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Abstract 
This work analyzes the dynamics of the informal labor market in Mexico 
using information from the National Survey of Urban Employment 
(ENEU) and the urban section of the Quarterly National Employment 
Survey (ENET).  In the first part, it compares three periods: 1990-1991, 
1995-1996 and 2003-2004 to study the changes in eight of the labor 
market categories using transition matrices.  The categories include 
dependent informal, dependent formal, employer, self-employed, public 
sector, not remunerated, unemployed and, inactive.  In the second part, 
it uses a multinomial logit model with the mentioned categories as the 
dependent variable and it finds that age increases the probability of be-
ing in the informal sector and that education increases the probability 
of being employed in the formal or public sectors.  The third part uses 
quantile regressions to explore the determination of salaries as function 
of the labor market categories.  It is found that the categories employer 
and public sector have the highest returns.
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Resumen
Este trabajo analiza la dinámica del sector informal en México utilizando 
información de la Encuesta Nacional de Empleo Urbano (ENEU) y la 
parte urbana de la Encuesta Nacional de Empleo Trimestral (ENET) 
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comparando primero tres periodos: 1990-1991, 1995-1996 y 2003-2004 
para estudiar mediante el uso de matrices de transición los cambios en 
ocho categorías del mercado de trabajo: informal dependiente, formal 
dependiente, empleador, auto empleado, sector público, sin pago, desem-
pleado e inactivo. En la segunda parte se utiliza el modelo multinomial 
logit, usando como variable dependiente las categorías mencionadas de 
la fuerza de trabajo, encontrando que la edad incrementa la probabilidad 
de estar en el sector informal y que la educación incrementa la proba-
bilidad de estar en el sector formal o en el sector público. En la tercera 
parte se utilizan  regresiones cuantílicas para estudiar la determinación 
de los salarios como función de las categorías en la fuerza de trabajo 
encontrándose que las categorías de empleador y sector público tienen 
los más altos retornos. 

Palabras clave
Sector informal, Matrices de transición, Regresiones cuantílicas, Fuerza 
de trabajo.

Introduction

According to data from the Encuesta Nacional de Empleo (National 
Employment Survey), in the last few years about 60% of Mexican work-
ing population has been working with no social security, considering it 
as a proxy for informal labor. This means that only about 18 out of 40 
million people have social security as a work benefit.

	 ECLAC (2005) has estimated that seven out of ten jobs in Latin 
America are created in the informal sector, being Mexico a generator 
of more informal than formal jobs. The rate of job generation occurs 
mainly in micro business, the larger employers in the country. On the 
other hand, the demographic pressure on the labor market has caused a 
higher growth rate on the supply than on the demand side of the labor 
market. According to INEGI, about 10 million workers are expected to 
join the market in the next years, added to the fact that nowadays there 
are about eight million inactive individuals waiting their turn to join the 
market. Hence, the creation of formal jobs becomes a main challenge 
for the economy. It is in this context that becomes essential to identify 
informal workers, to know their characteristics and disadvantages com-
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pared to those in the formal sector, and to know the causes that pull or 
push workers to enter the informal sector. 

	 It is well known that many individuals move to the informal sector 
due to the lack of opportunities in the formal sector. There are structural 
reasons to explain the size of the sector, mainly associated with the fixed 
costs that taxation and excessive regulations represent, and inadequate 
and weak links that prevail between the benefits of social security and 
the value workers give to those benefits (Garro, Meléndez y Rodríguez-
Oreggia, 2005). An important variable highly correlated with informality 
is the percentage of working population not covered by mechanisms that 
protect them against risks, i.e. social security. The proportion of formal 
to informal jobs experienced a fall since the end of the 80’s and until the 
mid 90’s, followed by a slight recovery in the second half of the 90’s. The 
crisis periods of 1994-95 and first half of this decade, have increased both 
informality and unemployment, as it can be observed in Figure 1.1

Figure 1.1

Source: World Bank (2004)

	 Recently, given no improvements in the labor market in Mexico 
(see World Bank report “Doing Business in 2004: Understanding 
Regulation”), unemployment increased but salaries did not decrease as 
expected. This might indicate a change in the way the labor market is 
working, which could be associated to a drop in inflation, which means 
that the wages reduction mechanism through price increases is disap-
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pearing. It is possible that macroeconomic shocks could be associated 
with unemployment in the long-run, or with an increase in informality. 
There are implications of importance for public policies regarding social 
protection and the financing of these schemes.

