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1. Introduction

This book uses microdata from diverse Latin American and Caribbean countries to
investigate the impact of regulation on their labor markets. Common methodologies are
applied to extract empirical regularities from the region. Latin America and the Caribbean
are of interest in their own right. But for several reasons, the lessons learned from studies
of these labor markets have much greater generality.

The shifts in the policy regimes experienced in the region are dramatic by OECD
standards, and many of these regime shifts are exogenous. This large and exogenous
variation provides identifying power not available to analysts studying regulation in
Europe and North America. Given the evidence on the comparability of labor demand
functions around the world summarized in Hamermesh (1993 and this volume), lessons
about the impact of regulation learned from Latin labor markets apply more generally.

The studies in this volume are based on microdata. Use of such data avoids reliance
on fragile country aggregate statistics that have been the main source of information used
to study European regulation (see, e.g. the evidence summarized in Nickell and Layard,
1999). Countries have diverse economic regions and agents and aggregation over these
regions and their economic agents masks this diversity. In this chapter, we show the
sensitivity of estimates of the impact of regulation obtained from conventional pooled time
series-cross sections of countries to alternative choices of samples and models, although a
few important empirical regularities established at the microlevel hold up in macrodata.
Our analysis builds the case for doing disaggregated analyses of the type reported in this
book.

The evidence presented here challenges one prevailing view that labor market

regulations affect only the distribution of labor incomes and have minor effects on



efficiency.’ The results presented in this volume suggest that mandated benefits reduce
employment and that job security regulations have a substantial impact on the distribution
of employment and on turnover rates. The most adverse impact of regulation is on youth,
marginal workers, and unskilled workers. Insiders and entrenched workers gain from
regulation but outsiders suffer. As a consequence, job security regulations promote
inequality among demographic groups. Most of the individual country studies demonstrate
that regulations promoting job security reduce covered worker exit rates out of
employment and out of unemployment, and on net reduce employment.

This introductory essay has three main goals. (1) It summarizes the main lessons to
be drawn from the studies assembled here. (2) It places Latin American and Caribbean
(LAC) regulatory burden in an international context by comparing the level and changes in
LAC labor regulation policies with those in OECD countries as well as providing some
historical context about the origins of this regulation. (3) It updates the work of Heckman
and Pagés (2000) with an expanded sample and better measures of regulation, providing a
cross-country time-series analysis of the impact of regulation on employment and
unemployment. We quantify the cost of regulation in LAC and OECD region. The fragility
of the macro-based estimates documented in our paper suggests one reason why relatively
little is known about the impact of regulations in Europe despite an abundance of cross-
country time-series papers analyzing policies in that region. However, the macro time-
series literature does produce some empirical regularities. The methods used to analyze the
micro-evidence presented in this book should be extended to produce more convincing

evidence of the impacts of regulations on employment in the OECD region”.

*Freeman (2000) and Nickell and Layard (1999), among others, adopt this view.
>See, however, the studies of Abowd et al. (1997, 1999, 2000), Machin and Stewart (1996), Kugler, Jimeno
and Hernanz (2002) and others, who use microdata to investigate the impact of regulation in Europe.



This Chapter proceeds in the following way. Section 2 provides background on
Latin American economic and labor market performance. Section 3 presents some basic
facts about regulation in LAC, and compares LAC with OECD countries both in terms of
the level and composition of labor cost and in terms of the labor market reforms
experienced in the region. Section 4 summarizes the main lessons from the essays
presented in this book. Section 5 updates Heckman and Pagés (2000) and uses the cost
measures derived in Section 3 to examine the impacts of labor regulation on Latin
American and OECD employment and unemployment rates. Section 6 concludes and
makes suggestions for future work on regulation in Latin American and OECD labor
markets. We first present some background on Latin America and the nature of labor

market regulation in the region.

2. Latin American Economic and Labor Market Performance

Latin American economic performance has been quite disappointing. Since 1970,
growth of income per capita has been just over one percent a year, higher than in Africa or
the Middle East, but much lower than in Asia or in the developed countries (Figure 1). Up
to the 1980s, trade policies heavily protected Latin economies from foreign competition.
There was a substantial degree of intervention by the state in the economy. The collapse of
most economies during that decade due to growing fiscal and monetary imbalances led
many countries to implement large structural reforms towards the end of the 1980s and
early 1990s. Macroeconomic stabilization policies reduced fiscal deficits and brought
inflation under control. Sweeping, fast-paced trade reforms lowered substantial tariff
barriers on manufactured goods. Governments undertook fiscal reforms, lifted control over

financial markets and privatized most state-owned firms. Some countries also embarked on



labor reforms described in the next section. While growth rates in the 1990s were higher
than they were during the 1980s, the rates of growth in this period still fell short of those
attained in other parts of the world.

Among the countries covered in this volume (Argentina, Brazil, Chile, Colombia,
Peru, Uruguay, Barbados, Jamaica and Trinidad and Tobago), Chile was the best
performer, with an average growth rate of GDP of 4.8 during the period 1980-2001 (see
Table 1). Argentina and Trinidad and Tobago experienced the lowest average growth
during the past two decades, despite high average growth rates during the nineties.

In spite of this weak economic performance, GDP per capita (PPP US$ adjusted)
levels in Latin American countries are higher than those of other developing regions.
According to the World Bank Development Indicators, in 2001, the average GDP per
capita in the Latin America and the Caribbean region was $7,050, considerably higher than
that of East Asia and the Pacific (4,233), Central and Eastern Europe (6,598), South Asia
(2,730), Sub-Saharan Africa (1,831) or the Arab States (5,038). Similarly, the regional
Human Development Index computed by the United Nations for LAC (0.77) was almost as
high as in Central and Eastern Europe (0.78) and higher than in any other region except for
the OECD (0.90). Among the countries whose labor markets are analyzed in this volume,
Barbados and Argentina exhibited the highest income per capita and human development
indexes while Jamaica and Peru rank the lowest among the countries both in per capita
income and in human development (see Table 1).

While GDP growth rates were not high, during the period 1980-1999 employment
rates grew in the nine countries studied here. The highest growth rates were recorded in
Colombia and Peru, countries that also experienced fast growth in female labor force

participation. In contrast, average employment growth rates were low in Trinidad and



Tobago and in Argentina. According to International Labor Organisation (ILO) and
Economics Commission For Latin America and The Caribbean (ECLAC) data, average
urban unemployment rates during the eighties and nineties exceeded 8 percent in all
countries analyzed in this book except for Brazil. Unemployment comparisons should be
treated cautiously because they are not strictly comparable. For instance, in the Caribbean
countries, the unemployment rates include discouraged workers (those who drop out of the
labor force), while such workers are excluded in the Latin American countries, which
compute unemployment rates according to more traditional definitions. ® Many have
remarked that the high level of regulation of economic activity in the region accounts for
problems in the labor markets in the region, and the essays assembled here shed light on

this conjecture.

3. Labor Market Regulations and Institutions in Latin America and the Caribbean
This section sketches the history of labor market regulation in the region and
describes and quantifies the regulatory environment in Latin America and the Caribbean. It

compares the level of regulation and pace of regulatory reform in LAC countries and
OECD countries. When it is credible to do so, we also make an effort to quantify the
monetary costs (as a percentage of wages) of full compliance with regulations without
discussing whether costs are borne by workers or firms. We discuss this issue more

extensively in sections 4 and 5.

Regulations governing individual contracts

® That is, they only include persons that are available for work and who are taking specific steps to search for
a job.



Throughout Latin America, labor codes determine the types of contracts, the
lengths of trial periods, and the conditions of part-time work. Regulations favor full-time,
indefinite contracts over part-time, fixed-term or temporary contracts. As a form of worker
protection, labor codes mandate a minimum advance notice period prior to termination,
specify which causes are considered justified causes for dismissal, and establish
compensation to be awarded to workers depending on the reason for the termination. In
contrast, temporary contracts can be terminated at no cost provided that the duration of the
contract has expired. To prevent firms from exclusively hiring workers under temporary
contracts, in most countries the use of such arrangements is severely restricted. Labor
codes also limit trial periods — that is, the period of time during which a firm can test and
dismiss a worker at no cost if his or her performance is considered unsatisfactory.

