamers (73 percent), followed by workers 
who eamed three to five minimum wages (64 percent) and one to two minimum wages (51 
percent). 

Figure 9.6 Unemployment Duration by Wage Groups 
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Kaplan Meier Estimates 

9.54. ln order to provide some.first evidence on unemployment duration, we present lhe 
Kaplan Meier estimators of lhe survivor function.10 From Figure 9.7 it can be seen that the 
probability of facing an unemployment spell of t weeks is higher for women than for men ai all 
times. The difference between lhe respective fraction of men and women increases with 
unemployment duration, indicating lha! il becomes more difficult for women than men to find a job 
as unemployed duration increases. The probability of facing an unemployment spell of ai least 
48 weeks is above 0.5 for women, but only 0.25 for men. 

Figure 9.7 Estimated Kaplan Meier Survivor Function

b Gender and FGTS 
K 9.55. Figure 9.7 shows lhe 

1.00 Kaplan Meier Survivor function for 
lhe formal sector, stratified by 

0.75 FGTS recipients and those who do 
not receive FGTS. Recall lha! 
receiving FGTS is a precondition for 

0.50 

receiving unemployment benefits. 
As can be seen, lhe probability of an 

0.25 unemployment spell lasting ai least t
periods is higher for FGTS 

0.00 recipients as compared to fonmal 
o 20 40 60 sector workers who did not receive 

Time in Weeks 

FGTS before becoming 

1.ro 

unemployed. The difference in this 
probability between FGTS and non 
FGTS recipients increases first and 

075 reaches its maximum alter 28 
weeks. (Unemployment benefits are 
available for 12 to 20 weeks). The 
probability of an unemployment 
spell in excess of 48 months is 
again very similar for lhe two 

aro 

subgroups: 0.34 for FGTS recipients 

o aJ 4J 8J and 0.31 for non recipients. 11

Tnrein v.b:l<; 

10 The Kaplan Meier estimator is a strictly empirical approach to estimating survival functions and hence does not
rely on distributional assumptions. This makes it an interesting starting point for lhe analysis of duration data. The 
survivor function indicates lhe probability lhat lhe unemployment spell is at least of length t or put differently, it 
indicates lhe fraction oi unemployed who are ai least t weeks wilhout employment and pieis lhis fraction against t.

11 We use a log-rank test in arder to test for lhe equality of lhe survivor functions oi men and women and FGTS and
non FGTS recipients. The respective chi square statistics are 126.97 and 26.97, we lherefore reject lhe null 
hypolhesis of no subgroup difference in lhe survivor function for bolh groupings. 
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Conditional unemployment duration 

9.56. Above, we presented evidence on unemployment duration for different groups of 
workers. Here, we apply a regression analysis to lhe sample of observed unemployment spells in 
order to characterize expected duration conditional on a sei of covariates. These covariates 
include age, gender, education and regions, as well as pre-unemployment working class, sector 
and wage. Again, we proxy duration of unemployment spells by lhe number of weeks spent 
searching for a job for lhose currently unemployed. 

9.57. Table 9.5 presents lhe estimation results of lhe Cox Proportional Hazard (Cox PH) 
model. The Cox PH model allows to derive lhe effects of lhe covariates on lhe hazard from 
unemployment to work without placing any restrictions ai all on lhe shape of lhe baseline 
hazard. 12 The negative coefficients on lhe female dummy indicate lha! women have lower 
hazard rates ceteris paribus than men, i.e. a lower conditional rate of leaving unemployment and 
hence longer survival times. AI each survival time, lhe hazard rate for women is less than 60 
percent of lhe male hazard rate. Similarly, older worker are less likely to leave unemployment. 

9.58. Former self-employed workers hence face lhe highest conditional probability of leaving 
unemployment. The hazard rate of formal sector workers is about 68 percent of lhe hazard rate 
of former informal employees, while lhe hazard rate of self-employed is nearly 30 percent higher. 
The coefficients on lhe education dummies are negative, hinting ai lhe fac! lha! lhe probability of 
leaving unemployment actually decreases with education. Conceming lhe sector of 
employment, we have seen above, lha! construction workers are more likely to loose their job. 
But as can be seen in Table 9.5 they also have less difficulties in finding a job than former 
manufacturing workers. The regional dummies reveal lha! in Sao Paulo unemployed are least 
and in Minas Gerais mos! likely to exit unemployment. 

9.59. The results for former formal sector workers are displayed in column 2 of Table 9.5. The 
coefficient on FGTS indicates that ai each survival time, lhe hazard rate of those who receive 
FGTS is only 66 percent of lhe hazard of those who did not received FGTS. Note lha! receiving 
FGTS is a condition for having access to unemployment benefits. This may hint ai some kind of 
moral hazard issue, where those who receive unemployment benefits reduce their search effort. 
Or il may indicate lha! FGTS recipient are choosier when accepting a new job offer as compared 
to non FGTS recipients and only accept "good" matches. Latter would be in line with lhe 
objective of lhe UI system to assis! workers in their search for new employment. 

9.60. Evidence on lhe effect of wages on lhe hazard rate is provided in column 3. Minimum 
wage eamers are less likely to leave unemployment compared to workers who eam less than 20 
minimum wages, which is consistent with Figure 9.6. However, the Cox PH model reveals that 
lhe hazard rate of the highest wage group is ceteris paribus lower than lhe hazard rate of lhe 
lowest wage group. The coefficient for lhe highest wage group however is not statislically 
significant due to lhe few number of observation in the sample. The results furthermore may be 
due to outliers and hence should be interpreted with care. 

12 ln arder to account for the fact that our data is continuous rather than discrete, we also estimate a discrete
complementary log-log (proportional hazard) model with a log time baseline hazard for the entire sample and the 
formal sector. There exists no significant difference among the coefficients oi the two models. The log time 
coefficient indicates the hazard is increasing over time, but at a decreasing rate. 

·-
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Table 9 5 Cox Prooortional Hazard Model 

Basic Formal Wage 

Coefficient z Coefficient z Coefficient z 

11\ge -0.017 -9.078 -0.021 -6.827 -0.009 -2.399

Female -0.550 -9.629 -0.439 -5.069 -0.393 -3.216

FGTS -0.431 -5.618

Working Class: 

Formal employee -0.376 -8.201 -0.418 -4.768

Self-employed 0.270 4.860 0.159 1.621

Employer -0.230 -1.314 -0.274 -0.731

Sector: 

Construction 0.302 4.802 0.233 2.514 0.258 2.136

Commerce -0.039 -0.812 0.069 0.717 -0.080 -0.561

,ervice -O.OS -0.094 -0.024 -0.327 0.025 0.218

Other 0.008 0.007 -0.394 -1.224 -0.068 -0.309

:ducation: 

Primary -0.084 -1.717 -0.107 -1.393 0.012 0.131 

.owerSec. -0.088 -1.553 -0.056 -0.672 -0.080 0.744 

3econdary -0.361 -5.757 -0.305 -3.366 -0.237 -1.783

Tertiary -0.370 -3.471 -0.247 -1.665 -0.065 -0.277

Wage: 

1-2 minimum wage 0.229 2.163

3-SMW 0.355 2.672

5-20 MW 0.287 1.731

>20MW -0.670 -1.110

Region:

Rio de Janeiro 0.212 2.880 0.334 3.190 0.413 3.29

Minas Gerais 0.436 7.048 0.508 5.454 0.496 4.491

�io Grande do Sul 0.195 3.013 0.198 2.057 0.296 3.003

Pernambuco 0.100 1.424 0.066 0.585 0.280 2.540

3ahia 0.051 1.107 0.170 1.837 0.029 0.732

, of observations 7549 3674 2350

og Likelihood -21,829.6 -9,140.0 -5,249.56

Bas1c, Formal and Wage are restncted to unemployed, who are between 15 to 65 years old and less than one year 
without employment. Formal refers to unemployed who had a signed work card before becoming unemployed. 
Wage consists oi those unemployed who provide information on pre-unemployment wages. Source: PME 1999 -
Authors' own calculations. 

Conditional unemployment duration and exit states 

9.61. Up lill now, we have only looked ai lhe time until exit from unemployment and ignored the 
question whether an unemployed worker exits to a formal or informal sector job. To overcome 
this issue, we estimate an independent competing risks model, which allows us to differentiate 
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among for two or more independent exit destinations.13 ln our model these destinations are 
either formal or informal sector, or formal wage eamer, informal wage eamer and self-employed. 
The results we present below are estimated using a discrete complementary log-log (proportional 
hazard) model with flexible baseline hazard. The model assumes lha! for each time interval, 
there exists an interval specific parameter lha! is constant over this interval. Due to zero 
observations, we choose two weeks as lhe relevant time interval.14

9.62. We are no! lhe first to apply a competing risk model to lhe analysis of unemployment 
duration in lhe Brazilian labor market. Cunningham (2000) uses lhis methodology and PNAD 
data to analyze lhe impact of lhe 1994 increase in UI benefits on unemployment duration. 
Cunningham's approach differs from ours in lhe sense lha! she is able to identify lhe effect of 
unemployment insurance on unemployment duration and exit states. Our approach is no! able to 
provide evidence on lhe causal effects of unemployment insurance, as it is more descriptive in 
nature. 

9.63. The first column of Table 9.6 presents lhe effects of lhe covariates on lhe hazard from 
unemployment to formal sector employment. ln lhe second column we present lhe estimates 
which reter to exit to lhe informal sector. This subsumes informal wage earners, self-employed 
and employers. ln lhe last column we provide lhe results on exit to self-employment. 
lndependent of lhe exit destination, age has a significant negative impact. The negative age 
effect is lower for exit to lhe informal sector as compareci to lhe formal sector and lowest for exit 
to self-employment. This indicates lha! older workers are less likely to exit to a formal sector job, 
once unemployed. Women are less likely to exit to formal employment. The female hazard rate 
to formal employment is less than 40 percent of lhe hazard rate of men. The gender differential 
in lhe hazard rate decreases when we consider exit to informal employment. 

9.64. Regarding working class, we see lha! previous informal wage eamers have lhe highest 
hazard rate to lhe formal and to lhe informal sector. The hazard rate to formal employment for 
former formal sector worker is about 87 percent of lhe hazard rate of informal wage eamers. This 
indicates lha! former informal wage eamers are actually not deprived from finding a job in lhe 
formal sector and contradicts lhe conventional dualistic perception of lhe Brazilian labor market. 
Furthermore, il shows that former formal sector workers are in general less likely to exit 
unemployment than self-employed, but that they are more likely to exit unemployment to lhe 
formal sector. Conceming lhe hazard rate to informal employment, we find lha! former formal 
sector workers face a hazard which is about 52 percent of lhe hazard rate of informal wage 
eamers. The respective relative hazard rate of self-employed is 71 percent. Considering exit to 
self-employment, lhe hazard rate to self-employment for previously self-employed is 85 percent 
higher than lhe respective hazard rate of previously informal wage eamers and 260 percent 
higher than lhe respective hazard rate of previously formal sector workers. Former self-employed 
are hence again mos! likely to exit to self-employment. The pre-unemployment working class is, 
hence, an important determinant of exit to a specific destination. 

13 The competing risks model is based on the assumption that an individual actually enters the destination which
corresponds to the minimum oi the latent survival times. 

14 We use a flexible baseline hazard as this procedure provides more robust results than parametric approaches. We
do not allow for unobserved individual heterogeneity. According to recent research this does not seriously bias our 
results given a fully flexible baseline hazard specification (see for example, Han and Hausman 1990, Meyer 1990). 
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Table 9 6 Comoetina Risk: Basic Samole 

Unemolovment soell ends with move to: 
Formal Sector Informal Sector Self-employed 

Coefficient z Coefficient z Coefficient z 

�ge -0.060 -17.559 -0.041 -16.435 -0.027 -14.440

e=emale -0.955 -7.454 -0.463 -5.622 -0.820 -10.292

Working Class: 

"ormal employee -0.140 -1.505 -0.682 -9.949 -0.667 -10.920

5elf-employed -0.660 -3.792 -0.337 -3.357 0.615 9.164

-mployer -0.539 -1.055 -0.546 -1.606 -0.256 -0.937

lector:

Construction 0.026 0.192 0.080 0.781 0.326 4.194 

Commerce -0.142 -1.006 -0.039 -0.361 -0.197 -2.075

Service -0.101 -0.985 0.012 0.014 -0.159 -2.236

J!her -0.352 -1.238 -0.009 -0.048 -0.037 -0.283

_ducation:

ºrimary -0.285 -2.596 -0.150 -1.901 -0.315 -5.280

_ower Sec. -0.225 -1.913 -0.148 -1.685 -0.439 -5.954

,econdary -0.149 -1.246 -0.415 -4.257 -0.865 -10.153

ííertiary -0.074 -0.345 -0.436 -2.453 -1.003 -6.092

Region:

�io de Janeiro 0.166 1.039 -0.184 -1.558 0.381 3.996 

Minas Gerais 0.682 2.738 0.270 2.840 0.559 6.849 

�io Grande do Sul 0.352 5.263 -0.456 -1.483 0.159 1.873 

Pernambuco -0.189 -1.141 -0.133 -1.290 0.309 3.618 

3ahia 0.107 0.857 -0.495 -5.094 0.189 2.542 

� of observations 143,648 140,378 144,246 

og Likelihood -3,387.96 -5,493.45 -7,500.81

Note: The Baste Sample 1s restncted to lhe unemployed, who are between 15 to 65 years old and less than one year 
without employment. Ali estimations include biweekly spell dummies. Soun:e: PME 1999-Authors' own 
calculations. 

9.65. Our estimates reveal lha! individuais without education face lhe highest probability 
ceteris paribus of exiting to lhe formal and to lhe informal sector. However, lhe difference in lhe 
hazard rate to formal employment decreases with education, indicating lha! those with more 
education leave unemployment to lhe formal sector ai a faster rate than those with some 
education. This result is reversed when we consider exit to lhe informal sector. li becomes even 
stronger when we look explicitly ai exit to self-employment. The hazard rate to self-employment 
with respect to individuais with no education is 73 percent education for those with primary 
education, but only 37 percent for individuais with tertiary education. This indicates lha! primarily 
workers with low education exit from unemployment to self-employment. 

9.66. ln order to analyze the effect of FGTS, we re-estimate lhe above described model for lhe 
formal sector and present lhe estimated coefficients in Table 9.7. The effect of FGTS on the exit 
from unemployment is negative and independent of lhe destination. The hazard rate to lhe 
formal sector of FGTS recipients is 56 percent of lhe respective hazard rate of those who have 
no! received FGTS. Of particular interest is the role of FGTS for lhe exit to self-employment. 
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Cunningham (2000) finds that an increase in unemployment insurance leads to an increase in 
self-employment for those with longer recent experience in lhe formal sector. She argues lha! 
one possible interpretation may be that, given credit constraints, unemployment insurance 
provides a means of start-up capital and hence may provide a perverse incentives in increasing 
lhe informal sector even further. The coefficient on lhe FGTS indicates that FGTS recipients are 
less likely to exit to self-employment than non recipients. But lhe differential in lhe hazard rate 
among FGTS recipients and non-recipients is lowest when considering exit to self-employment, 
which supports Cunningham's findings. 

Table 9.7 Comcetina Risk: Formal Samcle 

Unem olovment snell ends with move to: 

Formal Sector Informal Sector Self-employed 

�oefficient z· Coefficient z Coefficient z 

Age -0.061 -14.182 -0.049 -12.835 -0.041 -12.807

Female -0.794 -4.910 -0.258 2.102 -0.729 -5.547

ºGTS -0.586 -4.837 -0.706 -6.697 -0.526 -5.549

,ector: 

�onstruction 0.187 1.121 0.115 0.734 0.400 3.250 

:ommerce -0.032 -0.199 -0.009 -0.064 -0.132 -0.947

lervice -0.079 -0.657 -0.067 -0.612 -0.079 -0.817

IOther -- - 0.051 -0.112 -0.329 -0.724

Education: 

Primary -0 076 -0.563 -0.294 -2.444 -0.296 -2.950

.ower Sec. -0.173 -1.178 -0.144 -1.169 -0.463 -4.051

Secondary -0.039 -0.264 -0.527 -3.711 -0.755 -5.397

ertiary 0.106 0.040 -0.700 -2.461 -0.583 -2.549

Region: 

�io de Janeiro 0.444 2.428 0.616 0.616 0.549 3.754 

Minas Gerais 0.698 4.411 -0.189 -1.886 0.636 4.790 

�io Grande do Sul 0.236 1.506 2.592 2.592 0.087 0.659 

Pernambuco -0.164 -0.768 -0.098 -0.098 0.240 1.589 

3ahia 0.105 0.682 -3.267 -3.267 0.355 3.009 

oi observations 82,131 79,477 83,481 

.oo Likelihood -2,255.57 -2,664 -3, 143.72 
Note: The Forma/ Sample 1s restncted to the unemployed, who are between 15 to 65 years old, less than one year 
without employment and had a signed work card in the pre-unemployment job. A// estimations include biweekly spell 
dummies. Soun:e: PME 1999-Authors' own calculations. 

Summary 

With respect to lhe evolution of lhe unconditional unemployment duration, we find that: 

• From 1990 to 1997 lhe uncondilional unemployment duralion increased for all workers.
• Conditional on working class, this increase amounted to 73 percent for formal workers, 61

percent for informal wage eamers and 53 percent for self-employed.
• Male unemployment duration increased from 13 weeks in 1990 to more than 15 weeks in

1997. Female unemployment duration was on average 20 percent higher than male
unemployment duration.
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• From 1990 to 1999 unemployment duration of workers with a pre-unemployment wage below
lhe minimum wage nearly doubled. The highest wage eamers faced ai lhe sarne time lhe
second highest increase in unemployment duration of 73 percent.

Conceming lhe conditional unemployment duration and exit states we find lha!: 

• Age has a negative effect on lhe probability of leaving unemployment. The age effect is
smallest when considering exit to self-employment.

• Female unemployment duration exceeds male unemployment duration. The hazard rate of
women is only 60 percent of lhe male hazard rate. The gender differential in lhe hazard rate
is highest for exit to lhe formal sector and lowest for exit to informal wage employment.

• Workers without education face lhe highest probability ceteris paribus of exiting to lhe formal
and to lhe informal sector. Workers with more education leave unemployment to lhe formal
employment ai a faster rate than those with some education.

• Pre-unemployment working class is an important determinant of lhe exit destination.
Former formal sector workers are in general less likely to exit unemployment than self
employed, but they are more likely to exit unemployment to the formal sector. On the other
hand, former self-employed are most likely to exit to self-employment again. lndependent of
the exit destination, informal wage eamers are most likely to exit unemployment, which
indicates that former informal wage eamers are actually not deprived from finding a job in lhe
formal sector.

• Unemployment duration is higher for workers with higher education, but those with more
education leave unemployment to the formal employment at a faster rate than those with
some education. Workers with low education primarily exit from unemployment to self
employment.

• FGTS recipients are less likely to exit unemployment. The differential in lhe hazard rate
among FGTS recipients and non-recipients is lowest when considering exit to self
employment, and highest for exit to informal wage employment.

�-Vll:�POI:ICY•IMPI.:ICATIONS'AND CONCl:UDING:R.EMARKS��L 

9.67. When mos! of lhe actual features of lhe actual Brazilian UI system were implemented ai 
lhe beginning of lhe 1990s, lhe Brazilian UI was claimed to (1) provide temporary financial 
assistance to unemployed worker and (2) assis! workers in their search for new employment. As 
UI benefits are only available to formal sector workers, lhe present system covers only about 50% 
of lhe total workforce. Further, according to lhe evidence provided above, unemployed worker 
who receive FGTS and hence UI are less likely to exit unemployment, even to lhe formal sector. 
This hints ai lhe fac! that unemployment insurance does not help workers to re-enter formal wage 
employment, however it may ease lhe transition to (informal) self-employment. 

9.68. According to Barros et ai. (2001) there exist two theoretical justifications for limiting UI 
benefits to lhe formal sector: 

• First, if formal sector workers have a higher share in lhe aggregated demand function,
limiting UI programs to lhe formal sector could be justified from a macro-stabilization point
of view. The Brazilian UI system does not mention macro-stabilization as an explicit target.
Further, as lhe formal sector in Brazil has been declining throughout lhe 1990s, any
potential basis for formal sector based macro-stabilization potential is increasingly eroded.
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Unless lhe trend into informality is reversed, limiting UI benefits to lhe formal sector cannot 
be justified by macro-stabilization or consumption smoothing arguments. 

• Second, if lhe human capital of formal sector workers has a higher social value, then
formal sector workers should be protected during spells of unemployment as to avoid that
they are rationed into lhe informal sector, where their human capital is depleted ai a faster
rate.

9.69. However, unemployment insurance may induce longer unemployment spells. As such, UI 
may actually contribution to a depletion of human capital. We find that unemployment duration is 
longer for worker who receive FGTS. However, we are not able to determine if UI actually 
causes longer unemployment. Furthermore, we are no! able to discriminated between lhe impact 
of FGTS and UI. 

9.70. While low levei and duration of Brazilian unemployment benefits per se is unlikely to 
induce longer unemployment duration, there are arguments that UI should be combined with 
search conditions and with training opportunities for young workers. 

9.71. Barros et ai. (2001) hypotheses are based on lhe assumption that productivity is highest 
in lhe formal sector. This corresponds to lhe traditional, dualistic labor market view that informal 
sector jobs are of lesser quality than protected formal sector jobs. Newer theories argue lha! this 
is not necessarily lhe case. The informal sector and especially self-employment may be 
preferable for certain individuais as they are no! subject to lhe constraints imposed in lhe formal 
sector and can choose their levei of eamings, benefits and labor protection optimally. (Maloney 
1999). 

Unemployment lnsurance and lnformality 

9.72. Cunningham (2000), Mazza (2001), Barros et ai. (2001) point out that lhe Brazilian 
unemployment insurance system contributes to increasing informality. A possible explanation is 
that employers may enter in agreement wilh formal employees to fire them and then to rehire 
!hem under an informal contract.

