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Comments

Miguel Urquiola: Cowan, Micco, and Pagés make the case that the rise of 
Chilean unemployment after 1998 is in line with what one would expect 
given the interaction of an external demand shock with wage rigidity. They 
further argue that minimum wage policies and wage rigidity explain the 
historically high, slowly declining unemployment in Chile. The authors 
assemble an impressive amount of data and perform a large number of exer-
cises to back up these claims, and the paper is a stimulating and worthwhile 
contribution. While it contains useful direct evidence on the issues raised, 
many of its results should be viewed as offering solid, but nonetheless cir-
cumstantial evidence for the above points. My comments on the paper raise 
a number of concerns that I hope will point to avenues for further research.

The paper’s first claim is that the rise in unemployment that Chile 
experienced after 1998 is in line with what one would expect—that it was 
merely a fall in output not compensated by a reduction in wages. The 
authors contrast this assertion with previous analyses in Chile, which sug-
gest that it might reflect labor-saving technological change. The evidence 
they cite comes from a labor demand model with out-of-sample predictions 
for 1999–2001, together with a time series analysis that finds no evidence 
of structural change. These results show that the slowdown in employment 
growth is consistent with predictions based on the behavior of wages and 
output, but they do not establish that the outcome would have been differ-
ent if only wages had been more flexible. For instance, up to mid-2004 the 
United States experienced a recovery (one that was much more robust than 
Chile’s recovery in the period considered in the paper) with lower-than- 
expected employment growth. In this case, the most common explana-
tions concerned not wage rigidity, but rather stubbornly weak business 
confidence leading to lower hiring than past experience suggested. Might 
employment demand in Chile have similarly stagnated even if wages  
had fallen?

Moreover, the above set of exercises in some sense simply assumes that 
wages in Chile are rigid. To establish this directly, the authors present two 
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additional findings. First, they point out that throughout the slowdown, real 
wage growth was never negative, either overall or for different occupational 
groups. It would be useful to see the evolution of productivity among these 
groups, as well, particularly since overall productivity continues to rise 
throughout the period. Second, the paper appeals to cross-country evidence 
on the relation between changes in real wages and changes in employment, 
presented in figure 5. Based on this figure, the authors conclude that “real 
wages in Chile are among the most rigid in the group of emerging econo-
mies.” While suggestive, such international comparisons are not sufficient 
for establishing this assertion—and in any case the statement could be more 
precise. Could it be, for instance, that other countries have exactly the same 
nominal wage rigidity as Chile, but are simply characterized by higher 
inflation? Could adjustment be occurring along other margins (such as the 
number of hours worked), and could these play a bigger role in Chile than 
elsewhere?

The authors then turn to how policy might have aggravated this situation. 
In particular, after 1998 the average public sector wage and the minimum 
wage began growing faster than average and unskilled wages, whereas before 
they had moved roughly in lockstep. This partially reflects preestablished 
minimum wage increases legislated in 1997 for the 1997–2000 period. 
This is interesting (and potentially counterproductive) policy. It could be 
further exploited in future work, since it would seem to provide interesting 
variation. For instance, presumably the increase in the minimum wage was 
more binding and therefore had larger effects in some regions of Chile than 
in others. The paper does show some evidence of regional variation, and 
this type of finding is very useful in establishing that the policy was indeed 
potentially detrimental in its interaction with falling demand. Future work 
could advance in this area by controlling, for instance, for preexisting 
trends. One might also uncover announcement effects beginning in 1997, 
as well as region-specific effects.

The paper also explores the fact that in 1997 a number of jobs were 
paying above the 1997 minimum wage, but below the 2000 minimum. The 
evidence indicates that these jobs disappeared—few jobs in 2000 pay wages 
below the 2000 minimum level. A slight problem here is that the kink 
appears somewhat above the 2000 minimum wage, both in general and for 
construction.

In a final section, the authors present two exercises to address the fact 
that high and slowly declining unemployment seems to have been a feature 
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of the Chilean economy not just in the past five years, but in the past twenty- 
five years. First, they illustrate that contracts in Chile last a relatively long 
time and are subject to indexation; a simulation shows that this slows 
adjustment to shocks. Second, they estimate private wage regressions that 
use the minimum wage and lagged inflation as explanatory variables. All 
variables have the expected signs, but as the authors note, these results do 
not necessarily uncover causal relationships.

In short, Cowan, Micco, and Pagés present an extensive case for why 
the Chilean government might want to pay attention to wage flexibility—
and to be particularly careful about the timing of minimum wage increases.