Although most OECD countries began regulating their labor markets when they
had attained relatively high income per capita, Latin America and other developing
countries started regulating their markets much earlier in the development process
(Lindauer, 1999). The first regulations date from the beginning of the twentieth century.
The motivation for these regulations was the perceived need to protect the welfare of
workers against the excessive power of employers, and to insure workers against the risk
of job loss and income security (Lindauer, 1999). The Mexican constitution of 1917
articulated the principle that protecting workers was one of the duties of the State. By the
1930s and 1940s most countries had a Labor Code. The belief that each new reform should
only strengthen the set of warranties and benefits awarded from previous laws became
widespread. For many years, successive reforms expanded the protection that the law
afforded to workers. There was little examination of the question whether such regulations

would affect economic performance. However, until the 1980s most countries in the LAC

10



region were isolated and their industries heavily protected. Labor regulations were one way
to distributing the rents from protection among covered workers and employers.
Regulations are a low cost way (from the point of government fiscal authorities) of
providing social insurance to protect workers. The weak fiscal systems in place in the
region joined with the low level of income and a tradition of tax evasion, corruption and
noncompliance made the social insurance schemes used in more developed countries
prohibitively costly.

Military rule often led to deregulation of many labor markets. Unions were frequent
targets, as much for political as for economic reasons. The political and economic
environment in LAC changed substantially in the 1980s and 1990s. Most countries
restored democracy after long periods of military rule. These political changes bred some
labor reforms, first to restore union activity, which had been made illegal in many military
regimes, and second to reach a new social pact. In Chile, Brazil and the Dominican
Republic, at the beginning of the 1990s and later in Nicaragua (1996) these reforms
produced more protective labor regulations.

A new Constitution was enacted in 1988 in Brazil as part of the process of re-
democratization during the second half of the 1980s (See Paes de Barros and Corseuil, this
volume). This new Constitution revised labor regulations and changed many labor codes
that had been in place since the 1940s. The new Constitution reduced the maximum
working hours per week from 48 to 44 hours; reduced the maximum number of hours for a
continuous work shift from 8 to 6 hours; increased the minimum overtime premium from
20 percent to 50 percent; increased maternity leave from 3 to 4 months; and the value of
paid vacations increased from 1 to, at least, 4/3 of the normal monthly wage. The new

Constitution also modified the mandatory individual saving accounts system created in
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1966. Prior to the reforms, the law required employers to deposit 8 percent of employees’
wages in a worker-owned account. In case of separation, workers could withdraw the
accumulated funds (plus the interest rate). In addition, if a firm initiated a separation it had
to pay a penalty equivalent to 10 percent of the amount accumulated in the account. As
part of the 1988 reform, this penalty was increased to 40 percent, considerably increasing
the cost of dismissing a worker.

In the case of Chile, the 1990 reform introduced with the return to democracy
reestablished some of the protection to workers that had been eliminated during the
military regime. Under the dictatorship, union activity had been severely restricted and
some benefits, such as indemnities for dismissal had been substantially reduced.” See
Montenegro and Pagés (this volume). In 1990, the new law increased maximum
indemnities from 5 to 11 months of pay. It also re-introduced the need for firms to prove
just cause for dismissal, although unlike the case in other countries, the new law
considered the economic needs of the firm a just cause.

While in some countries lawmakers were busy increasing legal protection for
workers, the economic environment was changing substantially. The deep economic crisis
that ensued with the Debt Crisis of the early 1980s called into question the protectionist
model. The relatively good performance of the Chilean economy, which in the mid 1970s
opened to trade and introduced many pro-market reforms, spawned imitators all across
Latin America. By the second half of the 1980s and the early 1990s, most countries had
drastically reduced tariffs on imports. The new openness to international trade increased
the demand for labor market flexibility. It was argued that without sweeping labor market

reforms, Latin American economies would not be able to compete internationally. This

7 See Montenegro and Pagés, this volume.

12



was the main motivation behind the reforms that introduced temporary contracts in
Argentina, Colombia, Ecuador, Nicaragua and Peru and that reduced the cost of dismissing
workers with indefinite contracts in Colombia (1990) and Peru (1991). Temporary and
fixed-term contracts were introduced in Argentina in 1991 and their role was expanded in
1995 (See Hopenhayn, this volume). These changes were influenced by similar reforms in
Spain during the 1980s. Special fixed-term duration employment promotion contracts
could be awarded to unemployed workers and to workers younger than 25 and older than
40 years old. For some types of contracts, severance pay was reduced by 100 percent.
However, these contracts were eliminated in 1998, when the share of persons working
under these arrangements had increased substantially. Ecuador, Peru and Colombia also
lifted restrictions on the use of these types of programs in the early 1990s. In Peru, the
number of workers hired under these contracts increased enormously. In Brazil, the use of
such contracts has been liberalized since 1998.

The 1991 reforms in Peru reduced the cost of dismissing workers hired under
indefinite contracts. During 1971-1991, workers who had completed trial periods were
granted permanent job security. If a firm dismissed a worker and could not prove "just
cause" in labor courts, the worker could choose between being reinstated in his or her job
or receiving a severance payment of three monthly wages per year of work (with a
maximum of 12 months pay). In practice, since workers could always ask to be reinstated
and then settle for a higher severance pay, the mandatory amount was a lower bound of the
firing cost. See Saavedra and Torero (this volume).

Beginning in 1991, workers hired after that year could be dismissed at will upon
payment of a severance benefit. In addition, “just cause” clauses were extended to allow

the dismissal of workers who did not perform up to expectations. The severance pay
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schedule was reduced from three to one wage for every year of tenure for workers with
more than one year in the firm, with a minimum of three wages and a maximum of twelve.
The 1993 Constitution replaced the right of workers to a permanent job with the right of
firms to dismiss workers. In July 1995, a second wave of labor reforms, simplified the
severance payment to one month per year of work up to a maximum of 12 months and the
two-tier severance system was eliminated. These modifications substantially reduced the
cost of dismissing workers. However, in November 1996, the severance payments rule was
increased again to one and a half wages per year of work with an unaltered maximum cap
of twelve wages.

In Colombia, the 1990 Labor reforms liberalized many aspects of labor regulation.
Besides regulations introducing the use of temporary contracts, the most important changes
were those in the Cesantias, or severance pay that firms owed to workers at the end of the
work relationship regardless of the cause or the party that initiated separation. Prior to the
reforms, employers were mandated to pay severance of one month per year at the time of
the separation based on the salary at the separation. Workers could obtain advanced
payments against their benefits. Such withdrawals were credited against the severance pay
due workers at the end of the labor relationship in nominal terms as of the date of the
withdrawal. High rates of inflation increased the costs of such schemes to employers. After
the reform, the withdrawals were credited in real terms, substantially reducing costs for
firms. In addition, the reforms eliminated the right to re-instatement for workers with
more than ten years of tenure. Offsetting these cost-reducing features, the reforms
increased the cost of indemnities for dismissal.

Panama (1995) and Venezuela (1997) also undertook labor reforms with the goal of

increasing labor market flexibility while preserving some form of protection to workers.
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In both countries reforms increased mandatory pay in case of separation, but considerably
reduced the additional amount that firms had to pay in case of a firm-initiated dismissal.
In contrast to Latin American regulation, in the Caribbean a mixture of legislation,
common law doctrines, custom and policy characterizes the institutional context. At the
beginning of the Twentieth Century, in all countries of that region, regulation of the labor
market was based on common law rather than on the Civil Law tradition predominant in
Latin America (see Downes, Mamingi and Antoine, this volume). While in some countries,
like Barbados, most aspects of labor relation are still left to the courts to determine, in
others, such as in Trinidad and Tobago, the enactment of different regulations has
progressively increased the level of statutory protection to workers. In Barbados (1973),
Trinidad & Tobago (1974) and Jamaica (1985) labor reforms instituted mandatory
severance pay, although as shown in the next section at levels that are much lower than

those prevalent in Latin America.

Payroll Contributions and other Mandatory Benefits

As in most industrial countries, in LAC many social protection programs, such as
old-age pensions, public health systems, unemployment subsidies, and family allowances
are funded from payroll contributions. In addition, regulations mandate other employee-
paid benefits such as occupational health and safety provisions, maternity and sick leave,
overtime pay and vacations.

