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Chapter 16. Boosting labour market performance in emerging economies

This chapter uses the Jobs Strategy framework to discuss how emerging economies can
confront the dual challenge of low productivity and inclusiveness in a context of
widespread informality. Pervasive informality implies that large parts of the workforce
do not have access to social insurance or basic regulatory protections. It also limits the
ability of the government to collect taxes and hence the resources at its disposal to
confront the challenge of promoting inclusive growth. A comprehensive approach is
needed that simultaneously promotes formality and reaches out to the most vulnerable.

GOOD JOBS FOR ALL IN A CHANGING WORLD OF WORK: THE OECD JOBS STRATEGY © OECD 2018



348 | 16. BOOSTING LABOUR MARKET PERFORMANCE IN EMERGING ECONOMIES

Introduction

Promoting inclusive growth is a major policy challenge in emerging economies.
Compared with the typical OECD economy, emerging economies generally exhibit much
lower standards of living and higher levels of inequality. In addition, emerging economies
also have to face up to pervasive labour informality. Widespread informality implies that
large parts of the workforce are effectively beyond the reach of the government and do
not have access to social insurance or regulatory protections. Moreover, informality limits
the ability of the government to collect taxes and hence the resources at its disposal to
promote inclusive growth.

This chapter uses the Jobs Strategy framework to discuss how emerging economies can
enhance labour market performance, and more specifically, confront the dual challenge of
low productivity and low inclusiveness, in a context of widespread informality. To this
end, it focuses on emerging economies that have a link with the OECD, namely
Argentina, Brazil, Chile, China, Colombia, Costa Rica, India, Indonesia, Mexico,
Kazakhstan, Peru, the Russian Federation, South Africa, Thailand, Tunisia, and Turkey.
Given the enormous diversity in this group of countries in terms of income, size,
demography, and institutions, the nature of the challenges and the most appropriate policy
responses may differ substantially and can only partially be reflected given the scope of
this chapter.

The issues discussed in the chapter may not only be of interest to policy-makers in
emerging economies, but also to those in more advanced economies. The advent of the
platform economy, and associated rise in self-employment, has raised difficult questions
about differences in regulatory treatment between dependent employees and
self-employed. Emerging economies have been struggling with similar issues for a long
time due to the importance of informal work. In recent years, this has resulted in the
development of innovative social protection schemes that provide interesting insights also
for more advanced economies.

The chapter is organised as follows. Section 16.1 describes the dual challenge of low
productivity and inclusiveness in a context of pervasive informality. Section 16.2
discusses the role of policies and institutions for promoting productivity and formality,
while Section 16.3 discusses how policies and institutions can promote inclusiveness
without undermining formality. The final section concludes.

16.1. Key challenges

The emerging economies considered in this chapter share a dual challenge of (1) low
productivity and (2) low labour market inclusiveness. For both these challenges, curbing
informality plays a key role.

Economic development is lagging

Economic development is much lower in emerging economies than in the typical
OECD country. The gap in gross domestic product (GDP) per capita between emerging
economies and the OECD average varies between 40% (Turkey) and 87% (India)
(Figure 16.1, Panel A). In other words, the average income in emerging economies is
roughly two to ten times lower than that in the average OECD country.

Low economic development mainly reflects lagging productivity. Across the covered
emerging economies, labour productivity is between 84% (India) and 18% (Turkey)
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below the OECD average (Figure 16.1, Panel A). All countries except Argentina, Mexico,
and Turkey have experienced productivity convergence during the last few decades, as
productivity growth has exceeded the OECD average (Figure 16.1, Panel B). However,
the degree of productivity convergence has varied substantially, with particularly fast
convergence in the East and Central Asian countries considered here.

Figure 16.1. Productivity levels are well below the OECD average, despite some catch-up in

recent decades
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Note: Panel A: Data refer to 2017, except for Brazil, China, Costa Rica, India, the Russian Federation and
South Africa (2016). Panel B: Data refer to 1997-2017 except for Brazil, China, Costa Rica, India, the
Russian Federation and South Africa (1997-2016).

Source: OECD Compendium of Productivity indicators for OECD countries, Brazil, China, Colombia, Costa
Rica, India, Indonesia, Russian Federation and South Africa; Word Bank, World Development indicators for
Argentina, Kazakhstan, Peru, Thailand, and Tunisia.

StatLink Sm=r http://dx.doi.org/10.1787/888933881819

To promote productivity in emerging economies, improvements are needed across the
board in all firms, but particularly at the bottom of the productivity distribution.
Compared with more advanced economies, the distribution of productivity across firms
tends to be more dispersed, with a long fat tail of low-productivity firms (Bloom et al.,
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2010p;; Levy and Lopez-Calva, 2016,; Bento and Restuccia, 20173)). Low-productivity
work typically reflects the abundance of people with poor basic skills and the demand for

low-quality goods and services by these same workers and their families (La Porta and
Shleifer, 2014[4])

In addition to boosting productivity, promoting economic development also requires
raising employment, and particularly labour force participation. Bringing employment
rates to OECD levels would reduce the gap in GDP per capita between emerging
economies and the OECD on average by four to five percentage points (Figure 16.1,
Panel A). This mainly requires boosting labour force participation, particularly among
women (see Box 16.1). Unemployment tends to be less of an issue.' This is in part related
to the fact that most workers can ill afford being unemployed for extended periods of time
since unemployment benefit systems generally have low coverage or are non-existent
(OECD, 2015(5)).

Jobs tend to be of poor quality and inclusiveness is low

A second key policy priority is to promote inclusiveness by ensuring that the gains from
productivity growth are broadly shared and by protecting vulnerable workers against
financial hardship and social exclusion. This requires supporting job quality, tackling
excessive inequalities and eliminating extreme poverty.

Figure 16.2. Emerging economies exhibit low wages and high wage inequality
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Note: Earnings quality is measured as the general mean of earnings with high inequality aversion, while
earnings inequality is measured by the corresponding Atkinson inequality index. Calculations are based on
gross hourly earnings for 2015 except for Costa Rica and Indonesia (2016), Argentina and the Russian
Federation (2013) and India (2012). The OECD average is a simple average of earnings quality.