Jaime Saavedra: The Asian crisis hit Chile with a sharp reduction in 
employment growth, which fell to 0.5 percent a year for the period 1997–
2000, while private employment growth fell to 1.0 percent. Cowan, Micco, 
and Pagés show that this reduction is consistent with a stable demand 
function conditional on changes in wages and output. Consequently, they 
argue, expected or actual institutional changes did not induce structural 
breaks or changes in labor demand decisions.

The authors then attribute the impact of output changes on employ-
ment to real wage rigidities. In other words, they hypothesize that the 
Chilean labor market adjusted through quantities, not prices. In fact, real 
wages increased across the board despite the economic contraction, although 
increases were higher for professionals and technicians than for unskilled 
workers. The authors show that among countries where output fell in the 
1990s, Chile and Argentina stand out as cases of real wage rigidity and 
relatively high employment elasticities. More compelling international 
evidence might result from comparing Chile with other Latin American 
countries where adjustment occurred primarily through prices, at least 
until inflation was high. Chile registered one of the largest drops in the 
employment-population ratio in the region in the late 1990s. The Chilean 
labor market clearly adjusts through quantity to an important degree.

The authors show that real wages did not fall despite the slowdown in 
GDP growth and the increase in unemployment. To support the fact that 
Chilean wages are more rigid than in other countries, they compare Chile 
to an arbitrary set of countries in years marked by negative growth episodes. 
In that sample, they find that countries with low wage elasticity tend to 
have high employment elasticity. This evidence is suggestive rather than 
definitive, since it is based on only a few countries and a few particular 
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years. Work by Gonzalez, however, supports this negative relation: he finds 
that when inflation is low, wage elasticities tend to be low and employment 
elasticities high.1 A more comprehensive analysis is needed to support the 
view that Chilean real wages are truly rigid, at least in relative terms.2

Given that Chile’s inflation is low, the authors go on to explore the 
reasons for nominal wage rigidity in Chile. Simple observation of the data 
reveals that private wages moved hand in hand with productivity, but both 
minimum and public sector wages rose even faster—in particular, faster 
than the mean wages of unskilled workers. Econometric analysis highlights 
the influence of the minimum wage and the indexation of contracts in 
determining private nominal wages. One surprising result of this analysis 
is the finding that indexation extends to most private wage contracts, 
despite the fact that only 8 percent of workers participate in collective 
agreements.

The authors show that minimum wages had a direct impact on overall 
wages. Given that the average private wage moved in a manner somewhat 
consistent with productivity, however, firms may have used the changes in 
the minimum wage to realign wages to their right level based on accumu-
lated productivity increases. Also, the evidence that the minimum wage’s 
influence increased during the crises may be related to either sluggish 
behavior on the part of firms or a reduction of flexibility at the micro-
economic level over the period.

The authors report that the rigidities caused by minimum wages have a 
negative (but small) impact on employment, concentrated in low-skill sectors. 
These results are somewhat consistent with findings by Cunningham, who 
systematizes evidence for Brazil, Colombia, and Mexico and reports clear 
negative employment effects from minimum wage increases in the first two 
cases.3 Depending on the moment in the cycle and the structure of hiring 
and firing costs, an increase in the minimum wage can generate layoffs, 
reductions in hiring, or employment recompositions toward temporary 
employment or the informal sector. The paper does not explore which of 
these possibilities is more plausible in the Chilean case. However, if infor-
mality, for example, is taken into account, both wages and employment may 
be more flexible than what is reported here.

1. Gonzalez (1999).
2. The authors report employment-output elasticities and real wage–output elasticities 

for only one year, and both seem to be very low!
3. Cunningham (2003).
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A related question is how other labor market institutions allow for this 
type of adjustment. One institutional feature that is key in this analysis is 
firing costs, which affect the ability of firms to adjust to shocks through 
changes in their employment level and composition. Chile’s firing costs 
are below the Latin American average (which is driven up mainly by the 
Andean countries), but they are above those of the OECD countries. This 
raises an important empirical question—namely, whether the low employ-
ment growth is related mainly to slow job creation rather than to layoffs. 
At the peak of the slowdown in 1999, discussions began in Chile about a 
labor code reform, which might have induced firms to behave under the 
assumption of a possible regime change. Reforms oriented toward increas-
ing the tax burden of businesses were also introduced. Expected increases 
in taxes, minimum wages, and firing costs are a good set of variables for 
explaining low business confidence. Firms anticipating these changes could 
have postponed investment, reduced output, and increased layoffs. The 
paper’s results indicating a stable demand function are not necessarily 
inconsistent with a negative effect of expected labor reforms, an explana-
tion that the authors dismiss.

