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Abstract

Unemployment in Latin America fell substantially in 2000-2013, which, from the standpoint
of conventional theory, would be the outcome of reforms designed to make the labor market
more flexible. On the other hand, a post-Keynesian perspective would maintain that a
dropping unemployment rate is due to rising capital accumulation. This paper aims to
determine which of these theoretical visions is supported by the empirical evidence. The
panel data results suggest that capital accumulation is the variable that explains the majority
of the behavior of unemployment. The policy recommendation based on this evidence is to
keep investment growing via instruments that stimulate effective demand.
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1. INTRODUCTION

In 2000-2013, unemployment in Latin America declined slowly but sustainably, moving
from 9.3% in 2003 to 6.2% in 2013. A remarkable decrease of this sort had never before
occurred in recent history. Interestingly, such behavior was marked by two stylized facts that
could potentially explain it, by linking each of them with a theory about the roots of
unemployment.

On the one hand, in the nineteen-nineties, labor reforms were implemented across the region
to make the employment market more flexible (Vega, 2005). Namely, the recent past has
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been characterized by amendments made to diverse employment laws to help labor supply
and demand reach an equilibrium point, understood as the natural, potential rate, or the non-
inflationary unemployment rate. Easing some of the rigidity of the labor market, pursuant to
the neoclassical school or the so-called new Keynesian strain of thinking, is essential to
reducing unemployment. Accordingly, declining unemployment could be the result of the
reforms implemented to make the labor market more flexible.

On the other hand, aggregate demand and capital accumulation alike, understood as the rise
in total gross fixed investment, were far more lively in 2000-2013 than in the nineteen-
eighties, but similar to levels in the nineties, with aggregate demand and investment enjoying
annual average rates of 3.2% and 4.8%, respectively; these numbers include 2009, when the
economy shrunk in the aftermath of the Great Recession. As a percentage of gross domestic
product (GDP), however, capital accumulation blossomed, rising four percentage points
between 2002 and 2008, and moving from 17% to 21% of GDP. In post-Keynesian theory,
effective demand, via its impact on employers' investment decisions, is what determines
(un)employment levels. Thus, dynamic demand and capital accumulation between 2000 and
2013 would lead to the suggestion that it was these two factors which caused the
unemployment rate to subside, lending itself to a post-Keynesian explanation.

Both stylized facts pose the following question: What explains the gradual decline of
unemployment in the region: labor flexibility or the vibrant demand and accumulation rate?
Finding the right answer, labor flexibility or effective demand, is no trivial matter, as it could
signal which types of policies to emphasize to keep unemployment low, whether that be
making the labor market even more flexible or keeping demand and, consequently, capital
accumulation high. Likewise, let's recall that unemployment is one of the main sources of
poverty, and insofar as unemployment can be consistently brought down, the struggle against
poverty becomes much easier.

This research therefore aims to answer the question posed in the Latin American reality,
which as far as is known, has not been answered to date. In that sense, although the debate
about what is really behind employment is certainly longstanding, study of this topic in Latin
America is relevant. In pursuit of this objective, estimates of unemployment were made with
panel data to empirically prove each of the theoretical arguments conveyed. The data come
from a set of 18 Latin American economies in the time period 2000-2013.

This paper is structured as follows: the second section briefly describes the conventional and
post-Keynesian theoretical underpinnings of determining (un)employment levels; the third
section introduces and discusses the empirical results of the econometric exercise; and the
final section offers some conclusions.



2. (Un)employment in the Neoclassical and Post-Keynesian Schools

This section describes how the neoclassical and post-Keynesian schools of thought would
argue about the determination of the (un)employment rate. The intention here is twofold.
First, to theoretically associate falling unemployment in Latin America in the aughts with
each school's explanation of (un)employment; second, to elucidate the differences between
the two approaches in understanding the policy recommendations that emanate from each of
them.

(Un)employment through the lens of neoclassical theory

The conventional theoretical stance, whether called neoclassical or new Keynesian (Hicks,
1937; Samuelson and Solow, 1960; Phelps, 1972; Blanchard, 1997, to name a few),
postulates that unemployment in the labor market is determined by independent but
interrelated maximizing choices made by, on the one hand, employers, regarding their profits
and, on the other, consumers, regarding their utility (in terms of consumption capacity). Thus,
business owners will demand a workforce until such point at which the cost of labor is equal
to its marginal productivity, while the workforce will be supplied until the marginal disutility
of idleness is equal to the benefit of working. Assuming perfect flexibility in the labor market,
wages will take care of equalizing labor supply and demand, cleaning up the market. This
assumes full employment and is associated with the potential or natural product, or with its
counterpart, the so-called non-accelerating inflation rate of unemployment.