Unlike changes in labor codes that tend to be infrequent events, changes in the level
of contributions to these programs occur often. In addition, during the 1990s, many
countries implemented reforms, which transformed pay-as-you-go systems into full or

partial capitalization systems. One of the advantages of such schemes is that they tend to
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increase the link between contributions and benefits. However, at the same time, many
countries, most noticeably Colombia, El Salvador, Mexico, Uruguay, and Brazil, increased
the level of payroll taxes to reduce the actuarial imbalances present in their social security
systems. Below, we quantify the levels and changes in these contributions across Latin

America and OECD countries.

Collective Bargaining

Unions in Latin America tend to be firm or sector-based and weak. In most cases,
the state intervenes in union registration and accreditation as well as in the process of
collective bargaining. The state authorizes only certain unions to have representation
authority (Argentina, Mexico, Peru, Brazil), and intervenes in the resolution of conflicts
and the arbitration process (Argentina, Mexico). Only in Brazil and Argentina is collective
bargaining highly centralized at the sector level, while in Nicaragua and Colombia, sector-
level bargaining coexists with firm-based negotiation. In Mexico, collective bargaining
takes place at the firm level but a high level of centralization is achieved through a strong
corporatist structure and through union discipline (O’Connell, 1999). In contrast, unions
are stronger and collective bargaining tends to be national or sector-based in OECD
countries with the exception of Canada, New Zealand, the United Kingdom and the United
States.

According to data from ILO (97-98), union density as percentage of non-
agricultural employment is higher in Brazil, Mexico, Argentina and Nicaragua and smaller
in the rest of the Latin American countries. Union affiliation tends to be higher in countries

where collective bargaining is more centralized. Overall, union density is lower in Latin
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America (14.7) than in industrial countries (36.6).® There are also large differences in
coverage rates. Thus, while collective bargaining agreements in countries such as Spain,
France and Greece, which are negotiated by a minority, are extended to almost all
employees, in Latin American countries this is generally not the case. As a result,
coverage rates in Latin America tend to be much lower than those observed in OECD
countries with similar affiliation rates.

The influence that collective bargaining exerts on wage and employment
conditions, measured by affiliation rates, is declining over time. Thus, Latin American and
Caribbean countries share a trend that has been well documented for OECD countries.
Affiliation rates have declined in all of the countries of the region.” This decline has been
especially large in Mexico, Argentina, Venezuela, Costa Rica and Uruguay. In this
chapter, we only present estimates for Uruguay on the impact of unionization on
employment. Cassoni, Allen and Labadie (this volume) estimate a strong adverse impact
of unionism on employment in Uruguay. The evidence for other Latin American countries

is still too sparse.

Minimum Wages
Minimum wages are widely used in Latin America to increase the wages of the
poorest workers. Figure 2 (taken from Maloney and Nufiez-Mendez, this volume) ranks

various Latin American and OECD countries by their minimum wage, standardized by the

¥ ILO data corresponds to the mid nineties. The comparison between LAC and Industrial countries reflects
the difference between unweighted regional averages. The average for industrial countries includes the
following countries (France, Spain, US, Greece, Germany, Italy, UK, Denmark, Belgium, Finland, Iceland,
Ireland, Sweden and Canada)

? ILO data for 1985 and 1993 indicates that union affiliation increased in Chile during that period. Yet, data
from a later period indicates that union affiliation has been declining since 1993.
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mean wage.'’ While some Latin American countries appear in the lower range of this
distribution, most notably Uruguay, Bolivia, Brazil, Argentina, Chile and Mexico, others,
such as, Venezuela, El Salvador, Paraguay and Honduras have very high minimum to
average minimum wages by OECD standards. These high levels suggest that minimum
wages are likely to be binding, and, as a result, to reduce employment, and to retard
downward wage movements in the presence of adverse demand shocks.

Data on enforcement of the minimum wage is incomplete. However, some
evidence available for workers between 25 and 40 years old suggests that about 10 percent
of wage employees in that age range earn salaries below the minimum wage (See Table 2).
In some countries, such as Mexico, Uruguay, Bolivia and Argentina, the proportion below
the minimum in this age range is very small. In other countries, such as Colombia,
minimum to average wages are high but a large proportion of the labor force in the 25 to
40 age-range earns wages below the statutory minimum. Whether the adverse effect of a
high level of minimum wages is offset by substantial non-compliance remains an open

empirical question.

What motivates reforms?

In studying the effect of reforms in the labor market it is important to examine what
factors initiate these relatively infrequent episodes. It could be argued that labor market
outcomes are driven by the same events that drive the reforms, and not by the labor
reforms themselves. Figures 3A-3F (for Latin America) and 3G-31 (for the Caribbean) plot

GDP growth rates and unemployment rates for the countries covered in the individual

' The observations are from the early nineties for the OECD countries and from the mid and late nineties for
LAC. Data from OECD were obtained from Dolado et al (1996), data from LAC comes from IADB (1998-
1999) and Maloney and Nufiez.
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country studies of this volume during the period 1980-2000. They also plot major episodes
of labor reform (marked with a continuous line if a liberalization of the labor market
occurred and dotted line if the reforms increased protection to workers)."' In addition,
these figures mark episodes of major tariff reductions (double line) or the end of military
regimes and the return to democracy (discontinue line).

In Argentina, Colombia, Peru, and Uruguay, reforms that liberalized the labor
market occurred within one or two years before or after major reductions in tariffs, and
were part of efforts to liberalize economies and increase the participation of the market in
the production and allocation of goods and services. In Chile and Brazil, reforms that
increased the legal protection of workers occurred in the context of a transition to
democracy. In all of these episodes it could be argued that labor reforms were exogenous
to the economic system since they were driven either by a new economic philosophy or by
profound transformations in political regimes, although one could counter that these
political transitions were facilitated by economic developments. Some reforms and
transformations are clearly driven by changes in economic activity. There is evidence that
many reforms tend to occur around periods of negative economic growth. In the countries
and periods analyzed in this volume, there have been at least 15 episodes of reform. Out of
these fifteen, six episodes of reform occurred in years in which GDP had declined the year
before. However, four of those reforms increased the legal protection to workers and two
liberalized the labor market.

Overall there is no empirical relationship between labor reforms and labor market

outcomes driven by economic performance. Our cross-country time-series analysis

" Only major changes in labor codes or other major government interventions in the labor market are
included. Changes in social security contributions or payroll taxes, as well as changes in the level of
minimum wages —which occur quite frequently-- are not included.
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presented in this chapter controls for present and past levels of economic activity, to
account for the possibility of endogeneity. The disaggregated studies use year effects and

other strategies to control for endogeneity.

Quantifying the Cost of Regulation

This section constructs measures of labor laws that can be compared across
countries and time (see also Heckman and Pagés, 2000). Many studies that summarize
institutional data across countries construct qualitative indices that rank variables across
countries. For instance, Grubb and Wells (1993) construct a series of indicators of
employment protection by ranking different aspects of job protection across countries and
averaging these different rankings in one summary indicator. Although such measures
summarize many complex institutional features, they are not comparable over time. A
second group of studies constructs measures that aggregate institutional aspects of the
labor market by assigning to each country/year a value in a certain range, for instance,
between zero and one. These measures summarize a large number of interesting aspects
and are comparable across time. However, they can also be quite arbitrary since it is
difficult to justify any assigned numerical values for qualitative variables and it is difficult
to compare one measure against another. Moreover, the measures are very sensitive to the
weights assigned to the different components of these measures. From a policy standpoint,
summarizing many features of a regulatory system in one indicator makes it impossible to
distinguish which components, if any, have an adverse effect on employment.

We take a different route by constructing measures of the direct cost (measured as a
fraction of average monthly wages) of complying with labor laws. These measures can be

compared not only across countries and over time, but they can also be compared against
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each other. This allows us to quantify, for instance, the share of the total costs given by
each type of regulation. Our measure of mandatory total costs (7C) of regulations is:

TC =SSP + JS
It is the sum of the cost of social security payments (SSP) plus the cost of abiding by job
security provisions (JS). These costs are expressed as fractions of the average monthly
wage.

This measure of the cost of regulation omits some important components of labor
cost. For example, the costs of abiding by certain laws are hard to quantify and are omitted.
One example of laws whose costs are difficult to quantify, is the prohibition against
dismissing workers in bad times. In addition, this measure does not include the cost of
regulating the length of the standard workweek and overtime work. It does not include the
cost of complying with minimum wage laws or other income floors. We do not include
regulations on temporary labor contracts. Although these regulations are likely to have
effects on employment and unemployment, we choose to exclude them because
comparable data on the share of the labor force affected by these regulations across time
and countries are difficult to obtain. We leave the quantification of these features of
regulations for future work.