	 Since this study focuses on the evaluation and examination of trends 
in the informal sector and its comparative dynamics, the estimation of 
labor participation in the formal and informal sectors, and the differ-
ences in wages and occupations are important to identify groups that are 
socially vulnerable. It is helpful to focus public policy making on those 
who have no social security coverage or have a precarious job.
 
	 According to INEGI, it has been estimated that by the next decade, 
more than ten million people will join the labor force, thus high grow 
rates are necessary in the economy, in order to be able to offer them a 
job. Moreover, INEGI estimates that about eight million people are cur-
rently unemployed and looking to join the labor market any moment. The 
importance of this study is based on what a hypothetical severe crisis of 
job generation could represent, given that the informal sector would be 
the most viable option to generate an income. One of the main challenges 
here is the incorporation of the informal sector to the formal one and for 
the generation of more formal employment in a sustained dynamic it is 
vital to learn the characteristics and evolution of the informal sector. If 
we consider that in the last years the growth rate of informal jobs has 
been higher than the one for formal jobs, this perspective should direct 
efforts on poverty fighting and employment to consider workers in the 
informal sector. 

	 It is known that for some people informality represents a convenient 
decision, meaning flexibility and a certain status (according to Maloney, 
1999), but on the other hand, informality represents important social 
costs. Informality traps workers and companies in low productivity 
operations, and it represents several causes that can difficult the imple-
mentation of public policies. The informal sector represents no security 
benefits, and most regulations are evaded, such as tax pay. Then again, 
a strict regulation and taxation, in a country with lax enforcement, could 
make informality to generate faster. 
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	 This study aims to examine and evaluate the trends of the informal 
sector, and analyze its characteristics compared to the formal sector. 
Probabilities of changing labor sector will be measured over a period of 
time by the use of transitional matrices between a formal and informal 
job. The probability of incorporating a new labor sector will be deter-
mined, subject to a set of socio-demographic variables, as well as the 
previous labor status. Wage incentives to education and job category 
according to income level of the worker will be calculated. The use of a 
dynamic view of sector movements will give a broader perspective on 
probabilities, progress, and fall backs that have taken place in moving 
from one sector to another. Additionally, the wage impact and choice of 
sector can obey a high heterogeneity, which will be considered through 
a methodology that allows the identification of individuals with similar 
characteristics in the income distribution curve. 

	 The justification of this study is given by the possible public poli-
cies that can be focused on the reduction of informality. Steps needed 
to achieve so require a precise diagnose of those in the informal sector 
and the reasons of being there, together with the identification of win-
ners and losers and their tendencies along time. For society as a whole, 
the benefits of reducing informality could be more, since not only more 
people would have social benefits, but they would contribute with their 
taxes to the social development of the country, reducing poverty and 
increasing economic development. Property rights would increase, al-
lowing reduction of some costs, and access to services and credits would 
be granted and would take the advantages of market expansion.

Labor Markets and Informality: 
Different Theoretical Versions

The debate on how to classify and analyze the informal sector has in-
cluded different perspectives. Several definitions have been coined, but 
two have been widely spread: in the seventies, Tokman (1978) gener-
ated a literature stream in which the informal sector is measured as a 
segment of the urban economy made of small businesses (less than five 
employees), and characterized by easy access, simple technology and 
a low capital-work ratio. This definition has been extensively used in 
studies in Latin America. However, another definition has now been 
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widely considered since the mid eighties, in which informality is clas-
sified as those activities which avoid government regulation (De Soto, 
1986; Portes and Sassen-Koon, 1987). 

	 International Labor Organization (ILO) has favored the use of 
business size to define informality; however, it is conceptually more 
appropriate to use the definition based on avoidance of regulations. By 
using the size-of-business definition, the problem raises on the determi-
nation of top number to define informality. Typically, five employees is 
the limit number, but there is no technical reason to establish that limit. 
There would not be a reason either to worry about size if the norma-
tive perspective shows interest in identifying workers with a job where 
regulations are avoided and as a consequence have no social security.