9.73. li is appears difficult to separate lhe discussion of unemployment insurance from a wider 
discussion of lhe causes of informality. lf informality were purely lhe outcome of tax avoidance, 
than ensuring tax compliance would be sufficient to reduce informality. As a consequence, lhe 
tax base would be increased and lhe extension of UI coverage to a wider basis would be implied. 
However, if informality and in particular informal self-employment is partly lhe outcome of a 
rational decision of workers linked to lhe fact that benefits and costs of being formal are 
misaligned, then, forcing informal workers to comply with existing formal regulation can be 
counter-productive (see Fiess, Fugazza and Maloney, 2001 ). 

9.74. Cunningham (2000) points to another channel why UI might increase informality. 
Cunningham finds that lhe increase in UI benefits in 1994 led to an increase in self-employment 
for workers with a substantial experience in lhe formal sector. One possible interpretation may be 
that, given credit constraints, unemployment insurance provides a means of start-up capital 
(Cunningham, 2000). lf worker use their financial assistance as a start-up capital for new firms, 
this hints ai lhe need of improved access to finance through e.g. micro-credit schemes such as 
lhe Brazilian PROGER program which provides credit lines to small enterprises through lhe 
national development banking system. 
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9.75. While incorporation of informal wage earners into the UI systems is difficult, self-
employed may have access to UI insurance. Above we have shown that self-employed have 
become increasingly likely to become self-employed. Under the present UI system self-employed 
have the possibility of having access to UI if they contributed to lhe system. Unfortunately, the 
exiting design of the Brazilian data does no! allow to analyze whether self-employed actually 
make use of it. 

FGTS, UI and Unemployment 

9.76. ln Brazil, workers who are laid off do no! only receive unemployment insurance but also 
FGTS. The FGTS fine is especially difficult to handle for informal firms, as they are small in size, 
more likely to be credit constraint and have a more volatile production (Maloney and Levenson, 
2000). High dismissal costs, hence, increase lhe premium for small firms to stay informal. But, 
mos! of lhe jobs during lhe 90's were created in small firms implying an increase in lhe number of 
workers not protected by labor legislation. 

9.77. Macedo (1985) and Amadeo and Camargo (1996) document that lhe FGTS system and 
in particular lhe FGTS fine provide significant incentives for workers to induce their own 
dismissal. Two main incentives are highlighted: First, FGTS funds are poorly managed and 
provide negative retums or retums well below market rates. Secondly, short-sightedness or credit 
constraints might lead workers to heavily discount the future (see Barros et ai .2001 ). However, 
these claims should be treated with care. 

9.78. A reform of lhe administration of FGTS funds aimed ai increasing retums and removing 
inefficiencies in the administration seems therefore strongly indicated. 

9.79. Also, with FGTS and UI, two instruments exits in parallel for the sarne purpose. lt is 
questionable if this duplication is efficient. Under lhe present system, if a worker has been 
working for a few years, it is likely that his/her FGTS account will exceed any UI benefit. As 
Barros et ai. (1999) point ou!, it seems worthwhile to consider UI insurance as complementary for 
workers who have not been able to accumulated sufficient funds. in their FGTS to ensure against 
unemployment. 

9.80. Further, it might be worthwhile to delink access to FGTS funds from lhe cause of 
dismissal. FGTS funds are individualized accounts and act as a compensation fund. As firms can 
discount their FGTS contributions through lower wages, lhe FGTS account represents forced 
savings for formal sector workers. lf workers had access to their FGTS account independent of 
the cause of dismissal, this would ensure that workers fired with just cause have access to UI and 
FGTS, while workers fired without just cause had access to their FGTS accounts. 

9.81. The FGTS fine on the other hand is distortionary. li should be reduced and/or offered by 
firms on a voluntary basis. Under the present system, Brazilian employers do not contribute to 
the UI system. lf employers were to be co-opted in the financing of the UI system, employer's 
contribution to the UI system could replace the function of the FGTS fine as a dismissal fine. 

9.82. The interaction between FGTS fine and UI are not well understood and impossible to 
analyze given lhe exiting data seis. 

9.83. Finally, while many incentives for workers to induce their own dismissal can be 
established from a theoretical point, it should however be kept in mind that lhe empirical support 
is very medes!. 
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Human Capital and UI 

9.84. Further, during the 90s the unemployment rate of young workers increased. AI lhe 
beginning of lhe new millennium lhe unemployment rate of workers aged 15 to 25 was about tive 
times higher compareci to workers older than 25. Mazza (2000) shows that workers under 30 
years of age use increasingly the UI insurance system. This is consistent with the high increase 
in the unemployment rate of young workers. High unemployment rates among young workers 
may have high costs for lhe society as a whole, such as loss of human capital, crime or drug 
abuse. Special youlh training programs might aid lhe job search of young workers. 

9.85. Our findings show lha! education alone does no! necessarily protect against 
unemployment. The high rates of unemployment among job-seekers with primary and secondary 
education may ind icate a mismatch between schooling and skills required by firms. As such job 
intermediation services should be improved and public training programs should be more 
targeted to employment opportunities. 

9.86. Brazil offers a program for training provision through PLANFOR, which is financed 
through lhe FAT. While PLANFOR provides basic skills training ai a low cosi and some positive 
evidence on employment and wages have been documented, there is also evidence of a 
substantial degree of mismatch between skills provided and employment opportunities and of 
poor information systems. (Castro et ai., 2000) 

9.87. Further, unemployment benefits are no! linked to labor market intermediation services or 
job search. According to Mazza (2000) workers may choose to register for UI ai a state 
employment agency (SINE). ln 1997 about 23% of lhe beneficiaries relied on employment 
service offices, ranging from 9% in the Southeast to 57% in the South. Mazza claims lha! many 
private sector firms do no! register available jobs at SINE, as SINE has lhe reputation of being 
highly politicized. lncreasing the efficiency of SINE and strengthening lhe connection between UI 
benefits and job search may further ease job search and improve job search matches. 

Special support for poor workers 

9.88. The probability of becoming unemployed decreases with wage, indicating lha! workers 
who eam below lhe minimum wage face lhe highest probability of becoming unemployed. AI lhe 
sarne time, apart from the highest wage eamers, lhey are least likely to exit unemployment. 
Barros, Corseuil and Foguel (2001) find that 32% ofthe poor and only 7% of extremely poor 
receive UI benefits and conclude that lhe majority of UI beneficiaries are from non-poor families. 
Further, lhe poor also receive lower average benefits. Average monthly UI benefit for the poor is 
R$ 135 compareci to R$ 215 for the non-poor. As unemployment insurance is not available for 
informal sector workers and as a disproportionally large number of low income workers are 
represented in the informal sector, this further undermines lhe ability of lhe Brazilian 
unemployment insurance system to serve as a social safety net. Labor-intensive public work 
programs or employment generation programs might be considered, however, they should no! be 
financed out of the unemployment insurance system and should be targeted directly ai lhe poor. 
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1 O. THE EFFICIENCY OF ACTIVE LABOR MARKET POLICIES 

FOR POVERTY REDUCTION IN BRAZIL 

Prepared by Ricardo Paes de Barros, Mauricio Blanco Cossío and Jorge Luiz Teles 

10.1. Labor eamings represent a major portion of total income among Brazilian families, especially lhe 
poorest of them. Accordingly, unemployment and lhe low incomes eamed by a high percentage of workers 
have direct and indirect effects on lhe per-capita family income distribution, and hence on family welfare 
and poverty leveis. 

10.2. Historically, low wages have been more important than unemployment as a cause of high poverty 
leveis in Brazil; in other words, Brazilian workers are poor no! because of a lack of jobs, but because they 
eam little from lhe work they do. ln Brazil, it is usually wages lha! are in short supply rather than jobs. The 
impact of unemployment on poverty has actually been relatively slight; eslimates suggest that eliminating 
unemployment completely would reduce poverty by just three percentage points. The sarne poverty 
reduclion could be achieved by raising labor eamings by 15%. 

10.3. Nonetheless, lhe growing importance of unemployment should no! be overlooked, having risen 
from around 5% in 1997 to about 8% in 1998, where it has remained ever since. The persistence of higher 
rates since 1998, along with lhe emergence of long-term joblessness, suggests that fighting unemployment 
is becoming relatively more important as a weapon to reduce poverty. 

10.4. There is a close relationship between poverty and labor-market performance everywhere, not jus! 
in Brazil. National and subnalional Govemments have tried a variety of policies and programs to 
systemalically combat unemployment and low pay in several segments of lhe labor market, with lhe 
ullimate objeclive of reducing poverty. 

10.5. The aim of this paper is to analyze lhe efficacy of such policies in Brazil. Specifically, we attempt 
to measure their effectiveness as tools for combaling poverty. Before embarking on this analysis, however, 
it should be pointed out that poverty reduction is not always the sole objective of employment and income 
policies; so, throughout lhe assessment we also try to take other possible objectives into consideration. 
Nonetheless, given lhe high levei of poverty that persists among a large pari of the population, despite lhe 
relative wealth of lhe country as a whole, combating poverty should be lhe ultimate aim of these policies 
and programs. li is therefore lhe central focus of this analysis. 

Types of Policies 

10.6. The central objective of employment and income policies is to reduce unemployment and raise 
workers' incomes in order to reduce poverty. lncomes can be improved either through transfers or through 
higher wages paid to those in employment. A wide range of policies can be devised to achieve this 
purpose, and, in order to structure lhe analysis, il is helpful to organize them into three large groups as 
follows: (a) compensatory policies; (b} distribulive policies; and (c) structural policies. This division is 
similar to that proposed by Barros, Camargo and Mendonça (1994) for lhe study of policies to combat 
poverty. 
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10.7. Compensatory policies include those whose central aims do no! necessarily include reducing unemployment 
or increasing wages. The aim of this type of policy is usually to transfer incarne to a sei of unemployed or low-
income workers, possibly wilh some form of counterpart requirement. Examples of such policies in Brazil include 
unemployment insurance lha! transfers incarne to unemployed workers, or lhe wage supplement; neither of these 
demand anything in retum. An example of transfer programs with counterpart requirements are lhe "frente de 
trabalho" temporary employment/labor retraining programs. 

10.8. Distributiva policies, rather than acting on lhe stock of human capital, productivity, or lhe availability of jobs, 
aim to influence market prices in arder to raise lhe value of human capital among lhe poor, or lower lhe prices of 
goods consumed by them. Distributiva policies include those that attempt to influence lhe wages of employed 
workers directly via specific legislation. Examples include lhe statutory minimum wage, wage floors and wage 
indexation. Policies of this type aim to raise wages generally, and for low-paid workers in particular, by directly 
controlling minimum wages or lhe rate oi growth oi nominal or real wages in lhe economy. 

10.9. Lastly, structural policies aim either to reduce lhe rate of unemployment orlo increase productivity, and 
hence raise wages. They can be classified as direct or indirect. 

10.1 O. Direct productive policies include those intended to reduce unemployment and raise productivity. The three 
traditional examples are: (a) subsidized provision of labor-market intermediation services; (b) subsidized 
professional training; and (c) microcredit programs. 

10.11. Although lhe primary objective of labor intermediation is to reduce unemployment, lt may involve more 
intensiva job search, resulting in better matching and, consequently, higher productivity. 

10.12. Prolessional training has twin objectives, wilh impacts expected on both lhe wage levei and unemployment. 
Training increases workers' productivity, and hence lheir wage levei; it also gives workers access to existing jobs that 
were previously not available to them, lhereby reducing lhe number oi people out oi work. ln other words, while 
professional training may not generate jobs directly, it does reduce unemployment by matching unemployed workers 
to job vacancies lha! would be inaccessible without training. 

10.13. Microcredit programs also have two objectives, wilh impacts expected on both unemployment and lhe wage 
levei. Microcredit allows productive investrnents to be made, which raise labor productivlty and hence workers' 
incarnes. li also serves to expand production and hence lhe demand for labor, thereby tending to reduce 
unemployment. 

10.14. lndirect structural policies include macroeconomic measures to stimulate output growth and/or technological 
upgrading, which then raises labor productivity. Policies oi this type range lrom direct public investrnent, to measures 
aimed ai lowering market interest rates or lending at subsidized interest rates for investment in productive physical 
capital. As lhe se policies are generally in lhe macroeconomic domain, lhey are not considered in lhis study, despite 
having a major impact on the general levei oi employment and wages. 

10.15. This section attempts to assess lhe extent to which current compensatory policies in lhe Brazilian 
labor market do in fact prateei employment and incarnes among lhe poorest workers, and thus act a 
mechanism for combating poverty. 

10.16. There are two basic reasons why a compensatory policy may not achieve its objectives. ln a direct 
sense, lhe policy may be badly targeted: if most of lhe benefits of lhe program do not reach lhe target 
population, it is clearly unlikely to have lhe desired impact. ln an indirect sense, il is impossible to design a 

•
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compensatory policy without spawning a number of often perverse incentives. Any assessment of lhe 
impact of a compensatory program needs to consider its potential for perverse effects on lhe behavior of 
economic agents. 

10.17. ln this section, we assess current compensatory policies in lhe Brazílían labor market from two 
perspectives: firslly, by evaluating their targeting; and secondly by investigating lhe perverse incentives 
they generate for workers and firms. Before doing so, however, we provide a brief description of lhe nature 
and functioning of lhe main compensatory policies and programs. 

10.18. We then investigate targeting by attempting to identify program beneficiaries and, in particular, 
determine whether the most deprived pari of the population is in fact lhe main target. Lastly, we investigate 
lhe incentives for firms and workers generated by instítutions that could cause lhe presence of such 
programs to have negative side-effects on productivity, income and employment. ln particular, we study 
whether these policies affect tumover rates, investment in specific human capital and lhe extent of 
informality in the lab_or market. 

Description of the Main Compensatory Programs for Worker Protection 

10.19. The Brazilian system of worker protection consists of three programs and two basic rules. The 
programs are: lhe Length of Service Guarantee Fund (FGTS), unemployment insurance, and the wage 
supplement; lhe basic rules involve penalties for unfair dismissal and lhe requirement to give prior notice 
(Barros, Corseuil and Foguel, 1999). 

10.20. The FGTS is a fund consisting of balances held in individual workers' earmarked accounts, in 
which lhe employer deposits a sum equivalent to 8% of lhe worker's wage each month. Like other worker 
protection programs and rules, lhe FGTS only encompasses workers covered by labor legislation, in other 
words those in lhe formal sector. 

10.21. The second program is unemployment insurance. This covers workers subject to unfair dismissal 
who can prove having received six wage payments in lhe period immediately preceding dismissal, and 
having been employed for ai least six months during the previous three years. Under lhe rules of lhe 
unemployment insurance program, a worker can only claim the benefit once in every 16-monlh entitlement 
period counted from lhe date of dismissal. The criteria established by lhe unemployment insurance 
program mean lha! only formal workers are.entitled to receive lhe benefits of lhe program. Although benefit 
payments theoretically cease when lhe worker obtains a new job, this regulation has proved ineffective 
because enforcing it is very costly. Currently lhe program caters for about 4.3 million workers per year, 
representing annual expenditure of around R$4.5 billion. 

10.22. The third compensatory program is lhe wage supplement. This pays one annual minimum wage to 
workers earning an average of up to twice lhe monthly minimum wage, during the period worked in lhe 
previous year, from employers lha! contribute to PIS/PASEP. To qualify for lhe benefit, lhe worker needs 
to have been registered in PIS/PASEP for ai least five years. Once again, like other worker protection 
programs, lhe wage supplement is only paid to formal workers. The program caters for around 1.5 million 
workers per year involving a total annual cosi of about R$500 million. 

10.23. Of lhe two basic rules on worker protection, lhe first involves compensation for unfair dismissal, 
which is based on the FGTS balance accumulated by lhe worker during lhe lifetime of his or her 
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employment contract with the firm concemed. Until 1988, compensation was set at 10%, but the figure was 
raised to 40% following promulgation of the 1988 Constitution. 1 

10.24. The second protection rule is lhe requirement to give one month's advance notice of dismissal, 
during which the worker is allowed two hours per day on fui! pay to seek new employment. Nonetheless, 
as worker productivity tends to fali off considerably during a notice period, it is common for the employer to 
sign the worker off immediately and pay a fui! month's wage. 

Analysis of Program Targeting 

10.25. ln principie, the three programs ali have the basic aim of guaranteeing a minimum income to 
unemployed workers. Nonetheless, as the beneficiary population is limited to workers in the formal sector, 
and benefits and beneficiaries are both decided independently of per-capita family income, there is no 
guarantee that benefits will in fact target lhe mos! poor. li is quite possible for a large proportion of the 
beneficiaries to be non-poor, with a substantial fraction of the benefits reaching families with incomes well 
above the poverty line. 

10.26. Having shown that a significant portion of program funds do not reach the poorest families, we 
discuss possible reasons for this failure to target the most needy population segments. 

Degree of targeting 

Unemployment insurance 

10.27. Figures 11.1 through 11.5, based on data from the 1996-97 standard of living survey,2 present a 
variety of evidence on the targeting of the unemployment insurance program. Individuais are ranked by
per-capita family income, not including income from the program. 

10.28. Figure 11.1 shows how the proportion of people receiving unemployment insurance, O, varies 
across the percentiles of the per-capita family incarne distribution, C. Figure 11.2 shows how those 
receiving unemployment insurance are actually distributed across the different percentiles. Clearty, the 
information presented in figure 11.2 is merely a re-scaling of that presented in figure 11.1, since they both 
show how P[D=1I C=,] and P[C=I 0=1], respectively, vary with í, and 

P[C=J D=l].P [D=!] = P [D=ll C=t].P[C=i] 

10.29. The way to interpret the latter expression, is that the first part measures the degree of incidence of 
lhe programs, understood as the proportion of people with access to the program in each percentile of the 
distribution (P[C=il D=1]). The second part ofthe expression measures program coverage (P(D=1I C=i]), in 
other words the proportion of total beneficiaries located in each percentile (see Barros and Foguel, 1999f 

1 Currently about 2½ years are required for the penalty ansing from compensation to represent one month's wage for the worker. Pnor to the 
1988 Constitution, the equivalent penod was approximately 10 years. 

2 The corresponding research covers the south-east and north-east regions, representing about 65% oi the Brazilian population. 
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10.30. These figures show lha! a substantial fraclion of lhe beneficiaries of unemployment insurance do 
no! belong to lhe lowest percentiles. lndeed, there is not even any tendency for beneficiaries of 
unemployment insurance to be concentrated among lhe poorest populalion groups. ln fac!, using lhe 
values for lhe poverty and indigence lines proposed by Barros and Mendonça (1999), jus! 32% of lhe 
beneficiaries of unemployment insurance are poor, and only 7% are indigent (table 11.1 ). ln short, lhe vast 
majority of unemployment insurance beneficiaries live in non-poor families. 

10.31. So far we have investigated lhe targeling of access to unemployment insurance; but no! all 
beneficiaries receive lhe sarne benefit, so lhe targeling of insurance expenditures is not necessarily 
equivalent to targeling in terms of access. Figures 11.3, 11.4 and 11.5 illustrate lhe targeting oi expenditures. 

10.32. Figure 11.3 shows how lhe monthly benefit per beneficiary varies across lhe income distribution. 
The graph also shows lha! there is no evidence of higher benefits being paid to poorer beneficiaries: in fac! 
lhe average benefit received by lhe mos! poor is below lhe overall average. Table 11.1 shows lha! lhe 
average benefit received by lhe poor is jus! R$135 per month, while lhe figure rises to R$215 for lhe non
poor. 

10.33. Figure 11.4 shows how lhe benefit per person, whelher a beneficiary of unemployment insurance or 
no!, varies across lhe income percentiles. Lastly, figure 11.5 shows how total unemployment insurance 
benefits are distributed in each percentile. These two figures show lha! lhe targeling of unemployment 
insurance benefits is more distorted than lhe targeling of access to lhe program. Table 11.1 shows lha! jus! 
23% of lhe benefits go to lhe poor and only 5% reaches indigent people. 

10.34. There are two possible reasons for lhe weak targeting of unemployment insurance: either other 
members of lhe families oi unemployed workers have high incomes, or lhe beneficiary's own income is 
high. This aspect is illustrated in figure 11.6, which shows how lhe composition of income among families 
with unemployment insurance beneficiaries varies from percentile to percentile. This graph shows lha! 
unemployment insurance benefit represents no more lhan 40% of income received by program beneficiary 
families in lhe lower percentiles, but less than 15% in higher parts of lhe distribution. With regard to 
beneficiaries' personal income, figure 11.6 shows lha! unemployment insurance benefit amounts to nearly 
70% oi lhe income oi poor beneficiaries and about 40% among lhe non-poor. 

10.35. Table 11.1 summarizes lhe evidence by showing lhe composition oi family income among poor and 
non-poor families that have an unemployment insurance beneficiary among their members. 
Unemployment insurance represents 33% of family income among poor families with a beneficiary, but jus! 
14% among those lha! are non-poor. 

10.36. The figures show lha! unemployment insurance largely fails to target lhe poor, because 
unemployed workers mostly do no! live in poor families. To demonstrate lhis, figures 11.7 and 11.8 show how 
lhe proportion of unemployed people varies across lhe percentiles of lhe per- capita family income 
distribution, together wilh lhe distribution of unemployed people in each percentile. The graphs clearly 
corroborate lhe fac! lha! a large proportion of unemployed workers do not live in poor families. ln fac! 
barely 40% of lhe unemployed are poor, and jus! 17% are indigent (see table 11.1). 

10.37. This result is no! fully explained by lhe higher rate of unemployment among adolescents living in 
non-poor families; because when lhe analysis is reslricted to unemployed workers over 24 years of age or 
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to lhose receiving unemployment insurance, lhe concentration among lhe poor and indigent still remains 
low (table 11.1 ). 

10.38. The fact that unemployment insurance benefit represents just 39% oi beneficiarias' personal 
income suggests there must be a significant fraclion oi them who continue to receive lhe benefit despite 
having already found a new job. ln order to test this hypothesis, table 11.1 shows lhe proportion oi poor and 
non-poor beneficiarias that are unemployed, employed and no longer in lhe labor force. The results are 
truly alarming. Barely 20% oi unemployment insurance beneficiarias are unemployed and systematically 
looking for work, while nearly 50% are employed and eaming incomes oi about 2.8 times higher than lhe 
unemployment insurance. ln short, a large proportion oi lhe benefits oi unemployment insurance goes to 
workers who are now working and live in non-poor families, and for whom lhe benefit represents no more 
than 36% oi their personal income and 14% oi family income. 