As a result of the above, when an attempt is made to increase aggregate demand to reduce
unemployment below said rate, the result will be: “...price growth. The reason for this is the
growing power of unions to bargain for better wages as employment rises” (Blanchard, 1997:
279). At the natural product or rate, the economy inexorably converges and although there
may be deviations from said point, it will return to the same due to the very forces that led it
there: agents' attempt to maximize benefits and wage flexibility. This carries with it the idea
that once unemployment reaches its natural rate, given by structural factors and the
characteristics of the labor market, it makes no sense to try to lower it again through
alternative policies to the market, because if this attempt is made, unemployment will try to
return to the same rate, but with adverse effects on the economy, like an inflationary spiral.



Because market forces secure the level of full employment, the model suggests that there is
no chance for involuntary unemployment. Everyone who is unemployed must be in this
position due to either frictional, structural, or cyclical reasons, or of their own volition. All
of these workers are the people who comprise the non-inflationary unemployment rate.

However, the theory asserts that when the labor market confronts institutional rigidities,
employment will fall below the natural equilibrium rate, or said another way, the
unemployment rate will rise above the non-accelerating inflation rate of unemployment. This
would imply that the cost of the labor factor is above that consistent with its productivity,
impeding other workers from being employed.? It thus follows that the portion of
unemployment that is not frictional, structural, or cyclical is principally (and nearly
exclusively) explained by labor market inflexibility (Bernal-Verdugo, 2012, 2013; Layard et
al., 1991). In this way, the more rigid the institutional structure of the labor market (reflected,
among other ways, in the existence of unemployment benefits, restrictions on dismissals,
minimum wages, unions, taxes), the more difficult it is for employers to increase labor
demand, even if workers have incentives to stay in or join the formal labor market. Both
factors prompt higher unemployment than what there would be in fully flexible conditions.

Along these lines of reasoning it emerges that even exogenous shocks that raise the natural
or non-accelerating inflation rate of unemployment, leading to even higher (and persistent or
permanent) unemployment rates, are also ultimately grounded in the rigidity of the labor
market. In other words, the principal explanation for the recognized phenomenon of
unemployment hysteresis is employment inflexibility. In this case, the logic of the most
common argument is centered on the power of a group of the employed called insiders to
negotiate and establish, besides other benefits, real wages above market wages, preventing
the unemployed, known as outsiders, from joining (even if they want to) the labor market
(Blanchard, 1997; Carlin and Soskice, 2006).

From this perspective, the solution to the problem of growing and persistent unemployment
consists of implementing mechanisms to make the labor market more flexible, read:
eliminating any barrier that prevents employers from raising their demand for labor. In other
words, the following should be removed or reduced: benefits for unemployment, restrictions
on dismissals, minimum wages, unions, and more. This generally entails reforming labor
laws in this direction.

It bears noting that making the labor market more flexible is no novel idea and has been
embraced by advanced and developing countries alike. In this sense, there is ample empirical
literature about the results, pointing to ambiguous conclusions as to the effectiveness of labor
flexibility to bring down unemployment, to the extent that certain studies support it while
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others refute it. As it were, much of the empirical literature focused on explaining the high
unemployment rate in Europe beginning in the nineteen-seventies (Layard et al., 1991;
Siebert, 1997, among others) has not been able to consistently demonstrate that labor market
inflexibility is the main cause behind it (Arestis et al., 2007: 126; and works cited therein).
In particular, Nickell et al. (2005) asserted that 50% of the high unemployment in Europe
from the nineteen-seventies to the mid-nineties can be attributed to institutional changes in
the labor market and the other 50% to insufficient effective demand.