Source: OECD countries: OECD Earnings Quality Database; OECD Secretariat calculations based on
Encuesta Permanente de Hogares (EPH) for Argentina, Pesquisa Nacional por Amostra de Domicilios
(PNAD) for Brazil, Gran Encuesta Integrada de Hogares (GEIH) for Colombia, Encuesta Continua de
Empleo (ECE) for Costa Rica, National Sample Survey (NSS) for India, Sakernas for Indonesia, Russia
Longitudinal Monitoring Survey for the Russian Federation and National Income Dynamics Study (NIDS) for
South Africa.

StatLink S=r http://dx.doi.org/10.1787/888933881838
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Job quality is a major concern in emerging economies. Lower earnings quality compared
to the OECD average reflects both substantially lower average earnings and higher levels
of earnings inequality (Figure 16.2). To an important extent, this results from the low
levels and wide dispersion of productivity as discussed above. Workers in emerging
economies also tend to be more vulnerable to labour market risks than their counterparts
in more advanced economies (OECD, 20155)). In most emerging economies, this
primarily reflects the risk of falling into extreme low pay.? The quality of the working
environment is also generally lower in emerging economies compared with
OECD countries. One indication of this is the higher incidence of working very long
hours (OECD, 2015).”

Box 16.1. Closing gender gaps in the labour markets of emerging economies

Gender gaps in labour force participation and education have shrunk, but progress is uneven

Over the past three decades, women throughout the emerging world have been catching up with
men in a number of labour market outcomes. One of the most notable improvements has been an
unprecedented increase in female labour force participation, but progress has been very uneven
across emerging economies. The most significant improvements have been recorded in Latin
America, particularly in Chile and Costa Rica, where the participation gap has fallen by
1 percentage point per year since the mid-1999s. The largest gaps remain in Tunisia, India, and
Indonesia. Low-skilled women from poor families, however, continue to face substantial
participation gaps throughout the world.

Gender gaps in educational attainments have also generally been shrinking in recent decades.
Enrolment rates in primary and secondary education are almost identical for boys and girls, and in
many countries women are now attending tertiary education more frequently than men. The most
remarkable improvements have been recorded in Tunisia, China, Turkey, Indonesia, and India.
However, girls’ educational performance lags behind in mathematics and often in science, which,
in conjunction with biased social norms regarding gender roles, results in a lower share of girls to
study and work in STEM-related fields (science, technology, engineering, and mathematics).
Average improvements in school attainment also hide the fact that girls from poorer families are
still much less likely to be enrolled in school at all levels of education. Closing these remaining
gaps in education is an important policy objective.

Women continue to hold worse jobs than men

Women tend to have lower-quality jobs than men in emerging economies. The sectors and
occupations where women most typically work tend to be less productive and pay lower wages.
This is related to the fact that women are more likely to have informal jobs than men. Moreover, a
large share of working women (often the majority) are self-employed, and they typically own
smaller, less successful, and more often informal businesses than men. Credit constraints, as well
as gaps in financial literacy and business-related knowledge, are among the key drivers of gender
gaps in entrepreneurship. As a result, the gender pay gap in emerging economies is even larger
than in OECD countries. Most worryingly, wide gender pay gaps persist when comparing workers
with the same level of education and in similar jobs. Women in emerging economies also have less
secure jobs, facing higher risks of both unemployment and extreme low pay (OECD, 2015).

A key driver of gender inequality in emerging economies continues to be the uneven distribution
of household and family care between men and women. Action is required to promote flexible
work arrangements, make parental leave more effective, and fight gender discrimination.

Source: This box has been prepared by Paolo Falco (OECD) based on OECD (2016;7), “Closing gender gaps
in the labour markets of emerging economies: The unfinished job”, in OECD Employment Outlook 2016,
https://doi.org/10.1787/empl_outlook-2016-8-en.
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Labour market inclusiveness in emerging economies tends to be low (see Chapter 3). The
low-income rate, i.e. the share of persons in households with a disposable income of less
than half the median, tends to be high. While on average across the OECD, about one-in-
ten people live in poor households, this ratio ranges from one-in-four in China to one-in-
eight in the Russian Federation across emerging economies. Elevated low-income rates
reflect both high pay inequality and high rates of inactivity among disadvantaged groups,
such as youth and older workers with low skills. Income inequalities between men and
women also remain large (Box 16.1).

At the same time, considerable progress has been made in eradicating extreme poverty
rates in most emerging economies, although it remains a pressing policy concern in some.
The percentage of the population living on less than USD 1.90 per day in 2011
purchasing power parity (PPP), the international extreme poverty line as used by the
World Bank, is around 20% in India and South Africa, and remains between 3% and 7%
in Brazil, Peru, Colombia, and Indonesia. Extreme poverty rates went down in all
countries during the last few decades. Progress has been particularly impressive in China
and Indonesia, where extreme poverty rates went down from around 45% in the mid-90s
to 1% (China) and 7% (Indonesia) now (World Bank, 2016ys,).

Informality is pervasive

Weak productivity and limited inclusiveness are for an important part related to
informality, where workers and firms are partially or fully outside the remit of regulation
and do not contribute to social insurance.

Informal employment is persistently high among emerging economies, albeit with
significant cross-country variation (Figure 16.3). Among the countries considered,
informality rates range from about 30% in Chile to around 90% in India. Informality is
common among very different groups of workers, including own-account workers, family
workers and self-employed, but also unregistered wage employees in formal or informal
firms (OECD, 2009(¢;). In some cases, it reflects a subsistence strategy in the absence of
opportunities for formal wage employment, while in others, it reflects a voluntary choice
as workers opt out of formality to avoid having to pay social security contributions and
taxes (Perry et al., 2007;;; Meghir, Narita and Robin, 2015)).

Informality rates went down in all the emerging economies considered here, but only
slowly. Informality tends to shrink as an economy develops. However, this is not an
automatic process, as informality depends on many different factors, including the ability
of successful formal firms to attract suitable workers (Diaz et al., 2018[;,)). Moreover,
rapid population growth, especially among the poor, can slow formalisation, as it sustains
the supply of low-skilled informal workers and the demand for low-quality goods (La
Porta and Shleifer, 20144).*
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Figure 16.3. Informality rates have only decreased slowly
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Note: Informality is defined to include: i) employees who do not pay social security contributions; and
ii) self-employed who do not pay social security contributions or whose business is not registered.