Wage supplement 

10.39. As lhe wage supplement covers formal workers only, it is hardly surprising that its targeting- in 
terms oi benefiling lhe low-income population - is also very weak and similar to lha! oi unemployment 
insurance. Figures 2.9 and 2.10 present indicators oi access to lhe wage supplement by percentile oi lhe 
per-capita family income distribulion not including lhe wage supplement, for lhe whole populalion. 

10.40. Figure 11.9 shows how lhe proportion oi lhe population receiving lhe wage supplement varies 
across lhe percentiles oi income distribution. Figure 11.1 O shows lhe distribulion oi lhe populalion that 
receives lhe wage supplement in each percentile. Both figures show that program targeling is actually 
worse than for unemployment insurance. The figures show that access to lhe program for lhe poorest 30% 
oi lhe population is worse lhan lhe national average. 

10.41. Table 11.1 providas summary statistics on program targeling, showing lha! in 1997 jus! 36% oi 
program beneficiarias were poor and only 10% were indigent. 

Length of Service Guarantee Fund (FGTS) 

10.42. Lastly, figures 11.11 and 11.12 present indicators of lhe targeling of access to lhe FGTS. Figure 11.11 
shows how lhe proportion of people drawing their FGTS varies across lhe percentiles of lhe per-capita 
family income distribulion, while figure 11.12 shows lhe distribution of FGTS beneficiarias by income 
percenlile. Half of ali FGTS beneficiarias do no! live in poor families. Table 11.1 shows lha! 51% of 
beneficiarias are poor, and just 29% are indigent. 

Justifying lhe Jack oftargeting 

10.43. Given lha! lhe main objeclive oi unemployment insurance and lhe FGTS should be to guarantee a 
minimum income to lhe families of poor workers that lose their jobs involuntarily, lhe extent of mistargeling 
in lhe distribulion oi beneficiarias and benefils in these programs is surprising. Nonetheless, as this is not 
lhe only objective of such programs, there may be other factors justifying lhe situation. Below, we 
speculate briefly on what such factors might be. 
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10.44. Possibly the strongest justification for the bad targeting of these programs stems from the role they 
are expected to play in facilitating structural changes which, despite no! making everyone better off (Pareio 
optimal), generate aggregate benefits that far outweigh their costs. 

10.45. ln fac!, it is only feasible for a society to implement a structural change lha! produces aggregate 
benefits that far outweigh its costs but does not benefit ali individuais, if it has mechanisms to enable lhe 
potential beneficiaries of lhe change to compensate those likely to be made worse off by it. Only when 
there are mechanisms and institutions capable of effecting such compensatory transfers, can this type of 
transfonnation (with a positive net result without being Pareio optimal) generate consensus and be 
implemented. Poverty reduction targeting the poorest families is not lhe aim of transfers in this situation; 
lhe aim is to compensate those hurt most by the structural change. As the groups worst affected by the 
change are not necessarily the poorest groups originally, there would be no reason for such transfers to 
specially target them. 

10.46. Apart from this basic justification, two additional arguments could be introduced to justify the 
targeting of programs on people employed in the fonnal sector of the economy. A typically Keynesian 
argument is that consumption by such workers represents a major portion of aggregate demand, so a 
sharp fali in their incomes could trigger additional reductions in output and employment, thereby generating 
further unemployment and poverty. According to lhis argument, the transfers generated by such programs 
would be intended to minimize fluctuations in aggregate demand, as they represent a strongly counter
cyclical source of income. 

10.47. Secondly, it could be argued lha! specific human capital possessed by lhe labor force in lhe fonnal 
segment of lhe economy has a high social value, well above its private value. ln a recession, without 
transfers, fonnal workers would not have lhe correct incentives to preserve lheir specific human capital 
during periods of unemployment. This is because lhe private value of that specific human capital is below 
its social value, so the personal discount rate of unemployed workers would tend to be much higher than 
the social rate. ln this situation, it is socially desirable to subsidize lhe period of unemployment of that 
segment of lhe labor force, because otherwise the workers concemed would likely join lhe infonnal sector, 
allowing their human capital to depreciate and minimizing the chances of a retum to lhe fonnal sector when 
lhe recession ends. 

10.48. ln summary, combating poverty may not be the only motive for compensatory programs such as 
unemployment insurance and FGTS. Nonetheless, it is difficult to imagine a motivation for the wage 
supplement other than poverty reduction, so it is hard to justify the mistargeting of that program in 
particular. Moreover, even in the case of unemployment insurance and FGTS, it is difficult to argue lha! the 
reasons for a certain lack of targeting are more important than fighting poverty. 

10.49. ln other words, as poverty reduction ought to be lhe fundamental concem of social policy, it is hard 
to argue in favor of allocating social expenditure to satisfy other objectives until the basic issue of poverty is 
properly resolved . 

Protection Programs, Behavior of Economic Agents and Labor Market 
Performance 

10.50. The mistargeting of the benefits of unemployment insurance programs and FGTS is not the only 
problem and may not even be the most important one. As the presence of such programs affects workers' 
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and firms' behavior, there may be major perverse impacts on labor market performance, parlicularly in 
terms of wage leveis, rates of unemployment and tumover and the degree of informality, and hence, on 
poverty itself. 

10.51. As these impacts on lhe functioning of lhe labor market, and consequently on poverty, may be just 
as imporlant as targeting failures, in this pari of lhe paper we analyze the potential impacts on labor-market 
performance. We also consider the two basic pratection rules (penalty for dismissal and prior notice), along 
with another - the probalionary period - which, despite not forming pari of lhe protection system as such, 
interacts strangly with some of its components. 

lmpacts ofthe Length of Service Guarantee Fund on the labor market 

10.52. As lhe impacts of the FGTS itself are very different from those caused by penalties for dismissal, 
we will study the two factors separately. Firstly we consider lhe impact of FGTS itself. ln lhe next section 
we deal with the FGTS penalty. 

10.53. The FGTS is a fund owned by lhe worker, which he ar she can access only on dismissal. The fact 
that workers have restricted access to their FGTS makes this a low-liquidity asset. Low liquidity, together 
with low financial retum, reduces the value that each worker attributes to their fund. This undervalualion of 
lhe FGTS has two imporlant consequences. On lhe one hand, it means that each R$1 deposited by lhe 
firm in a worker's FGTS will be valued by the latter ai less than R$1. As the benefit to the worker is less 
than lhe cost of the firm, the presence of lhe FGTS becomes a source of inefficiency, leading to higher 
labor costs. 

10.54. lnefficiency leads to informality, since employees and employers both prefer contracts where lhe 
latter pays a direct transfer, instead of making deposits in lhe employee's FGTS. This generates an 
incentive to informality. li should be made clear that the rise in the cosi of labor is not a result of lhe FGTS 
itself, but stems from lhe existence of a wedge between the benefit for the worker and the cosi to lhe firm. 
This increase in labor costs also leads to a fali in the demand for labor, and hence an increase in 
unemployment and/or a drop in lhe wage levei. 

10.55. ln addilion, lhe undervaluation of the FGTS by workers results in higher tumover rates, since one 
of the main ways they can gain contrai over their fun·d is by being fired ar simulating dismissal. ln other 
words, as the balance held in lhe FGTS accumulates, the incentive for the worker to be dismissed ar to 
simulate dismissal rises. This is one of lhe main ways for workers to make their FGTS liquid, ar to gain 
contrai over their fund in arder to guarantee a financial retum ai market rates. This negative aspect of lhe 
FGTS has been pointed out consistently by various authors (see, for example, Macedo 1985, and Amadeo 
and Camargo 1996). 

10.56. Table 11.2 presents evidence based on PNAD-1990 and PME-1998 of strong demand among 
employees to gain contrai over their FGTS. Nearly two-thirds of employees with employment record cards 
that quit their current job simulated dismissal in arder to gain access to their FGTS. These estimates 
merely suggest that workers are very keen to gain contrai over their fund, but they do not show lhe impact 
of lhe FGTS on tumover. For this it would be necessary to determine how many simulated dismissals 
actually result fram workers' desire to personally contrai their FGTS. 
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10.57. Lastly, as lhe FGTS gives workers incentives to induce their own dismissal, employees and firms 
expect employment contracts to be shortlived, so both sides have little incentive to invest in specific human 
capital. This, in tum, prevenis lhe employment relation from being long-lasting, thereby further raising lhe 
tumover rate. ln other words, expectations lha! employment relations will be shortlived reduce incentives 
for investments in lhe relationship, which ends up raising tumover rates still further. 

First basic protection rufe: penalty for dismissal 

10.58. The dismissal penalty has two characteristics with a major influence on workers' and firms' 
behavior. ln lhe first place, lhe penalty is paid by lhe firm only in lhe event of unfair dismissal. Secondly, il 
is also received by lhe worker only as a result of unfair dismissal. These characteristics have a series of 
consequences for labor-market behavior. 

10.59. 11 is worth mentioning, however, lha! lhe existence of lhe penalty can also have an impact on 
hiring. To lhe extent that firms consider lhe probationary period insufficient to judge a worker's 
performance, they will tend to invest more in lhe recruitment process. This is likely to raise hiring costs, 
possibly above the efficient levei, since firms will try to identify and anticipate worker characteristics that 
could be more easily observed while they are actually working in lhe firm.3

10.60. Apart from making hiring more expensive, high dismissal costs can also lead to discriminatory 
practices, because, to avoid lhe high cosi of trying a worker out, firms will rely on any kind of indicator lha! 
might have some correlation with observable personal characteristics, such as gender and color. 

10.61. A more careful selection process will tend to make matching between firms and workers more 
selective, leading to increases in productivity and probably also in wages. ln addition, better-quality 
matching together with lhe existence of lhe penalty engender expectations lha! lhe employment relation will 
be lasting. This in tum leads to additional investments in specific human capital, which raise productivity 
and wages and also reduce lhe likelihood of dismissal. 

10.62. ln summary, through its impact on firms' behavior, lhe existence of lhe penalty may lead to lower 
tumover rates, together with longer-lasting employment relations and higher productivity, as a result of 
firms choosing their workers more carefully and greater investment in specific human capital. Wages 
should rise as a result of the productivity increase. On lhe other hand, lhe existence of the penalty raises 
labor costs, thereby reducing the demand for labor and leading to lower wages. The final impact on wages 
will therefore depend on lhe relative importance of these two effects. 

10.63. Lastly, lhe impact on employment is also uncertain since dismissals and hirings both decrease. 
While there may be fewer dismissals during a downswing, new hirings will also be fewer during lhe 
recovery. The nel effecl on lhe levei of employmenl depends on produclion lechnology, lhe lype of 
adjuslmenl cosi and rules associated with payment of lhe penalty (Hamermesh and Pfann, 1996). For 
example, if lhe technology and adjustment cosi, including lhe penalty, are quadratic, an increase in lhe 

3 A finn that considers the triai phase adequate for this purpose would intensify observation/evaluation of the worker during this period. ln this 
case, the finn can be expected to make dismissals in the triai period that would otherwise occur later- in the absence of the intensified 
observation/evaluation mentioned. 
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penalty will not have any impact on lhe levei of employment, but only on lhe average duration of 
employment contracts. 

10.64. The penalty also has consequences for workers' behavior, since it is paid directly to lhe dismissed 
worker rather than to a collective workers' fund, to be used to finance an unemployment insurance or 
training program, for example. Under lhe system currently in force, lhe dismissed worker receives lhe 
penalty individualiy, so it may have a significant impact on his or her behavior. Ali these consideralions are 
valid for workers employed by their current employer for over three months. 

10.65. The existence of a penalty privately appropriated by lhe worker generates conflicting interests 
between workers and firrns. ln an economic recovery period, when there are good chances of obtaining 
employment elsewhere, lhe workers have an incentive to provoke dismissal, since this is lhe only way they 
can coliect lhe penalty. ln other words, from lhe workers' standpoint lhe penalty is a benefit lha! grows 
every day they remain in lhe firrn, but which they only receive if lhey are fired. This generates a conflict of 
interests between workers and firms, because workers have incentives to provoke dismissal during an 
economic upswing, whereas firrns are keen to avoid it. 

10.66. To lhe extent that workers are capable of provoking their own dismissal, lhe existence of lhe 
penalty is likely to shorten lhe average duralion of employment relalions and increase lhe turnover rate. lf 
workers and firrns become aware of this trend towards higher turnover, incentives for workers and firrns to 
invest in specific human capital will decline, thereby reducing productivity, wages, and hence also lhe 
duration of employment. 

10.67. ln brief, lhe fac! that lhe penalty is paid by lhe firm leads to reduced turnover and, consequently, 
better-quality matching, greater investment in specific human capital, higher wages and longer-lasling 
employment. On lhe olher hand, lhe fac! that the penalty is received by lhe worker individualiy has 
opposite effects: it raises tumover and reduces investment in specific human capital, leading to less 
productivity and lower wages. 

10.68. Which of lhese two effects dominates cannot be deterrnined theoreticaliy and is therefore an 
empirical issue. The substanlial increase in lhe penalty, introduced by lhe 1988 Constitution, provides a 
natural experiment to answer this question. Below we describe results obtained by a recent study lha! 
investigated lhe issue empiricaliy. 

10.69. The effect oi lhe penalty on turnover was investigated empiricaliy by Barros, Corseuil and Bahia 
(1999). Their study estimates lhe probability of severance between worker and job, controlling for lhe 
duration of this relationship. Clearly, higher probabilities will be associated with higher turnover rates. 
Estimates were calculated ai two points in time, before and alter the new Conslitution (1986/87 and 
1991/92). 

10.70. ln order to isolate lhe effects of other factors - not stemming from lhe change in lhe value of the 
penalty - on lhe likelihood of severance, eslimates of the turnover rate were calculated for groups affected 
by lhe penalty (treatment) and those no! affected (control). Assuming both groups are affected to lhe sarne 
extent by ali other factors deterrnining lhis probability, lhe evolution oi lhe contrai group would describe the 
evolution of lhe treatment group unless lhe levei of lhe penalty changed during lhe study period. 

10.71. Table 11.3 shows lha! lhe effect on jobs lasling between three and six months is well-defined. The 
likelihood of severance occurring in this lime interval feli alter the levei of lhe penalty was raised. ln other 
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lime intervals lhe results are more difficult to interpret, because lhey vary depending on lhe partition made 
between lhe treatment and control groups. 

10.72. The probability of severance occurring in jobs lha! have lasted more than six months increased, if 
lhe triai period is considered as control. On lhe other hand, if lhe informal sector is taken as lhe most 
appropriate control group, lhe probability diminished. 

10.73. ln other words, evidence is compatible with lhe hypothesis that dismissals were inhibited in lhe 
months immediately following lhe triai period. Nonetheless, this inhibition could have been offset by a 
greater chance of severance in longer-lasting jobs. 

Second basic protection rufe: prior notice 

10.74. Prior notice represents a dismissal cosi, either in terms of reducing working hours or as payment of 
an additional wage. As regards lhe incentives it unleashes, prior notice has lhe sarne impact as lhe penalty 
for dismissal on workers' and firms' behavior, and hence on labor-market performance. Consequently, lhe 
entire analysis of lhe previous subsection can be applied also to prior notice. The only point that 
differentiates lhe incentives generated by these two components of lhe protection system is that lhe cosi of 
prior notice is independent of lhe duration of lhe job. 

A third basic protection rufe: probationary period 

10.75. The main function of lhe triai period is to reduce hiring costs, since a number of worker 
characteristics can be better assessed by observing lhe employee's behavior in lhe workplace, than by 
inferring or predicting such characteristics on lhe basis of tests, interviews or references from previous 
employers. 

10.76. Insolar as il reduces hiring costs, lhe triai period tends to favor better matches between workers 
and firms, increasing lhe expected duration of employment for those who last beyond lhe triai period. This 
increase in lhe expected duration of employment encourages investment in specific human capital by firms 
and workers alike, further strengthening lhe trend towards more stable employment relations. 

1 o.n. Apart from lha!, as lhe reduction in hiring costs for lhe firm does not entail a cosi for lhe worker, lhe 
triai period also tends to reduce informality and raise wage leveis. 

Unempfoyment insurance 

10.78. ln order to understand lhe incentives generated by unemployment insurance, il is important to note 
that, although lhe latter benefits workers that suffer unfair dismissal, it does not represent a cosi for lhe firm 
concerned. Unlike lhe United States, in Brazil a firm's track record on dismissals does not affect lhe tax it 
has to pay to form lhe fund from which lhe benefits of unemployment insurance are drawn. 

10.79. From lhe worker's point of view, unemployment insurance functions as an additional income 
source ai lhe time of dismissal. One of its impacts is to allow lhe unemployed worker to be more selective 
in choosing his ar her next job. The existence of an additional income source raises lhe worker's reserve 
wage and so lengthens lhe search period, but it also increases lhe quality of lhe job finally accepted. 
Consequently, unemployment insurance tends to raise lhe rate of unemployment by increasing its duration; 
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but unemployment insurance also results in better matching and thus higher productivity and wage leveis 
among employed workers. Better matching also tends to make employment durable, which strengthens 
incentives for investment in specific human capital, leading to improved productivity, higher wages and 
longer-lasting employment relationships. 

10.80. While the insurance enables unemployed workers to undertake more careful job search, for those 
in employment it offers lhe chance of finding a better job. ln this sense, the insurance weakens 
employment relations, especially at the start of an economic recovery process. The presence of 
unemployment insurance makes workers less averse to lhe risks involved in searching for a better job than 
the one they currently hold. From this perspective, unemployment insurance represents a subsidy to job 
search, resulting in a more intensive and longer search process, leading to higher rates of unemployment 
and shorter-lived employment relations, with all lhe repeatedly cited consequences for investment in 
specific human capital, productivity and wages. 

10.81. To summarize, unemployment insurance allows unemployed workers to be more choosy in their 
search for a new job; this results in better matching and therefore encourages investments in specific 
human capital. For employed workers, on the other hand, lhe insurance represents a subsidy in lhe search 
for a better job than would otherwise be available immediately following unfair dismissal. Unemployment 
insurance therefore encourages induced dismissal, especially during periods of economic recovery. 
Shorter-lasting employment relations have negative impacts on investment in specific human capital, 
productivity and wage leveis. The positive impact of unemployment insurance on the duration of jobs can 
be expected to dominate, but ultimately this issue is more empirical than lheoretical.4 ln any event, 
unemployment insurance clearly results in longer periods of unemployment and, probably, also in higher 
unemployment rates. 

10.82. Unlike what happens in lhe American system, unemployment insurance does not represent a cosi 
to the firrn. ln the United States it operates as an additional dismissal penalty, since each dismissal 
increases lhe firrn's contribution to the unemployment insurance fund. The American system of 
unemployment insurance gives firrns an additional incentive not to fire a worker. ln the Brazilian case this 
incentive does not exist, as the contribution of the firrn to lhe Workers Protection Fund (FAT) is 
independent of its contribution to the tumover rate. 

10.83. Lastly, as receipt of lhe unemployment insurance benefit theoretically ends when lhe worker 
accepts a job in lhe formal segment of the economy, there is an incentive for both workers and firrns to 
maintain informal employment relations while lhe worker is receiving lhe benefit. This incentive to 
inforrnality is significant, since nearly 50% of lhose receiving the unemployment insurance claimed to be 
employed already, as mentioned earlier. 

4 There is no evaluation of lhe relation between unemployment insurance and the durability of employment in Brazil. There are not even 
estimates of lhe effect of this mechanism on lhe duration of unemployment, although data exist and a methodology has been developed in 
studies for developed countries. 
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,, , .. , .,III • · DISTRIBUTIVE POLICIES: TIIE MJNIMUM W AGE • ' : ,, '·"' • 

10.84. The mos! traditional distributive policy is lhe statutory minimum wage. The immediate objective of 
minimum wage laws is to raise lhe wage of lhe lowest paid workers, and thereby reduce wage inequality 
and poverty. 

10.85. The statutory minimum wage has two immediate basic shortcomings. The first is lhe fac! lha! it 
applies to employees only, and therefore is unable to directly influence lhe income of persons who are self
employed. Secondly, as lhe minimum wage generally does not even cover ali employees, it directly affects 
only wages in the covered sector. This leaves a large fraction of low-paid workers in lhe informal sector 
without direct benefits. Nonetheless, persons who are self-employed and employees in lhe informal sector 
may benefit indirectly, since lhe wages and eamings of such workers tend to be unofficially indexed to lhe 
statutory minimum wage. 

10.86. The main issue relating to the minimum wage as an employment and income and poverty 
reduction policy, is its potentially negative impact on lhe employment of unskilled workers. lncreases in lhe 
minimum wage mean higher labor costs, leading to reduced demand labor and higher unemployment 
precisely among lhe least skilled whom lhe minimum wage is supposed to protect. For example, Foguel 
(1997) estimates that a 10% increase in lhe minimum wage would raise lhe unemployment rate by 0.5 of a 
percentage point. ln brief, by trying to protect lhe wage of least skilled workers, an increase in lhe 
minimum wage ends up also raising lhe unemployment rate. 

10.87. Nonetheless, this is not lhe major issue surrounding lhe statutory minimum wage. The central 
issue stems from lhe fac! that an ideal minimum wage theoretically exists lha! would be high enough to 
guarantee a significant impact on wages, but no! so high as to have a significant negative impact on 
employment. Yet this ideal is not observable, and it may vary substantially according to macroeconomic 
conditions. Thus, lhe basic problem with lhe minimum wage is how to design a mechanism to sei its levei 
at each point in time. 

10.88. We now tum to two basic empirical issues relating to choosing the right levei for the minimum 
wage. Firstly, we show that lhe current levei of lhe minimum wage in Brazil is below intemational 
standards. ln other words, if lhe intemational norm is appropriate, lhen lhe minimum wage in Brazil is 
currently below lhe recommended levei. Secondly, we examine lhe effect of lhe minimum wage on 
poverty, and show that its impact is relatively small. 

The Levei of the Minimum Wage in Brazil 

10.89. ln this section, we make a series of comparisons between lhe levei of lhe minimum wage in Brazil 
and typical values found elsewhere in lhe world. The aim is to assess whether lhe current levei of lhe 
minimum wage in Brazil is appropriate. For such comparisons to serve this purpose, however, lhe choice 
of the minimum wage needs to have been adjusted to lhe sei of countries used in lhe comparison. 
Otherwise, a relatively lower minimum wage in Brazil might merely indicate lha! it is too high in lhe other 
countries. 