More recent literature, studying diverse countries, both advanced and developing, affirms
that there is robust evidence as to the existence of an inverse relationship between labor
market flexibility and unemployment rates. In addition, said literature emphasizes that higher
labor market flexibility is positively correlated with employment elasticity (Bernal-
Verdugo et al., 2012, 2013, and citations contained therein; Crivelli et al., 2012; Furceri,
2012). Aleksynska (2014) challenged all of this literature, mainly coming out of the
International Monetary Fund (IMF), on methodological grounds related to the time series
used, signaling that using these methodologies, the results cannot be replicated, calling into
doubt the robustness of the work.

There are, on the other hand, studies that maintain a rather more cautious posture towards the
benefits and costs of some labor regulations, like the minimum wage or employment laws,
because they are beneficial in some regards, like improving income distribution, but have
minimum or no impact on others, like productivity (Betcherman, 2014). In the context of a
monetary union, it has been found that employment flexibility reduces economic welfare
(Gali and Monacelli, 2016). In short, as underscored, the empirical evidence in the literature
does not point to a uniform conclusion as to the benefits of making employment more flexible
on (un)employment.

Finally, the literature on hysteresis also points to ambiguous results about the effectiveness
or ineffectiveness of labor market flexibility on bringing down unemployment (Cross et
al., 1990; Maurer and Nivia, 1994; Dias, 1995; Leon-Ledesma and McAdam, 2004; Cheng-
Hsun et al., 2008; Mednik et al., 2012; Ayala et al., 2012; Dritsaki and Dritsaki, 2013). This
is because these works do not always confirm that the unemployment rate is not stationary
(by rejecting the unit root hypotheses of the series in question). In other words, if it were to
turn out that unemployment were stationary, then against the backdrop of a shock, the series
would revert to its mean (let’s say the non-accelerating inflation unemployment rate),
prompting a situation in which potential labor market rigidities are not a factor preventing it
from returning to its mean.



(Un)employment through the lens of post-Keynesian theory

Counterpoised against the neoclassical and new Keynesian vision of how (un)employment is
determined in an economy is the post-Keynesian creed, one of whose pillars submits that
wage flexibility (nominal or real)®does not play any role in shedding light on
(un)employment rates in capitalist economies (Keynes, 2000; Davidson, 2007).* More
specifically, it contends that the labor supply is not a function of real wages. With the
explanation of unemployment on the side of the neoclassical labor market out of the way,
this persuasion postures that the dynamics of effective demand, domestic and foreign alike,
in the market of goods is what determines (un)employment (Kaldor, 1988; Kalecki, 1995;
Lopez and Assous, 2010). Namely, it is the growth of effective demand (or profits
earned)® that determines investment. Profits provide the financial resources that companies
need and in turn indicate how profitable an investment has been in the recent past.

In this sense, the evolution of effective demand (meaning sales and profit) determines
whether investors follow through on their investment decisions, which will have an impact
on (un)employment rates. A more Kaleckian argument, but undoubtedly related to the
evolution of effective demand, claims that the degree to which installed capacity is harnessed
is also an important driver of investment decisions (Kalecki, 1995; L6pez and Assous, 2010).
With that said, changes in effective demand will affect the degree to which installed
productive capacity is used, which will in turn have an influence on the decisions made by
employers as to whether or not to hire more workers or expand or replace their machinery.

Thus, for example, in a pessimistic context, with effective demand falling short of
expectations, and with an unwelcome accumulation of stock, employers will be discouraged
from using their productive capacity in its totality and will at the same time postpone making
investment decisions, to the extent that profits will have declined, and unemployment will
rise as a consequence. If this trend holds steady, meaning there are no interventions to reverse
it, unemployment will continue to increase.

The opposite scenario, namely, with effective demand above expectations, an unwanted
depletion of stock, and burgeoning profits, will encourage employers to satisfy the growing
demand by increasing production and commissioning previously idle machinery to start
operating, in so doing employing more labor, and expanding their productive capacity, which
also entails higher demand for labor as soon as said investments materialize. As this cycle is
perpetuated, unemployment levels decline until, if possible, the entire workforce is
employed.
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Unemployment in the post-Keynesian camp is primarily involuntary, because regardless of
nominal or real wage levels, employers, on the one hand, with poor effective demand
prevailing and therefore low profits, will have no incentive to demand more labor, with a
consequent increase in idle capacity, and workers, on the other, despite being willing to work
at the current nominal wages, will not find open vacancies.