Source: OECD calculations based on the Encuesta Permanente de Hogares (EPH) for Argentina, Pesquisa
Nacional por Amostra de Domicilios (PNAD) for Brazil, the CASEN for Chile, Gran Encuesta Integrada de
Hogares (GEIH) for Colombia, Encuesta Continua de Empleo (ECE) for Costa Rica, the National Sample
Survey (NSS) for India, the Sakernas for Indonesia, Encuesta Nacional de Ocupacion y Empleo (ENOE) for
Mexico, Encuesta Nacional de Hogares (ENAHO) for Peru, the QLFS for South Africa and the HLFS for
Turkey.

StatLink = http://dx.doi.org/10.1787/888933881857

High and persistent informal employment represents a major policy concern and greatly
complicates the challenge of promoting strong productivity growth and more inclusive
labour markets.

e Informality is associated with low productivity and hinders productivity growth.
Informal firms are highly overrepresented in the bottom of the size and
productivity distribution (Hsieh and Klenow, 2009};3; Li and Rama, 2015(4;
OECD, 2018;5)). Informal firms tends to be small since this allows them to stay
under the radar of enforcement agencies and minimise the risk of detection.
However, this also tends to hold down productivity growth as it prevents them
from reaching an efficient scale of production and limits their access to credit.
Moreover, informality can provide a source of unfair competition to formal firms
and thereby weaken incentives for formal-sector development.’

e Informality is closely related to low labour market inclusiveness, not least because
large portions of the workforce are left unprotected from statutory or collectively
agreed labour standards as well as social insurance.® Moreover, mobility rates
between informal and formal employment tend to be relatively low, suggesting
that the job-quality gap associated with informal work can be highly persistent
over time (Bosch and Esteban-Pretel, 2012,4); Cruces, Ham and Viollaz, 2012,7;
OECD, 2015[6]).7 Finally, persons from groups associated with a weaker labour
market position, such as low-skilled youth, women or older workers, are much
more likely to work informally than others (OECD, 2008;s,).
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o Informality limits the capacity of the state to collect taxes and hence the resources
that can be used to promote inclusive growth, through for example public
investment in infrastructure and education and the development of labour market
programmes (Besley and Persson, 20144). It also limits the degree of
redistribution that can be achieved through the taxes-and-benefits system.

In sum, promoting labour market performance in emerging economies requires
confronting the dual challenge of low productivity, on the one hand, and low labour
market inclusiveness, on the other. While these challenges are not too different from
those faced by more advanced economies (Chapter 2), the context is very different due to
the presence of pervasive informality. This greatly limits the reach of employment and
social policies and the financial resources available for government action. Any strategy
for promoting better labour market performance in emerging economies should therefore
take account of the importance of informality.

16.2. Promoting productivity growth and tackling informality

Tackling informality requires a comprehensive strategy that simultaneously addresses all
the main factors that drive it. Past experience suggests that narrow reforms that focus on
only one specific element affecting formality tend to have only modest effects (Bruhn and
McKenzie, 2014,;). A comprehensive approach to tackling informality should focus on
the following elements: i) the development of relevant skills and their efficient use in the
labour market; ii) lowering the costs of formality while enhancing its benefits;
iii) improving the efficiency of enforcement.

Attaining a skilled workforce and reducing skill mismatch

A skilled workforce is a major determinant of economic and labour market performance
(Gennaioli et al., 2013,;)). Differences in human capital account for about half of the
difference in GDP per capita between Latin-American countries and OECD countries
(Hanushek and Woessmann, 2012,,;). The importance of a skilled workforce reflects
both the greater likelihood that skilled workers are employed, as well as their tendency to
be more productive in their jobs. Skills also facilitate the dissemination of productivity-
enhancing technologies and can thereby help lagging firms to catch up with the
technological frontier.

Skill development is also very important for reducing informality. For example, in
Colombia, skill upgrading explains two thirds of the reduction in informality from 70% in
2007 to 62% in 2017 (IMF, 2018[23]).8 Formal work necessitates higher productivity and
more skilled workers to compensate for the costs of social security contributions, personal
income taxes and complying with regulatory requirements. It is therefore not surprising
that low-skilled workers are overrepresented in informal work and typically have weak
prospects of moving to formal work (OECD, 2015,4; Cruces, Ham and Viollaz, 2012,7y).

Improving educational enrolment and the quality of education

While emerging economies have made impressive progress in expanding coverage of
basic education, enrolment rates of secondary and tertiary education need to be improved
to promote the further upskilling of the workforce.” In addition, the overall quality of the
educational system requires further attention. According to the Programme for
International Student Assessment (PISA), the average level of skills among high-school
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students in emerging economies remains well below the OECD average and
improvements over time have been modest.

Poor educational outcomes can be ameliorated by ensuring that sufficient financial
resources are available for public spending on education, by enhancing the collection of
taxes and addressing informality. Governments in emerging economies tend to spend less
as a share of GDP on education than OECD countries. This reflects lower public spending
overall rather than a lower spending priority for education, since emerging economies
tend to devote a larger share of their public budget to education than more advanced
economies.

Fiscal constraints highlight the importance of making spending more effective. This can
be done by promoting early childhood education, in particular among children in poor
households since this increases the motivation for further study and its effectiveness
(Heckman, 2006p,s;; Kugler etal., 2018,). Other cost-effective measures include
providing information about school quality and returns to schooling, promoting teacher
quality, and using digital technologies in the provision of education services (Ganimian
et al., 2016[27]; World Bank, 2018[28]).

Tackling pervasive skill mismatch

While improving the supply of skills is critical, it is equally important that the skills
provided by the education system correspond to the skills that are required by firms and
that the labour market matches workers to jobs in which they can put their skills to their
best possible use. Skill mismatches prevent firms and workers from reaching their full
potential, resulting in lower productivity, wages and job satisfaction (Mcgowan and
Andrews, 2015p9;; OECD, 20173). Moreover, mismatches lower the returns to
education, and therefore, the incentives for workers to invest in education (Levy and
Lopez-Calva, 2016(,)).