10.90. Comparisons are made using absolute and relative criteria. Firstly, we make intemational 
comparisons between absolute leveis of lhe real minimum wage, independently of lhe economic 
possibilities of lhe countries being compared. Secondly, we compare real minimum wage leveis taking into 
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account the possibilities of the economies concemed, by expressing lhe minimum wage either as a multiple 
of the economy's average industrial wage or as a multiple of its per-capita income. 

10.91. Given lhe nature of available information, this analysis uses lhe value oflhe minimum wage in 
force ai lhe beginning of lhe 1990s.5 ln ali cases, the values are expressed in 1991 US dollars, corrected 
for purchasing power differences between lhe countries.6

10.92. lf lhe minimum wage of 1991 is a good approximalion to lhe current levei for absolute 
comparisons, its levei relative to per-capita national income is well below that of 1991. Consequently, lhe 
conclusions obtained can perfectly well be applied to lhe situation today.7 

Comparing minimum wages in absolute terms 

10.93. Figure 111.1 shows minimum wage leveis for a sei of 29 countries for which lhe relevant information 
was available, including Brazil. The graph reveals a high concentralion of values between US$100 and 
US$250, with nine countries in this interval or very close to it. The minimum wage is in this interval in 
praclically ali developing countries, except Paraguay where il is much higher (US$360). Among 
industrialized countries there is greater variety: in Portugal, Spain and Japan, lhe statutory minimum wage 
is between US$380 and US$500; in lhe United States, Canada, lreland and France, it is between US$650 
and US$800, while countries such as Belgium and Holland have a minimum wage close to US$1000. 

10.94. Figure 111.1 shows that Brazil's national minimum wage, at US$113, is the lhird lowest among lhe 
countries analyzed; over 80% of countries studied have a higher minimum wage than Brazil. Only 
Botswana (US$95), Peru (US$99) and EI Salvador (US$106) repor! lower values. 

10.95. This figure clearly shows lha! lhe minimum wage in Brazil is well below lhe intemational norm. For 
example, lhe minimum wage in lhe median country (Costa Rica - US$236) is slightly more than twice lhe 
levei in Brazil. Thus, for Brazil to attain lhe median value, it would have to double lhe current levei of its 
minimum wage. lf we take a more modest target, namely lhe median among developing countries, we 
obtain a minimum wage of US$173, which is lhe value currently prevailing in Ecuador. Even in this case, il 
would be necessary to raise Brazil's minimum wage by 53% to reach the target. Restricling lhe median to 
Lalin American countries gives lhe sarne result. 

Comparing minimum wages in relative terms 

10.96. Thus far we have compared minimum wage leveis across countries without controlling for 
differences in lhe conditions of their respective economies or labor markets. Nonetheless, differences in 
general economic condilions can justify different leveis for the minimum wage. ln this section we compare 

5 For most countnes the basic information relates to a year in lhe penod 1989-92. Exceptions are Costa Rica (1985) and Kenya (1987). 

6 ln cases where lhe value of lhe minimum wage did not relate to 1991, this was further corrected for lhe inflation rate in order to express ali 
values in 1991 US dollars. 

7 lhe use of 1991 figures stems from the availability of data in the selected countnes. ln addition, lhe minimum wage in Brazil in 1991 is 
equivalent to R$ 164 today, and therefore below lhe minimum wage in 1999. 
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lhe levei of lhe minimum wage in Brazil with those in other countries, while controlling for differences in 
their general economic situalion, and particularly lhe labor market, in two ways. 

10.97. Firstly, we compare minimum wages expressed as multiples of lhe average industrial wage in each 
country. Secondly, we compare minimum wages in relalion to per-capita nalional income. 

Using the average industrial wage as benchmark 

10.98. Figure 111.2 shows minimum wage leveis expressed as a fraction of lhe average industrial wage. 
The graph identifies Brazil and Chile as lhe two countries where lhe minimum wage represents lhe smallest 
fraclion of lhe average industrial wage - jus! 15%-20%. 

10.99. The intemational norm (median) in countries such as lhe United States, Botswana, Belgium, 
Hungary and Philippines, suggests a minimum wage levei close to 40% of lhe average industrial wage. lf 
this is taken as lhe ideal, then lhe minimum wage in Brazil should be nearly twice as high as il currently is. 

10.100. This intemational standard assumes lha! lhe ideal ralio between lhe minimum wage and lhe 
average industrial wage should be lhe sarne for all countries, independently of their development levei. 

10.101. Nonelheless, il is possible lha! less industrialized countries might display a natural tendency for a 
relatively larger differential between lhe average industrial wage and lhe statutory minimum. ln order to 
verify this hypothesis, figure 111.3 presents intemational evidence on lhe relation between lhe average 
industrial wage and lhe minimum wage. Specifically, it estimates lhe intemational standard by regressing 
lhe logarithm of lhe minimum wage on lhe logarithm of lhe average industrial wage. The results suggest 
no evidence of a natural tendency for less industrialized countries to maintain a lower ratio between lhe 
minimum wage and lhe average industrial wage. On lhe contrary, lhe fac! lha! lhe regression estimates a 
coefficient of less lhan one (0.85) for lhe logarithm of lhe average industrial wage, suggests that lhe "ideal' 
or "recommended" pattem would be for lhe minimum wage to grow about 15% more slowly than lhe 
average industrial wage, so it would tend be a larger fraction of lhe average industrial wage in poorer 
countries. 

10.102. Figure 111.4 shows lhe deviation in each country from lhe intemational standard presented in figure 
111.3. ln Brazil, Chile and Mexico, lhe minimum wage is substantially below lhe intemalional norm, in 
relation to lhe average industrial wage in these countries. ln lhe Brazilian case, where lhe shortfall is 
largest, lhe minimum wage would need to be raised by 120% to meet lhe intemational standard, in other 
words more than doubling its current levei. 

10.103. ln short, evidence on lhe ratio between lhe minimum wage and lhe average industrial wage shows 
lha! lhe minimum wage in Brazil is well below intemational standards; it needs to be more than doubled to 
attain leveis compatible with lhe intemational norm. 

Using per-capita national incarne as benchmark 

10.104. Figure 111.5 shows lhe minimum wage in a selected group of countries as a proportion of their 
respeclive per-capita national incarnes. Like figure 111.3, this graph shows that lhe minimum wage in Brazil, 
as in Mexico, Uruguay and Japan, is less than one-third of per-capita national incarne. While lhe minimum 
wage in Brazil is only about 27% of per-capita incarne, lhe median of lhe group of 29 countries analyzed is 
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equivalent to 49%, or about 80% higher. Using this criterion, therefore, Brazil would need to almost double 
its minimum wage to come into line with the international norm. 

10.105. As in the previous section, this comparison implicitly assumes that lhe ideal ratio between lhe 
minimum wage and per-capita income is lhe sarne for ali countries regardless of development levei. ln 
order to verify whether lhe intemational norm can in fact be adequately represented by direct proportionality 
between lhe minimum wage and per-capita national income, figure 111.6 shows how the minimum wage 
varies with per-capita income for a selected group of countries. The figure also shows the intemational 
standard obtained by regressing lhe logarithm of the minimum wage on lhe logarithm of per-capita income. 

10.106. Figure 111.6 shows that there is no evidence that lhe minimum wage should represent a larger 
fraction of per-capita income in wealthier countries. On lhe contrary, lhe regression coefficient of we/1 
below one (0.64) obtained for lhe logarithm of per-capita income, suggests that lhe "ideal" or 
"recommended" paliem would be for lhe minimum wage to grow less than per-capita national income. 

10.107. ln relation to lhe intemalional norm, minimum wage leveis in Brazil, Uruguay and Mexico are well 
below what would be "ideal". This is shown in figure 111.7. which indicates how much the minimum wage 
needs to be raised in each country to match lhe estimated international norm. ln lhe Brazilian case, lhe 
minimum wage would need to be raised by nearly 120% to reach that target; in other words, it needs to 
more than double. 

10.108. Despite their limitations, the intemational comparisons presented here suggest that the current 
minimum wage lags far behind the intemational standard. For lhe value of the minimum wage in Brazil to 
come in line with this standard, il would basically need to double its current value. 

10.109. The existing evidence suggests that either (a) lhe levei of the minimum wage in Brazil is very much 
out of step (it would need to be doubled to close the gap); or (b} on average the other countries of lhe world 
are tending to sei minimum wages that are way above the ideal levei; or (c) there are peculiarities in lhe 
Brazilian economy or in its labor market at the present time to juslify the wide gap in comparison to the 
intemational norm. 

lmpact of the Minimum Wage on Poverty in Brazil 

10.11 O. The effect of lhe minimum wage on poverty has two components: (a) its impact on labor income; 
and (b) its impact on pension benefits. 

10.111. There are basically three methods of estimating the effect of increases in the minimum wage on 
poverty leveis. The first measures lhe direct effect of a higher minimum wage on poverty, without 
considering its impact on the levei of employment and cosi of living. The second method takes into 
account lhe fact that increases in the minimum wage are bound to have negative effects on the demand for 
labor, thereby reducing the levei of employment. The final method uses computable general equilibrium 
(CGE) model techniques that make il possible to consider indirect effects on poverty, such as variations in 
lhe degree of informality of the labor market and increases in pension benefits. 

10.112. As this study is only concemed with the minimum wage as a labor-market policy, we will ignore the 
impact on pension benefits. 
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Direct impact ofthe minimum wage on poverty 

10.113. The impact of lhe minimum wage on other wages in lhe economy can be broken into three paris: 
(a) its impact on employees in lhe formal sector with wages below lhe new statutory minimum; (b) its
impact on lhe wages of employees in lhe informal sector and on lhe eamings of persons who are self
employed with wages below lhe new minimum; and (c) its impact on lhe wages of employees and persons
who are self-employed with incomes above lhe new minimum wage. Of these three components, only lhe
first is unquestionable. The second depends on lhe degree to which lhe wages of employees in lhe
informal sector and lhe incarne of persons who are self-employed are informaliy indexed to lhe minimum
wage. The third component depends on lhe extent to which higher wages depend on lhe minimum wage.

10.114. ln arder to estimate lhe impact of increases in lhe minimum wage on poverty, a variety of 
altemative scenarios was created to describe lhe potential impact of lhe minimum wage on other wages in 
lhe economy. These scenarios differ in two respects: firstly, in relation to lhe groups affected by lhe 
increase in lhe minimum wage; secondly, in terms of lhe degree to which wages above lhe statutory 
minimum are affected by increases in lhe latter. 

10.115. As regards lhe groups affected, three alternatives are investigated successively: 

• Only workers with employment record cards and civil servants are affected;
• Ali workers are affected, including those no! holding employment record cards;
• Ali workers are affected, including persons who are self-employed;

10.116. Two possibilities are considered for lhe way in which olher wages are affected: 

i. Only those earning wages equal to or below lhe new statutory minimum are affected by lhe
increase; workers eaming no more than lhe old minimum will have their pay increased in lhe
sarne proportion as lhe minimum wage; those eaming between lhe old and new mínima will
have their pay raised up to lhe new minimum.

ii. Ali wages are affected in some way - a phenomenon known in lhe minimum wage literature
as a 'beacon effect". Workers eaming no more than lhe old minimum wage have their pay
increased in lhe sarne proportion as lhe minimum, as in lhe previous case. Those with
incarnes above lhe minimum wage receive wage hikes in diminishing proportion to their
incarne levei. More specificaliy, lhe new wage levei , Wn, and lhe old one, W,, are related as
foliows:

Wn = (1+a).Wa 
or
Wn = (1 + a.exp{-Ã{W,- M)/M) )Wa 

if W,::;M

ifW,>M,

where M is lhe old levei of lhe minimum wage. Two altematives for lhe parameter À are
considered: Ã.=1 and Ã.=2. The greater lhis parameter, lhe more rapidly lhe impact of lhe
increase in lhe minimum wage on higher wages diminishes. For example, when Ã.=2, a 15%
hike in lhe minimum wage will feed through as a 2.0% increase for a worker on twice lhe
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minimum wage. When ;l.,=1, a 15% increase in lhe minimum wage would produce a 5.5% 
increase for lha! worker. 

10.117. The results of lhe simulations are shown in table 111.1. ln lhe absence of any degree of indexation 
- in other words, assuming that only wages below lhe new statutory minimum benefit from lhe increase -
lhe effect of a higher minimum wage is quite limited. Thus, 20% hikes in lhe minimum wage would reduce
poverty by less than one percentage point, even when lhe minimum wage influences lhe wages of
employees no! holding employment record cards and persons who are self-employed.

10.118. When some indexation is allowed for (;l.,=2), lhe effect of a given increase in lhe minimum wage 
doubles. ln lhis case, a 20% rise in lhe minimum wage leads to a 2.4 percentage point reduclion in 
poverty. 

10.119. Lastly, when there is a high degree of indexalion (;l.,=1 ), lhe impact of a given increase in lhe 
minimum wage doubles again. ln this case, a 15% rise in lhe minimum wage leads to a reduclion in 
poverty of 4.6 percentage points. 

Minimum wage: impacts on poverty via wages and employment8 

10.120. ln the previous seclion, we ignored lhe negative impacts lha! increases in lhe minimum wage could 
have on employment. ln this case, lhe effect of increases in lhe minimum wage on poverty also depends 
on lhe price-elaslicity of demand for unskilled labor in lhe formal sector. 

10.121. As little is actually known about lhe price-elasticity of demand, simulations were carried ou! using 
elasticity estimates of between O and 1. Estimates made by Ramos and Reis (1995), which appear in table 
111.1, show lha! impacts on poverty are slight when lhe impact on employment is taken into consideralion. 
lgnoring lhe "beacon effect', a 20% increase in lhe minimum wage generates a reduction of 1.1 percentage 
points in lhe proportion of people living in poverty, assuming lhe demand for unskilled labor is inelastic. ln 
lhe case where lhe elaslicity of demand for labor is equal to 1 (i.e. every 1 % rise in lhe wage causes a 1 % 
fali in lhe levei of employment), a 20% rise in lhe minimum wage reduces lhe proportion of people living in 
poverty by less than one percentage point. 

Direct and indirect effects on poverty of an increase in the minimum wage, based on a 
computable general equilibrium (CGE) model 

10.122. ln this section we eslimate lhe effect of increases in lhe minimum wage on lhe levei of poverty in 
Brazil, taking into consideralion its various economic impacts apart from variations in wages. This exercise 
uses a CGE model (Barros, Corseuil and Cury 1999), which makes it possible to estimate what lhe levei of 
poverty would be, if lhe minimum wage were lhe only parameter in lhe economy to be altered. 

8 The analysis of this section is largely based on work by Lauro Ramos and José Guilherme Almeida Reis 'Salário mínimo, distribuição de 
renda e pobreza no Brasil' in Pesquisa e Planejamento Econômico. Vol. 25 (1), 1995. IPEA. 
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10.123. The exercise consists of aliowing wage increases for workers whose wages are tied to lhe 
minimum.9 The adjustment in wages is obtained precisely as in lhe second altemative presented in section 
111.1. Here also, simulations are restricted to certain values for lhe model's "beacon effect" parameter, 2. 

10.124. Severa! altematives ways of running lhe simulations were considered. The results of each method 
appear in table 111.1. Surprisingly, increases in lhe minimum wage seem to increase poverty leveis. 

10.125. The first simulation, which will be taken as a benchmark, assumes lhe foliowing: Ã.=1, lhe 
minimum wage is raised by 5%; and unskilled workers in lhe formal urban sector, low-skilled civil servants 
and workers in lhe formal rural sector are ali directly affected by the minimum wage. The simulation in this 
case predicts a slight increase in lhe levei of poverty. 

10.126. We then modified lhe specification by setting Ã.=0. The result is an increase in poverty four times 
larger than before. Nonetheless, lhe increase is still negligible - on the arder of 0.1 oi a percentage point. 
lt is worth clarifying lha! setting 2=0 is equivalent to passing on lhe sarne increase for ali workers in lhe 
group studied. 

10.127. Next, lhe group oi workers directly affected by lhe rise in lhe minimum wage was altered, with 2=1 
once again. Apart from those listed in lhe first simulation, unskilled workers in lhe informal sector were also 
considered. The result, as belore, suggests no major impact on lhe levei oi poverty. 

10.128. ln lhe next simulation, ali groups were assumed to be directly affected by lhe minimum wage. The 
results in this case still show a negligible impact, although there is a slight additional increase in lhe poverty 
levei. 

10.129. The next step consisted oi altering lhe size of lhe minimum wage hike. Once again two exercises 
were carried ou!- lhe first merely replicating the original specification, with lhe increase altered from 5% to 
20%. 

10.130. The result shows that despite lhe larger increase in lhe minimum wage, increases in poverty 
remain negligible, on the arder oi 0.1 of a percentage point. 

10.131. The second exercise replicated simulation (b), with 2=0, but now assuming a 20% rise in lhe 
minimum wage. Once again there is a very smali increase in poverty, although more than that recorded in 
lhe previous simulation. 

10.132. The conclusion is, therelore, lha! increases in the minimum wage have insignificant effects on the 
levei oi poverty. 

9 ln this model there are eight types of workers: low-skilled informal; skilled informal; formal rural; low-skilled formal urban; medium-skilled 
formal urban; high-skilled formal urban; low-skilled civil servant; and high-skilled civil servant. 
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, 
IV DIRECT STRUCTURAL POLICIES 

10,133, As stated in lhe introduction, direct structural policies aim to alter lhe characteristics of workers or 
jobs, by increasing lhe number of existing jobs, improving their quality or enhancing labor-force skills. 
Policies in this group include productive credit programs (such as PRONAF and PROGER) for 
microenterprises and small businesses, professional training programs (such as PLANFOR and those 
offered by "Sistema S"), and labor-market intermediation programs (such as those run by SINE). ln other 
words, these are policies that aim to guarantee a given clientele subsidized access to three basic types of 
service: (a) credit, (b) skill training, and (c) labor intermediation. 

10.134. We begin this section by discussing how to select the population according to program types. We 
then investigate the rationale and importance of these policies in combaling poverty, for which it is first 
necessary to classify the various types of unemployment and the main reasons why labor productivity may 
be low. These issues are discussed in subsections IV.2 through IV.4. Once lhe significance of these 
services has been clearly defined, in the fifth subsection we analyze lhe role of the State in their provision. 
The two final subsections assess the effective impact of existing programs and try to identify operational 
reasons why their real impact is below potential. 

Targeting of Structural Policies 

10.135. Unlike compensatory policies, structural policies, even when aimed ai poverty reduction, do not 
necessarily have to be targeted on the most poor or on those that suffer most from a given change in the 
structure of lhe economy. As structural policies are ultimately social investments, they should always be 
targeted on segments where increases in lhe number of jobs, or improvements to lhe quality of existing 
jobs or workers skills, are most effective. 

10.136. Accordingly, credit should not necessarily go to lhe poorest of lhe poor, but to low-income 
segments that have projects of high economic return. Equally, professional training should not necessarily 
give priority to the very poorest, but to those segments lha! imply lower training costs and, because of other 
personal characteristics or situation in the labor market, derive greatest benefit from such training. 
Similarly, labor intermediation services also should not necessarily be. aimed ai lhe poorest but ai those 
whose skill gives them lhe best chance of finding work, given prevailing conditions in lhe labor market. 

The Nature of Unemployment 

10.137. There is a variety of public policies that aim to bring about a structural reduction in unemployment 
and a structural increase in productivity. Diversity stems partly from the fact that there are various means 
to achieve a given end; but mostly it is because there are severa! types of unemployment and reasons for 
low productivity. The appropriateness and effectiveness of a given policy will depend particularly on the 
nature of the unemployment and lhe basic reason for low labor productivity in each context. ln this section 
we describe lhe main forms of unemployment, the reasons for low productivity and lhe most suitable 
structural policies in each case. 

10.138. There are essentially three types of unemployment: (a) frictional unemployment; (b) 
unemployment arising from skill mismatch; and (c) structural unemployment. Frictional and skill-mismatch 
unemployment are not caused by a shortage of jobs. ln these cases, unemployment stems from problems 
in filling existing vacancies. ln the frictional case, jobs are not filled because of information asymmetries. 
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Workers have limited information on lhe availability and nature of existing vacancies, while firms have 
limited information on lhe availability, skills and characteristics of workers looking for jobs. ln lhis case lhe 
mos! important structural policy would be to subsidies lhe provision of labor-market intermediation services. 

10.139. ln lhe case of unemployment arising from skill mismatch, lhe situation is different; lhe difficulty of 
filling job vacancies stems no! from asymmetric information, but from a mismatch between lhe skills 
possessed by unemployed workers and those required by lhe firms offering jobs. ln this case, filling lhe 
vacancies requires unemployed workers to be retrained in accordance with lhe skills needed by lhe job 
vacancies on offer. To combat this type of unemployment, therefore, professional training is lhe key policy. 

10.140. Nonetheless, there are cases where unemployment does no! result from difficulties in filling 
existing jobs, but from a shortage of vacancies. This is structural unemployment. ln this case lhe shortage 
of jobs is ultimately always lhe result of a lack or insufficiency of economic growth. lf lhe economically 
aclive population grows ai a rate of a, and labor productivity grows ai a rate of �. then given constant 
retums to scale, production would need to grow ai a rate of a+� to keep lhe unemployment rate constant 
and for wage increases to keep pace with productivity. lf output growth is less than lhis, wages would have 
to grow more slowly than productivity, for lhe unemployment rate no! to rise. Slow economic growth is 
therefore not sufficient to generate an increase in lhe rate of unemployment; there also needs to be some 
form of wage rigidity. 

10.141. ln other words, structural unemployment arises when economic growth is insufficient and lhe levei 
of wages does no! adjust appropriately, thereby causing labor demand to be insufficient to fully absorb 
supply. Correction in this case could come either from an acceleration of growlh or from cuts in wages. 
Clearly, lhe growth solution is always more desirable, since it guarantees lhe adjustment without loss of 
wages; lhe problem is lha! it is no! always possible to speed up economic growth. ln such cases, wage 
cuts are needed to fight unemployment. 

10.142. li might be thought lha! combating unemployment lhrough cuts in wages would do nothing to 
reduce poverty. Nonelheless, this in fac! depends on who lhe unemployed are, which workers will have 
their wages cu!, and how far wages will have to be cu! to preveni lhe unemployment rate from rising. 
Generally speaking, higher unemployment has a greater impact on poverty than lhe wage cuts needed to 
preveni il. 