There is one major conceptual problem with this index. It does not distinguish
between static and dynamic aspects of the cost of labor. Job security affects both
components of costs by raising the total cost of labor and by increasing the cost of
adjusting labor. Social security costs affect the unit cost of labor without affecting dynamic
costs of labor. Our index of total cost is not a measure of the price of labor facing firms at

different stages of the business cycle. We develop this point below and in Appendix B.
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Quantifying Job Security Provisions

Our index includes in job security legislation those provisions of the law that increase
the cost of dismissing a worker for economic reasons.'? Across countries, termination laws
require firms to incur at least five types of costs: administrative procedures, advance
notification, indemnities for dismissal, seniority pay and the legal costs of a trial if workers
contest dismissals. Administrative procedures require the firm to notify and seek approval
by labor unions or the Ministry of Labor to extend the period between layoff decisions and
the actual occurrence of layoffs. They may also involve long negotiations to place workers
in alternative jobs. The period of advance notification should also be included in the
computation of labor costs because in many countries, laws allow firms to choose between
providing advance notice or paying a compensation equivalent to the wages for the
corresponding period. Moreover, since productivity declines substantially after notice,
advance notification should be considered as a part of dismissal costs even when firms
choose to notify workers in advance. Therefore, we assume that employees do not work at
full productivity levels after notification." In most countries, mandatory advance notice
periods increase with tenure, and in others they are higher for white-collar than for blue-
collar workers.

Most Latin American and OECD countries mandate indemnities in cases of firm-
initiated dismissal. In general, indemnities are based on multiples of the most recent wage
and the years of service. Some countries calculate the amount of mandatory indemnities

based on whether the dismissal is deemed just or unjust or whether the worker is blue-

"2 In most countries, the law does not mandate compensation for dismissal if the separation is due to
employees’ misdemeanors. However, if such behavior cannot be proved, the worker has to be compensated
at the regular legal rate.

PThere is some evidence that advance notice stimulates on-the-job search during the notification period
(Addison and Portugal 1992), which suggests a reduction in the effort devoted to work.
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collar or white-collar. In contrast, seniority pay is only mandated in a few Latin American
countries in which the law requires employers to make a payment upon termination of the
work relationship regardless of the cause or party initiating the separation. In these
countries, firms initiating dismissal are required to pay both indemnities and seniority pay.
In some countries, this payment is deposited as a regular contribution to the worker’s
individual savings account. In these countries, workers can withdraw principal and interest
from their account upon separation. In other countries, seniority pay is determined as a
given amount that has to be paid to the worker upon termination of the work relationship."*
Finally, firms can incur considerable additional costs if workers contest dismissal in courts.
If judges rule in favor of workers, firms not only have to pay indemnities, but also the
workers’ foregone wages during trial.

To compute the monetary cost of labor laws, we improve on the job security measures
developed in Heckman and Pagés (2000) in three ways. First, we expand our previous data
base to include the 1980s in all OECD countries. This expansion of the data set allows us
to capture some additional labor reforms in OECD countries not previously captured.
Second, we revise and correct some of our previous data on advance notice and
indemnities for a number of countries to better capture the actual cost of the law (see
Appendix A for a complete description of the methodology and assumptions involved).
Finally, we include the cost of seniority pay in our measure of job security, which we did

not include in our previous work.

Our measure of the cost of job security JS, for country j at time ¢is constructed

from the following formula:

' For an extensive description of job security measures see OECD (1993, 1999) for OECD countries and IADB (1996).
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where J'is the probability of a worker remaining in a job in a period, S 1is the discount
factor, i denotes tenure at the firm, and 7 is the maximum tenure that a worker can attain in
a firm which is assumed to be twenty years (7=20). The expression is broken down into

three terms corresponding to advanced notice costs (AN]. ; ), iIndemnity costs (IDJ. ;) and
seniority pay (SenPj ;)- The first term in expression (1) is the discounted cost of future

advance notice, weighted by the probability that a worker will be dismissed, after one, two,
three, and so on, periods at the firm where b;,;+; 1s the advance notice to a worker who has
been i years at a firm measured in monthly wages. The second term in expression (1) is
the discounted cost of future indemnities, weighted by the probability of dismissal after i
periods at the firm. In this expression, a; denotes the probability that the economic
difficulties of the firm are considered a just cause of dismissal while y; -/ (¥;+") is the
mandated indemnity in case of just cause (unjust cause) dismissal, again measured in
monthly wages. Finally, the third term in expression (1) captures the cost of severance
pay, and c;,;+; denotes contributions to a workers’ savings account measured in monthly
wages."~ We assume a common discount and dismissal rate of 8 and 12 percent,
respectively across countries. The choice of the discount rate is based on the historical
returns of an internationally diversified portfolio. Our choice of the turnover rate is

motivated by the concern that turnover rates are affected by the legislation in countries
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with job security provisions. We use a benchmark turnover rate from the United States, a
country with lower job security costs than any country in our LAC sample. If intrinsic
turnover in LAC is higher than in the U.S, we understate costs. The choice of this
benchmark is clearly a rough way to avoid endogeneity problems. To assign values to the
discounted future payments of advance notice, indemnities and seniority pay, we use the
information contained in Tables A.1 and A.2 in Appendix A. When regulations mandate
different provisions for white-collar and blue-collar workers, we take the unweighted
average for the two types of workers.

By construction, our job security measures give a higher weight to dismissal costs
that may arise soon after a worker is hired since they are discounted less at the time of
hiring, while they discount more firing costs that arise further in the future. Our measure
captures the expected average cost. Consequently, it does not measure the true marginal
labor cost, which is state contingent, nor does it distinguish dynamic from static costs, as

we have previously noted. We discuss these issues further in Appendix B.

Quantifying the Cost of Social Security

To quantify the cost of social security regulations and payroll taxation, we gather
data on mandatory payroll contributions to old age, disability and death, sickness and
maternity, work injury, unemployment insurance and family allowances programs. Since
the nominal incidence of the contributions (whether they fall on the employer or the
employee) is irrelevant in measuring total social cost (although it is not irrelevant for the

study of labor demand), we add both contributions as a percentage of wages.

" In countries where the law mandates seniority pay, but this pay is not capitalized in individual savings
accounts, ¢; ,+; measures the costs associated with this provision, which will arise in the future with
probability one.
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To quantify the cost of social security provisions in a way that is comparable to the cost of
job security, we compute the expected cost of social security provisions at the time of

hiring as:
T .
SSP]t = z ﬁt (ssje',r+i + SS;.t+i)
i=0

w

where ss7,,; and ss,,; are, respectively, the costs of payroll taxes paid by the employer

and the worker expressed as a percent of wages, and 3 is the discount rate.'

The Cost of Labor Laws across Countries

Table 3 summarizes our measures of the cost associated with different labor regulation
regimes. In the first three columns, we summarize the cost of abiding by employment
protection laws at the end of the 1990s. We generate these indices for all countries in all
years for which we have data. Table 3 only reports those values for the last year of our
sample. Column (1) summarizes the cost of giving advance notice to workers. In the Latin
American countries, the typical required advance notice is a month or the equivalent to
0.63 monthly wages in expected value terms. Bolivia stands out as the country that
requires a longer advance notice period (1.77 months in expected terms), while Peru and
Uruguay require no advance notice. Mandatory advance notice provisions tend to be more
stringent in OECD countries. Many OECD countries mandate fairly long advance notice
periods, particularly for skilled workers. In addition, in most countries, advance notice

periods increase with seniority. In Belgium, for instance, the mandatory advance notice for

' We obtain the information on these contributions from the series “Social Security Programs Throughout
the World,” edited by the United States Social Security Administration (1983-1999).
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skilled workers with 10 years of seniority is 9 months, while for workers with 20 years of
seniority it is 15 months. In Sweden, all workers with 10 years of seniority are entitled to
an advance notice period of 5 months, whereas for a worker with 20 years of seniority, the
mandatory advance notice period is 6 months. The fact that Belgium and Sweden have
very similar values in Table 3 reflects the fact that in Belgium very high advance notice
only applies to skilled workers whereas in Sweden it applies to all workers. It also reflects
the fact that our measure heavily discounts costs that are expected to occur far in the
future. On average, mandated advance notice periods are significantly longer in OECD
countries than in the Latin American and Caribbean sample.