Skill mismatch tends to be high in emerging economies. In each of the emerging
economies for which suitable data are available, skill mismatch exceeds the average level
in the OECD (Figure 16.4). Moreover, with the exception of South Africa,
overqualification tends to be relatively more important than underqualification, in
contrast to OECD countries where underqualification tends to be somewhat more
important on average.
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Figure 16.4. Skill mismatches are high in emerging economies

Percentage of mismatched workers

[ Overqualification 1 Underqualification
%
60
50
40 f
30
20 f
10
O 1 1 - 1 1 - 1 - 1 - 1 - 1 .
OECD Peru Brazil Turkey Chile Colombia Argentina Mexico South Africa
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Source: OECD Skills for Jobs Database, 2018, https://stats.oecd.org/Index.aspx?DataSetCode=MISMATCH.
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Skill mismatch can be reduced by ensuring that the educational system provides the skills
needed by employers, the labour market allows for an efficient matching between
workers and firms and worker skills are fully used in the workplace.

To ensure that students leave the educational systems with the skills required by formal
employers, it is essential to strengthen the links between the world of education and the
world of work. One promising way of doing this is by combining classroom learning with
workplace training, including through the use of apprenticeships. This not only promotes
skill acquisition and ensures that training programmes correspond to employer needs, but
also provides youth with valuable work experience in formal firms (OECD, 2015,4)). The
Colombian Jovenes en Accion programme, for instance, which combines classroom
training with an internship in the formal sector, increased the probability of working
formally and raised earnings up to ten years after programme completion (Attanasio et al.,
2015[31]; OECD, 2016[32]).

Reducing skill mismatch also requires an efficient matching of worker skills with firm
needs. This requires good information about the skills of workers and the available job
opportunities. Skills accreditation programmes, such as the Recognition of Prior Learning
programme in South Africa (OECD, 201733, can help providing better information
about worker skills, while information about job vacancies can be disseminated through
online platforms or the public employment services, including towards disadvantaged
groups. Efficient skills matching also requires that workers can easily move across jobs
and firms can adjust their workforce in line with emerging challenges and opportunities.
Among other things, this requires sufficiently flexible product markets and employment
protection regulations, coupled with effective employment and social policies that support
workers rather than their jobs (see discussion below).
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Another way of reducing mismatch is to promote the use of skills in the workplace by
investing in the competences of entrepreneurs and promoting the use of high performance
management and work practices (Bloom et al., 201334;; Bloom et al., 201835)). This is
also likely to support formal-sector development since better skilled managers can deal
more easily with the administrative processes that come with formality.'® Moreover, high-
performance management and work practices are likely to be more effective in formal
firms since they tend to be part of a long-term strategy based on stable employer-
employee relationships.

Lowering the costs of formality while enhancing its benefits

Promoting productivity growth crucially requires a business-friendly environment in
which formal jobs can flourish. This includes a legal system that enforces property rights
and contracts in a fair and timely manner (Quatraro and Vivarelli, 201535)). Having the
legal power to demand that contracts are upheld is a major advantage of being in the
formal sector and should be guaranteed by the government. An effective judiciary is also
key for productivity growth, as it allows formal firms to access credit, reduces uncertainty
to foreign investors, and supports the participation in global value chains (Perry et al.,
2007[10).

In many emerging economies, stringent product market rules hold back competition,
productivity growth and the creation of formal jobs (Koske et al., 201537)). Barriers to
entrepreneurship, trade and investment tend to be considerably higher in emerging
economies than in more advanced OECD countries. They tend to protect incumbents
against competition from outsiders by imposing high administrative hurdles to potential
entrants. State control, as reflected by high shares of public ownership in the market
sector, also tends to be more important. Pro-competitive reforms can promote
productivity growth by: improving the operational efficiency of firms and the efficient
allocation of resources (OECD, 20163s)); enhancing institutional quality by reducing the
scope for rent-seeking behaviour and corruption (Rijkers, Arouri and Baghdadi, 201639));
and fostering formal-sector job creation by reducing the administrative costs of
registering or running a business.

Labour taxes should be kept moderate as they can represent a substantial cost for the
creation of formal jobs, particularly of low-skilled ones (Cano-Urbina, 2015;; Bosch
and Esteban-Pretel, 2012;4; Frolich et al., 2014,;). While labour tax rates tend to be
similar or lower on average than in OECD countries, they tend to be much higher for low-
wage workers (OECD, 2015s5)). This reflects a much greater reliance on social security
contributions, which tend to be proportional to income, as opposed to personal income
taxes, which tend to be more progressive. This has potentially important implications not
only for labour market inclusiveness, but also the attractiveness of being formal. To the
extent that there is a strong link at the individual level between social security
contributions and entitlements, a significant labour tax wedge may not have important
implications for the choice between working formally or informally. However, incentives
to work formally tend to be weakened if: 1) social security has a significant redistributive
component, ii) the social security system does not provide value for money due to poor
management; or iii) workers do not value entitlements because they are short-sighted."'
To strengthen the incentives of working formally, one possibility could be to reinforce the
link between entitlements and contributions. Another is to promote incentives for
formality among low-wage workers by making labour taxes more progressive. This can
be achieved through the use of exemptions from social security contributions for low-
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wage workers or by relying more strongly on general taxation, including progressive
personal income taxes.

Labour market regulation has traditionally been a popular instrument for governments in
emerging economies to ensure adequate working conditions, but it should be used
carefully to avoid unnecessarily adding to the cost of formal employment. While the
design of occupational and safety regulations should be driven primarily by
considerations over the wellbeing of workers rather than their costs to firms, this is less
obvious in other regulatory areas. Indeed, employment protection regulations and
statutory minimum wages could be considerably lightened in certain emerging
economies, provided that effective social-assistance and unemployment-insurance
systems are in place.'” Such an approach is likely to increase the attractiveness of
formality to firms by reducing payroll and dismissal costs, while at the same time provide
more effective protection to workers and their families (see Section 16.3).

Enhancing compliance through enforcement, social dialogue and social norms

Tackling informality also requires enhancing compliance with regulations through an
effective judiciary, well equipped labour inspectorates and the involvement of the social
partners. Compliance can also be enhanced through the establishment of social norms that
promote a responsible business conduct.