In short, effective demand determines employment rates by coming into play when
employers make decisions about future production levels, which they will either cover or not
through more/less employment (by employment or dismissing existing productive capacity)
and/or by speeding up/putting off capital accumulation. This logic can be synthesized into an
equation where induced investment (Il), which expands productive capacity, given the
capital-product technical coefficient (o) and the degree of employed productive capacity (p),
is a positive function of the growth of the product observed (AY), meaning effective demand,
and negative of the capital depreciation rate (d). In other words:

= (ct+u) AY —d

From the equation it is clear that if the product does not grow, there will be no induced
investment, and only obsolete capital will be replaced. But if the product does grow,
investment will rise both to employ the unemployed productive capacity and to expand said
capacity.

In the post-Keynesian proposal, the economic policy recommendation to diminish
unemployment resides in encouraging employers to make investment decisions by
incentivizing and ensuring the stability of effective demand. As is known, the most effective
mechanism available to the authorities in this vision to achieve such an effect is to brandish
fiscal policy, in particular by continuing to boost public spending (in particular investment).
Public investment (understood as money used in the purchase of goods and services from the
private sector allocated for infrastructure projects that complement or substitute private
investment, like ports, roads, prisons, schools, healthcare centers, research and development
centers, etc.) was in fact recommended by Keynes over public consumption (understood as
money transferred to households through wages or purchases of goods and services from
companies, but as part of current spending) for such effect (Smithin, 1989; Pressman, 1994,
Davidson, 2007). In this sense, public investment not only directly invigorates effective
demand but also adds to capital accumulation (and other variables like productivity),
engendering short- and long-term effects.

The empirical proof for the post-Keynesian perspective does not, as far as these authors
know, abound, and what does exist mainly deals with advanced economies. Some of the



studies in this regard include those by Alexiou and Pitelis (2003), Arestis et al. (2007), and
Karanassou et al. (2008). Likewise, research studying cases or groups of developing
economies are few and far between (one exception is the study by Salazar and Azamar (2014)
addressing the Mexican economy). The results of these studies, in both advanced economies
and Mexico, are uniform in the sense that they have found evidence as to the inverse
relationship between capital accumulation and unemployment.

3. (UN)EMPLOYMENT IN LATIN AMERICA: LABOR MARKET FLEXIBILITY
OR CAPITAL ACCUMULATION?

The advent of the twenty-first century in Latin America was marked by the end of the new
wave of financial crises unleashed in the mid-nineteen-nineties.® Since then, namely, since
the beginning of Argentina’s economic recovery in 2003, the region experienced a relatively
long and uninterrupted period of economic growth and stability, at least until 2009, when
GDP shrunk 1.6%, a result this time of exogenous factors, in particular, the Global Recession
set off in 2007. In spite of this crash, recovery came rapidly, and growth has remained
positive since 2010, although tending towards a slowdown.

Parallel to that, and contrary to what happened in the nineteen-nineties, unemployment in the
region has fallen slowly but consistently. Thus, although the unemployment rate hovered
around 9% at the turn of the century, starting in 2004, it declined to 8.5%, and continued to
wane until reaching nearly 6% in 2014 (see Figure 1). It is important to note that among the
countries where the unemployment rate fell significantly, the following stand out: Argentina,
whose unemployment rate plummeted from 18.3% in 2001 to 8.2% in 2014; Colombia,
whose rate dropped from 16.2% in 2000 to 10.1% in 2014; Brazil, which saw its
unemployment rate fall from 9.5% to 6.8% between 2000 and 2014; and Panama, where
unemployment decreased from 14% in 2001 to 4.3% in 2014. Other countries, like Mexico,
Ecuador, El Salvador, Jamaica, Honduras, Paraguay, and Peru experienced rather more stable
behavior. Altogether, we reiterate, unlike what has been happening in the recent past (the
nineties, for example), in the aughts, the unemployment rate declined in a sustained fashion
in Latin America.

Figure 1. Open Unemployment Rate in Latin America (%), 1991-2014
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Source: World Development Indicators,
World Bank (http://databank.worldbank.org/data/home.aspx)

In light of this evolution, the question that arises is: What could explain this behavior?
Pursuant to the descriptions of theory in the section prior, there are two potential responses:
a more flexible labor market or thriving effective demand and capital accumulation.
Curiously, the region experienced both phenomena, although certainly, as will be shown, the
increased flexibility of the labor market was in large measure set in motion in the nineties.
The next step is to offer a description of the two events.