	 Aditionally, studies on informal workers frequently include self-em-
ployed and whereas self-employment is one of the main characteristics in 
Latin America, work conditions for self-employed and informal workers 
usually differ, as well as the regulations each one follows, so the analysis 
on informality should bear that in mind. It should also be considered 
that labor policies focused on a specific group end up affecting the labor 
market as a whole. 

	 Generally, there are diverse streams of the literature trying to explain 
theoretically the existence of the informal sector in the labor market. 
Those streams shall be analyzed in the following subsections. 

Labor Segmentation and Informality

Classic theory points out that the informal sector is a clear example of 
market economy: perfect, but segmented and with no links to the mod-
ern sector. The modern sector is considered unable to generate enough 
employment, so the excluded workers have to find a second best option, 
which is the case of the informal sector. The size of the informal sector 
therefore reflects the extent of the inefficiencies of the market and the 
reforms that have to be done, such as the increase in flexibility and ef-
ficiency in the labor market (World Bank, 1995).

	 Others, (see Inter-American Development Bank, 2004), have em-
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phasized that high labor regulations, especially in Latin America, are an 
incentive to create informal jobs. Informality exists because the private 
sector has incentives to avoid regulations, due to the lack of appropriate 
reinforcement of these.

	 The suggestion of a dualism in the labor market was first established 
by Lewis (1954), who proposed a growth model focused on developing 
countries. There are two sectors in these economies, a capitalist one, 
modern and formal, and a subsistence economy, informal and traditional. 
Basically, workers have different wages depending on the sector of the 
economy where they work. Here, workers who do not find a job in the 
modern or formal sector have to take one in the informal one. However, 
when the formal sector expands, there shall be transferences to this sector 
from the informal one.

	 From a Human Capital perspective, (Schultz, 1961; Becker, 1962; 
Mincer, 1962), the approach would indicate that in order to have a duality 
in the labor market, different salaries between both sectors would have to 
exist among workers with similar personality and labor characteristics. 
In this case, workers with low salaries, bad job conditions and in the 
traditional or informal sector are perceived as low-productive and not 
willing to learn the abilities needed in the modern sector of the economy, 
where wages are relatively higher and better working conditions prevail, 
and the chances to enter the sector depend on capabilities (Doeringer y 
Piore, 1971).

	 Most literature is based on Harris and Todaro’s (1970) model. It 
was first used to explain the migration caused when the expected salary 
in urban areas evens the marginal return of agricultural labor, which 
is why migration from rural areas to urban areas happens when any of 
the following is true: an increase in urban salaries; a reduction in urban 
unemployment; a reduction of agricultural productivity. By adjusting the 
model to the informal and formal sector, the informality can be seen as 
part of the market that is sent outwards, towards what is not covered by 
social benefits, since the remunerations are above the point of equilibrium 
in the formal sector.
 
	 From a competence theory perspective the informal sector is the non-
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regulated part of the economy, under a frame where similar activities are 
also regulated. The economic activity moves freely from the formal to the 
informal sector, and the form the later one operates makes it impossible 
to apply legal action and regulation, hence the legal framework explains 
the formation of the informal sector. According to Portes, Castells and 
Benton (1989), companies in the modern sector aim to reduce costs 
through avoiding regulations and sub hiring workers not covered by 
social benefits.
 
	 Here, the informal sector is in disadvantage in a dual market. Ozorio, 
Alves and Graham (1995) have argued that “workers protected in the 
formal sector have higher average wages, vacations, pensions and legal 
protection at work. Opposed to those who cannot find a job in these 
companies and have to take their second best alternative in the informal 
sector, small companies or as self-employed, getting involved in intense 
activities of workforce and no social benefits. Based on this, the regula-
tory or union intervention, for instance, pushes the formal salaries above 
the level, so the immigrants, the young, the unemployed, “queue” to 
get a formal job, so the rest of the waiting time is spent on the informal 
sector. 

Segmentation by Wage Difference

In the measurement of labor segmentation between formality and infor-
mality, comparing salaries has been the key point (Rosenzweig, 1989). 
However, there are two disadvantages to this approach (Maloney, 1999): 
the are characteristics not observed by the worker that can be correlated 
to the sector chosen and wages; the value of characteristics not observed 
might not be reported. 