The effective enforcement of labour, tax and social security regulations is essential for
combatting informal employment. In most emerging economies, this requires additional
resources for labour inspectorates since labour inspectors tend to be few and their training
insufficient.”> At the same time, limited resources can often be used more efficiently by
applying risk-assessment methods to target non-complying firms and workers, such
as small firms and firms in the service sector (OECD, 2008;5;). To avoid the risk that
enforcement further worsens the position of already vulnerable workers in the labour
market (Ulyssea, 2010p,;; Ulyssea, 2018p3;; Almeida and Carneiro, 201244)), it should
not be overly harsh, by balancing sanctions in case of non-compliance with technical
assistance to help workers and firms navigate administrative processes.

Collective bargaining and social dialogue can play a key role in ensuring that labour
market regulations and labour standards are upheld. Trade unions as well as other forms
of collective worker representation are well placed to raise instances of non-compliance
and provide a voice to workers. However, unionisation rates tend to be very low in
emerging economies (OECD, 2018s;). This partly reflects the fact that the rights of
freedom of association and collective bargaining are often not well respected.
Governments should make greater efforts to protect these rights and to promote
constructive social dialogue more generally.

Social norms can contribute to compliance with labour laws by promoting the responsible
business conduct of firms. The OECD Guidelines for Multinational Enterprises are the
most encompassing government-supported instrument to promote the responsibility of
employers for the quality of employment conditions and industrial relations in their
business operations and supply chains (see Chapter 7). Among other things, they commit
governments to encourage multinational enterprises to contribute to the effective
abolition of child and forced labour, tackle discrimination, promote the right of worker
representation, enhance health and safety in the workplace, and mitigate the adverse
effects of collective layoffs.
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16.3. Protecting workers

Productivity growth is a necessary but not a sufficient condition for broadly shared
increases in living standards. It is equally important that vulnerable workers are protected
against financial hardship and social exclusion by effective social protection systems."*
When considering different options for strengthening social protection due consideration
should be given to the possible effects of taxes and benefits on work incentives, notably
those for formal work.

Strengthening social protection

Social protection in emerging economies is generally much weaker than in more
advanced OECD countries. It is also largely focused on formal workers, leaving an
important share of the population vulnerable to poverty and economic shocks.

Weak social protection in part reflects low social spending. Overall public social
expenditure as a share of GDP falls well short of the average level in the OECD, and is
even half that level in some emerging economies (OECD, 20164¢)). This is partly related
to the pervasiveness of informality and the constraints that this places on the ability to
collect taxes. Given the difficulty of expanding the budget for public social expenditures
in the short-term, a strong targeting of social expenditures towards the most vulnerable is
needed (OECD, 20155)).

However, contributory social insurance programmes account for the bulk of public social
expenditures in emerging economies, while their coverage, by definition, is limited to
formal workers (OECD, 2010[47]).15 As a result, the impact of social insurance benefits on
the income distribution tends to be regressive, whereas such benefits typically have a
strong inequality-reducing effect in more advanced economies (Causa and Hermansen,
201745)). Even among formal workers, the effectiveness of social insurance tends to be
limited due to the combination of patchy coverage, and low levels of benefits or, in some
countries, the complete absence of key programmes such as unemployment insurance.

Non-contributory social assistance benefits can make a potentially important contribution
to alleviating financial hardship in emerging economies since they can be targeted at
those who need it most, including informal workers. In practice, however, the
effectiveness of social assistance in rolling back poverty is often limited, due to a
combination of insufficient resources, resulting in benefits that are not sufficiently high to
lift families out of poverty, as well as poor targeting, due to the difficulty of means-
testing in emerging economies.

Strengthening labour market inclusiveness requires reinforcing social assistance in
countries where informality remains pervasive and existing programmes are not
sufficiently effective in addressing financial hardship. Strengthening social insurance is
also important to protect formal workers against labour market risks and to avoid that
adverse career events drive people into informality.

Protecting the most vulnerable against financial hardship

Various approaches to social assistance have emerged

The principal objective of social assistance is to reduce poverty, tackle social exclusion
and promote economic development by focusing on poor segments of the population
irrespective of their labour market status. During the past twenty years, there has been a
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proliferation of large-scale, and sometimes innovative, cash transfers (CT) programmes in
emerging economies.'” One can differentiate three broad classes (Barrientos, 201640)):

e Unconditional cash transfers (UCT), usually targeted to poor households with
older household members. Examples of UCTs beyond old-age pensions include
the Chinese Di Bao system which seeks to provide a guaranteed minimum income
for all households and South Africa’s Child Support Grant which provides income
support to caregivers of children. UCT programmes do not impose any conditions
beyond being below the income (or wealth) threshold.

e Conditional cash transfers (CCT) programmes, which provide income support to
poor household that comply with certain behavioural requirements in relation to
education or health (e.g. school attendance, vaccinations, health clinic visits).
Apart from reducing poverty, CCTs also seek to promote equal opportunities and
long-term economic growth by investing in the education and health of children.
Examples include Bolsa Familia in Brazil — currently the largest CCT in
operation worldwide — and Prospera in Mexico (formerly known as
Oportunidades).

e Integrated anti-poverty programmes, which combine income support to the poor
with interventions that seek to address the structural causes of poverty. This
recognises the need for a comprehensive approach to tackling the often multiple
barriers to durably moving out of poverty."® The best known example is Chile
Solidario which combines income support with personal counselling and access
to social services (e.g. education, employment, healthcare, housing and justice).

Cash transfers do not need to entail negative employment effects

CTs typically play a significant effect in reducing financial hardship among benefit
recipients. The evidence suggests that households receiving social benefits have higher
incomes and increase their consumption (Bastagli et al., 2016(so;). This means that the
effect of benefit receipt is not fully offset by adverse effects on work incentives and that
benefits play a potentially important role in alleviating liquidity constraints (Banerjee
et al., 2017[51]).

However, CTs tend to have modest effects on reducing poverty and inequality. This
reflects a combination of low benefit generosity — benefits typically do not exceed 20% of
the average wage (OECD, 201 1[52])19 — and poor targeting due to the use of proxy-means
tests (OECD, 2010y77). Inaccurate targeting tends to give rise to significant errors of
exclusion, i.e. eligible households who not receive income support, in some cases well
over 50% of potential beneficiaries, implying that financial hardship in many cases
remains unaddressed. Errors of inclusion, i.e. non-eligible households who receive
benefits, tend to be smaller, but remain far from negligible, raising important questions
about the efficiency of public spending (OECD, 2010p7; Soares, Ribas and Osdrio,
2010;s35; Golan, Sicular and Umapathi, 2017;s4;; Larrafiaga, Contreras and Ruiz-Tagle,
2012;ss).