Labor market flexibility

The aughts ushered in the ramping up of the labor law reforms launched in the nineties in the
vast majority of countries throughout the region, aiming to deregulate the labor
market.” Many of these reforms, it bears mentioning, like in the case of the Mexican
economy, merely formalized what in practice was already happening, in other words, de facto
labor market flexibility (Cook, 2007). According to Vega (2005), on the other hand, the
aspects of labor laws that were amended the most, with a deregulatory bent, included
contracts, causes for dismissal, the workday, wages, and severance when employment
relationships are terminated.®

Table 1 shows the economies and years in which said reforms took place. As can be observed,
this regulatory process weighed heavily in the nineties. In the aughts, however, several more
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changes were enacted to labor laws, although of course in fewer economies. Of the
amendments made since 2003: "...the fact that in 11 of the 17 countries considered more or
less profound labor reforms have taken place with an inclination to flexibility, and that these
countries account for 70% of wage-earning employment in the region, would seem to call
into doubt the oft-made statements that labor reform in Latin America has been neither
widespread nor profound..." (Vega, 2005: 13).

Table 1. The Timeline of Labor Reform in Latin America

Couniry Years of labor law reforms

Argenting 1991, 1994, 1995, 1996, 1998, 2000, 2002, 2003, 2004
Bolivia 1985, 1994, 2007

Chile 1978, 1979, 1990, 1994, 2000, 2001

(olombia 1990, 1991, 1998, 2000, 2002

(osta Rico 1993, 2002

Ecundor 1991, 1997, 2000, 2003, 2010

El Salvador 1994

Brazil 1991, 1993, 1994, 1995, 2000, 2002, 2003

Guatemala 1995, 2001

Honduras 1982, 2003, 2004

Mexico 2008, 2012

Nicoragua 1995, 1996, 2002

Panama 2004

Paraguay 1992, 1993, 1995, 2002

Peru 1992, 1993, 1996, 1997, 1999, 2002, 2003, 2004, 2004
Uruguay 2005

Venezuela 1990

Source: Vegu (2005) and Gonzilez (2013).



As a result of the changes made to labor laws, labor market flexibility expanded relatively
rapidly in Latin America in the nineties. This was reflected in the evolution of the
employment regulation index in the region, an indicator published by the Fraser Institute
(www.fraserinstitute.org). Accordingly, said index rose from 4.54 in 1990 to 5.31 in 1995,
to settle in at 5.24 in 2000 (the index is scored on a range of 1 to 10, where 10 is total freedom,
no regulations). In the aughts, the index rose more slowly, peaking at 5.78 in 2009.° In other
words, the index moved in step with the changes made, but the rise, measured in terms of its
value, does not seem to reflect the magnitude of the labor reforms in the region. This is the
case even when considering that the index is composed of variables, which, as we are
pointing out, have changed significantly, such as regulations on hiring and firing and the
minimum wage.

We should mention, however, that pursuant to said index, labor regulations in Latin America
are not so far off from countries or groups of countries that are much further along in
development. For example, the rigidity of employment index in 2013 for the European Union
countries and the 20 OECD economies was 6.7. The rate was similar in Germany, with 6.5,
but far below the United States, at 9. Remarkable in this context are the rates of employment
flexibility in economies such as those of Belize, Jamaica, and Nicaragua, which lag behind
in economic development, but also enjoy the highest levels of labor market flexibility in the
region, at 8.9, 8.4, and 7.3, respectively.

In short, it is evident that since the 1990s, the region as a whole has witnessed labor law
changes, moving towards deregulation in concordance with the recommendations emerging
from neoclassical theory to reduce unemployment.

Capital accumulation

As signaled already, the labor reform was not the only relevant stylized fact that the region
has experienced recently. In effect, since the early aughts, Latin America has been
characterized by an outstanding increase in capital accumulation. Accordingly, both the
investment growth rate and its share in GDP have grown vibrantly in a sustained fashion, far
above what ensued in decades prior. Investment grew on average 4.8% between 2000 and
2013, including 2009, when investment collapsed 7%; likewise, it is striking that said growth
held strong at a spectacular 11% between 2004 and 2007. For its part, investment as a
percentage of GDP increased by four percentage points, going from 17% to 21% of GDP
between 2002 and 2008, the latter unprecedented since the eighties (see Figure 2). The rising
share of investment in GDP is especially momentous to the extent it has begun to approach
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the threshold recommended by international bodies to achieve significant sustained economic
growth, which is between 20% and 25% (UNCTAD, 2003).