The second column displays the cost of indemnities for dismissal. Within the LAC
sample, Colombia, Peru, Ecuador, Bolivia, El Salvador, and Honduras stand out as
countries where the cost of abiding by these regulations is the highest. In the sample of
OECD countries, Portugal, Turkey, Korea, Italy and Spain are the ones where indemnities
for dismissal laws are more costly (in terms of expected monthly wages), while a number
of countries including Belgium, Finland, Germany, Japan, Netherlands, New Zealand,
Norway, Poland, Sweden, Switzerland and the United States do not mandate indemnities
for dismissal. Comparing the two regional samples, it is clear that, on average,
compensation for dismissal is three times larger in LAC than in the OECD countries
despite the much lower level of income in the LAC region.

The third column refers to seniority pay. This additional payment is mandatory in only
six Latin American countries, but the estimated expected discounted costs are large when
this feature is present. In Colombia, Brazil, Ecuador and Peru, employers are required to
deposit about one month of pay every year to workers’ individual savings accounts. Over

the life of a worker, this provision is expected to cost about 10 monthly wages in these four
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countries. Once advance notice, compensation for dismissal and severance pay are added,
we find that the cost of job security provisions is much higher in the poorer Latin
American and Caribbean region than in the richer OECD sample.

The fourth column reports the expected costs of complying with social security laws.
Compared to the costs of employment security, social security costs are very large and
therefore constitute the lion’s share of the total costs of labor laws. In Argentina, for
example, expected discounted costs of social security are 44.5 months of pay while in
many OECD countries these costs are even larger. In the average Latin American country,
social security payments amount to 82 percent of the total costs of labor laws. This
percentage is even larger in OECD countries where, on average, they reach 96 percent of
the total regulatory costs.

Once all the costs are aggregated, labor laws impose a much larger cost in OECD
countries. However, the composition of these costs is quite different. While the typical
Latin American country mandates shorter advance notice periods and lower social security
contributions than the average OECD country, job security provisions are substantially
higher in LAC.

Latin American and Caribbean countries have a higher burden of regulations that affect
adjustment processes in the labor market. European countries have a higher burden of
payroll taxation that affects labor demand but not labor adjustment. Both regions have a
much higher burden of labor costs than North America.

Exploring the relationship between income per capita and social protection across
countries, it is clear that job security provisions are strategies of low income regions.
Figure 4 graphs regression relationships for each of our measures of labor cost on GDP per

capita (PPP adjusted) and GDP squared. Across countries, advance notice costs tend to
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increase with income; seniority pay and indemnities for dismissal decline with country
income. Social security contributions follow an inverted U-shape pattern in income. They
tend to increase with income in the Latin American sample and reach a maximum in
medium income countries, while they tend to decline with income within the sample of
upper-income countries. Regulation is an inferior good. It is the response of poor countries
to the demand for worker security. By imposing a mandate on firms, central governments
avoid the direct fiscal cost of financing social safety nets albeit at the cost of affecting their
labor market performance.

We next examine the evolution of these measures over time. Since the early 80’s
there have been few reforms in job security provisions in Latin America and even fewer in
OECD countries. Social security contributions have changed more, but even they seldom
change drastically. This lack of variability, particularly in job security provisions, poses a
challenge for empirical studies of the impact of regulations. Figure 5 shows the level and
the changes in job security since the late eighties across Latin American countries. The
general view that there have been important reductions in dismissal costs in Latin America
is not accurate once we aggregate across all components of job security. Only Colombia,
Panama, Peru and Venezuela have experienced a reduction in the costs of terminating
indefinite contracts. In Venezuela and Panama, the reduction in indemnities has been partly
offset by increases in the costs of severance pay. Our measures reveal that Brazil, the
Dominican Republic, Chile and Nicaragua undertook reforms that increased the cost of
dismissal. Assembling Latin American and OECD events, there are 13 episodes in which
job security provisions were changed. Nine of these episodes occurred in Latin America
and four occurred in the OECD sample. Figure 6 shows the percentage change in advance

notice and indemnities for dismissal in the countries that have experienced reforms. It
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makes clear that changes in job security costs have been substantial in Latin America
relative to the OECD sample. The enormous variation in the Latin American region and
the exogeneity of some of the reforms is the reason why we think that the study of Latin
American labor markets can inform further analyses of the impacts of regulation in
economies around the world.

Figure 7 reports social security contributions (measured in expected discounted
cost terms) at the beginning and at the end of the nineties for Latin American Countries.
There have been important changes during the last decade. In many countries, social
security contributions increased during the nineties as a consequence of pension reforms
and population aging. Yet, in some countries, most significantly in Argentina, social

security contributions were reduced during the decade.

Enforcement and Informality

The measures summarized in Table 4 calculate de jure cost of regulations,
assuming that firms and workers abide by the text of the law. In practice, however,
enforcement is at best weak, and many workers end up not being covered by mandatory
regulations. Such workers are often referred to as informal workers. Given the difficulties
in measuring the extent of informality, different approaches have been followed in the
literature. Some authors follow the traditional ILO approach of classifying as informal
those workers who are either self-employed, work for firms with five or less employees,
work as unpaid family help or are employed as domestic workers. Although some of these
workers may be receiving the benefits prescribed by the law, there tends to be a high
correlation between being in any of these categories of employment and not being covered

by labor laws. Other authors use a more direct measure of informality, computing the
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percentage of workers who are affiliated with social security programs or have a formal
labor contract. All authors in this volume use a “benefits” definition of informality except
for the study by Maloney and Nufiez-Mendez, which follows the ILO convention.
Measured by the extent of compliance with social security regulations in Latin
America, non-compliance is substantial. According to IADB (2003), only 39 percent of all
workers and 60 percent of all wage employees are contributing to such programs (See
Table 2). Among the countries covered in the individual studies of this volume,
compliance as percentage of total employment is the highest in Chile and Uruguay and the
lowest in Peru. Compliance tends to be higher among skilled workers, among workers
employed in larger firms and in the manufacturing and high-paying finance and business
services sectors. In these latter sectors, the effect of regulations should be easier to detect.

Compliance is higher when the burden of regulation is lower.

4. The Impact of Labor Market Regulations

This section summarizes the studies of the impact of labor market regulations that are
presented in this volume and places them in the context of the literature on more
economically developed countries. We distinguish between policies that alter employment
levels (generating static costs) from policies that affect employment flows (generating
dynamic transition costs). The essays contained in this book present evidence on both
types of policies. We also report findings on the effects of temporary contracts and

minimum wages.

4.1 A Static Labor Demand-Labor Supply Analysis
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A convenient starting point from which to assess the impact of labor market
regulations on employment levels the standard neoclassical labor demand-labor supply
framework. If mandatory legislation increases labor costs, economic theory predicts that a
move up the labor demand function produces a fall in employment. The slope of the labor
demand schedule provides a good measure of the policy-induced change in employment
when governments or trade unions set labor costs administratively. The standard theory is
silent about the effects of the regulation on unemployment because it depends on whether
the displaced workers drop out of the labor force or attempt to seek new jobs.

Table 4 summarizes estimates of constant-output labor demand elasticities for Latin
America. As noted by Hamermesh (this volume), these estimates are comparable to those
estimated for other countries.'” Although labor demand studies abound, we focus on those
studies that use disaggregated industry or individual firm data to infer the labor demand
parameters, since models fit on such data produces more reliable estimates of underlying
production parameters than models fit on data at higher levels of aggregation (Hamermesh,
1993). Comparisons across types of workers indicate that labor demand elasticities are
larger for blue-collar than for white-collar workers, suggesting a lower impact of
regulations on the employment rates of the latter. Estimates of labor demand for Latin
America tend to be somewhat lower than those obtained for other countries of the world,
especially those estimated for Peru and Mexico. (See the estimates from industrial
countries in the lower panel of the table.) Nonetheless, all estimates are between 0 and —

1.5, and most of them cluster between —0.2 and -0.6, well within the range for worldwide

"7 A more comprehensive measure of the impact of regulations on employment is given by the total elasticity,
that includes the possible scale effects of an increase in regulation including the entry and exit of firms due to
changes in labor costs. Unfortunately, there is very little empirical evidence in this book regarding the
magnitude of the total elasticity although studies by Hopenhayn and Rogerson (1993) and Nicoletti and
Scarpetta (2003) suggest that entry and exit decisions are an important component of the response to
regulation.
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estimates reported by Hamermesh (1993) for output- constant labor demand elasticities.'®
This range of estimates implies that a 10 percent increase in labor costs will result in a
sizable decline in employment, between 2 percent and 6 percent.