10.143. The main reason for this is lha! allowing insufficient growth to generate unemployment 
concentrates lhe entire burden of adjustment on a small group of unemployed workers, whereas the 
solution via wages spreads lhe burden lhroughout lhe labor force. Thus, if lhe negative impact on total 
worker income is lhe sarne in both cases, lhe solution based on lowering wage rates distributes lhe costs 
more evenly and has less effect on poverty. 

10.144. Thus, structural unemployment should be addressed preferably through economic growth, or failing 
this through wage flexibility. Economic growth is no! greatly affected by what we have classified as direct 
structural policies, but more so by indirect structural policies. Nonetheless, certain direct policies can have 
also major impacts on job creation, such as credit programs for microenterprises and small businesses 
(e.g. PRONAF and PROGER). 
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Reasons for Low Productivity 

10.145. There are also various reasons for low worker productivity, and hence for low wages, and each 
requires a specific policy. Although lhe reasons for low productivity can be classified in severa! ways, lhe 
altemative adopted here is to divide !hem into three groups according to their origin: (a) low worker skill; 
(b) low job quality; and (c) mismatch between lhe worker's characteristics and those of lhe job concemed.

10.146. ln lhe first case, low productivity stems from low worker skills; so correcting this requires lhe worker 
to undergo a professional skill or retraining program. 

10.147. ln lhe second case, low skill requires additional investments on lhe job, either by upgrading lhe 
technology being used, or by expanding and modemizing lhe available physical capital. ln this case, 
overcoming low productivity requires investments in physical capital and technological upgrading. 
Programs of technical assistance and credit for microenterprises and small businesses can be very 
important here, although macroeconomic policy will likely have an even greater effect, particularly in terrns 
of interest rates. 

10.148. The third reason for low productivity stems from inappropriate matching between workers' 
characteristics and those required by the job. ln fac!, both workers and jobs are extremely heterogeneous 
entities, so lhe productivity of each match depends on the characteristics of both worker and job. li is lhe . 
function of lhe labor market not only to determine the wages paid to different types of workers, but also to 
assign workers to jobs. lncorrect allocation could result in worker A, who would be highly productive in job 
X, being assigned to job Y, where worker B, who has been incorrectly assigned to job X, would have been 
more productive. ln this case, switching workers A and B would raise total produclivity, thereby revealing 
lhe current allocalion as inefficient. ln other words, given lhe heterogeneity of workers and jobs, low 
productivity can result from lhe labor market failing to allocate workers to jobs oplimally - in other words 
such that there is no reallocation of workers and jobs that would increase lhe general levei of output. lf 
there is, at least one group of workers must be producing below their potenlial. 

10.149. lf there were perfect inforrnation in the labor market, there would be no major difficulty in achieving 
an efficient matching of workers to jobs. ln the absence of full inforrnation, however, there are no 
guarantees that an efficient allocalion will be achieved. One way to facilitate this is to make inforrnation on 
workers and jobs more available - a task that can be achieved by intensifying labor intermediation services. 

Types of Structural Policy and Their Rationale 

10.150. Now that the types of unemployment and reasons for low productivity have been made explicit, we 
can describe the rationale for the main structural employment and income policies (a) microcredit; (b) 
professional training; and (e) labor-market interrnediation. 

10.151. The aim of microcredit is to reduce unemployment and raise labor productivity. Microcredit acts as 
a weapon against structural unemployment, since it leads to an expansion of output, and hence greater 
demand for labor. As ilhas no impact on workers' skills or on available inforrnation, microcredit is unable to 
tackle frictional or mismatch unemployment. ln terrns of increasing productivity, microcredit is a useful tool 
for improving the quality of jobs, since it leads to investment in physical capital and encourages the 
incorporalion of new technologies. On the other hand, it is of little relevance in raising productivity if this is 
limited either by workers' skills or by lhe quality of matching. 
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10.152. Job training also aims to combat both unemployment and labor-force productivity. li reduces 
mismatch unemployment, to the extent lha! expanding the capacity of some workers gives !hem access to 
a sei of jobs lha! would no! be available to !hem without additional training. Training cannot combat 
frictional unemployment, however, and as it does no! generate jobs directly, its impact on structural 
employment, should this exist, is clearly small and indirect. Nonetheless, training programs could indirectly 
create jobs, because the areas of highest labor force skill tend to attract mos! investment. 

10.153. Job training clearly impacts productivity mostly through increases in workers' skills, whereas its 
impacts on job quality and matching are minor and indirect. lndirecl impacts can occur because, firstly, a 
more highly skilled labor force leads firms to invesl in physical capital and adopt new lechnologies; and, 
secondly, because higher worker skill levels facilitate malching in lhe labor market. 

10.154. Labor inlermedialion services aim to reduce information imperfections in lhe labor market. 
Consequently, such services are bound to have a major effect on unemployment if this is frictional, and 
also on productivity insolar as low qualily matching is a major factor in explaining low produclivity. To the 
extent lha! intermediation increases lhe informalion available to workers and firms, il shortens lhe period of 
unemploymenl and improves lhe quality of matching. 

10.155. Labor intermediation does not have a direct impacl on workers' skills or on lhe quanlily and qualily 
of jobs available. Nor is il effective for tackling slructural unemployment. Labor intermediation polices will 
nol be effeclive in raising productivily when this is limited eilher by workers' skills or by lhe low quality of lhe 
jobs concerned. 

The Role of the State 

10.156. The fac! thal credit, professional skills and labor intermedialion are important for reducing 
unemployment and increasing produclivity - and consequently for tackling poverty- does nol mean such 
services have to be provided publicly and in a subsidized fashion; and even less so thal lhey should be 
produced by lhe State. ln this section, we consider why the State should intervene in this area, and how 
such services should be provided - in a subsidized form, or possibly as the object of direct Stale aclion. 

10.157. li should firstly be made clear lha! some govemmenl intervention in lhese three areas is certainly 
necessary, as they are three services of crucial importance for income generation among lhe poorest 
families, whose markets generally tend to be exlremely imperfect. There is therefore no doubt thal lhe 
State should intervene, in order to guarantee access ai leasl for poor families to these markets. 

10.158. lf il were possible to achieve lhis wilhout lhe need for subsidies and direct State involvement in lhe 
production of these services, would there slill be a need for subsidies and intervention in production? There 
are ai least three arguments justifying lhe existence of subsidies, but direcl State intervention in production 
is hard to justify. 

10.159. The factors juslifying the existence of subsidies are as follows: firstly, given the importance of 
these services to the incomes of poor families, it is important for the latter to use them intensively. This 
makes such services merit goods, which justifies a compensatory policy to subsidize their provision to low
income populalion segments. The arguments for subsidizing this type of program are lhe sarne as for 
providing subsidized access for lhe populalion to a basic food basket. 
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10.160. Secondly, as these services are fundamental in helping workers displaced by structural changes to 
rejoin lhe labor market, their subsidized provision can be seen as a social contract to compensate those 
made worse off by such changes. The existence of lhis social safety net could be crucial to ensure lha! 
changes, which on aggregate represent improvements but do not benefit everyone, become politically 
viable, since lhe safety net guarantees some compensation to lhe lasers. 

10.161. Lastly, there are reasons to believe lha! there are positive extemalities in bolh professional training 
and labor intermediation. ln lhe former, there is a knowledge diffusion process lha! occurs outside lhe 
classroom, whereby a worker who follows a given training course tends to pass on ai least part of lhe 
training to his ar her work colleagues, ai no cosi. ln lhe labor-intermediation case, lhe more intensively 
workers search, lhe lower are firms' recruitment costs. ln lhe presence of positive extemalities, lhe private 
demand for such services will be below what is socially desirable, so subsidies of some form are needed to 
raise demand to lhe socially optimal levei. 

10.162. AII these arguments merely confirm that, in the fight against poverty, it is vital for poor families to 
have access to productive credit, professional skill training, and labor intermediation services. We have 
also put forward arguments for these services to be supplied ai least partly on a subsidized basis. 

10.163. The only juslificalion for direct State intervenlion in lhe produclion of these services, arises from 
technical ar logistic reasons involved in ensuring access to lhe poor. li is not clear though what technical ar 
logislic reasons there might be for direct govemment intervenlion in lheir production. 

Evaluating impact 

10.164. So far, all lhe justification and importance given to access to credit, professional training and labor 
intermediation in combating poverty has been theoretical and conceptual. ln this section we discuss 
whether these programs do in fac! have an impact on unemployment and productivity, and hence on 
poverty. As impact assessments only exist for professional training and labor intermedialion, we will limit 
ourselves to evalualing lhese two programs alone, basing the analysis on a number of recent empirical 
studies. 

10.165. ln lhe case of professional training, there have been numerous evalualions of PLANFOR, including 
a series that track lhe subsequent development of course graduates. A small group of these, apart from 
tracking course graduates, also includes informalion on lhe performance of a comparison group. The 
results of all lhe analyses with a comparison group, except for the Pernambuco evaluation (Barros, 1999), 
suggest lhe impact of lhe program on unemployment and the levei of incarne is quite small. ln arder to 
illustrate lhe results typically encountered in these studies, we will present and comment on the results of 
lhe IPEA-CEDEPLAR study tracking a group of graduates and a contrai group. 

10.166. This study was carried out only in the metropolitan regions of Rio de Janeiro and Fortaleza, and 
lhe results obtained are presented in table IV.1. These show that lhe program had a positive and 
stalistically significant impact on unemployment, but no! on lhe incarne of those already employed. 
Quantitatively, the proportion of those with access to professional training that were employed six to 12 
months afterwards, increased ar ceased to decline by three to four percentage points more than those that 
did no! have access. No impact was perceived on lhe wages of those employed already. 
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10.167. Nonetheless, lhe lack of impact on lhe incomes of those already employed does not mean lhe 
program had no impact on income whatsoever. The higher proportion of people employed means lha! 
workers previously without labor income now have some, so lhe program does have an impact there. ln 
fac!, lhe table shows that lhe average monthly income of all those with access to lhe program, including 
here those originally without work, rose by about R$ 1 O more than among those lhat did not have access. 
As lhe program costs about R$ 170 per person, lhe new jobs for program participants need to las! more 
than 17 monlhs for lhe program to have had a net positive benefit. Unlortunately it proved impossible to 
evaluate lhe duralion of these new jobs with lhe information collected, given lhe limited timescale of 
longitudinal data available. 

10.168. Evalualions oi labor intermediation services are less common. The results presented here come 
from a recent assessment by IPEA and FIPE based on PME longitudinal data; lhe results are shown in 
table IV.2. The figures were obtained by tracking for two months lhe labor market performance of 
previously unemployed workers, in two groups: (a) unemployed workers who sought labor intermediation 
in lhe week of lhe interview; and (b) those who did not do so. 

10.169. This table shows that those who sought labor intermediation services performed better than those 
who did not, in just two oi lhe six Metropolitan regions invesligated (Belo Horizonte and Salvador). Even in 
these regions, lhe impact was such that those who sought work ended with a employment rate between 
two and three percentage points higher, and also an employment rate in lhe formal sector three to six 
percentage points higher than lhose lha! did not use intermediation services. As lhe impact on lhe 
proportion of employed workers is small and no! statistically significant, these results suggest lha! labor 
intermediation services are ultimately more important in defining lhe quality of employment obtained, 
particularly in terms of greater access to lhe formal sector, than in taking a person out of unemployment. 

10.170. On lhe whole, these evaluations of lhe real impact of such policies on unemployment and 
productivity are far below theoretical expectations, lhereby limiting lheir capacity to fight poverty. These 
limited impacts may partly reflect intrinsic shortcomings in lhe policies as instruments for combating 
unemployment, low labor productivity and poverty, but lhey may also be a result oi shortcomings and 
imperfections in their implementation. ln lhe next seclion we describe some of lhe operational factors lha! 
could be undermining lhe impact oi these programs. 

Operational issues 

10.171. Although there is a wide range of factors that could explain why lhe impact of PLANFOR on 
unemployment and productivity is below its potential, lhe mos! important one seems to concern lhe 
selection of courses and clientele. AI lhe present time, course selection is made on lhe basis of 
assessments of demand in local labor markets made by municipal and State employment commissions. 
These are consolidated by lhe State Employment Commission and lhe State Labor Secretarial into a State 
Skill Training Plan (PEQ). The selected courses are then contracted ou! to a sei oi executing agencies. 
Once supply has been defined, trainees are then sought to fill lhe available vacancies. As widespread 
publicity for lhe courses on offer and their corresponding requirements is seldom made, it is generally left to 
lhe executing agency to fill class vacancies from among its own clientele. 

10.172. This procedure may suffer from two fundamental problems. Firstly, lhe failure to use lhe workers' 
own professional training preferences as a key basic input in lhe course selection process, may result in 
lhe process iocurring serious errors, since labor-market conditions are highly volatile and difficult to predict. 
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As regards choice of clientele, the current system does not ensure equality opportunities in terms of access 
to the program. Given lhe limited dissemination of lhe program's courses, workers with the sarne needs 
and capacities may face different conditions of access. 

10.173. One way to avoid these two problems would involve setting up the following sequential four-step 
procedure: (a) construct a cadastre of courses that could potentially be offered, and evaluate lhe quality of 
courses and executing agencies; (b) select lhe program's clientele; (c) request each program client, in the 
light of the existing cadastre and advice received, to choose the course and entity where he or she would 
like to obtain training, and lhe time when they would like lhe course to be held; and (d) direct executing 
agencies towards the existing demand for skill training, to enable them to program their supply. On lhe 
basis of this system it could be possible simultaneously to guarantee equal opportunities to the program 
and to incorporate workers' preferences in the selection of courses. 

10.174. ln the case of labor interrnediation services, lhe main operational constraint seems to be direct 
intervention by the State in production. While this may guarantee equal opportunities to the service, it may 
also be generating inefficient provision. ln order to verify the extent to which less State involvement in 
service production could lead to efficiency gains, it needs to be considered that the service is also produced 
in four phases: (a) registration of vacancies; (b) registration of unemployed workers; (c) matching of 
vacancies and unemployed workers; and (d) sending workers to lhe selected jobs. 

10.175. The key problem in public provision arises in the last of these stages. As a vacancy is a highly 
perishable good, once a potential vacancy has been found for a given worker, it is essential for the latter to 
be sent there as quickly as possible. lf the vacancy is registered after registration of the worker, he or she 
has either to be called in or required to retum periodically to the entity providing the interrnediation service. 
ln eilher case the costs are high, and there is no guarantee that the process will be quick enough. 

10.176. An altemative way of resolving the labor interrnediation problem, with less public intervention, 
would be to limit State action to registering unemployed workers and developing a computer program to. 
match them to lhe available jobs. ln this approach, ali registered firrns could freely use lhe computer 
program and the cadastre in their search for workers, with the possibility of developing their own selection 
criteria. ln this case, workers would be called directly by the firrn, although part of the costs of calling them 
might be subsidized by lhe State. As the firrn itself would be selecting workers by calling them, it would 
also be financing part of lhe costs. This would give stronger guarantees that lhe cosi would be less and a 
larger proportion of the candidates called would actually be hired. 

10.177. ln this study we have investigated the relationship between poverty and public policies on income 
and employment. We classified policies in three groups: (a) compensatory; (b) distributive; and (c) 
structural. 

10.178. Compensatory policies were defined as those based on transfers to ensure a minimum levei of 
income for unemployed or low paid workers. The most important examples of such policies are 
unemployment insurance, FGTS and lhe wage supplement. 

10.179. The analysis of Brazilian policies in this group revealed two problems. Firstly, lhe policies are 
badly focused, generally catering to employed workers or those with per-capita family incomes above the 
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poverty line. Secondly, we attempted to show that lhe incentives generated by lhe presence of these 
programs may be seriously undermining labor market performance. ln particular, we argued that these 
programs could be major factors behind lhe high tumover rate and resulting low investment in human 
capital, low productivity and very low wage leveis characteristic of lhe Brazilian labor force. Whether due to 
bad targeting or lhe perverse incentives they generate, these programs end up having much less of an 
impact on poverty than would be possible if lhey were better designed. 

10.180. Distributive policies were defined as lhose intended to raise lhe wages of less skilled workers and 
thereby reduce poverty, by regulating prices. This group includes ali wage policies, especially lhe minimum 
wage. 

10.181. The analysis of lhe minimum wage showed firstly that its current levei in Brazil is well below lhe 
intemational norm. More specifically, intemational comparisons suggest lha! lhe minimum wage in Brazil 
needs to be doubled to come into line with intemational standards. ln addition, estimates of lhe poverty 
impact of increases in lhe minimum wage prove to be very small. ln fact, even assuming that changes in 
lhe minimum wage influence lhe incarnes of workers in lhe informal sector, as well as those eamed by 
workers with wages above lhe minimum, a 20% hike in lhe minimum wage reduces poverty by jus! two 
percentage points. 

10.182. Lastly we investigated lhe role of structural policies, which were defined as those aimed ai 
reducing unemployment and enhancing labor productivity. Such policies may have one of lhe following 
four immediate objectives: (a) crealion of a new job; (b) improvements to lhe quality of pre-existing jobs; 
(e) improvement of workers' skills; or (d) better matching between workers and jobs.

10.183. Analysis of these objectives shows lha! they depend both on macroeconomic policy - particularly 
in setting interest rates - and specific policies to ensure access for poor people to three services that are 
essenlial to incarne generation: (a) credit; (b) professional skill training; and (e) labor intermediation. 

10.184. We investigated lhe effectiveness of worker skill-training policies and labor intermediation. The 
results obtained show that while there is evidence that these policies have some impact, this is very small. 
An analysis of lhe way these programs operate shows lha! impacts can be limited by lhe way they are 
implemented. ln lhe case of professional skill training, we identified problems such as lhe process used to 
select courses and clientele. ln lhe case of labor intermedialion, we believe excessive State involvement in 
lhe production of this service could ai least partly explain lhe program's Jack of effectiveness. 

10.185. On lhe whole, our analysis of employment and incarne proteclion policies suggests that structural 
policies are designed adequately in theory, but have shortcomings in their implementalion. 

10.186. As regards distribulive policies, lhe evidence shows that they have not been used, and that this is 
probably a correct decision. Lastly, and more worryingly, lhe design of compensatory policies is based on 
an inappropriate conceptual view, which results in these policies being badly targeted and generating 
incentives that keep labor productivity below what il otherwise might be. Accordingly, redesigning 
compensatory policies would seem to be lhe priority goal for obtaining a sei of employment and incarne 
policies that are effective in combating poverty in lhe country. 
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Tabela 11.2: Trabalhadores desempregados que retiraram o FGTS 

(em porcentagem) 

Pesquisa Mensal de Emprego (PME) - 1998 

São Paulo 

Rio de Janeiro 

Belo Horizonte 

Porto Alegre 

Salvador 

Recife 

Pesquisa Nacional por Amostra de Domicílios (PNAD) - 1990 

Brasil 

Fontes: Pesquisa Mensal de Emprego (PME) de 1998. 
Pesquisa Nacional por Amostra de Domicílios (PNAD) 
1990. 

85 

84 

81 

81 

82 

81 

79 

Tabela 11.3: Diferenças em diferenças de Hazard Rates Tratamento - Controle 

Base de dados Controle 

0-3 meses Informal Saídas voluntárias 

RAISeCAGED 

3-6 meses -0.9 -2.7

6-12 meses 1.5 -0.3

12-24 meses 1.5 -0.3

PME (setor formal) 

3-6 meses -0.5 -0.9 -1.7

6-12 meses 0.6 -0.4 -0.7

12-24 meses 1.2 o.o -0.1

Fonte: Relação Anual de lnfonnações Sociais (RAIS), Gadastro Geral de Empregados e Desempregados 

(CAGED) e Pesqulsa Mensal de Emprego (PME). 

64 

66 

70 

68 

74 

65 

62 

89 

88 

85 

84 

83 

84 

88 
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Tabela 111.1: Impacto de um aumento de 20% no salário mínimo 
sobre a pobreza 

Impacto 

Impacto Directo 

Sem qualquer indexação 

Com carteira e funcionário público 

Sem carteira 

Conta própria 

Baixa indexação ( :\. = 2) 

Alta indexação ( À = 1) 

Impacto direto e indireto 

Elasticidade emprego-salário 

e=O 

e=0,2 

e=0,5 

e=1 

Impacto em equilibrio geral 

Sem indexação 

Com indexação 

Fonte: Pesquisa Nacional por Amostra de Domicllios (PNAD) de 1997. 

Impacto sobre a pobreza(%) 

-0.3

-0.8

-1.0

-2.4

-4.6

-1.1

-1.0

-0.9

-0.7

o.o

0.2 



-254-

Tabela IV.2: Estimativas do impacto da intermediação de mão-de-obra sobre a ocupação e 
a renda 

Região metropolitana 

Belo Hortzonte 

Porto alegre 

Recife 

Rio de Janeiro 

Salvador 

São Paulo 

(1 mês após a intervenção) 

Vartável dependente 

Ocupado no mês Renda do trabalho positiva no 
mês 

Coeficiente P-valor (%) Coeficiente P-valor (%)

2.079 14 0.967 42 

-1.211 30 -0.843 40 

-1.033 46 -0.820 49 

-1.597 38 0.117 94 

2.559 27 -0.307 89 

0.204 84 0.347 69 

Empregado formal no 
mês 

Coeficiente. P-valor (%) 

2.798 o 

-0.795 33 

0.415 53 

1.364 21 

5.475 o 

0.522 39 

Tabela IV.1: Avaliação do impacto da qualificação profissional sobre a inserção no mercado de 
trabalho e a renda 

Momento 
da 
avaliação 

Rio de 

Janeiro 

Fortaleza 

(Diferença das médias 6 meses antes, e entre 6 a 12 meses depois) 

Taxa de participação Taxa de desemprego 

P-valor P-valorCoeficiente Coeficiente (%) (%) 

0.11 96 -3.48 37 

3.32 13 -3.06 43 

Vartáveis dependentes 

Taxa de ocupação da Rendimento médio 
população da 

população em 
economicamente ativa idade ativa 

Coeficiente P-valor (%) C°::t�cie

3.60 36 10.17 

3.20 41 12.54 

P-valor
(%) 

16 

6 

Rendimento médio 

dos ocueados 
P-

Coeficiente valor 
(%) 

-2.38 92 

-11.00 66 

Fonte: Planos Estadua� de Oualificaç/lo (PEQ) da Secretaria de Formaç/lo e Desenvolvimento (SEFOR/MTE) 1996 a 1998. 