On the other hand, as can be seen in Figure 2, rising investment since the early aughts was
interrupted with the onset of the Great Recession around the world in 2007, remaining
depressed up through 2009. Even so, the recovery was almost immediate, picking up again
in 2010. It is worth noting that in this context of brisk capital accumulation, public investment
played an important role starting in 2006, when it began to climb from 3.5% of GDP that
year to 4.7% in 2013. Finally, we must recall that dynamic investment is essential to the
evolution of the GDP, such that its stability and growth helped the product grow on average
3.2% in the time period 2000-2013. Although this growth is far from spectacular, it is nothing
to scoff at either, especially in a region marked by instability and slow growth in decades
past.

Figure 2. Gross Capital Formation in Latin America, 1990-2014

Exchange rate (%)

—— Percentoge Ehunge --—- %GDP

Source: World Development Indicators,
World Bank (http://www.databank.worldbank.org/data/home.aspx)

Although outside the scope of this work, it is important to note that the principal, although
far from only, factor responsible for the great economic moment the region experienced was
the global economic upturn, driven by the vigor of developing economies like China. This,
in a region that is predominantly an exporter of primary goods (nearly 50% of the total)



entailed a significant increase in the demand for said goods, undoubtedly a relevant factor
involved in the economic growth observed. The global economy capitalized on this
momentum until its collapse in 2007. To date, it has not managed to rebound to pre-recession
growth levels.

The tremendous rise in gross capital formation in the region would, pursuant to the post-
Keynesian school, be the main element underwriting the sustained decrease in
unemployment.

The econometric exercise

Against the backdrop of the quandary posed by the stylized facts, we proceeded to conduct
an econometric exercise with data from a sample of 18 Latin American economies in the
period 2000-2013, which, we reiterate, saw the unemployment rate fall in a sustained fashion.
The economies in the sample are: Argentina, Belize, Bolivia, Brazil, Colombia, Costa Rica,
Ecuador, El Salvador, Guatemala, Honduras, Jamaica, Mexico, Nicaragua, Panama,
Paraguay, Peru, Dominican Republic, and Venezuela, which were selected primarily based
on the availability of data, aiming to empirically identify the cause behind declining
unemployment in Latin America in the period of study. The idea, accordingly, is to estimate
the following specification through panel data techniques:

Uy = 0+ Xy € 4

where uit is the urban open unemployment rate of countryiin periodt, 2000-2013,
a; represents the fixed effect that captures the drivers not observed in the unemployment of
each country, and xit is the vector that contains the explanatory variables, where on the one
side is the labor regulation index (b) and on the other, the components of aggregate demand;
namely, private consumption (cp), exports (x), government spending (gg), and gross capital
formation (k). The demand variables are expressed as a percentage of GDP and were
transformed into logs, the same as for the unemployment rate. The variables associated with
labor regulation were maintained in levels. The expectation was that the explanatory
variables would have a negative sign, indicating an inverse relationship between each
variable and the unemployment rate. The labor regulation index data were gathered from the
Fraser Institute Economic Freedom database (www.fraserinstitute.org), while the
components of aggregate demand were drawn from the World Development Indicators
released by the World Bank (www.databank.worldbank.org).



It is important to note that we chose to conduct the estimate through the fixed effects
technique in order to, as is usual in this type of exercise, include the heterogeneity of the
economies in the sample. Likewise, because the basis comprises an imbalanced panel, we
used robust standard errors to correct for the possible heteroscedasticity that could affect the
outcome of the regression (Asteriou and Hall, 2011).

Table 2, column 1, reports the results of the basic estimate that explains unemployment as a
function of the compound labor regulation index and capital accumulation. The idea is to try
to capture the effect of the two variables in the evolution of employment to the extent that,
as noted, the labor reforms were already under way in said period, although in some cases,
there were already de facto changes to the labor market even before proper reforms were
enacted. At the same time, capital accumulation grew significantly.