CTs in emerging economies typically do not generate strong negative employment effects
for a number of reasons (OECD, 2011s;; Banerjee etal., 2017;5,;; Banerjee etal.,
2017;s57).%° First, benefit recipiency is not conditional on labour market status, as tends to
be the case in more advanced OECD countries. CTs are typically seen as a complement to
subsistence incomes rather than a response to joblessness. This means that joblessness is
generally not a condition for eligibility.”' Second, the use of crude and infrequent means
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tests to determine initial and continued benefit eligibility for CTs in emerging economies
implies that additional income is not immediately taxed away as a result of benefit
withdrawal. Third, levels of transfers are generally low and recipient households are
typically very poor.””> This means that work incentives are likely to remain relatively
strong. There may even be positive labour market effects when benefits alleviate financial
barriers to labour force participation among very poor households.”

While loose means tests and low benefits limit potentially adverse labour market effects,
they also limit the effectiveness of CTs in reducing poverty. One way of increasing policy
effectiveness without inducing significant labour market effects may be to make use of
graduated benefits which only gradually decline as income rises (OECD, 2011s;). The
main drawback of such an approach is that it would require a shift from proxy-means
tests towards means-tests based on regular income declarations, which are more
demanding in terms of administrative capacity and may be costly to operate. Given the
difficulties involved with targeting, an alternative option could be to move towards a
universal basic income (UBI), i.e. an unconditional benefit for everyone irrespective of
income or labour market status. While this would address the issue of horizontal equity
that results from inaccurate targeting, benefits would be too low to significantly alleviate
financial hardship among the poor without substantial additional fiscal resources (Hanna
and Olken, 2018s)).

Address poverty at it roots and promote long-term labour market outcomes

Conditional cash transfers can make a potentially important contribution to the inter-
generational transmission of poverty and long-term labour market outcomes through their
impact on education and health. The evidence shows positive effects of varying extents
on school attendance, child nutrition and height for age (Narayan etal., 2018s7).
Evidence on long-term labour market effects remains scarce as children among recipient
households are only starting to make their way to the labour market now, but typically
point to small positive effects (Millan etal., 2019s5; Kugler and Rojas, 2018se;
Behrman, Parker and Todd, 20114;). However, CCT programmes have been criticised
for falling short of their promises as a result of a weak enforcement of conditionality and
poor-quality education and health services (OECD, 2011s;;; Fiszbein et al., 20094)).

A growing awareness of the need for a comprehensive approach to tackle the social
problems that drive poverty and enhance the long-term effectiveness of CCTs has
contributed to the development of integrated anti-poverty programmes that combine
income support with a range of social services. While evaluations of Chile Solidario
during its initial period of operation suggest that the programme did not yield significant
employment effects (Carneiro, Galasso and Ginja, 2018s,;; Galasso, 20113;; Larrafiaga,
Contreras and Ruiz-Tagle, 2012;s5)), the programme has been redesigned to enhance its
effectiveness and similar programmes have been developed elsewhere. For example, in
Argentina Seguro de Capacitacion y Empleo (SCE) was established in 2006 to provide
employment services to recipients of the CCT Plan Jefes. Evaluation results suggest that
this increased formal employment and wages (Lopez Mourelo and Escudero, 2017¢4)). In
Mexico, Prospera, which replaced Oportunidades in 2014, systematically registers
benefit recipients with the public employment services to support poor households in
getting a foothold in the labour market (OECD, 2017 ¢s)).
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Protecting formal workers against the consequences of job loss

Even though social assistance can provide an important backstop for displaced workers, it
is also important that effective income support policies are available for workers who are
displaced from formal jobs to provide them with the necessary time and resources to
search for a new formal job and to avoid that they are pushed into informal work.

Support for displaced workers tends to be job-oriented

Income support to formal-sector job losers generally takes two forms: unemployment
insurance (UI) and severance pay (SP). Ul represents a worker-oriented approach to job
displacement by alleviating the impact of job loss on consumption during the period of
unemployment and to provide workers with the means to search for a suitable job. By
contrast, SP represents a more job-oriented approach in the sense that it tends to reduce
the risk of unemployment directly through the use of a firing penalty.** Moreover, UI
represents a collective approach based on the pooling of risks across individuals and
firms. This reduces the cost of insurance and allows for redistribution. By contrast, SP
provides a more individualised approach, as firms are held directly responsible for the
costs of their layoff behaviour. *

Severance pay represents the main source of income support to job losers in emerging
economies, in contrast to more advanced OECD economies where unemployment
insurance tends to be much more important. As an illustration, Figure 16.5 juxtaposes the
value of income support during the first year of unemployment that is available to eligible
job losers from either UI or SP.*® In the emerging economies considered here, except
South Africa and the Russian Federation, SP represents the main source of income
support. Some emerging economies do not have a universal Ul system at all and, where it
exists, coverage tends to be very low, particularly among the most vulnerable, as a result
of strict eligibility requirements or short maximum durations. By contrast, in all non-
emerging OECD economies except Lithuania, the value of income support from UI
exceeds (or equals) that from SP. They all have universal Ul systems in place, while
about half do not impose any mandatory SP requirements.

The importance of SP in emerging economies reflects to an important extent legal
traditions (Botero et al., 2004), but is also related to the difficulty of providing Ul
effectively in a context of widespread informality and weak administrative capacity.
Workers at low risk of job loss may opt out of the system by working informally
(“adverse selection”). Moreover, benefit recipients often have the possibility of working
informally while receiving benefits, reducing incentives to look actively for another
formal job (“moral hazard”).