	 On the other hand, based on Rosen (1986), it was found that in theory 
informal wages should be higher than formal wages, in order to make up 
for the benefits not received. However, they could also be lower given 
the avoidance of tax payment. As for social security, there would be a 
compensatory difference to the informal sector for not having the benefits 
derived from social security, which are present in the formal sector.

	 There are other elements that do not make it clear that wage differ-
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ences between formal and informal sector are due to the segmentation 
of the market. First, within a neoclassic model, it is assumed that all 
individuals have the same level of information. Nevertheless, if we think 
that informal workers have less information, this could be the reason why 
lower minimal wages are negotiated compared with formal ones.

	 Secondly, if we assume that labor regulations lead to the redistribu-
tion of rather higher salaries than lower ones, we are dealing with salary 
redistribution from the highest to the lowest salaries. It would be expected 
that the less educated workers compete for a formal job, since they benefit 
from the redistribution, while the most educated would prefer an informal 
job, and so a company that meets regulations would end up choosing 
more productive workers among those with less education, not among 
those who are more educated. Since there are non-observables that affect 
productivity, following this hypothesis there would be a wage premia 
to formality among less educated workers, but a salary to informality in 
those with more education.

	 Thirdly, based on the efficiency wage models by Stiglitz (1974), 
and Shapiro and Stiglitz (1984), we have that employers are willing to 
pay salaries above the optimal market level and so induce workers to 
make an higher productivity effort. If we assume that a formal job is 
also a strategic way to increase work effort (such as in the number of 
working hours), we would expect to find formal workers in companies 
that benefit more from lower levels of shirking. Here the difference in 
wages between formal and informal workers is given by the difference 
between employers in their capacity to monitor, instead of focusing on 
intrinsic characteristics of workers.

Segmentation by Mobility between Labor Sectors

Maloney (1999) offers an alternative perspective to segmentation based 
on the difference between formal and informal wages. He proposes an 
analysis of workers’ labor mobility, using panel data through the condi-
tioned probability of finding a worker in a given sector (formal/informal) 
at the end of a period t+1 having he started in a different sector in t. He 
argues there are reasons to believe that informality is preferred by a seg-
ment of workers, because of the characteristics of this sector (flexibility 
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of hours for instance), to the inference given by labor regulations, and 
to the relatively low productivity of the formal sector in underdeveloped 
countries. 

	 Among other findings, Maloney mentions that many young workers 
move to the formal sector after spending some years in the informal sec-
tor. He also finds that a significant number of middle aged workers move 
from the formal to the informal sector. This evidence is interpreted as 
proof that workers are free to choose the sector they want to work in. For 
young workers, Maloney interprets that the informal sector is preferred 
over the formal because of the benefits and the training, hence they later 
on move to a formal job. Once they acquire sufficient experience and 
expertise, those workers prefer to leave their formal jobs to set up their 
own businesses. However, Maloney groups together in the informal sector 
those working in business with less than five employees and those who 
are self-employed. Additionally, it is not possible to learn from data if 
choosing the sector has been a self-made decision.

Other Considerations

Focusing on the labor market in Mexico, we face a difficulty adjusting 
these theories to practice. For instance, Maloney (1999) has found that 
labor segmentation is not necessarily true, but a preference for one or 
another. Krebs and Maloney (1999) also suggest that maybe workers 
move to the informal sector because they are more attracted to it than to 
the formal sector, and not necessarily because the informal sector pays 
salaries above the market optimal salary and leads to the creation of 
informality. Garro, Meléndez and Rodríguez-Oreggia (2005) found that 
value of benefits is observed only in large companies. In addition, Rodrí-
guez-Oreggia (2005) found regional differences, since the value of social 
security could be higher in areas near the border with the USA .1 

	 Based on Tokman (1978), the high trend of informality in Latin 
American countries exists because those countries are new to develop-
ment and process of industrialization compared to more developed coun-
1 It was found that in Brazil segmentation may happen in the lowest income levels, 
while in the highest levels informality is chosen because of convenience (Tannuri-Pi-
anto and Pianto, 2004). 
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tries, and besides they are marginal in the global economy. According 
to Tokman, this context makes it difficult to generate more jobs, having 
a low investment and a large number of immigrants moving from rural 
to urban areas, which tends to create more informal jobs. However, this 
analysis gives no room to government intervention in public policy mak-
ing.