As we can see, both variables have the expected sign. Nevertheless, capital accumulation is
statistically significant. This result is maintained throughout the subsequent estimates
(columns 11 and I1). It is important to note, in fact, that the response of unemployment to
capital accumulation is large, indicating that for each percent that capital accumulation
increases as a percentage of GDP, the unemployment rate decreases by 1%.

In column Il we find the results after adding in the remaining components of aggregate
demand, meaning public (gg) and private consumption (cp), and exports (x). The intention
here is to elucidate whether another of these components has been crucial in explaining
unemployment. As is evident, none of these variables is able to explain unemployment as
none is statistically significant, although private consumption and exports do possess the
expected sign. Interestingly, public spending displays a positive sign, something unexpected
in the post-Keynesian context. The compound labor regulation index maintains its negative
sign and continues to be statistically insignificant.

Now, as we have pointed out, the aspects where labor laws changed most radically in Latin
America included contracts, causes for dismissal, the workday, wages, and severance
packages. In order to look at whether through any of these variables labor market flexibility
had an impact on unemployment, we set aside the compound labor market flexibility rate and
introduce in its place the components that comprise it. There are five components, and they
measure the following: bi, hiring and minimum wage regulations; bii, hiring and firing
regulations; biii, centralized bargaining in collective contracts; biv, regulations per hour and
cost of hiring per worker; and, finally, bv, the mandatory cost of dismissal.

Column 111 shows the results of each estimate. As can be seen, capital accumulation
maintains its sign, size, and statistical significance. In other words, the measures focused on



making hiring and minimum wages more flexible have had a positive effect on the
unemployment rate. All of the other measures have a positive sign and are statistically
insignificant.

Finally, given the relevance of capital accumulation in explaining unemployment, as
underscored in the post-Keynesian argument, investment responds principally to the
evolution of effective demand. Namely, if investment varies as a function of effective
demand, then (un)employment will do so, too. Column IV includes explanatory variables for
the log of per capita income in real terms (ypc) and the compound labor market regulation
index. In other words, for each percentage increase in income, the unemployment rate falls
by the same measure. For its part, compound labor regulation continues to be irrelevant to
unemployment.

In short, our results indicate that capital accumulation has been the main driver responsible
for dwindling unemployment in Latin America between 2000 and 2013. In this sense, the
post-Keynesian school is backed by the empirical evidence. Labor market flexibility has also
had an impact through changes made to hiring and minimum wage regulations, although the
impact seems to wane in periods of high economic growth.



Table 2. Drivers of the Unemployment Rote (u), 2000-2013

Independent | ] 1] IV
vriables
k -1.049** 1113 0.947**
(0.161) (0.768) (10.172)
b -0.009 40.019 0.022
(0.013) (0.765) (0.044
g4 0.180 0.233
(0.370) 10.324)
p 0.616 0.757
(0.605) 10.597)
X 0.149 0.7
(0.237) 10.283)
bi 0.015
(0.032)
bii 0.086**
(0.031)
biii 0.046
(0.042)
biv -0.023
(0.042)
bv 0.0002
(0.010)
¥pe 1272+
(0.267)
Constant 5.36"* B.20* g.29* 13.5"
(0.473) (3.82) (3.53) (2.24)
Observations 238 238 183 245
Wald (joind 0.000 0.000 0.000 0.000
Wald (dummy) 0.000 0.000 0.000 0.000
AR(1) (pvalue) 0.002 0.003 0.003 0.004

Note: Robust standard errors shown in parentheses; * and ** denote statistical significance ot 1 and 5 percent, respecively.
Source: (reated by the authors.



These empirical findings have significant policy implications. First, they suggest that the
degree of employment deregulation is of little importance when employers are deciding how
much more labor to employ, because it shrinks or disappears against the relevance of
effective demand. In fact, if the objective of employment flexibility is to reduce the cost of
labor, then emphasizing said strategy could be counterproductive to stimulate employment
to the extent that lower wages will drive down effective demand and, consequently, capital
accumulation. Let's not forget that wages are both a cost of production and a fundamental
component of demand. The evolution of wages in demand in this sense is crucial in
developing economies, like those in Latin America, because they have not yet moved to
permanent dependence on external demand, via the production and exportation of goods with
high income elasticity of demand. But even in economies where the external sector does play
a significant role in demand and economic growth, wages are very important, because they
drive domestic demand.