Because of the difficulties in providing Ul in a context of widespread informality,
employment protection has sometimes been considered as a low-cost alternative to
unemployment insurance in emerging economies (Heckman and Pages, 20047).
However, the emphasis on job security rules is unlikely to be ideal for providing effective
protection to formal-sector job losers, nor for promoting formal-sector development and
productivity.Despite being a legal requirement, in practice severance payments are rarely
made in emerging economies due to widespread non-compliance, particularly in the case
of vulnerable workers with a weak bargaining position (World Bank, 201943;). There is a
risk, moreover, that overly strict employment protection rules push workers from low-
skilled jobs into informal ones (Betcherman, 2015q). Finally, strict employment
protection hampers the efficient allocation of resources, and hence productivity growth.
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Figure 16.5. Severance pay represents the main form of unemployment compensation in
emerging economies

Value of income support in number of months of previous earnings, 2013
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Note: Income support for 12 months of unemployment for dismissals without just cause of workers with four
years of tenure in previous job. Severance pay: total value of severance pay for workers in previous job for
four years divided by previous monthly wage; Unemployment insurance: maximum duration in months for
workers with four years of contributions times the average replacement rate over the benefit duration period.
Systems based on individual saving accounts are also taken into account.

Source: OECD tax and benefits models; OECD/IAB Employment Protection Database, 2013 update,
www.oecd.org/employment/protection; and Social Security Programs Throughout the World,
https://www.ssa.gov/policy/docs/progdesc/ssptw.
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Strengthening unemployment insurance for workers

To provide more effective support to displaced workers from formal jobs, Ul systems
should be designed or redesigned so as to minimise the unintended effects of benefit
receipt on incentives to work formally, while maximising support to cash-strapped job
losers in their search for quality work in a context of widespread informality and
significant administrative constraints. This can be achieved by giving individuals more
responsibility for the cost of unemployment benefits through the use of individual
unemployment saving accounts (IUSA), collective Ul schemes with limited benefit
generosity, or a combination of the two.

IUSAs provide self-insurance against the risk of unemployment based on mandatory
savings by the employee, employer, or both. They preserve strong work incentives, as
unemployed workers can make withdrawals from their own personal savings accounts
under certain modalities to support their income and assist them in their job-search.
IUSAs can also strengthen incentives for working formally since social security
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contributions are less likely to be perceived as a tax on labour and more likely as a
delayed payment. The main drawback of IUSA systems relates to their potential to
provide adequate protection to vulnerable workers due to the lack of risk pooling;
i.e. those most likely to exhaust their accounts as a result of frequent and/or long-lasting
spells of unemployment.

A second possibility is to complement IUSAs with a small collective Ul system to
provide income support to job losers who have no or insufficient savings in their
individual savings accounts. Such a scheme was introduced in Chile in 2001. While
benefits from the collective fund were found to increase unemployment durations more
than those from [USAs, consistent with weaker work incentives (Hartley, van Ours and
Vodopivec, 20117), this could also reflect the role of benefits for alleviating liquidity
constraints that prevent cash-strapped unemployed persons from searching for a job that
fits their skills (OECD, 201 1[52]; Chetty, 2008[71]).

A third option is to make use of a collective Ul system only, with benefit schedules that
are designed to ensure strong work incentives. The main advantage of this approach is
that it allows for (more) risk-pooling and redistribution than is possible with no or only a
limited collective component. Preserving strong work incentives in a context of weak
administrative capacity may require, at least initially, benefits with relatively low
replacement rates and short durations. Addressing liquidity constraints that lead to
sub-optimal job choices furthermore may require targeting benefits towards job losers
with limited resources. This could be achieved by offering flat benefit schedules, as in
China, or means-tested replacement rates, as in Brazil.”’

Gradually develop public employment services

Efforts to strengthen collective unemployment insurance schemes should be accompanied
by investments in employment policies to minimise the risk of benefit dependency,
facilitate the return to work and limit skills mismatch.

The role of the public employment services depends on the specific features of the Ul
system. In countries with a relatively short maximum duration of benefits, such as Brazil,
activation may be light, by mainly focusing on the administration of initial benefit
eligibility and the provision of job-brokering services. In countries where benefits are
available for a relatively long duration, such as China and the Russian Federation, the
public employment services may need to play a more important role, including by
monitoring and enforcing continued eligibility and engaging in the development of
individual action plans.

While investing in public employment services is important, it is equally important to
tread cautiously and complement investments in the PES with investments in
administrative capacity. The evidence on the effectiveness of more elaborate employment
programmes, including training, is not encouraging (Kluve, 20167,;; McKenzie, 201773);
Hirshleifer et al., 2016(74;). While to some extent this may reflect the role of insufficient
treatment intensity related to limited resources, weak administrative capacity related to,
for instance the coordination of benefit administration and re-employment services, is
also likely to play an important role.

Conclusions

This chapter uses the Jobs Strategy framework to discuss how emerging economies can
confront the dual challenge of low productivity and inclusiveness in a context of
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widespread informality. Informality complicates this dual challenge by holding back
productivity growth, leaving large parts of the workforce without social insurance and
basic regulatory protection, and by limiting fiscal space to invest in measures that can
support inclusive growth. The main message of this chapter is that governments in
emerging economies should concentrate more directly on workers by providing them with
the skills to succeed in the labour market and protecting the most vulnerable against
financial hardship. The current focus on the protection of well-paid formal jobs through
the combination of rigid product market regulations, strict employment protection rules
and high minimum wages risks being counterproductive, with adverse consequences for
productivity, formality and inclusiveness. More specifically, the chapter provides the
following messages:

o [nvest in skills. Investing in skills is critical for raising productivity, reducing
inequality and promoting formal employment. More needs to be done to ensure
that education is accessible and affordable to everyone, including children from
disadvantaged backgrounds. The quality of educational systems deserves
particular attention since too many students enter the labour market without the
skills that are needed in formal jobs. Poor-quality education not only does little to
enhance career prospects in the formal sector, it also represents a waste of
financial resources and time and can lead to false expectations, particularly among
the young, with potentially important consequences for trust in public institutions.

e Strengthen social protection. In emerging economies, social protection tends to be
weak and mainly focused on formal workers. More should be done to protect poor
families against financial hardship while addressing the roots of poverty. This
requires investing in comprehensive social assistance systems in combination
with employment, social and health services that tackle barriers to the gainful
employment of working-age adults and promote the long-term labour market
prospects of children. A better targeting of benefits to poor households would
further increase policy effectiveness, but may also weaken work incentives.
Benefit dependency can be avoided by allowing for benefit schedules that
gradually decline with additional income. Similarly, to promote formal
employment among low-wage workers, the financing of social insurance systems
could be made more progressive or the importance of general taxation increased.
In the longer term, a more integrated approach to social protection could be
envisaged that provides social assistance and social insurance in a unified
framework.