The preceding analysis assumes that the cost of regulations is entirely paid by
employers. However, when the supply of labor is not perfectly elastic, part of the increase
in labor costs will be compensated by lower wages, reducing the disemployment effect of
the regulations. Alternatively, workers may not perceive the cost of regulation as a tax,
since higher contributions pay for improved job benefits, which are valued. In this case,
workers will be willing to pay for this benefit, reducing their wage demands. This wage
offset would also contribute to lessening the impact of regulations on employment.

How likely is it that the costs of labor market regulations are shifted to workers in
Latin America? Before reviewing the existing evidence, it is important to note important
features of Latin American labor markets. First, high evasion implies that the relevant
labor supply to the formal sector in developing countries is likely to be more elastic than in
developed ones. Thus, if workers have access to similar jobs in both the formal and
informal sectors, the possibilities of shifting costs to workers are lessened, resulting in a
high elasticity of labor supply to formal sector firms that comply with regulations. Second,
as previously noted, in some countries minimum wages are quite high, both absolutely and
in relation to the average wage and this reduces the scope for wage shifts (see Figure 2).
Moreover, Maloney and Nufiez-Mendez (this volume) show piling up of workers at
minimum wage levels, suggests that compliance with the minimum wage is substantial
even in the so called “informal” sectors so that wage shifting will be attenuated in

countries with a binding minimum wage that also affects the informal sector. Third,

'8 Hamermesh reports a range between -0.15 and -0.75 and an average estimate of -0.45.
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although most social security programs in the region are restricted to covered workers, and
this tightens the link between contributions and benefits, the dismal financial condition of
some social security systems and the high degree of discretion exercised by governments
over the determination of benefits weaken this link. In this respect, the recent social
security reforms aimed at privatizing pensions should strengthen the relationship between
benefits and costs in many countries of the region.

Several empirical studies have attempted to measure the impact of mandatory
benefits on employment rates. Gruber (1994) analyzes the effects of insurance for
workplace injuries and mandated maternity benefits in the U.S. and finds that a large share
of the cost is shifted to wages with only minor disemployment effects. In contrast,
Kaestner (1996) examines the effect of unemployment insurance contributions on the
employment of U.S. youth and finds large disemployment effects and little wage shifting.

For developing countries, there is some evidence on the magnitude of wage shifts
predating the studies collected in this volume. Maclsaac and Rama (1997) assess the
fungibility of the cost of mandated benefits in Ecuador. In 1994, the year they study,
Ecuador had one of the most cumbersome labor legislation regimes in Latin America.
Beyond mandated contributions to social security programs, the law also mandated
payment of thirteen, fourteen, fifteen and sixteen-month payments for separation at various
times of the same year. Maclsaac and Rama’s analysis suggests that while labor market
regulations increase labor costs, part of the increase is shifted to workers in the form of
lower base wages. Thus, for an average Ecuadorian worker, social security contributions
and other mandated benefits amount to at least 57 percent of the base wage. However,
workers whose employers comply with regulations earn on average only 18 percent more

than workers at non-compliant firms. This difference is explained by a 39 percent
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reduction in the base earnings of workers in compliant firms. Interestingly, these
reductions are not uniform across firms; they are smaller in larger firms and essentially
zero in the public sector and in unionized firms.

Mondino and Montoya (this volume) and Edwards and Cox-Edwards (1999)
explore this topic for Argentina and Chile, respectively, by comparing wages of workers
who have access to social security programs with wages of uncovered workers. In
Argentina, Mondino and Montoya (this volume) find that during the period 1975-1996,
wages of non-covered workers were 8 percent higher than the gross wages of covered
workers. Considering that employee-paid payroll contributions average 40 percent of the
payroll, the share of contributions paid by workers is around 20 percent of total labor costs.
In Chile, Edwards and Cox-Edwards find evidence of a larger wage shift. In 1994, cash
wages for workers covered by mandatory pension, health, and life insurance were 14
percent lower than wages for non-covered workers. Since in that year, social security
contributions amounted to 20 percent of wages and were nominally paid by workers, their
estimates suggest that about 70 percent of the cost of social security contributions were
absorbed by workers, while the other 30 percent fell on employers. Gruber (1997) reports
evidence of an even larger wage shift in the aftermath of the 1981 pension reform in Chile.
The 1981 reform reduced employer-paid labor taxes and increased taxes paid by
employees. In addition, the funding of some programs was shifted to general revenue.
Using this tax change as a “natural experiment” and data on individual firms’ payments in

labor taxes and wages, he seeks to determine whether lower employer-paid labor taxes are
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associated with higher wages within a firm. His results suggest a full-shift of payroll taxes
to wages and no effect on employment."

Marrufo (2001) examines the 1997 reform in Mexico, which, as in Chile,
transformed the pay-as-you-go pension system into an individual retirement accounts
(IRA) system. She finds evidence of substantial employment reallocation between non-
covered and covered sectors suggesting that the labor supply to covered sectors is fairly
elastic. However, she also finds evidence of a wage shift in response to a reform that ties
benefits to taxes collected. Decomposing the effect of the reforms into the effect of a tax
reduction and the effect of tying benefits to contributions, she finds that increasing social
security taxes reduces wages by 43 percent of the tax increase, while increasing benefits
decreases wages by 57 percent of the value of benefits.

An important factor determining the extent of wage pass-through is whether
minimum wages bind. Maloney and Nuiiez-Mendez (this volume) document that the
minimum wage binds in Colombia. This explains the weak pass-through effects reported
by Cardenas and Bernal (this volume) for Colombia. At the same time, the minimum wage
is less binding, and pass-through effects may be more substantial, in Mexico and Chile,
and this may explain the Marrufo and Gruber results.

All in all, the available evidence suggests that at least part of the cost of non-wage

benefits is passed on to workers in the form of lower wages, and therefore, the employment

" Measuring the impact of such an “experiment” is complicated by many factors. (See the discussion in
Edwards and Cox-Edwards, 2000). First, although payroll taxes declined, worker contributions increased. If
measured wage payments by firms include employee contributions, then a decline in employer-paid taxes
will be associated with higher measured wages due to higher employee-paid contributions. Second,
measurement error in wages biases his estimates toward finding full shifting, as he reports. The quality of his
instruments is questionable and he is forced to make strong assumptions to circumvent a severe measurement
error problem. Third, at a time when social security reform made work benefits more attractive, he estimates
that wages were rising. The only way that wages can rise to match the decreased employer taxes in an
environment with an improved link between employee contributions and benefits is if labor supply is
perfectly inelastic to covered sector firms, which seems implausible.
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cost of such programs will be lower than what is predicted by the elasticity of the labor
demand. Combining wage-shift and labor demand estimates indicates that a 10 percent
increase in non-wage labor costs can lead to a decline in employment rates ranging
between .6 and 4.8 percent with most of the evidence shaded toward the high end of this
spectrum.

Given the significance of these estimates for policy decisions, it is important to
estimate them as accurately as possible. In this regard, the room for improvement in the
literature is still large. As they stand, they might overestimate or underestimate the true
employment impact depending on which of the following two effects dominates. On the
one hand, the reported estimates are based on constant-output labor demand elasticities,
which do not consider the employment effects of regulations through a negative effect on
the scale of production of existing firms and on entry and exit decisions of firms. From this
perspective, the reported range of estimates provides a lower bound on the disemployment
effects of regulation. Moreover, the estimates of the wage shift in Maclsaac and Rama
(1997), Mondino and Montoya (this volume) and Edwards and Cox-Edwards (1999) only
include the cost of social security programs, but do not include the cost of other regulations
such as job security or vacation time. Once the cost of these regulations is taken into
account, the computed wage shift could be lower than what we report above, and,
therefore, the estimated effects of those costs on employment would be larger.