Fonte: Pesquisa Mensal do Emprego (PME) de 1990 a 1998. 

Nota: 1 - Utilizou-se regressão linear. 

2 - Os dados da tabela foram obtidos a partir de uma concatenação aonde se acompanha um mesmo 

indivíduo ou grupo de individuas por um período de dois meses, com o intuito de captar a evolução de sua situação. 

3 - Essa regressão inclui controles para as variàveis Que estao na tabela. 

Logaritmo do 
rendimento 

médio dos 
ocueados 

. P-valorCoeficiente (%) 

0.03 72 

-0.01 91 
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Gráfico II.1: Acesso ao Seguro Desemprego 
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Gráfico II.3: O Gasto com Seguro Desemprego 
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Gráfico 11.5: O Gasto com Seguro Desemprego 
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Gráfico 11.7: Porcentagem da pOpulação desempregada 
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Gráfico IL9: Porcentagem da população beneficiada com o Abono Salarial 
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Gráfico ILll: Porcentagem da população beneficiada pelo FGTS 
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Gráí1eo 111.1: Nfvel do salário minímo ·para 
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Gdfio ID.2: Salário mínimo expresso como fração do salário médio industrial 
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Gráfico III.3: Relação entre o _salário mfnimo e o salário médio na indústria 
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Gráfico fil4: Desvio do salário mínimo em relação à norma internacional, .segundo a relação 
com o salário da indústria 
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Gráfico DJ.5: Salário mini mo expresso como fração da renda nacional per.capita 
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Gráfico ID.6: Relação entre o salário.mínimo e a renda per capita 
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Gráfico fil7: Desvio do sah\rio mínimo em relação à norma internacional, 

segundo a relação com a renda per capi.ta 
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11. ACTIVE LABOR MARKET POLICIES: EVALUATIVE

EVIDENCE 

Prepared by Amit Dar 

• .., ~ '- , I INTRODUCTION '. • · ·' • ,; •

11.1. Over lhe past several decades, "aclive" labor market policies (ALMPs) have emerged as an 
important employment policy tool, particularly in developed countries. ALMPs include a wide range of 
aclivities, intended to increase lhe quality of labor supply (e.g., through retraining); to increase labor 
demand (e.g., through direct job crealion); or to improve lhe matching of workers and jobs (e.g., through job 
search assistance). The objeclive of these measures is primarily economic - to increase lhe probability that 
the unemployed will find jobs or that the underemployed will increase their produclivity and eamings.1

However, more recently lhe case for aclive labor market policies has also emphasized lhe potenlial social 
benefits in the form of lhe inclusion and participation that comes from produclive employment. 

11.2. ALMPs are usually regarded as a useful altemative to 'passive" (e.g. unemployment insurance, 
safety net) type of programs, especially in cases of high unemployment. Aside from lhe political 
attracliveness of lhese programs for lhe govemment as "seen to be doing something' to mitigate 
unemployment, it also makes sense ai a conceptual levei for these programs (specifically retraining) to 
have heightened importance as technological change increases both skill requirements and the pace of 
obsolescence. However, as lhe experience of the past few decades has repeatedly demonstrated, actually 
implemenling an aclive labor market policy poses many different types of challenges. 

11.3. The immediate question is whether these programs have any impact. Evalualions of their impacts 
are mixed, with many programs assessed to have little or no impact on the employability or eamings of 
participants. Even where policy-makers judge lhe evidence more favorably, or where they feel compelled to 
introduce ALMPs for polilical reasons, they must confront a host of complex design and implementalion 
issues in order to maximize the probability for success. Not surprisingly, most experience with ALMPs has 
been in developed countries although that is changing to some degree now. li is clear lhough, that lhe role 
and nature of aclive programming will vary ai different stages of development. And, as lhe experience in 
OECD countries has shown, culture and institutions matter a great deal as well. 

11.4. The purpose of this paper is to review lhe intemalional experience with aclive labor market policies 
and to discuss their applicability in more developing countries. The empirical literature on evalualions of 
ALMPs is vast and often provides contradictory conclusions depending on country, time period and specific 
program characteristics under consideration. The aim of this review is to provide a summary of these 
evalualions and attempt to draw some lessons. Most of the evalualions come from industrialized countries, . 
though some evidence presented also comes from developing economies. 

1 Objectives can focus on the needs of employers as well, for example, to ensure a supply of appropnate workers. This may assume pnority in 
times of rapid expansion when vacant jobs rather tnan unemployed workers are the predominant form of labor market imbalance. ln fact, this 
was at least partly the case in the 1960s when active labor market programs were first introduced on a significant scale. 
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11.5. This paper is structured as follows. ln lhe next section, we provide a brief overview of aclive labor 
market programs and lhe levei of expenditures on these programs. Seclion 3 briefly discusses the 
techniques used when evaluating ALMPs. The evaluation evidence on lhe impacts of ALMPs is reviewed 
in section 4 and the key variables associated with successful outcomes are idenlified. Finally, in section 6, 
we discuss lhe applicability of ALMPs to these countries and we assess lhe key considerations involved in 
balancing aclive and passive policies. 

' ·' • • Il • ACTIVELABOR MARKETPROGRAMS: AN ÜVERVIEW" "'* '•· ' 

11.6. Aclive Labor Market Programs include three main elements (OECD, 1993): 

• Mobilizing labor supply with job crealion schemes, job subsidies and so on;
• Developing employment-related skills with measures such as retraining;
• Promoling efficient labor markets with employment services, job-matching and counseling.

Within this framework, lhe more common ALMPs are:2

• Direct job creation (public works schemes/public service employment)3; 

• public employment services/job search assistance agencies;
• training/retraining for unemployed adults and those ai risk of unemployment;
• support to unemployed persons in starting up small businesses (micro-enterprise development);
• wage/employment subsidies to firms to hire unemployed individuais.

11. 7. ln theory, ALMPs policies can lower structural unemployment two ways: by promoling more
efficient matching between job-seekers and vacancies, and bringing discouraged and socially excluded
workers (such as the long-term unemployed or women workers who dropped out of lhe labor force) back
into lhe labor market. Targeted retraining and employment services would enhance their ability to re-enter
lhe labor force and compete effeclively for jobs. However, while ALMPs can posilively affect employment
and incomes lheir potenlial benefits may be diminished because of subslitution, deadweight or
displacement effects. These issues will be addressed in more detail in the next section.

Expenditures on Active Programs in OECD Countries 

11.8. The OECD has collected expenditure data by member countries on aclive labor market programs 
since the mid-1980s. Figure 11.2 illustrates trends spending over time on ALMPs by showing average 
nalional expenditures throughout lhe OECD region as a percentage of national GDP between 1985 and 
1998. The overall picture shows that lhe relative spending levei increased early in lhe 1990s and has 
continued ai that new and higher levei through the decade. This increase likely reflects bolh an increasing 
preference on the pari of govemments for aclive programming and lhe higher unemployment in most 

2 A short description oi each oi these programs is provided in Annex 1.

3 White we use lhe terms public works and public service employment interchangably, public works usually reler to physical/civil works to
develop infrastructure usually carried out in developing countries. ln OECD countries, similar programs are denoted as public service 
employment and may be used to employ individuais as, for examples, nurse aids and teachers aids. 
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countries in the 1990s compared to the 1980s. Analysis by the OECD (1993) confirms that spending on 
aclive programs increases when unemployment rises. ln 1990, for example, a one percent increase in the 
unemployment rate was associated with a 0.6 percent increase in expenditures on ALMPs as a percentage 
ofGDP. 
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Figure 11.1 OECD Average ALMP Expenditures 
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11.9. A second point emerging from lhe OECD expenditure data is that countries generally see aclive 
and passive programming as complements rather than substitutes. Where spending is relatively high in lhe 
former area - expenditures on passive programs usually being ai least 50 percent greater than on aclive 
programs in the OECD- it is also likely to be relatively high in the latter. ln 1990, the correlation coefficient 
between national spending on aclive and passive programs was .60 (OECD, 1993). Alter diverging in the 
early ninelies when income support jumped to accommodate workers laid off in lhe recession, the strong 
correlation resumed in 1993, with spending on aclive programs slightly increasing relalive to passive 
(Figure 11.2). 

Figure 11.2 Labor Market Expenditures 
(measured in percentage of GDP) 

3.5 �----------------� 

3.0 

2.5 

2.0 

1.5 

1.0 

0.5 

,.,,,,-- ....... 
__ ..,,. -

------

- - -- - - - - - - - - - - - - - - -- - - -

1991 1992 1993 1994 1995 1996 1997 1998 

- - Passive Labor 
Market 
Programs 

- • •  ■ Active Labor
Market
Programs

--Total Labor 
Market 
Spending 



-268-

11.10. Thirdly, it should be pointed ou! lha! while they slill remain relatively high, expenditures on labor 
market programs have declined since the early 1990s. The general trend among mos! OECD countries 
has been either consistent decline in total labor market spending or considerable variances from year to 
year with no apparent long run trajectory. 

Table 11.1 Ex11enditures on Labor Market Programs {Selected OECD Countries) 
Australia Denmark France Germany Japan ltaly Spain Sweden U. S. 

Labor Market Program {199718) {1998) {1997) {1998) {199718) {1996) {1998) {1998) {1997/8) 

Public Employment Seivices & 0.21 0.14 0.16 0.23 0.03 0.04 0.07 0.30 0.06 

Administration 
Labor Market Training 0.07 1.07 0.35 0.34 0.03 0.01 0.21 0.48 0.04 

a. Training unemployed adults 0.06 0.73 0.31 0.35 0.03 0.10 0.47 0.04 
and those at risk

b. T raining employed adults 0.34 0.04 0.01 0.11 0.01 
Youth Measures 0.06 o.os 0.26 0.07 0.42 0.07 0.03 0.03 

a. Measures for unemployed & 0.08 0.07 0.06 0.04 0.07 0.03 0.03 
disadvantaged youth

b. Apprenticeship and related 0.05 0.19 0.01 0.38 
forms oi general youth training

Subsidized Employment 0.13 0.30 0.52 0.39 0.02 0.61 0.35 0.58 0.01 

a. Subsidies to employment in the 0.04 0.03 0.32 0.03 0.02 0.56 0.24 0.15 
private sector

b. Support oi unemployed 0.02 0.04 0.03 0.03 0.09 
persons starting enterprises

e. Direct job creation (public or 0.07 0.23 0.20 0.32 0.04 0.07 0.35 0.01 
non-profit)

Measures for lhe Disabled 0.06 0.30 o.os 0.25 0.02 0.62 0.04 

a. Vocational rehabilitation 0.02 0.30 0.02 0.10 0.04 0.04 
b. Work for the disabled 0.04 0.06 0.15 0.02 0.58 
Unemployment Compensation 1.17 1.86 4.50 2.29 0.43 0.68 1.64 1.91 0.25 

Early retirement for labor 1.88 0.35 0.20 

market reasons 
TOTAL 1.69 5.63 3.22 3.56 0.52 1.96 2.36 3.93 0.43 

Active Measures 0.52 1.89 1.37 1.27 0.09 1.08 0.72 2.01 0.18 
Passive Measures 1.17 3.74 1.85 2.29 0.43 0.88 1.64 1.91 0.25 

11.11. Finally, there are major differences across OECD countries in terms of lhe levei and composition of 
spending on ALMPs (as well as passive programs). Table 11. 1 highlights these differences for a subset of 
countries using the lates! expenditure data available. 

11.12. ln spite of lhe large public expenditures on aclive labor market programs, rigorous evaluations of 
ALMPs have been relalively uncommon. ln lhe continuing effort to improve lhe targeting and efficiency of 
social programs, policymakers are now increasingly realizing lhe importance of rigorous evaluations. They 
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want to know what programs accomplish, what they cosi, and how they should be designed to achieve 
maximum efficiency and cost-effecliveness. As we shall see in the next section, the evalualions we have 
reviewed in this paper are almost exclusively 'impact" evalualions. Here we discuss some of the 
techniques used in performing an impact evaluation. 

lmpact Evaluation Techniques4

11.13. Techniques for evaluating the effecliveness of labor programs can be either scientific and non
scientific. The scientific evaluations are of two types: experimental and quasi-experimental. Experimental 
or classically designed evaluations require selection of both lhe "control" and "treatment" groups - those 
who receive lhe assistance and those who do not - prior to lhe intervention. Quasi-experimental studies, 
select treatment and control groups after lhe intervention. 

11.14. Non-scienlific techniques do not use control groups in evalualing the impact of interventions, 
relying instead on stalistics compiled by program administrators. These evalualions are of little use in 
determining whether program participants are doing better: without a control group, il is difficult to attribute 
success or failure of participants to lhe intervention, since these effects are contaminated by other factors, 
such as worker-specific attributes. However, in some cases, these evaluations (e.g. interviews with 
employers and employees) can provide some information on deadweight loss, as well as substitution and 
displacement effects (Box 11.1 lists some of lhe commonly used terms in the impact evalualion literature.) 

Classically Designed (Randomized) Experiments 

11.15. This technique was originally developed to test drug-effectiveness, with program participants and 
those excluded from treatment randomly selected prior to lhe intervention. lf large samples are randomly 
assigned to treatment and control groups, observable and unobservable characteristics of lhe two groups 
should not differ on average, and so any difference in outcomes can be attributed to program participation. 
The main appeal here lies in the simplicity of interpreting results - the program impact is the simple 
difference between the means of lhe samples of program participants and control group members on lhe 
outcome of interest. 

11.16. However, there are some problems with randomization (Benus and Orr, 2000; Baker, 1999). Some 
of the main ones are: (i) failure to assign randomly. This could be simply because of nepotism or could 
involve excluding high risk groups in order for lhe program administrators to show better results; (ii) ethical 
questions about excluding some people from lhe intervention. This is somewhat related to lhe issue above. 
Program administrators may often resist implementing the programs on lhe ground that services are denied 
to lhe control group; (iii) changed behavior upon leaming of assignment to either group. For example, 
individuais who are denied entry into the program may end up enrolling in a similar private program or may 
intensify their job search - this will lead to biases in lhe data; and (iv) these techniques require extensive 
data collection before lhe project begins. Other than being very costly, this can often be impractical as in 

• This section draws from Dar and Gill (1998) and Dar and Tzannatos (1999).
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many countries - particularly developing countries - rigorous evaluations are only emphasized and 
designed after the program is in place.5

Box 11.1 Some Commonlv Used Terms in the lmpact Evaluation Literature 

Some of the commonly used terms in the evaluation literature are defined below. 
• Deadweight Loss: Program outcomes are not different from what would have happened in the

absence of the program. For example, wage subsidies place a worker in a firm which would have hired
the worker in the absence of the subsidy.

• Substitution Effect: A worker hired in a subsidized job is substituted for an unsubsidized worker who
would otherwise have been hired. The net employment effect is thus zero.

• Displacement Effect: This usually refers to displacement in the product market. A firm with
subsidized workers increases output, but displaces/reduces output among firms who do not have
subsidized workers. This can also occur in helping individuais start up enterprises.

• Treatment and Control Group: Program beneficiaries are the "treatment" group. ln a scientific
evaluation, their outcomes are compared with a "contrai" group of individuais who did not participate in
this program. The treatment and contrai groups could be assigned at random ex-ante (before the
program) or chosen ex-post. This will be discussed in detail in Section Ili.

• Selection Bias: Program outcomes are influenced by unobservable factors not controlled for in an
evaluation (e.g. individual ability, willingness to work). Such factors can also arise as a by-product of
the selection process into programs where individuais "most likely to succeed" are selected into
programs ("creaming").

• Randomization Bias: This refers to bias in random-assignment experiments. ln essence, this says
that the behavior of individuais in an experiment will be different because of the experiment itself and
not because of the goal of the experiment. Individuais in an experiment know that they are part of a
treatment group and may act differently, and the sarne could hold true of individuais in the contrai
group. The potential change in behavior is referred to as the Hawthome effect.

While randomization is thought to ensure the absence of selection bias among participants, proponents 
of randomized experimentation make a controversial assumption: that randomization does not alter the 
program behavior being studied. This may not be the case, and in fact the bias induced by randomization 
may be quite strong (Heckman, 1992). For example, individuais who might have enrolled in a nonrandomized 
regime may make plans anticipating enrollment in training. With randomization they may alter their decision 
to apply or undertake activities complementary to training (the Hawthome effect). Thus risk-averse persons 
will tend to be eliminated from the program. 

5 Heckman (1992) documents other limitations of this technique when applied to social experiments that arise due to selectivity
biases, as randomization may differentially affect the decision of people to participate in such programs. For example, relatively 
risk-averse persons may decide not to enroll for randomized experiments, preferring instead to enroll in private training. 
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Quasi-Experimental Techniques 

11.17. ln these techniques, lhe treatment and contrai groups are selected after lhe intervention. ln order 
to gel unbiased estimates of program impact, lhe comparison graup must be similar to lhe treatment group 
in characteristics that affect lhe outcome of inlerest. While some of these characteristics, such as age, 
gender and levei of education are observable, others, such as innale ability and motivation are no!. To gel 
lhe effect of lhe program, econometric lechniques have to be used lha! will correct for lhe differences in 
characteristics between lhe two groups. 

11.18. The main appeal of these techniques lie in lhe fac! lha! they can use exisling data sources and are 
hence relatively low cosi, and that these evaluations can be done ai any point in time after lhe program has 
commenced. However, there are several disadvantages of these programs. The main disadvantage is 
lhese techniques - if done properly - are often statistically complex. The attributes of individuais in 
treatment and contrai groups are different; techniques for adjusting for differences in observable attribules 
(e.g., sex, education, age, region) are relatively straightforward but subject to specification errors; 
correcting for unobservable characteristics (e.g., motivation, family connections) requires a convoluted 
procedure that can yield significantly different results depending upon specification. Quasi-experimental 
evaluations are of different types - regression-adjusted for observables, selectivity-corrected (regression
adjusted for both observables and unobservables), and matched pairs: 

11.19. Regressíon-adjusted for observables. This technique assesses lhe impact of participation in 
a program when lhe observable characteristics (e.g. sex, age, education) of lhe participant and comparison 
groups differ. This method is appropriate for computing program impact estimates when lhe difference 
between lhe participant and comparison samples can be explained by observable characteristics. 

11.20. Regressíon-adjusted for observed and unobservable variables (selectívíty-corrected). When 
selection into programs is nol random, and participation in a pragram is due to both observable and 
unobservable characteristics, program impacts computed using lhe technique in (i) above are likely to be 
biased. The concem is lha! even if participants and non-participants have similar observable 
characteristics, there are some unobservable characteristics (e.g. innate ability) which would cause non
participants to have different responses to lhe program if they had participated. This technique uses lhe 
Heckman selectivity method to try to control for these unobservables. • 

11.21. Instrumental variables. This appraach can be applied if selection into lhe pragram can be 
expressed as a function of variables lha! do no! affect lhe outcome in lhe absence of lhe pragram. Hence, 
this technique can be used if there is a variable lha! affect an individual's participation in lhe program but do 
not affect pragram outcomes. For example, lhe distance between a training center and an individual's 
home may impact on his/her ability to participate in lhe pragram, but should have no impact on earnings, 
given lhe individual participates in lhe program. 

11.22. Matched pairs. As observable characteristics of lhe individuais chosen in lhe contrai and 
treatment groups are bound to be different, these groups are likely to have different success rates in finding 
employment, even in lhe absence of aclive labor market pragrams. To contrai for these spurious 
differences, synthetic contrai graups are constructed using a matched pairs approach. The synthetic 
contrai graup, a subset of lhe entire contrai graup, is composed of individuais whose observable 
characteristics most closely match those of lhe treatment graup. An altemative appraach is to use lhe 
"propensity score" approach which computes lhe predicted prabability of participation in a pragram given 
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observed characterislics - lhe closer lhe propensity score, lhe better lhe match (Baker, 1999) (see Annex 
2). 

Relative Strengths of Techniques 

11.23. li is clear from lhe above lhat non-scientific techniques present lhe least reliable picture of program 
impacts. As they give no explicit estimate of what would have happened in lhe absence of lhe program, 
they provide little indicalion of lhe effects of lhe program. While these techniques may be useful to gel 
some indication of lhe gross outcomes of programs, policymakers should not rely on !hem to make 
comparisons across programs or decisions relaling to lhe allocalion of resources. 

11.24. Hence randomized and quasi-experimental techniques are preferable.6 As specified above, lhere 
are pros and cons to bolh experimental and quasi-experimental techniques. While randomized 
experimentation is theoretically lhe best technique to estimate lhe effects of interventions,7 using lhe dual 
criteria of rigor and feasibility, randomized experiments are not necessarily superior to quasi-experimental 
techniques. Factoring in lhe high costs of setting up such experiments, and lhe fact lha! lhe labor market 
programs which need to be evaluated are often already in place, randomized evalualions should not 
necessarily be lhe chosen altemative, especially in developing countries. 

11.25. Within quasi-experimental techniques, selectivity-correction may not add much, especially when 
inforrnalion is available for a considerable number of observable individual and labor market characterislics 
(educatioh, age, sex, household wealth, and region of residence). Besides being cumbersome and 
somewhat unintuitive, this method often gives arbitrary results depending on lhe selectivity-correction 
specification used. Similarly, while lhe instrumental variable approach is appealing in lheory, it is often 
difficult to identify variables lha! meet lhe requirement for being a good instrument. Even when such 
variables exist, lhe precision of lhe resulting estimates tends to be somewhat low (Benus and Orr, 2000). 

11.26. This leaves lhe matched pairs and lhe regression-adjusted techniques. Between lhe two, the 
matched pairs technique is preferred for lhe following reasons: First, lhe procedure is less arbitrary 
because, since lhe observable differences between lhe treatment and comparison group are minimized, 
functional forrn assumptions become less important. Second, because program impact measures are a 
simple difference of means of lhe variables of interest (re-employment probabilities and wages) between 
lhe control and treatment groups, they are easier to interpret by non-statisticians. However, lhe technique 
is dependent on having adequate data on bolh lhe control and treatment group. 