Finally, given that the paper addresses the general issue of how the labor 
market adjusts in Chile, it would have been interesting to further explore 
the role of firing costs and the ability of firms to lay off workers earning 
near-minimum wages. Are these layoffs concentrated among large or small 
firms? Do some of these workers move to the informal sector? The authors 
present a low employment elasticity for 1999. Is that related to high firing 
costs in Chile? Is this compensated by hours of work? These issues need 
to be further explored in order to better understand how the labor market 
adjusts in Chile.

16317-04_Cowan_rev.indd   21616317-04_Cowan_rev.indd   216 9/9/22   8:01 PM9/9/22   8:01 PM



Kevin Cowan, Alejandro Micco, and Carmen Pagés  217

References
Bellani, Dolly, and Jorge Restrepo. 2002. “Mercado del trabajo: evolución reciente 

y perspectivas.” Santiago: Central Bank of Chile. Mimeographed.
Bergoeing, Rafael, and Felipe Morandé. 2002. “Labor Taxes, Employment and 

Growth: Chile 1998–2001.” Working paper 131. Stanford University, Center 
for Research of Economic Development and Policy Reform.

Caballero, Ricardo J., Eduardo Engel, and Alejandro Micco. 2003. “Micro-
economic Flexibility in Latin America.” Working paper 04-09. Massachusetts 
Institute of Technology, Department of Economics.

Cabrera, Angel, and others. 2002. “Las PYMEs: quienes son, cómo son y qué hacer 
con ellas?” University of Chile, Center of Applied Economics (CEA). Mimeo-
graphed.

Cowan, Kevin, and others. 2004. “Un diagnostico del desempleo en Chile.” Serie 
de estudios económicos y sociales RE1-04-012. Washington: Inter-American 
Development Bank.

Cunningham, Wendy. 2003. “Minimum Wages in Latin America and the Carib-
bean: The Impact on Employment Inequality and Poverty.” Washington:  
World Bank.

Duryea, Suzanne, and Carmen Pagés. 2001. “Latin American Labor Markets: The 
Stylized Facts.” Washington: Inter-American Development Bank. Mimeo-
graphed.

González, José A. 1999. Labor Market Flexibility in Thirteen Latin American 
Countries and the U.S. Washington: World Bank.

Heckman, James, and Carmen Pagés. 2003. “Introduction to Law and Employ-
ment: Lessons from Latin America and the Caribbean.” Working paper 10129. 
Cambridge, Mass.: National Bureau of Economic Research.

Jadresic, Esteban. 1996. “Wage Indexation and the Cost of Disinflation.” IMF Staff 
Papers 43(4): 796–825.

———. 1997. “What Type of Contracts Underlie Aggregate Wage Dynamics?” 
Working paper 97/67. Washington: International Monetary Fund.

Landerretche, Oscar, Fernando Lefort, and Rodrigo Valdés. 1998. “Causas y con-
secuencias de la indización: una revisión de la literatura.” Working paper 30. 
Santiago: Central Bank of Chile.

Landerretche, Oscar, and Rodrigo Valdés. 1997. “Indización: historia chilena  
y experiencia internacional.” Working paper 21. Santiago: Central Bank of 
Chile.

Martínez, Claudia, Gustavo Morales, and Rodrigo Valdés. 2001. “Cambios 
estructurales en la demanda por trabajo en Chile.” Economía Chilena 4(2): 
5–25.

16317-04_Cowan_rev.indd   21716317-04_Cowan_rev.indd   217 9/9/22   8:01 PM9/9/22   8:01 PM



218  E C O N O M I A ,  Fall 2004

Pagés, Carmen, and Claudio E. Montenegro. 1999. “Job Security and the Age 
Composition of Employment: Evidence from Chile.” Working paper 398. 
Washington: Inter-American Development Bank.

Rotemberg, Julio J., and Michael Woodford. 1992. “Oligopolistic Pricing and the 
Effects of Aggregate Demand on Economic Activity.” Journal of Political 
Economy 100(6): 1153–207.

16317-04_Cowan_rev.indd   21816317-04_Cowan_rev.indd   218 9/9/22   8:01 PM9/9/22   8:01 PM