On the other hand, studies comparing wages of covered and non-covered workers
performed using a cross-section of workers, such as most of the ones discussed above, may
underestimate wage shifts and overestimate employment costs. It is necessary to model

selection into covered sectors. This is because unobserved personal characteristics
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correlated with social security affiliation might explain higher wages in covered sectors.”’
If this correlation is substantial, it will lead to an underestimation of wage differences
between covered and uncovered workers, and hence reduce estimates of the fraction of
wage costs shifted to workers. This concern highlights the importance of the Marrufo study
because she controls for sectoral self-selection bias and still finds substantial evidence of
wage shifting. If her selection adjustments to the Mexican data are typical of what would
be found in other Latin American countries, the weight of the evidence in this book and the
literature on firm entry in response to incentives, suggest that the studies reported in this

volume underestimate the disemployment effects of regulation.

4.2 Job Security Provisions Alter Hiring and Firing Decisions

Regulations affecting transition costs are not adequately analyzed within a simple
static labor-demand labor-supply framework. Dismissal costs and other regulations not
only increase labor costs, but also alter firms’ firing and hiring decisions. The importance
of dismissal costs in Latin America is clearly shown in Figure 5. Whereas non-wage labor
costs are low relative to those of OECD countries, dismissal costs tend to be very high.
These costs make Latin American labor markets less flexible than OECD markets and
likely impair productivity and adaptation to new technology and trade patterns as they do
in Europe (see Heckman, 2003). It is thus important to assess the impact, if any, that such

policies have on the functioning of the labor market.

Theoretical Discussion

2 For instance, if workers covered by social security programs also happen to be more productive, then they
will also have higher wages. Yet, higher wages are explained by unobserved productivity and not by social
security affiliation.
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To analyze the full impact of job security provisions requires a more complex
framework that encompasses dynamic decisions of firms. Bertola (1990) and Bentolila and
Bertola (1990) develop dynamic partial-equilibrium models to assess how a firm’s firing
and hiring decisions are affected by dismissal costs. In the face of a given shock, the
optimal employment policy of a firm involves one of three state-contingent responses: (i)
dismissing workers, (ii) hiring workers or (iii) doing nothing. Appendix B presents a
simple two period model of labor adjustment that summarizes the main ideas in this
literature.

In the face of a negative shock and declining marginal value of labor, a firm might
want to dismiss some workers. However, it faces a dismissal cost in most regulatory
regimes in LAC. This cost has the effect of discouraging firms from adjusting their labor
force, resulting in fewer dismissals than the number of dismissals that would occur in a
scenario in the absence of such costs. Conversely, in the face of a positive shock, firms
might want to hire additional workers but would take into account that it would be costly
for some workers to be fired if future demand declined. This potential cost acts as a hiring
cost, effectively reducing the creation of new jobs in a relatively healthy economy. The
net result is lower employment rates in expansions, higher employment rates in recessions
and lower turnover rates as firms hire and fire fewer workers than they would in the
absence of adjustment costs.

Adjustment costs produce a decline in employment variability associated with
firing costs. The implication of these models for average employment is ambiguous. In
particular, whether average employment rates increase or decline as a result of firing costs
depends on whether over the cycle the decline in hiring rates more than compensates for

the reduction in dismissals. Simulations reported in Bertola (1990) and Bentolila and
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Bertola (1990) suggest that average employment in a given firm is likely to increase when
firing costs increase. However, these results are quite sensitive to different assumptions
about the persistence of shocks, the elasticity of the labor demand, the magnitude of the
discount rate, and the functional form of the production function. Less persistent shocks
and lower discount rates produce larger negative effects of job security on employment
because both factors reduce hiring relative to firing (Bertola, 1992; Bentolila and Saint
Paul, 1994). Furthermore, a higher elasticity of the demand for goods implies a larger
negative effect of job security on employment rates. In addition, when investment
decisions are also considered, firing costs lower profits and discourage investment,
increasing the likelihood that they reduce the demand for labor (Risager and Sorensen,
1997).

The Bertola (1990) and Bertola and Bentolila (1990) analyses focus on
employment rates in a “representative” firm without considering the impact of firing costs
on the extensive margin, that is, on how firing costs affect the creation and destruction of
firms. Hopenhayn and Rogerson (1993) develop a general equilibrium model based on the
U.S. economy. The partial equilibrium framework of Bertola (1990) is embedded in their
model as part of a general equilibrium framework in which jobs and firms are created and
destroyed in every period in response to firm-specific shocks. In the context of their model,
Hopenhayn and Rogerson find that increasing firing costs in the U.S. would lead to an
increase in the average employment of existing firms as a consequence of the reduction in
firings. However, they also find that such a policy would result in lower firm entry, and
lower job creation in newly created firms. These final two effects could potentially offset
the increase in employment in existing firms, and they would thus reduce overall

employment rates.
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The recent literature has also emphasized the possible impact of job security
regulations on the composition of employment. Kugler (this volume) proposes a model in
which job security regulations provide incentives for high turnover firms to operate in the
informal sector. This decision would entail producing at a small, less efficient scale in
order to remain inconspicuous to tax and labor authorities. In this framework, high job
security costs paid by formal sector firms would likely increase informality rates. Pagés
and Montenegro (1999) develop a model in which job security provisions, which depend
on tenure, bias employment against young workers and in favor of older ones. As
severance pay increases with tenure, and tenure tends to increase with age, older workers
become more costly to dismiss than younger ones. If wages do not adjust appropriately,
negative shocks result in a disproportionate share of layoffs among young workers.
Therefore, job security based on tenure results in lower employment rates for the young
relative to older workers because it reduces hiring and increases layoffs for young workers.
This effect has also been found in studies of European employment. (Heckman, 2003).

Finally, it is important to understand that not all components of dismissal costs may
have the same effect on employment and unemployment rates. Thus, in principle, there is
an important conceptual distinction between advance notice and indemnities, which are
state-contingent and affect the cost of adjustment to different states, and seniority pay
provisions, which are paid in all states and do not affect transitions. The latter are more
comparable to other non-wage costs such as vacation and other mandatory benefits.

The existing evidence regarding the impact of employment protection is abundant
but inconclusive. Table 5 from Addison and Teixeira (2001) summarizes the current
literature. While, Addison and Grosso (1996), Grubb and Wells (1993), Lazear (1990),

Heckman and Pagés (2000), Nickell (1997) and Nicoletti and Scarpetta (2001) find a
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negative relationship between job security provisions and employment, other studies, such
as Addison, Teixeira and Grosso (2000), OECD, (1999), Garibaldi and Mauro (1999) and
Freeman (2001) do not find evidence of such a relationship. The evidence on the effects of
job security on unemployment is equally ambiguous. Some studies find a positive link
between job security and unemployment (Elmeskov, et al., 1998; Lazear, 1990; and
Addison and Grosso, 1996) while others find no effect (Blanchard, 1998; Heckman and
Pagés, 2000; Nickell, 1997). Our own estimates at the end of this chapter give reasons for
these mixed findings. All these studies are based on the analysis of aggregates of cross-
country time-series data with little variation in regulatory policies. The studies presented in
this volume surmount some of these difficulties by studying episodes of major labor
reform using large micro data sets. Using disaggregated data for single countries,
Mondino and Montoya (this volume) and Saavedra and Torero (this volume) find a large
negative relationship between employment protection and employment. The studies
presented in this volume contribute substantially to a literature that analyzes the
consequences of reforms. Recent studies for OECD countries using disaggregated data
suggest a negative effect of job security regulations on employment. Autor et al. (2003)
estimate the effects of recent common law wrongful discharge doctrines adopted by courts
across states in the U.S that limit employment at will. They find that the wrongful
discharge doctrine has a negative impact on employment to population rates in state labor
markets. Similarly, Kugler et al (2002) find that in Spain a combination of a reduction in
payroll taxes and the reduction of dismissal costs increased the employment of workers on
permanent contracts. Finally, Acemoglu and Angrist (2001), replicating the earlier work of
Deleire (2000), examine the effects of the Americans with Disabilities Act (ADA), which

outlaws discrimination against the disabled in hiring, firing and pay on the employment
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rate of workers with disabilities. Their findings and prior work by Deleire suggest that the

passage of the Act reduced employment for disabled workers.