6 A weakness shared by both lhe experimental as well as non-experimental evaluations is lhat lhey do not take into account
displacement effects oi lhe retraining program. • Thus, for example, in countries where demand for labor is constrained, retrainees 
may simply 'bump" or displace previously employed workers so lhat aggregate unemployment may not change desptte lhe size oi 
lhe program. ln general, displacement implies lhat lhe social benefits • from higher re-employment probabilities due to lhe retraining 
program • are lower lhan indicated by lhe evaluation, however well dane. 

7 Estimating lhe effect oi trainee eamings on an employment program using randomized and quasi-experimental techniques,
l.alonde (1986) has shown lhat randomized experimentation yields significanfly different results from quasi-experimental techniques. 
Policymakers should be aware lhat some non-experimental evaluations, especially lhose lhat rely on functional specifications, oi 
training programs may contain large biases. 



-273-

The lmportance of Costs 

11.27. For lhe purposes of inforrning policy decisions, an evalualion is no! complete unlil one considers 
lhe costs of both lhe ALMP and its alternatives. Cost-benefil analysis is lhe standard method of 
aggregating benefils and costs across outcome categories and across time. A program may be effective, 
in lhe sense of crealing benefits for participants (e.g. higher eamings, lower recividism} but these effects 
may no! be worthwhile if they are less than the costs involved. Hence a program may be effective in lhe 
sense of crealing net benefits for participants but no! efficient if costs outweigh benefits (Ryan and Grubb, 
1999). Similarly, when comparing aclive labor market programs, if, for example, training is shown to be 
twice as costly as job search assistance to the unemployed, but only as effective as job search assistance 
in facilitaling access to jobs and wage gains, then job search assistance is twice as cost-effeclive as 
retraining even though lhe two are equally effeclive. At least ai lhe margin, this would conslitute a case for 
reallocaling resources from training to job search assistance. 

11.28. Unfortunately, costs appear to be lhe least analyzed aspect of aclive labor market programs and 
hence policymakers cannot make inforrned decisions about the cost-effecliveness of one program with 
respect to another. Hence il is important to gel a good idea about lhe costs of a program. The main steps 
involved in estimating costs can be thought of as follows (Valadez and Bamberger, 1994): 

• ldentify ali costs, whelher or not they will be charged to lhe project (e.g. even if premises for a training
project are provided free of charge by the govemment, a cost should be imputed for lhese premises}.

• Estimate lhe accounting costs. This is the actual amount paid for lhe goods and services (e.g. salaries
and benefits for staff, cosi of equipment, rent of buildings etc.}.

• When costs are being paid over a number of years, prepare a separate cosi stream for each year.

11.29. Even the most careful impact evaluations of ALMP's cannot be used for social cost-benefit 
analysis. The main reason is that retraining programs may simply result in displacement of previously 
employed workers by the retrainees, so lhat aggregate unemployment rates remain unaffected by lhe 
intervention. But when done correctly, evalualions are good guides for private cost-benefil analysis, which 
policymakers can use to inslitute cost-recovery in public programs and to promete private provision. 
Evaluations may also help in deciding whether ALMPs programs contribute to reduced budgetary 
expenditures by moving people off unemployment benefits into produclive employment, or whether? are a 
net drain inspite of being effeclive in doing so. 

W#ANíINTERPRETATION
°

ÓF1EVALUÀTJÓNRÉsu['rs8
. • 

11.30. This seclion presents our reading of the evalualive evidence - mainly from OECD countries but 
also some from developing and transilion countries - of aclive labor market programs.9 These programs 
have been evaluated using a variety of techniques that have been described in Seclion 3 above . 

8 This seclion is based substanlially on Dar and Tzannatos (1999). 

9 Appendices which summanze the studies upon which our synthesis is based are available separately. The readeris encouraged to refer to 
them for a more objective presentalion of individual studies. 
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Public Works Programs/Public Service Employment 

11.31. Public works programs are one of lhe most heavily funded ALMPs in OECD countries. We 
summarize lhe results of 18 evaluations of public works programs, 14 of which are quasi-experimental and 
four of which are non-scientific. The evaluations point to some general conclusions. 

11.32. While non-experimental evaluations show some desirable short-run effects in lhe form of 
employment increase/unemployment decline, some scientific evaluations suggest displacement effects 
which can reach 100 percent (as they did in Sweden; Skedinger, 1995). Participants have a smaller 
probability of being employed in a non-assisted job after participation in lhe program, and are likely to eam 
less than their counterparts in the control group. Finally, these programs do not seem to have a significant 
impact on reducing long-term unemployment in lhe economy - and whatever small short-run impacts that 
exist tend to dissipate over time (Webster, 1998). 

11.33. These conclusions are to a large extent predictable: unlike other ALMPs, such as training, 
retraining and support program for self-employment, public works provide mainly current benefits 
(temporary safety net) and are only temporary escape routes from unemployment. lrrespective of the merits 
of public works, an economist's first impression is that public works can be generally expensive and are not 
an effective instrument if lhe objective is to gel people into long-term gainful employment. 

11.34. However, public works can be a short-run anti-poverty intervention. That's why some developing 
countries have used !hem extensively in periods of hardship, such as in Botswana, where 21 percent of 
lhe labor force was employed in public works in 1985-6, in Chile (13 percent in 1983) and Honduras (5 
percent between 1990-3). ln Argentina's Trabajar program, lhe average gain in eamings was about half 
lhe gross wage. Even allowing for forgone income, lhe distribution of gains was decidedly pro-poor as 
more than half the beneficiaries were in the poorest decile nationally and 80- percent were in lhe poorest 
quintile (Jalan and Ravallion, 1999). ln other cases, such as lhe Maharashtra Employment Guarantee 
Scheme in lndia, year-round employment is guaranteed. However, lhe wage rates have been sei very 
low, solha! only lhe poorest are targeted.10 ln East Asia, public works were extensively used during lhe 
crisis as anti-poverty measures. While rigorous evaluations of lhe program are no! currently available, 
initial evidence suggests lha! these programs were no! highly successful in reaching their target population 
as wage rates were sei too high which may, in fac!, have led to some distortions in lhe labor market 
(Betcherman and lslam, 2001). 

Job Search Assistance/Employment Services 

11.35. Expenditures on these programs range anywhere from tive percent of aclive labor market program 
budgets (in Denmark) to over 70 percent (in lhe Czech Republic). On average, OECD countries spend 
about a quarter of their aclive labor market program budgets on these programs. li should be noted here 
lha! lhis expenditure is often no! used solely to finance job search assistance programs, but also to finance 
lhe administration of lhe unemployment benefit system, as well as the administration and costs of lhe other 
aclive labor market programs. 

10 Recenl evaluations oi this scheme have showed that. due to a significant increase in lhe wages, lhe seJf.targeting nalure of lhe program 
has been somewhal compromised. 
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11.36. 20 evaluations were examined, ali except two are scientific. Six of lhe scientific evalualions are 
experimental and 12 are quasi-experimental. The evalualions suggest that job-search assistance is in 
some sense one of the mos! successful aclive labor market programs: in lhe general case, it costs little to 
provide and lhe program is not any less effective than altemative ALMPs. li is, therefore, lhe low cosi lha! 
drives this conclusion. However, as argued below, much depends on whether lhe economy is growing or in 
a recession ( as far as effecliveness is concemed). 

11.37. More specifically, while some evaluations yield "negative" results, mos! studies indicate positive 
results, and in a few cases large ones.11 Less successful programs are generally associated with periods 
of recessions and rising unemployment rates. For example, job search assistance to those laid off en
masse in Canada in the late 1980s did not raise their probability of employment oreamings (as compared 
to a control group) at a time when unemployment was rising. ln fact, participants who had been laid off en

masse spent a significantly greater amount of time searching for jobs than their counterparts who did not 
use this service (Fay, 1996). Similarly, these services were not very successful in Korea during lhe East 
Asian crisis -less than eight percent of job seekers found jobs through these services in 199812

(Betcherman, Dar, Luinstra and Ogawa, 2001). On lhe other hand, lhe effectiveness of job search 
assistance seems to increase when economic conditions improve; that is, when new jobs are generated. 
During lhe decline in unemployment rates in lhe Netherlands in lhe mid-to-late 1980s, program participants 
were more likely to be employed than those in lhe control group (OECD, 1993). Evalualions in Hungary 
and Poland also show that while lhe overall effectiveness of this intervention is not significant in terms of 
increasing probability of employment, if the economy is improving, some subgroups of program participants 
- particularly women - fare significantly better than non-participants (O' Leary, 1998(a), 1998(b)).

11.38. Studies which examine both cost and effectiveness data conclude that job search assistance is 
also supposed to be one of lhe most-cost effeclive of the aclive intervenlions. Leigh (1995) summarizes 
his findings of selected programs: job search assistance measures cosi less than training and retraining 
(two to four times less), but appear ai least as effeclive. This of course does not mean that job-search 
assistance is a substitute for training - il is possible, for example, that those who use job search assistance 
are more "employment-ready" than individuais who get training. However it does mean that if job search 
assistance and training programs cater to roughly the sarne clientele, policymakers can subslitute one 
program for the other. Similar results were also found in experimental demonstrations carried out in the 
U.S. during lhe 1970s and lhe 1980s (Meyer, 1995).13 

11.39. Overall, lhe evidence suggests that job search assistance can have some positive effects and is 
usually cost-effeclive (relative to other ALMPs). There does seem to be a positive correlalion between the 
likelihood of success of a program and local labor market conditions. Programs that have not yielded 
positive results are generally associated with rising unemployment rates, while economic condilions have 
been generally favorable in the case where programs have succeeded. 

11 Deadweight loss is rarely measured in these evaluations. lt may happen that those who benefit from these services are those who would 
have gol jobs anyway because they were lhe most motivated in looking for jobs. 

12 This low rate of effectiveness is also partly attributed to low personnel and technological capacity in employment offices.
Other countries in East Asia which expanded their job search assistance programs during lhe crisis faced similar problems. 

13 ln a study by White and Lakey (1992) lhe duration of search of non-participants was on average 8 weeks longer than those of program 
beneficiaries. 
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Training and Retraining Programs 

11 .40. Training (and re-training) generally accounts for a significant share of expenditures on ALMPs 
ranging between 40-60 percent in many countries and reaching 77 percent in Denmark in lhe early 1990s. 
Spending on training can reach many different groups, and in our review, we concentrate on retraining 
programs geared towards those laid off en masse; training and re-training programs for lhe long-term 
unemployed; and training programs geared towards youth. 

11.41. We have reviewed close to 50 studies - 11 experimental, 30 quasi-experimental and nine non
scientific. A few of lhese studies are longitudinal, so it is also possible to study lhe long term impact of lhe 
programs. 

11.42. Compared to scientific evaluations, nonscientific evaluations usually provide an inflated picture of 
lhe effects of training and retraining programs on lhe long-term unemployed. Scientific evaluations suggest 
that lhe programs for lhe long-term unemployed can have a positive impact but this is not always lhe case, 
and lhe impact is usually small. 

11.43. The success of programs tends to be heavily dependent on the business cycle: programs have 
performed better when lhey were instituted ai times when lhe economy was expanding. A good example of 
this is Hungary, where training outcomes seem to have improved over time as lhe economy started to grow 
(O' Leary (1995, 1998(a)). ln general, programs seem to be more effective for women (Puhani, 1998; 
Friedlander et. ai., 1997; Goss, Gilroy et. ai., 1989, Keum, 2001). For example, in Korea lhe probability of 
employment for women after training was significantly higher than that for women who did not undertake 
training, while the impact for males was insignificant. However in some cases, training has little overall 
impact - for example Mexico's Probecat program was ineffective in reducing lhe duration of unemployment 
or increasing wages post training (De Ferranti, Perry, Gill and Serven et. ai., 2000). 

11.44. Longitudinal studies indicate mixed results - while in some cases lhe positive effects dissipated 
within a year or two after program completion, in a couple of cases lhe impacts persisted. For example, in 
Sweden, labor market training provided to lhe unemployed raised their eamings in lhe short-term but the 
long-term impact (over two years) was somewhat negative (Meager and Evans, 1998). Conversely, 
unemployed provided training as part of lhe New Jersey Reemployment Demonstration project in the mid 
1980's were earning more than lhe control group more than two and a half years after program completion 
(Anderson, Corson and Decker, 1991). ln most cases, training programs are generally no more effective 
than job search assistance in increasing eilher re-employment probabilities or post-intervention earnings. 
For example, evaluations of lhe Texas Worker Adjustment Demonstration (WAD) program indicate that 
participants were likely to be employed more quickly than non-participants. However, by lhe end of the first 
year after program completion, employment opportunities for male participants were no better than those 
for non-participants, or for those who only gol job search assistance (Bloom, 1990). 

11.45. Evaluations results for youth training are lhe mos! discouraging of all (that is, compared to training 
programs for lhe long-term unemployed and those laid-off en masse), even though the programs examined 
here were often introduced in periods of relatively stable or declining youth unemployment They show lha! 
training rarely has an effect on earnings or employment probabilities of program beneficiaries compared to 
their counterparts in some control groups. ln almost all cases, participants did no better lhan lhe control 
group either in enhancing their post-training employment probability or their earnings (Fay, 1996; DOL, 
1995). A more mixed, and more promising, picture arises from lhe evaluation of lhe Canadian Job Entry 
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Program. Though a quasi-experimental evaluation Óf lhe program showed that youlh who only undertook 
classroom training did no better than their comparators, those who undertook enterprise training did 
significantly better than lhe control group (OECD, 1993). This positive effect was attributed to youngsters 
staying-on with lhe training firms. 

11.46. Costs, when known, vary significantly between $900 and $25,000 per person. This makes training 
programs between two and four times more expensive than, say, job search assistance (JSA). Combined 
with lhe finding that retraining and JSA have roughly similar impact, this implies that JSA can be more cost
effective in assisting displaced workers than retraining. However, it again needs to be stressed here that 
these programs may be serving different groups of lhe unemployed and hence may not be direct 
substitutes for one another. 

11.47. ln most cases lhe costs are found to be so high compared to lhe benefits of lhe program that, 
even if lhe effecls persisted for 10 years, lhe social relum of lhe program could remain negative (especially 
for males) (Friedlander et. ai., 1997).14 The U.S. JTPA program appears to be a rare exception - bolh male 
and female participants were doing significanlly better lhan lhe control group and lhe training program was 
relatively inexpensive However, in spile of lhe positive resulls, evaluators caution lhal lhe aggregate 
effects of JTPA are likely to be modest, both on lhe target population and on lhe labor force as a whole. 

11.48. One of lhe major implications emerging from lhe analysis is that training should not be seen as a 
panacea for reducing unemployment - it usually does not work, especially if lhe economy is not growing. 
The evidence shows that programs aimed ai lhe long-term unemployed, usually established in periods 
when lhe economy is doing better, are somewhat more effective {ai least in lhe short-run). Evaluations 
also show that tightly targeted on-lhe-job training programs, usually aimed ai women and other 
disadvantaged groups among lhe long-term unemployed, often offer lhe best retums. For youth, lhe 
evidence suggests that it is very difficult to correct what appears to be a failure of lhe education system 
during lhe previous 5-1 O years of lhe youlh's life wilh some kind of training which is usually short in duration 
and takes place relatively late in life. While rigorous cost-benefit analyses of these programs are seldom 
carried out, where done, lhe evidence shows that these programs are not usually cost-effective. 

Wage/Employment Subsidies (WES) 

11.49. We examine 22 evaluations - six of which were experimental, eight quasi-experimental, and eight 
non-scientific. WES programs are among lhe least funded aclive labor market programs in OECD 
countries. ln most OECD countries, they attract less than 1 O percent of expenditure on aclive labor market 
programs - in fact, in both lhe U.S. and lhe U.K., funding for this program is negligible. 

11.50. Both non-scientific and scientific evaluations tend to agree that WES have high deadweight loss 
and subslitution effects. ln lhe extreme case of lreland's wage subsidy program, lhe deadweight and 
substitution lesses combined totaled over 95 percent- altematively, lhe net incrementality of lhe program 
was a meager four percent (OECD, 1993). Evaluations of programs in Australia, Holland and lhe U.K. also 

14 lhe social retum is based on a oomparison of measurable eoonomic oosts and benefits and does not take into acoount possibte extemalities 
associated with the reintegration of the tong-term unemptoyed into the labor force or of reducing high leveis of unemptoyment in specific 
regions. 
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indicate high deadweight and/or subslitution effects. Similarly, initial indications on programs inslituted in 
Korea during lhe 
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Table 11.2East Asian crisis in lhe late 1990s point to deadweight losses of around 70 percent (). 

11.51. Equally disappointing are evaluations which compareci wages and employment outcomes of 
participants with lhose of a control group. For example, lhe U.S. Targeted Job Tax Credit program, which 
is a longitudinal study, saw eamings of participants significantly higher lhan those of individuais in lhe 
control group in lhe first year. This effect declined in lhe second year and disappeared after lhat (OECD, 

• 1993). Similarty, evaluation results for Hungary show that participants were significantly less likely to be
employed and did not eam any more than those in lhe control group (O' Leary, 1998(a)). There is also
some anecdotal evidence that employers use these programs as a permanent subsidy program - hiring
workers as cheap labor and laying them off once lhe subsidy period ends and then hiring another
subsidized workers in their place .

11.52. However, a few exceptions exist. One seems to be lhe U.S. Job Training Partnership act program,
where employers were provided subsidies to hire workers in conjunction with on-the-job training. Evaluations
of this program show lha! single mothers who are AFDC recipients benefil significantly from lhese subsidies,
and males also benefited to some extent (Bloom, 1994). ln Australia, even lhough lhe deadweight loss
associated wilh these programs is around 30%, they have a significant positive impact on post-program
employment- participants are 15% more likelyto be employed lhan lhe control group (Webster, 1998).

11.53. While very few studies carried out a direct cost-benefit analysis, lhe high deadweight losses and
substitution effects associated wilh this program strongly suggest lha! WES are unlikely to have positive
social retums in lhe way measured by economists, though lhey may contribute to some reduction in social
exclusion among older workers and single molhers.
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Table 11.2 Effectiveness ofWage Subsidy Programs 
Country Deadweight and Additionality (%) 

Substitution Effeds (%) 

Australia in mid 1980s (Jobstart Program) Deadweight=65% 35% 

Belgium in lhe early 1990s (Recruitment Subsidy) Deadweight=53% 11% 

Substitution=36% 

England 1986-1990 (Training and Employment Grant) Deadweight=69% 31% 

England late 1980s (Workstart 1) Deadweight=45% 25% 

Substitution=30% 

England mid 1970s (Small Firms Employment Subsidy) Deadweight=70% 30% 

England early 1980s Deadweight=63% 27% 

Substitution=10% 

Germany in mid 1970s (Wage Subsidy Scheme) Deadweight=75% 25% 

lreland in lhe 1980's (Employment Incentive Scheme) Deadweight= 70% 4% 

Substitution=21 % 
Displacement=4 % 

Korea in lhe late 1990s (Subsidy Schemes) Deadweight=70% 30% 

Nelherlands during early 1980s (Vermeend-Moor Act) Deadweight=25% 25% 

Substitution=50% 

Nelherlands during lhe late 1980s (JOB scheme) Substitution =80%. 20% 

U.S. in mid 1980s (Targeted Job Tax Credit) Deadweight= 70% 20% 

Substitution=10% 

Note: Addftionalfty is the employment effect after accounting for deadweight, disp/acement and substftution effects. 

11.54. ln summary, evidence indicates that these programs are not likely to be effective; substantial 
deadweight and substitution effects are associated with them. Wage and employment outcomes of 
participants are also generally no better than that for a control group. Careful targeting can reduce, but not 
eliminate, substitution and deadweight effects, and further controls may be necessary to ensure that firms 
do not misuse this program as a permanent subsidy program. 

Micro-Enterprise Development (Self-employment Schemes) 

11.55. We have summarized the results of 15 evaluations of programs aimed at helping unemployed 
individuais start up their own businesses: two of the evaluations are experimental, seven are quasi
experimental, five are non-scientific and one evaluation is of various types. These prograrns come under a 
variety of names such as micro-enterprise schemes or self-employment schemes but below we generically 
reter to them as "micro-enterprise development assistance" (MEDA). 
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11.56. As usual, non-scientific evaluations provide more encouraging results than scientific evaluations. 
Still, there is general agreement that takeup rates of MEDA programs is low - below 5 percent15 

- and that 
they have high deadweight loss. Estimates of deadweight losses vary from about 30 percent in the self
employment experiments in Massachusetts and Washington State in the late 1980's and early 1990's (Fay, 
1996) to over 50 percent in Canada's self-employment assistance program in 1992-93 (Graves and 
Gauthier, 1995) and Denmark's enterprise startup grant in lhe late 1980's (Balakrishnan, 1998). 

11.57. Evaluations show that businesses are short-lived - typically one-third to half of MEDA created 
businesses close down in the first year of their operation. For example, lhe failure rate of businesses is 
over 50 percent in various schemes in lhe U.K. (Taylor, 1999), 60 percent in lhe first year in Denmark, and 
in Australia it is more than 70 percent in lhe first two years. ln France lhe failure rate is 50 percent but over 
a period of five years (Table 11.3). Evidence seems to show that businesses assisted through mentoring 
and business counseling are more likely to succeed, and even though a majority of businesses may close -
individuais are likely to move to employment in another industry rather than into unemployment. 

Table 11.3 Failure Rates of MEDA Business 

Program Failure Rate of Businesses 

Au5tralia /New Enterori5e lnftiative, late 19805) 58% failed in first vear and 71% in two vears. 

Canada /Self-Emolovment A55istance Proaram, earlv 19905) 20% failed within first vear 

Denmark /Enterori5e Allowance Schemes, late 198051 60% failed wfthin first 12 month5 

France /Micro-Entemri5e Develooment, earlv 19805) 50% failed wfthin 4.5 vears.

Hunaarv /MEDA, mid-19905) 20% failed wfthin first 15 month5. 

Netherlands in the earlv 1990'5 50% failed wfthin four vears. 

Poland {MEDA, mid 19905) 15% failed wfthin first two years. 