	 From the perspective of globalization, Portes (1994) points out that 
it has had a relevant role in the growth of informality, since international 
competence takes companies to reduce labor costs in order to survive in 
the market by the use of outsourcing. Goldberg and Pavnick (2003) find 
that at studying the opening of trade related with informality, institutions 
are highly significative, since companies tend to respond to opening by a 
reduction of formal jobs when operating in a strict labor environment.
 
	 Reinforcing laws can also be an important cause of informality. 
Itzigsohn (2000) mentions, when comparing informal sectors in the 
Dominican Republic and Costa Rica, that the later one is lower due to 
a higher reinforcement of regulations, as a result of an important dif-
ference in the setting up and running of institutions. Auerbach, Genoni 
and Pagés (2005) consider it difficult to implement mandatory saving 
programs such as retirement programs in developing countries that do 
not apply enforcement, as it is the case in Latin America.

	 Auerbach, Genoni and Pagés (2005) also found that for several Latin 
American countries, there are similar patterns of contribution between 
employed and self-employed, between individuals and household charac-
teristics, which suggest there are demand factors that explain the decision 
on contribution (formality), as well as the fact that some workers, such 
as those in small companies who earn less than the minimal wage, have 
no room in this formal market.
 
	 In this paper, the dynamic of informality regarding other labor status 
for individuals in Mexico is analyzed. First, probabilities of being in a 
sector will be calculated using transition matrices. Then, the decisions 
of joining a given sector will be analyzed depending on a set of socio-
demographic factors and previous labor sector. Finally, wage incentives 
to education and to labor activity will be measured, depending on the 
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income level of the worker.

Labor Market Transitional Dynamics 

This section aims to set evidence on the dynamics of switcing from formal 
to informal jobs by using Markov transition matrices, which describe a 
worker’s probability of moving from one job category to another for a 
given period. 

Markov Transition Matrices between Labor Sectors

In this section, we shall determine the mobility between sectors, using tran-
sition matrices (Markov’s), considering the sector where the worker star- 
ted and ended up at the end of five quarters using data from the National 
Urban Employment Survey (known in Spanish as Encuesta Nacional de 
Empleo Urbano or ENEU) and the urban part of the National Quarterly 
Employment Survey (Encuesta Nacional de Empleo Trimestral, ENET). 

	 Transition matrices can be used in situations where there is a set of 
defined status or conditions, and there is a transition from one to another, 
and where being in a state depends on the previous one. They also require 
information on the previous state or condition. Due to the fact that ele-
ments in the matrices represent conditional probabilities, they should be 
read as an application of conditional probability to related events.
 
	 These matrices, called Markov, arrange in a matrix of ten the prob-
abilities for a worker who started in a labor sector to be in the same or 
another one at the end of the period. Let us state there are only two sec-
tors in the labor market: formal, denoted 0 and the informal, named 1. 
A degree one Markov’s model would specify that the probability for a 
worker to be in the current period t in a given sector would depend on 
the prevailing state in the previous period, t-1. The stochastic process 
describing the dominant sector is defined by two transitive probabilities 
called p and q. If we arrange probabilities between sectors, we have:

              Table 3.1
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	 In Table 3.1 each row describes the probability of being in a given 
sector depending on the sector from the previous period. So, the prob-
ability of a worker who started in period (t-1) as formal (formal=0) and 
at the end of the period stays as formal would be q, while the probability 
of a worker who started the period as formal, but ended up as informal 
(informal=1) would be 1-q. It is important to note that the possibilities 
are given within each line, so the probabilities should add up along each 
line.

Data

In order to analyze the transitional dynamics between sectors, we need 
panel data, which will allow us to follow up the same worker in a given 
period of time. Through the Encuesta Nacional del Empleo Urbano 
(ENEU) and the urban part of the Encuesta Nacional de Empleo Tri-
mestral (ENET), it is possible to follow up a twenty percent of workers 
along five consecutive quarters. This means we have a rotation panel, 
where the fifth of all household selected are substituted each quarter. 
While longer time periods are needed in order to know what happens in 
a worker’s life cycle, it is possible to identify in this period those workers 
who move between sectors, as well as their characteristics.