Empirical Evidence for Latin America and the Caribbean

The essays assembled in this volume assess the impact of job security regulation on
employment and turnover rates in Latin America and the Caribbean, and provide the first
systematic evidence of its impact on the labor market. Several studies assess the impact of
job security on turnover rates in the labor market. Changes in turnover are measured using
changes in the duration of jobs (tenure), the duration of unemployment and rates of exiting
out of employment and unemployment.*' Higher employment exit rates indicate more
layoffs (or more quits), while higher exit rates out of unemployment and into formal jobs
indicate higher job creation in the formal sector. Other studies examine the impact of job
security on employment rates. The definition of employment used in the empirical studies
varies depending on the country being analyzed. In general, most studies focus on
employment in large firms, although some also examine more aggregated measures of
employment. In addition, a small group of studies also examine the impact of job security
on the composition of employment. See Table 6 for an overview of the empirical evidence

for Latin America and the Caribbean presented in this volume.

Turnover Rates
As predicted by most theoretical models, the bulk of empirical evidence reported in

this volume confirms that less stringent job security tends to be associated with higher

! These studies estimate hazard rates. The hazard rate is defined as the rate at which a given spell of
employment or unemployment ends in a given period conditional on having lasted a given period of time in
the spell (e.g., one month, one year).
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turnover and greater flexibility in the labor market. Kugler (this volume) analyzes the
impact of the 1990 labor market reforms in Colombia. She finds that a reduction in job
security costs reduces average tenure and increases employment exit rates.* This decline is
significantly larger in the formal sector, which is covered by the regulations, than in the
uncovered or informal sector. In addition, the increase is greater in large firms than in the
smallest ones. Her results show similar patterns within tradable and non-tradable sectors,
providing a clear indication that the decline in tenure cannot be attributed to contemporary
trade reforms. The increasing use of temporary contracts explains only part of the increase
in formal turnover rates since job stability also declined for workers employed at
permanent jobs.*

Kugler also finds a decline in the average duration of unemployment after the
reforms. In addition, exit rates out of unemployment increase more for workers who leave
unemployment by going into the formal sector than they do for those who exit into
informal jobs. As with average tenure, her results show quite similar patterns across
sectors and a higher exit rate toward larger firms. Finally, only two-thirds of the increase in
the rate of entry into unemployment can be attributed to higher use of temporary contracts.
The rest is explained by increased exit rates into permanent jobs in the formal sector.

Saavedra and Torero (this volume) conduct a similar study, evaluating the impact
of the 1991 reform in Peru. Like the reform in Colombia, the 1991 Peruvian reform
considerably reduced the cost of dismissing workers. Their analysis shows a consistent

decline in average tenure from 1991 onward, suggesting higher exit rates from

22 In this study tenure is measured by the duration of incomplete employment spells.

 In her study, Kugler performs two types of analyses. First, she uses a difference-in-difference estimator to
analyze whether changes in average duration of employment (unemployment) are significantly different in
the formal and informal sectors. Second, she estimates an exponential duration model to control for changes
in demographic covariates, pooling data from before and after the reform and using interaction terms to
assess the differential impact on the formal and informal sectors.
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employment. As in the Kugler study, the decline is significantly more pronounced in the
formal sector than it is in the informal sector. In addition, the tenure patterns were quite
similar across economic sectors, suggesting that these findings cannot be explained by the
trade reforms that took place in the early nineties.

In contrast to these findings, Paes de Barros and Corseuil (this volume) find little
evidence that the substantial 1988 Brazilian Constitutional reform altered employment exit
rates. In that year, the cost of dismissing workers was raised, and therefore a reduction in
exit rates would be expected as a result. (Many other reforms were also put in place as
well.) Their results indicate that aggregate employment exit rates decline in the formal
sector relative to the informal sector for short employment spells (two years or less), but
increase for longer spells. Their measured increase in exit rates for long spells could be
driven by the special characteristics of the Brazilian system. In this system, employers
contribute 8 percent of a worker’s wage to the worker’s individual account. In case of
voluntary dismissal, the worker can claim the principal, the compounded interest rate and a
penalty paid by the firm, which in the 1988 reform was raised from 10 percent to 40
percent of principal plus interest. In the case of a voluntary quit, the worker receives
nothing. This asymmetry in the treatment of termination induces workers to force dismissal
or to collude with firms to obtain the funds accumulated in the account. It can be argued
that the 1988 reform greatly increased the incentives to force dismissals, particularly for
workers with longer tenures. This may explain the increase in exit rates for workers with
longer employment spells.

These three studies use the informal sector as a control group unaffected by the
reforms. Their credibility hinges on the validity of this assumption. Kugler shows that

estimates based on formal-informal sector comparisons are likely to be biased. However,
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such comparisons are still valid under certain conditions — at least as tests of the null
hypothesis of no effect of the reform.** When viewed as a whole, these studies provide
evidence that dismissal costs and other employment protection mechanisms reduce worker
reallocation in the labor market. Unfortunately, these studies do not identify whether
reduced worker reallocation is due to reduced layoffs, lower quits or a mix of both.

Some studies in this book assess the impact of regulations on the speed of
adjustment using the length of the lag (the speed of adjustment) as an alternative measure
of the constraints faced by firms. The intuition supporting this is based on the original

work of Holt, Modigliani, Muth and Simon (1960).

Let n, be the optimal level of employment at date ¢ determined by some implicit
(usually static) theory. Let the cost of being out of equilibrium ¢’ be quadratic in
deviations of current employment from optimal employment:

() ¢ =% —-n)y  %>0.
The greater the discrepancy between employment at ¢ and optimal employment, the greater

the cost. There is also a cost of adjustment ¢/, which is also assumed to be quadratic in the

adjustment from n,_, to n, :

3) ¢/ =v,(n, —nt_l)z.

Minimizing the sum of these costs produces an optimal labor demand n,

* Kugler shows that lower severance pay may induce high-turnover informal firms to move to the formal
sector. Assuming either no overlap in the distribution of turnover between covered and uncovered firms, or
that entry to the covered sector comes from the high-end —or at least from the end that is higher than the
formal sector, this shift results in higher turnover in both the formal and the informal sector. Higher turnover
in the informal sector biases the difference-in-difference estimator downward. Therefore, a positive estimate
still provides substantial evidence of increased turnover in the formal sector.
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n, =(- l)n: +An, ,

Yo+
The greater the cost of adjustment, the bigger the value of . Abraham and Houseman
(1993) and many others use this method to assess the effect of different regulatory regimes
across countries on adjustment costs while others interact A with measures of regulations to
assess whether the speed of adjustment increases or declines when the regulatory
environment is changed. Cardenas and Bernal (this volume), Paes de Barros and Corseuil
(this volume) and Saavedra and Torero (this volume) use this methodology to examine
whether the speed of adjustment increased or declined after labor reforms. In the study of
Saavedra and Torero, their estimated interaction term suggests that more stringent
regulations reduce the speed of adjustment, particularly in the pre-reform period, when
regulation was very stringent. In the other two studies, this methodology is unable to
identify any changes in adjustment due to reforms. This is particularly relevant in the
study of Cardenas and Bernal on Colombia since other methodologies based on duration
data (Kugler, this volume) show clear effects of regulation on adjustment. Addison and
Teixeira (2001) indicate that “none of the implementations of this (adjustment cost) model
in core OECD countries were able to detect a discernible impact of job security regulations
on the speed of employment adjustment”. In the concluding section of this paper, we
discuss why the lag coefficient is not a reliable measure of the regulatory costs, especially
when applied to cross country data.

Average Employment
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The available evidence for LAC countries shows a consistent, although not always
statistically significant, negative impact of JS provisions on average employment rates.
Saavedra and Torero (this volume) and Mondino and Montoya (this volume) use firm-level
panel data to estimate the impact of job security on employment in Peru and Argentina,
respectively. Both studies estimate labor demand equations in which an explicit measure
of job security appears on the right hand side of the equation, and both find evidence that
higher job security levels are associated with lower employment rates.” In the case of
Peru, Saavedra and Torero find that the size of the impact of regulations is correlated with
the magnitude of the regulations themselves. Thus, the impact is very high at the beginning
of their sample (1987-1990), coinciding with a period of very high dismissal costs (see
their Table 4). Afterward, and coinciding with a period of deregulation, the magnitude of
the estimate