Second, if Latin American economies want to move closer to full employment, they will need
policies that incentivize the growth of demand, which will in turn positively fuel capital
accumulation. One of the few immediate alternatives in the hands of policymakers, especially
in a context of contracting external demand, is to use public investment, as the region has
been doing since 2006. As noted here, public investment not only has immediate effects on
demand levels, but also produces medium- and long-term effects, by expanding productive
capacity, and having a positive impact on all levels of productivity (Pressman, 1994; Galstyan
and Lane, 2009). In fact, an expansionary public investment strategy, as part of a well-defined
industrial strategy, would help countries leap into producing sophisticated goods. This
process would undoubtedly boost employment.

4. CONCLUSIONS

In 2000-2013, Latin America bore witness to the sustained decline of the unemployment rate
accompanied by two phenomena that rarely happen at the same time: labor reforms bent on
greater flexibility in the nineties, doubled down on in the aughts, and a significant rise in
capital accumulation. Each of these phenomena on its own could account for falling
unemployment, through two opposing theoretical schools of thought. The neoclassical posits
labor market flexibility as a mechanism to resolve unemployment problems. The post-
Keynesian current sustains that it is rising capital accumulation, as a result of growing
effective demand, that is the path to diminishing unemployment.



Beginning at this point of departure, this paper, drawing on data from 18 economies
throughout the region and panel data techniques, investigated which variable, and therefore
which theory, more feasibly supports the observations. The results suggest that it is demand
and capital accumulation which primarily explain the performance of unemployment in the
period of study. Namely, it is the post-Keynesian lens that provides the right theoretical
framework to explain falling unemployment. Measures designed to make hiring and
minimum wages more flexible have also had a positive effect on the unemployment rate, but
this effect is seemingly minimized in a context of economic growth like that seen in this
study.

Based on these results, it could be suggested that in order to reduce unemployment, it is
necessary to ensure that capital accumulation continues to grow, as it is the main path to
breathing new life into effective demand. To that end, the post-Keynesian vision
recommends, in a context of contracting external demand and slow productivity growth and,
therefore slow wage growth, boosting public investment. The region has been doing so
tremendously since 2006. Accordingly, the idea would be to maintain and even continue to
increase public investment, tied to an industrial policy strategy to move towards the
manufacture of high-added-value goods, which are in high demand in the foreign market. In
a context of this sort, it would be viable for unemployment to continue on a downward trend.
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Notas

2 The higher cost of the labor factor is also seen as a loss of competitiveness in the
international markets in this perspective. Therefrom employment flexibility is seen as a
mechanism to recover said competitiveness.

3 In fact, according to Lavoie (2014), the post-Keynesian vision does not consider the
existence of the labor market.

% In the post-Keynesian vision, unemployment rates determine wages, setting aside the
possibility that wages are able to alter labor supply and demand (Badhuri, 1990; Lavoie,
2014). In this context, assuming constant or growing yields, employment and wages move
together.

2 Profit is measured as the rate or share of income (Badhuri and Marglin, 1990).

€ Latin America suffered major financial crises in the nineties, like the Mexican crisis of
1994-95 and the Brazilian of 1997-98. In 2001, Argentina endured a major crisis, too. In
2003, the Dominican Republic went through the latest crisis in the region.

L Tokman (2008) highlighted that the labor reforms of the nineties were in reality part of a
second package of structural reforms introduced in Latin America starting in the early
eighties, geared towards globalization, privatization, and liberalization (also, see Cook,
2007). In the particular case of the labor reforms, the aim was to reduce the costs of firing
and loosen up other rigidities so that low labor costs would attract foreign direct
investment, buttressing the basis of the region's competitive advantage.

8 Before the reforms, most of the contracts for jobs in the formal sector were permanent
employment contracts, which compelled employers to give advance notice before dismissal
and to provide other severance compensations (like one month of wages per year worked
up to a ceiling of 11 months). Thus, the cost of firing under these conditions in Latin
America became double that of other Organization for Cooperation and Economic
development (OECD) member countries (Tokman, 2008: 69).
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9 The information available for 1990 includes five economies, seven for 1995, and 18 for
the rest of the years considered.
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