	 Three different periods of time are used. First of all, we use from 
the third quarter in 1990 to the third quarter in 1991, which represents a 
growth and relative bonanza period in the Mexican economy. Secondly, 
we use from the third quarter in 1995 to the third quarter in 1996, which 
corresponds to a period of crisis in the domestic economy. Finally, we 
use from the third quarter in 2003 to the third quarter in 2004, a period 
of stability in the economy. We tried to use the panel of the first periods 
in the survey, but many errors were found when trying to give a sequence 
(i.e. in dramatic changes of age, education, gender) so we chose the use 
of the period mentioned above in the early nineties.
 
	 Categories used derive from the labor market structure itself, which 
allows us to follow the Mexican employment survey. Thus, we suggest 
the use of the following categories:

	 Informal Employment: if the worker is in the private sector and has 
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no social security in his main job.

	 Formal Employment: if the worker is in the private sector and has 
social security from his main job.

	 Public Sector: if the worker has a job in the public sector.

	 Employer: if the individual states he is an employer.

	 Self-employed: if worker states he works on his own.

	 Without payment: if the worker states he is working but not receiving 
payment.

	 Unemployed: if the individual falls in the definition of open unem-
ployment by INEGI.2 

	 Inactive: if the individual does not participate in the labor market.

Results

The question we want to answer is: Knowing that a worker starts on a 
period in a given labor category, what is the probability of changing to a 
different category or staying at the current one at the end of the period? 
Or, what percentage of workers remained in the same labor category or 
moved to a different one?

	 Using the methodology and data previously presented, the transition  
matrices have been calculated using the panels that start in the third quar- 
ter and end in the same one of the following years 1990-1991, 1995-1996  
and 2003-2004. Matrices are presented in a general way, separated by men 
and women, and separated by different age groups in the Appendix.

	 The results are interpreted technically speaking as probabilities, 
however, it can be suggested that each cell in the chart represents a per-
2 12 year-old and above individuals who during the week when the survey was done did 
not work any hours per week but were looking for a job or tried to take over an activity 
on their own.
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centage of workers who moved to another sector or stayed in the same at 
the end of the period under study. The reason this happens is due to the 
nature of the employment surveys used, which ask the worker about their 
labor conditions on the week previous to the interview, which derives in 
information on the initial and final sector.

Panel Results 2003-2004

Table 3.2 shows the general transitions between labor categories in the 
2003-2004 panel.

Table 3.2 Transition Matrix 2003-2004. Men and Women

Source: Author’s calculations using data of ENET 2003-2004.

	 The reading of the data in table 3.2 shows that for this period, a 
worker who started as informal employment in the third quarter in 2003 
had a 52.96 percentage probability of remaining in that category. Switch-
ing to the right side in the same group, we find that the same worker who 
started the period in informal employment had a probability of 14.75 
percent of ending up as formal employment; a 1.52 percent probability 
of ending up in the public sector; 1.82 percent probability of ending up 
as employer; 11.87 as self-employed; 1.57 without payment; 2.37 as 
unemployed, and 13.14 as inactive.

	 Workers who started in formal employment had a probability of 76.04 
percent of ending up in the same group, followed by a 9.64 probability 
of moving to informal employment, or to inactive in a 5.53 percent. The 
lower probability of movement is 0.95 percentage probability of moving 
toward employer. Workers in the public sector show a higher probabil-
ity of staying in the same group at the end of the period, with an 87.82 
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percent, whereas probabilities of moving to different groups are really 
low. For example, switching to the inactive group is 3.70 percent.

	 Those who started as employers have only a probability of 44.97 
percent of ending up in the same category, followed by 31.24 percent to 
self-employed, 8.65 to informal employment. Self-employed individuals 
have a 56.43 percent probability of staying in the same group at the end 
of the period. Moving to inactive represents 14.74 percent, and informal 
employment 13.81 percent. On the other hand, those who started without 
payment have a probability of staying in the same group of 38.66, fol-
lowed by probability of moving to inactive in 29.15 percent. 