U.S. in Wa5hinaton /Self-Emolovment Exoeriment, 1990) 37% failed wfthin the first 15 month5 

11.58. While there are high deadweight losses and high rates of business failures, MEDA 
participants seem to tare reasonably well in terms of employment outcomes as compared to a control 
group. Scientific evaluations show that participants are more likely to be employed than individuais in lhe 
control group. However, this does not necessarily translate into higher earnings. For example, in the 
Washington self-employment experiment, while participants are more likely to be employed than the 
control group, they earn significantly less (Fay, 1996). ln Hungary and the Czech Republic, participants 
were more to be employed compared to individuais in the control group, but eamed $30/month less 
(Fretwell, Benus and O'Leary, 1999). ln the case of Poland, on the other hand, participants were 25 
percent more likely to be employed than the control group and eamed significantly more. ln the Hungarian 
and Polish programs, women and older workers generally had better outcomes than individuais in other 
sub-groups 

11.59. Even in cases of businesses that survive, there is only a small multiplier effect. Most surviving 
businesses create, on average, half an addilional job. ln Hungary, each surviving enterprise created 0.3 
additional jobs, in France, 0.5, and in Australia, during a period oi declining unemployment, 0.7 (OECD, 
1993; Wilson and Adams, 1994). 

15 ln Korea, a somewhat different type of scheme is used - existing small businesses are given subsidies to assist in their development. 
However less than two percent of finms with less than 100 workers availed of these subsidies in 1998 dunng the cnsis (OECD, 2000). 
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11.60. While there is some scattered data on costs, lhe cost-benefit issue has rarely been addressed. 
Where available, data indicate that lhe cosi of starting up a small business vary from $4500 (in France) to 
$13,000-$14,000 (in Canada and Denmark). The Canadian evalualion states that lhe long-term cost
effecliveness of these programs is uncertain, while preliminary analysis from Poland and Hungary indicate 
a loss to lhe unemployment insurance system with both lhe average duration and levei of unemployment 
benefits paid to participants being greater than those paid to individuais in lhe contrai group. However, it 
would be premature to draw any conclusions on lhe cost-effectiveness of these programs on lhe basis of 
so little evidence. 

11.61. ln all, evalualions suggest that these programs work for only a small subset of lhe unemployed. 
populalion (generally below five percent) and are associated with high deadweight and displacement 
effects rendering lhe "net" effects of these programs to be quite low. The failure rate of these businesses 
are quite high in most cases (though businesses assisted through mentoring and business counseling are 
more likely to succeed}. As in lhe case of training, assistance targeted ai particular groups • in this case 
women and older individuais - seems to have a greater likelihood of success. 

Summary of Evaluative Evidence 

11.62. ln this section we have examined over 120 impact evaluations (some of which are summaries of a 
group of evalualions) - both non-scienlific as well as scienlific - of aclive labor market programs in an 
attempt to draw some lessons about lhe efficiency and cost-effectiveness of these schemes. While lhe 
evidence covered is probably not exhauslive, this study has managed to look ai mos! of lhe evidence 
available on different issues for these programs. 

11.63. While lhe paucity of rigorous evidence on lhe costs and effecliveness of aclive labor market 
programs does not allow a definitive conclusion as to whether such interventions can be justified 
economically, lhe general conclusion is lha! large scale application of these programs should be avoided 
without knowledge of their effects. 
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Table 11.4 summarizes lhe lessons for each program . 



Program 

1. Public Works
Programs (17
evaluations)

2. Job-search
assistance/ Emp. 
Services (19 
evaluations) 
3. Training of long-
tenn unemployed, 
those laid-off en 
masse, and youth (47 
evaluations) 
4. EmploymenU Wage
subsidies (22
evaluations)
5. Micro-enterprise
Development
Programs (15
evaluations)
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Table 11.4 Overview of Active Labor Programs 

Appear to Help 

Severely disadvantaged 
groups in providing temporary 
employment and a safety net. 

Adult unemployed generally 
when economic conditions 
are improving; women may 
benefit more. 
Women and other 
disadvantaged groups 
generally when economy is 
improving. However, little 
positive imoact on voulh. 
Long-tenn unemployed in 
providing an entry into the 
labor force. 
Relatively older groups, the 
more educated. 

Comments 

Long-term employment prospects not helped: program participants are 
less likely to be employed in a nonnal job and eam less than do 
individuais in the control group. Not cost-effective if objective is to get 
people into oainful emplovment. 
Relatively more cost-effective than other labor market interventions (e.g. 
training) - mainly due to the lower cost, youth do not benefit usually. 
Difficulty lies in deciding who needs help in order to minimize deadweight 
loss. 
No more effective than job-search assistance in increasing re-
employment probabilities and post-intervention eamings and are 2-4 
times more costly. For youth, employmenUearnings prospects not 
improved as a resull of going through the training. Taking costs into 
account - lhe real rate of retum of these oroorams is neaative for vouth. 
High deadweighl and subslitution effects. lmpact analysis shows 
treatrnenl group does not do well as compared to control. Somelimes 
used bv firms as a pennanent subsidv prooram. 
Very low take-up rate among unemployed. Significant failure rate of 
small businesses. High deadweight and displacemenl effects. High 
costs - cost-benefil analysis rarely conducted bul sometime show costs 
to UI budaet hiaher than for control group. 

• ' � ·." • V CONCLUSION '· • -�- .±· 

11.64. What can policy-makers conclude from our review of aclive labor market programs? While there 
are various types of interventions addressing different policy objectives, our review of lhe evalualion 
evidence in section 4 certainly sends oul caulionary signals. Ullimalely ALMPs are judged by their 
performance in improving lhe employability and eamings of workers and lhe evaluations indicate thal lhe 
investmenls made oflen not had an appreciable impacl on lhese outcomes. 

11.65. There are polar positions on the effectiveness of aclive labor markel programs. On one hand, 
proponents of lhese programs argue lhal aclive labor markel programs are both necessary and useful, 
short only of a panacea for reducing unemployment and protecling workers. Opponents of the programs 
tend to summarily dismiss these programs as a waste of public money with high opportunily cosls to other 
social programs and labor market efficiency as a whole. Based on a thorough evalualion of evidence, this 
paper shows that some programs can be useful to some workers in some cases. There are also good 
design features for each program, but externai (to lhe programs) conditions need to be taken into account 
(a good program in one country can prove to be a bad one for another; a program found to be useful in lhe 
past may no longer be lhe case). This calls for realism in setting lhe objeclives of ALMP and also setting 
standards against which aclive labor market programs should be evaluated. However, due to lack of 
evalualive evidence, lhe conditions under which programs will succeed have nol been fully idenlified. A 
very broad generalization on lhe effecliveness of these programs leads to lhe conclusions lhat: 

• Some of these programs - such as wage subsidies or training for youth - are unlikely to be
cost-effeclive instruments in reducing unemployment. 
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• Some programs - such as job search assistance - are likely to have positive impacts on the
probability of finding employment if they are well-designed and implemented.
• However, the impact and cost-effecliveness of most of lhe aclive labor market programs depends on
their design, and also on lhe overall macro and labor market framework in which they are designed.

11.66. However, in putting forward this evaluation evidence, we are not arguing that policy-makers in 
countries without major ALMP investments should avoid this area in lhe future. First, aclive labor market 
programs can serve social objectives, as well as economic. Researchers have no! addressed lhe question 
of these social impacts, which may be more positive. Second, workforce development, the social and 
economic integralion of marginalized and at-risk groups, and lhe situation of unemployed workers are 
central concerns for policy-makers and ALMPs are obvious instruments to address these. Third, lhe 
disappointing performance of these programs in lhe aggregate masks lhe fact that some program designs 
do seem to lead to positive outcomes for some types of workers. The challenge is to learn from existing 
experiences and to direct future programming along lines that appear to work. 

11.67. But lhe evalualion evidence does suggest that policy-makers should be realistic about what ALMPs 
can do and that investments in this area should be made carefully and modestly. As policy-makers in Brazil 
look down lhe road, we recommend that they carefully consider the following issues relating to lhe 
forrnulation of an aclive labor market policy: 

11.68. Priority setting. As we have noted, aclive labor market programs can have various policy objectives 
including reducing unemployment in cyclical downturns, correcting structural imbalances, improving labor 
rnarket functioning, and assisting disadvantaged groups of workers. ln designing an overall strategy, it is 
important to identify which of these are the priority objectives since it is the objectives that should determine 
program choices and program design. 

11.69. The roles of the pub/ic and priva/e sectors. This is a key consideration both in developing an 
overall strategy and in designing and implementing programs. At one time, governments in lhe OECD 
region developed and delivered virtually ali ALMPs but, increasingly, governments have reconsidered the 
respective roles of the public and private (and non-profit) sectors. ln many countries, possibilities have 
opened up for the other sectors to play important roles, at least in the delivery of services. This can lead to 
more diverse, innovative, and cost-efficient services and to programs that are more closely oriented to labor 
demand. However, even where the scope for private sector involvement is considerable, governments 
retain lhe central role. They must be responsible for the overall system, ensuring lha! it remains focused 
on public priorities. They must also address distributional issues (e.g., adequate service for ali types of 
workers) and provide criticai public goods. 

11.70. Promoting parlnerships and dialogue. The identification of priorities for aclive labor market policy 
and program choices can benefit from ongoing dialogue between govemment, business, labor, and other 
relevant organizations (e.g., service providers). Where this dialogue is conducted effectively, policy-makers 
can maintain a close connection with the needs of the labor market and can maximize support for ALMPs. 
The dialogue needs to be carried out both at lhe levei where priorities are sei (e.g., nationally) and where 
programs are delivered (e.g., locally). Governments typically must be the leaders and catalysts for ensuring 
this process. 

11.71. "lnfrastructure" for the labor market. lnfrastructure services are criticai if ALMPs are to be a useful 
policy instrument. By "infrastructure," we mean labor market inforrnation, a viable and complete network of 
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employment service aftices, and certification and accreditalion systems. These services are lhe 
comerstones of an effeclive system: They inform the program choices that should be made. They provide 
the bridge between the labor market, service deliverers, workers, and employers. And they are necessary 
for ensuring quality throughout the system. As largely public goods, these are inevitably lhe responsibility of 
govemments. ln countries where lhe development of an aclive labor market policy is ai an early stage, 
these infrastructure services should be lhe first priority. 

11.72. Coordination within govemment. ln many countries, ALMPs are complicated by lhe fac! lha! many 
govemment agencies are involved and lha! coordination among them is insufficient. There are two 
problems associated with this coordinalion issue. First, multiple departments often are responsible for 
various aspects of aclive labor market programming and mechanisms are not in place to ensure that they 
are working together in an efficient manner which often leads to a duplicalion of effort. Second, priority
setting and programming in the ALMP area are often not sufficiently coordinated with overall economic 
planning. Both of these problems need to be addressed through intra-govemment coordination to ensure 
lhe relevance and efficiency of aclive labor market programming. 

11. 73. Policy and administrativeloperational capacity. Designing and implemenling ALMPs requires
considerable capacity within govemment. ln many ways, this is a more complicated area than passive
incarne support programming. Capacity needs do differ significantly by program. For example, public works
can be relalively straightforward to design and implement; as a consequence, these are often the major
aclive labor market intervenlions in many developing countries. On the other hand, employment services
require a network of facilities with extensive geographic coverage, lhe resources (technological and know
how) to generate and disseminate accurate and timely labor market informalion, skilled counselors, and
reliable connections with lhe employer and educalional communities. Training programs also require labor
market informalion plus training and occupalional standards, monitoring and evaluation capabililies, and
capacity (increasingly in lhe private or non-profit sectors) to deliver good programs. Govemments must
recognize that capacity building is a slow but essenlial process.

11.74. Monitoring and evaluation. This is a key pari of capacity and deserves special menlion. ln spite of 
the large public expenditures on ALMPs in OECD countries, rigorous evaluations of these programs have 
been relatively uncommon. ln an effort to improve lhe targeling and efficiency of social programs, sound 
impact evaluation techniques should be used to evaluate aclive labor market programs. A good evalualion 
compares labor market outcomes for individuais who have gane through a particular program with those of 
a contrai group of their peers, and also utilizes data on program costs to attempt to answer queslions such 
as: what are lhe impact estimates of the program on the individual; are the impacts large enough to yield 
net social gains; and is this lhe best outcome that could have been achieved for the money spent. 

11.75. There are clearly many considerations involved in developing a strong aclive labor market policy. 
And the experience of lhe OECD countries, plus the resources required, suggest that countries should 
move slowly to build on what already exists. Nevertheless, over the long run, building ALMP capacity will 
be important as formal labor markets grow and as a skilled workforce becomes more important. Nations 
now need to think about priorities, the role of government, and a range of issues related to how ALMPs 
should be carried out. Given its foundalion role, "infrastructure' needs to gel immediate attenlion. 
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Annex 1: Description of ALMPs 

1. Direct employment/public works and public employment

Some governments attempt to alleviate cases of severe and conlinued mass unemployment by 
creating jobs and hiring lhe unemployed directly. ln other arrangements, lhe govemment contracts with 
non-profit organizations or private businesses to provide jobs. Participants are provided jobs in various 
sectors of lhe economy, e.g. construction, health and municipal govemment. Although most programs 
target lhe displaced and lhe long-terrn unemployed {"lhe hardest to place groups"}, youth in some countries 
also participate as a way to introduce them to lhe world of work. For example, unemployed youth have 
been provided temporary employment through public works projects in Angola, Ecuador and lambia, 
among other countries, while long-terrn unemployed have been employed in similar programs in many 
OECD and developing countries during lhe 1980s and 1990s. 

These programs may assis! disadvantaged and lhe long-terrn unemployed groups to regain contact 
with lhe labor market and can lead to lhe production of public goods and develop basic infrastructure. 
Another advantage is that these programs can be self-targeling, particularly when lhe wages are sei ai an 
appropriate levei. Conversely, if wages are sei too high, public works jobs may end up crowding out jobs in 
lhe private sector. There is usually a stigma attached to such jobs which decreases individual's 
employability in a non-subsidized job. 

li. Employnient Services/Job Search Assistance

The main objective of employment services is brokerage - matching jobs with job seekers. Job
search assistance comprises many different types of services; for example, initial interviews at employment 
offices, in-depth counseling during lhe unemployment spell, job clubs etc. They assis! a varied group of 
unemployed and job seekers - including lhe long-terrn unemployed in lhe U.K., women on welfare in lhe 
U.S., individuais laid off as a result of industrial restructuring in Canada, and lhe youth in Holland. As
menlioned above, job seekers are usually provided a wide range of services. ln Hungary and Poland in lhe
mid 1990s, for example, they were provided with job referrais, job counseling, skills assessment, job search
training, resume preparation and job clubs (O' Leary, 1998(a}, 1998{b}}. ln New Zealand they were
assisted through a job screening interview, workshops, follow-up interviews and personal case
management (NZ DOL, 1995). ln Australia they were helped in resume wriling and interviewing techniques
(Fay, 1996).

These services are relatively inexpensive and by providing job seekers with better inforrnation on 
jobs, they can also help in shortening unemployment spells. On lhe negative side, opponents of these 
interventions argue that they usually have deadweight losses - individuais who gel jobs through 
employment services are generally lhe most qualified and would have also gotten jobs in lhe absence of 
these services. 

Labor Market Training 

This includes training where there is some forrn of public support. That support can come in lhe 
forrn oi direct provision oi training (e.g, through public training inslitutes}, financial support for trainees (e.g., 
funding direct costs of training and/or subsidizing trainees}, and providing "infrastructure" services (e.g., 
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labor market information, licensing and other quality monitoring, certification and credential services). ln 
this paper, we focus on three types of training programs: 

• Programs aimed ai lhe long term-unemployed. Though there is no generally agreed definition of what
constitutes long-lerm unemployment, lhe term usually refers to those who have been unemployed for
more than 12 months (OECD, 1993). Overrepresented in this group are "older" workers who used to be
employed in what tumed out to be a declining industry or region.

• (b) Retraining programs aimed ai those displaced. This group generally tends to be more homogenous
than the long-term unemployed. Retraining programs are usually offered when individuais are laid-off en
masse (e.g. in lhe automobile, shipbuilding, mining, steel and pulp industries). Generally, these lesses
occurr during periods of contraction of a particular sector; and

• (c) Training programs aimed ai youth. These programs usually aim ai assisting school dropouts (oflen
paying special attention to youngsters who drop out prior to completing upper secondary education) or
youth who come from severely disadvantaged families. The assisted individuais are typically below the
age of 20.

While publicly provided training programs can lead to increases in productivity and enhance lhe skills 
of lhe unemployed, youth and those ai risk, they have a number of limitations. Firstly, they are relatively 
costly. Secondly, then tend to have little impact when the economy is not performing well (i.e. when growth 
is slow). Unfortunately, this is usually lhe situation during which they are likely to be instituted. Finally, 
training programs can also result in deadweight loss - i.e. those who benefit from lhe programs may have 
more skills to begin with and who would have gotten jobs anyway. 

IV. Micro-Enterprise Development Assistance/Self-Employment Creation Measures (MEDA)

However, technical assistance, credit and other support can contribute to lhe creation and promotion 
of small-scale new businesses and self-employment. ln countries with embryonic financial infrastructure, 
private banks are often unable to conduct comprehensive risk assessment and offer credil to unemployed 
workers who want to create their own business. Small business loans can contribute to lhe remova! of this 
distortion arising from credit rationing. 

ln general, MEDA programs are not targeted ai any particular group. For example, such assistance 
has been given to lhe newly unemployed (such as in Massachusetts, U.S., in the eariy 1990s), to those who 
have been unemployed for ai least five months (such as in Denmark in the 1980's) and those who were laid
off in Hungary and Poland in the 1990's. Similariy, they are available under varied economic conditions. ln 
lreland, for example, these programs were instituted in the mid 1980s ai a time when unemployment rates 
were high (around 15 percent) and rising. ln Australia, on the other hand, they became more common in the 
late 1980s when unemployment rates fell from eight to six percent. 

Program conditions also vary. For example; participants may receive assistance to sei up their 
businesses as a lump-sum payment or periodic allowances. Often there is "screening", lha! is, potential 
beneficiaries undergo a rigorous assessment which evaluates their likelihood of success (for example, in 
Germany) but in other countries, such as the US, screening is more cursory (Wilson and Adams, 1994). ln 
mos! cases participants may also receive post-startup business advisory services and business counseling. 
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Though theoretically lhe idea lha! someone who cannot gel a job as an employee will be inclined to 
become self-employed makes sense, very few among lhe unemployed - usually less than five percent - are 

• tempted to take up opportunities for self-employment (Wilson and Adams, 1994). One explanation for this
may be lha! individuais are generally risk averse, and given a choice between getting unemployment benefits
or money to start up a - possibly unsuccessful - venture, prefer to gel lhe unemployment benefits.
Furthermore lhere is some danger of displacement of small businesses who do no! gel this assistance.

V. Wage/employment Subsidies (WES)

These programs have been used for lhe long-term unemployed, those coming from severely 
disadvantaged areas (e.g. areas with high unemployment), and youth. They aim to reduce social 
exclusion, lha! is, to help these individuais regain contact with lhe world of work. They are inslituted under 
varying economic conditions (though usually during slack periods) - in Australia during periods of falling 
unemployment in lhe mid 1980s (Mangan, 1988) as compared to Scotland where unemployment rates rose 
from six to 10 percent while lhe program was underway between 1989-1992 (NERA, 1995). 

Subsidy programs can assis! lhe unemployed, particularly lhe long-term unemployed to maintain 
contact with lhe labor market and they may lead to permanent employment by helping individuais develop 
some work-related skills. However, opponents argue lha! these programs are associated with deadweight 
lesses - those that are provided subsidies would be hired anyway in the absence of these subsidies. They 
can also have low net employment effect as workers taken by firms in a subsidized job substitute for 
unsubsidized workers who would have otherwise been hired. Furthermore, employers may end up abusing 
the system by hiring workers as cheap labor and laying !hem off once lhe subsidy period ends. 
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Annex li: Alternative Matching Techniques 

The aim of lhe matching technique is to create a 'synthetic" contrai group that closely matches lhe 
characteristics of lhe treatment group. Characteristics should be based on lhe following criteria: (i) they 
should be observable (e.g. education, gender, age, education); and (ii) they should be relevant - i.e. these 
attributes should be correlated with lhe outcomes of interest (.e.g eamings and employment probability). 
The contrai (and treatment) group samples can come from a representative sample survey. The larger lhe 
sample of eligible non-participants lhe better, to facilitate good matching. lf lhe two samples come from 
different surveys, lhen they should be highly comparable surveys. The synlhetic cohort can be created in 
one of two ways: 

Method 1 
For each treatment group observation, a distance measure is computed for each control group observation 
using lhe Mhalonabis distance measure: 

Dij = L,(Zik-Zjk)' 
k 

where the index i represents observations in the treatment group and lhe index j represents observations 
in lhe comparison group. The index k runs over lhe exogenous characteristics on which lhe observations 
are matched, and Z represents lhe standardized value oi a characteristic where lhe mean and standard 
deviation of lhe characteristic is computed on lhe pooled sample of treatment and control group 
observations. Thus for each individual in lhe treatment group, a Dij is computed for every contrai group 

member. The contrai group observation for which the Dij is lhe smallest is chosen as lhe "matched" 

observation. lt is possible that a single contrai group observation can be a match for more than one 
treatment group observations. 

The impact oi lhe program is measured as lhe difference in outcome sample means for lhe 
treatment and synthetic contrai groups. 

Method li 
This method is known as lhe propensity score method and works as follows: 

• Pool the treatment and contrai group samples and estimate a logtt regression oi program participation
as a function oi all lhe variables in lhe data lha! are likely to determine participation in lhe program.

• Create lhe predicted values of the probability of participation from the logit regression; these are called
lhe "propensity scores." There will thus be a propensity score for every sampled participant and non
participant. The range oi propensity scores estimated for the treatment group should correspond
closely to lha! for lhe retained subsample of non-participants.

• For each individual in lhe treatment sample, an observation is found in lhe non-participant sample lha!
has lhe closest propensity score, as measured by lhe absolute difference in scores. This is called lhe
"nearest neighbor."

• Calculate lhe mean value of lhe outcome indicator (or each of lhe indicators if there is more than one)
for lhe tive nearest neighbors. The difference between that mean and the actual value for lhe treated
observation is lhe estimate oi lhe impact due to lhe program for lha! observation.

• Calculate lhe mean of these individual gains to obtain lhe average overall impact.

This is lhe simples! forrn oi propensity score matching. 
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