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AUTHOR’S MAIN MESSAGE
Many Latin American countries have recently shown sustained reductions in informality among employees, without 
experiencing major changes in labor regulations, minimum wages, or enforcement. For Brazil, for instance, evidence 
shows that a change in labor force composition, toward a higher share of more-educated workers, was the main 
driving force behind reduced informality rates. In general, additional expansion in skill levels is likely to further reduce 
informality, though less so if the minimum wage is non-binding and unemployment is reduced. This suggests that 
expanded schooling should become central in future labor market policy debates.

Changes in informality rates across selected  
Latin American countries, 2000–2010

Source: Authors’ own compilation based on data in [1].

ELEVATOR PITCH
Developing countries have long been struggling to fight 
informality, focusing on instruments such as labor 
legislation enforcement, temporary contracts, and 
changes in taxes imposed on small firms. However, 
improvements in the labor force’s schooling and skill 
level may be more effective in reducing informality in the 
long term. Higher-skilled workers are typically employed 
by larger firms that use more capital, and that are more 
likely to be formal. Additionally, when skilled and unskilled 
workers are complementary in production, unskilled 
workers’ wages tend to increase, adding yet another force 
toward reducing informality.

KEY FINDINGS

Cons

	 The composition of the labor force does not 
respond to policy changes in the short term.

	 The effect of schooling is driven primarily by the 
entrance of new and better-educated cohorts; 
thus, immediate changes in informality may be 
hard to achieve.

	 Human capital has a strong effect on informality 
only when the minimum wage is binding and/or 
initial unemployment is high.

	 Further research is needed because most existing 
theories of informality exclude the schooling 
channel in their basic assumptions (e.g. wages 
of informal, unskilled workers do not respond to 
aggregate schooling levels).

Pros

	 Informality is strongly responsive to the 
composition of the labor force.

	 A labor force with higher levels of schooling 
generates incentives for firms to grow and 
formalize.

	 A more-educated labor force increases the relative 
wages of low-skilled workers, reducing their 
incentives to work in the informal sector.

	 In the long term, human capital investments 
may be more effective tools to fight informality 
than labor market policies focused on particular 
institutions.
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