	 For individuals who start as unemployed, the probability of ending 
up unemployed is 12.97, while the probability of moving to inactive 
represents 24.51 percent, informal employment in 23.62 percent, formal 
employment in 21.67 percent. Individuals who started as inactive have 
a 78.35 probability of staying in this group, followed by a probability 
of moving to informal employment in 6.58 percent or self-employed in 
5.91.Generally speaking, the informal employment group and inactive 
seem to be the groups with more frequent movements after staying in 
the same category at the end of the period.
 
	 By the analysis of transition matrices by gender, types of movements 
of men and women can be identified in the different groups, as it is shown  
in tables 3.3 and 3.4. In table 3.3, men show a higher probability of staying  
in the initial group if they are in the public sector, with lower movements 
to other categories. However, for the other groups, being in the informal 
employment or self-employed category seem to be in general the preva-
lent second options after the option of staying in the same group. 

Table 3.3 Transition Matrix 2003-2004. Men

Source: Author’s calculations using data of ENET 2003-2004.
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	 Table 3.4 shows the transition matrix for women in the 2003-2004 period. 
Women show a higher probability of staying in the initial group than men if the 
initial group is public sector, without payment, unemployed or inactive. Public 
sector shows the highest probability of permanence, as it happens among men. 
However, when switching, the first option at the end of the period is being inac-
tive, followed not too close by informal employment.

Table 3.4 Transition Matrix 2003-2004. Women

Source: Author’s calculations using data of ENET 2003-2004.

	 It seems like in the case of men, movement are more often in catego-
ries where the worker has no access to social security, while for women 
changes at the end of the period tend towards inactivity.

	 Transition matrices based on age group are shown in the appendix. 
For those under age, the most frequent movements are towards informal 
employment and self-employment. In the group of older workers, inac-
tivity is the most frequent group at the end of the period. 

Panel Results  1995-1996

Table 3.5 shows the general transitional matrix using the 1995-1996 
panel.

	 The general trend between changes of category is very similar to that 
found in panel 2003-2004, being informal employment and inactivity 
the ones with the most movements. 

	 As read in table 3.6, men show similar trends compared to 2003-2004, 
since the most probable categories to move to are informal employment 
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and self-employment.

Table 3.5 Transition Matrix 1995-1996. Men and Women

Source: Author’s calculations using data of ENEU 1995-1996

Table 3.6 Transition Matrix 1995-1996. Men

Source: Author’s calculations using data of ENEU 1995-1996

	 For women in table 3.7 similar trends can be read compared to results 
in 2003-2004. Most individuals tend to move to inactivity, followed by 
informal employment. 

Table 3.7 Transition Matrix 1995-1996. Women

Source: Author’s calculations using data of ENEU 1995-1996 

/  The Informal Sector in Mexico: Characteristics and Dynamics



Revista Perspectivas Sociales / Social Perspectives  primavera/spring 2007.  Vol.9, Num. 1 / 107

	 Generally speaking, men and women show a higher probability of 
staying in the public sector, if individuals started in that group at the 
beginning of the observation, and the chances of moving to another 
category are really low. Women have a higher probability of staying in 
the inactive and without payment categories compared to men.

Panel Results 1990-1991

Table 3.8 shows the general transition matrix using the 1990-1991 
panel.

Table 3.8 Transition Matrix 1990-1991. Men and Women

Source: Author’s calculations using data of ENEU 1990-1991

	 From this evidence, the categories to which most individuals move 
to at the end of the period are informal employment or inactive. In other 
periods studied, it was found that informal employment is a category 
with a high tendency to move to, and here formal employment has a great 
relevance. This possibly suggests that as from the crisis in the mid nine-
ties, the creation of employment has not been enough to cover the need 
for this type of job, so activities where workers have no social security 
have covered this lack of opportunities, generating a difference in the 
labor dynamics ever since.
 
	 We can see in table 3.9 that for men, the category informal em-
ployment represents the first movement option within a period, while 
individuals in informal employment and self-employment represent a 
second place in number of movements. Public sector has more perma-
nence probability, even though in this case it is lower than the previous 
periods, after inactivity.
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Table 3.9 Transition Matrix 1990-1991. Men

Source: Author’s calculations using data of ENEU 1990-1991

	 In the case of women, table 3.10 shows that inactive is the category 
with more frequent movement, which is consistent with subsequent pe-
riods. After this one, formal and informal employment are the options 
with more movement in the period. Women have a higher probability of 
staying in the initial sector than men, when in the public sector, unem-
ployed or inactive. 

