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Pros

	 Unemployment insurance can increase the 
formalization of jobs; in turn, formal jobs may 
become more valued by workers, and it enables a 
more efficient job search.

	 Unemployment insurance can be a better tool to 
provide income support during unemployment 
than other instruments, e.g. severance payments.

	 Evidence shows that, even in developing countries, 
unemployment insurance facilitates consumption 
smoothing.

ELEVATOR PITCH
Unemployment insurance can be an efficient tool to 
provide protection for workers against unemployment and 
foster formal job creation in developing countries. How 
much workers value this protection and to what extent it 
allows a more efficient job search are two key parameters 
that determine its effectiveness. However, evidence shows 
that important challenges remain in the introduction 
and expansion of unemployment insurance in developing 
countries. These challenges range from achieving coverage 
in countries with high informality, financing the scheme 
without further distorting the labor market, and ensuring 
progressive redistribution.

Cons

	 Unemployment insurance coverage will be low 
in countries with a large informal sector and will 
probably not cover those most in need.

	 In countries with high levels of informality and 
worker turnover, unemployment insurance may 
transfer resources from low-income to high-
income workers.

	 Moral hazard concerns are more pernicious in 
countries with high informality, as workers can 
claim benefits and keep working informally.

	 There is no evidence that job seekers receiving 
unemployment insurance find better (formal) jobs.

Does unemployment insurance offer incentives to 
take jobs in the formal sector?
Unemployment insurance can protect against income loss and create 
formal employment
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KEY FINDINGS

AUTHOR’S MAIN MESSAGE
The introduction (or expansion) of unemployment insurance in countries with large informal sectors could, in principle, 
both insure workers against unemployment spells and help create formal jobs. Unemployment insurance will be more 
effective if workers value the benefits it provides, if it has relatively limited costs for firms, and if it is complemented 
with active labor market policies that reinsert the worker into a formal job. However, issues of coverage, efficiency, and 
redistribution are potentially more salient in countries with large informal sectors, and should thus be addressed when 
implementing unemployment insurance.

Unemployment insurance (UI) allows for consumption
smoothing for formal workers in Uruguay

Source: [1].
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