e Provide more flexible product and labour markets. Compared with
OECD standards, product market regulations, employment protection rules and
statutory minimum wages in emerging economies tend to be relatively strict,
while at the same time leave large parts of the economy unregulated. This
undermines productivity growth, formal sector development and, in the case of
product market regulations, also institutional quality by increasing the scope for
regulatory capture and corruption. Rather than relying on strict regulations, more
attention should be given to addressing poverty through social assistance and
supporting workers who have been displaced from formal jobs through
unemployment insurance. At the same time, to promote a good environment for
firms and adequate labour standards for workers, governments should enhance
compliance with existing labour and product market regulations through an
effective judiciary, well-equipped labour inspectorates and constructive social
dialogue.
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Notes

" The main exception is South Africa where about 1 in 4 active persons are unemployed (OECD,
2015).

? In a number of emerging economies, such as urban China, urban Colombia and Peru, high shares
of fixed-term work among wage employees further add to vulnerability (OECD, 2015,4).

} Apart from reflecting a poor quality of the working environment, this could also reflect the role
of low hourly wages for the need to put in long working hours to make a decent living.

* The average annual change in formality rates shown here correlate negatively with the compound
annual growth rate in real GDP per capita (-0.5) and positively with population growth (0.2).

> On average across the emerging economies considered here, competition from the informal
sector is reported as the biggest obstacle faced by formal firms (World Bank Enterprise Surveys,
http://www.enterprisesurveys.org/)

% More specifically, informality tends to be associated with i) lower wages, reflecting both low
worker productivity and the absence of binding wage floors; ii) less secure work, due to a higher
risk of job loss and the lack of social protection; and iii) a lower quality of the work environment,
related to poor health and safety, long working hours and limited training opportunities (OECD,
2015p4))-

7 In China and Colombia, most outflows from informal jobs are to unemployment and inactivity,
implying that informal work does not work well as a stepping stone to formal work (OECD,
201 5[24]).

¥ Also almost half of the regional variation in informality can be attributed to access to good
quality higher education (IMF, 2018,3)).

? Net enrolment rates in secondary and tertiary education are generally well below the OECD
average in emerging economies, in particular in South Africa and Indonesia (UNESCO, 201877)).

10 Managers in formal firms much more often have a college degree than their counterparts in
informal firms (La Porta and Shleifer, 20144)).

H Providing informal workers with subsidised access to certain aspects of social security could
also weaken incentives for formal work. For example, the provision of health insurance to
informal workers in Colombia and Mexico has spurred an intense debate about its effects on
formality (OECD, 2011 s3)).

2 De Jjure minimum wage relative to the median wage is relatively high in emerging economies
such as Colombia, Turkey, Costa Rica, and Chile (see Chapter 8).

" The number of labour inspectors per 10 000 workers in emerging economies for the 10 countries
for which there is data lies between 0.2 (Mexico) and 0.6 (South Africa), except for Chile (1.7)
which is the only country above the average of 0.9 for 25 OECD countries (ILOSTAT,
https://www.ilo.org/ilostat).

" This is not just a social concern, but also has implications for efficiency. Financial hardship may
generate liquidity constraints that impede effective job search, with adverse consequences for
labour force participation and skill mismatches (OECD, 2011s,)). It may also reduce investments
in human capital, with negative consequences for economic growth in the long-term (Cingano,
2014[76])

" This largely reflects the role of contributory schemes for health and pensions, while contributory
schemes for unemployment, disability and sickness tend to be considerably smaller, if present at
all.
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' public spending on social assistance ranges from less than 1% in Thailand, Costa Rica, Tunisia,
China, and Indonesia, to 3-4% of GDP in Colombia, South Africa, and Chile (World Bank
ASPIRE, datatopics.worldbank.org/aspire).

' For the countries for which data are available, on average about 70% of social assistance is spent
on cash transfers including social pensions, and about 30% on in-kind transfers and subsidised
public services, with large differences across countries (World Bank ASPIRE,
datatopics.worldbank.org/aspire).

'8 The approach is similar in spirit as the OECD activation strategy in relation to joblessness (see
Chapter 9).

P uct programmes targeted at the elderly often are considerably more generous than other CT
programmes.

* There are social assistance programmes that target unregistered workers, which creates
incentives to remain or become informal. An example is the introduction of the Argentinian child
allowance scheme, Asignacion Universal por Hijo (AUH), whose introduction led to large
negative effects on labour market formalisation among programme beneficiaries (Garganta and
Gasparini, 201579)).

! The increasing emphasis on social assistance to working families in OECD countries could be
seen as convergence to the practice in emerging economies (see Chapter 10).

2 In programmes with more generous (and less targeted) benefits, negative employment effects
tend to be more important. OECD evidence indicates that the South African Old Age Pension,
covering more than 80% of the elderly population offering twice the median per capita income,
reduced employed in households with an OAP recipient (OECD, 2011s,)).

> For example, OECD evidence in the context of South African Child Support Grant suggests that
benefits can promote labour force participation among mothers with young children in very poor
households (OECD, 2011 s,y).

“*Ina perfectly competitive labour market, mandated severance pay between employer and
employee in the case of dismissal has no impact on dismissal behaviour since its costs will be fully
offset by lower wages (Lazear, 1990(75)). However, this is unlikely to be the case in practice due to
the presence of wage rigidities and financial market imperfections. Moreover, severance pay tends
to come with other aspects of employment protection such as the complexity of dismissal
procedures and the definition of unfair dismissal that affect layoff behaviour.

» By increasing firing costs for employers, SP may help to reduce “excessive turnover” of workers
whose job matches have temporarily become unprofitable and it can strengthen incentives to invest
in firm-specific human capital. See Chapter 7 for further details.

*6 Note that the figure only takes account of the generosity of income support and not of actually
receiving income support which may have important implications in practice.

o Declining benefit schedules as in the Russian Federation can also contribute to maintaining good
work incentives over the unemployment spell.
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