Table 3.10 Transition Matrix 1990-1991. Women

Source: Author’s calculations using data of ENEU 1990-1991

Results of the Analysis of Transitions 

The percentage of workers who remained in informal employment after 
five quarters has increased as from the early nineties, moving from 32.91 
per cent (39.80) for women (men) at 47 (52.17) per cent in the 1995-1996 
period, remaining in 46.38 (56.76) in 2003-2004. Categories where most 
individuals tend to move are informal employment and inactivity for 
women and formal employment and/or self-employment/employer for 
men. Nevertheless, before the crisis, the formal employment category 



Revista Perspectivas Sociales / Social Perspectives  primavera/spring 2007.  Vol.9, Num. 1 / 109

represented the one with more movement.
 
	 The formal employment category has a higher permanence percent-
age compared to informal employment, however, informality continues 
as the second option after formality for men, whereas inactivity is the 
category that takes this place for women. On the other hand, an important 
percentage of workers move to the informal sector as an alternative to 
unemployment, for both men and women.
 
	 This is certainly not an alarming indicator of the limited opportuni-
ties in the labor market regarding formal jobs. Notwithstanding, this 
transition analysis does not answer other relevant questions: what are the 
characteristics of workers who remain in the same or move to a different 
labor category?, how do these movements take place among education 
and age groups?, what aspects of household influence this dynamics? 
This is analyzed in the following section, where a multivariable analysis 
will be applied to the labor dynamics discussed in this section.

Analysis of Formal vs. Informal Sector Choice

The labor dynamics presented in the previous chapter will be analyzed 
based on worker characteristics (age, education, gender, marital status), 
characteristics within households (head of household, percentage of 
member of household over 65, percentage of member of household under 
12, another member of the household has social security at work) and 
their labor background (labor category in the last five quarters). With 
this data, a multinomial probabilistic model will be used to determine 
the effect over choosing among the categories presented in the previous 
section.
 
	 Having a dependent variable that changes value according to the 
category in the labor market and that can be determined by the probability 
of being in the final sector of a period compared to the other sectors, a 
Multinominal Logit model shall be used (McFadden, 1974) so that:
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	 Where pij is the probability of i to be working in sector j,   is the set 
of parameters to be estimated and x is the set of matrices of character-
istics to be included in the regressions, such as socio-demographics of 
workers, among others. 

	 Multinominal logit estimators reflect labor decisions based on the 
utility an individual obtains after making a decision. These decisions are 
derived from the hypothesis of maximization of utility. This unit derived 
from a specific category, which depends on certain characteristics.
 
	 In our case, the dependent variable consists of labor categories used 
in the previous sections: informal employment, formal employment, 
self-employment, employer, public sector, without payment, unemployed 
and inactive. Dependent variables are dummies for: age group [18-25, 
26-35, 36-45, 46-55 and 56-65]; schooling [no education, incomplete 
elementary, complete elementary, incomplete middle-school, complete 
middle-school, incomplete high-school, complete high-school, college]; 
head of household, married/free union; regions [capital, north, center, 
south]; if another member of the household is in the informal sector. Ad-
ditionally, variables regarding household are included: the proportion of 
individuals under 12 years old of the total in productive-age in household, 
the proportion of individuals 65 years old or more in productive-age 
in household. Controls are included for the labor categories where the 
individual was at the beginning of the period, i.e. the first period of the 
sample.
 
Data

Data used in this section comes from the micro-data bases of the Encuesta 
Nacional de Empleo Urbano (ENEU) and Quarterly (ENET), and their 
panels, as it was presented in the previous section.

Results

Results 2004

Table 4.1 shows the results for the Multinomial Logit using 2004 data for 
individuals who remained in the panel as from the third quarter in 2003 
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and controls were included for their labor category for the previous year. 
The base category is formal employment, so coefficients are interpreted 
as the effect of the variable under study being in a given category com-
pared to the same variable in the formal employment category. The table 
includes coefficients, standard error in parentheses and the Relative Risk 
Ratios, RRR, in brackets. RRR can be read as the times it is probable to 
find a given category in an individual with that characteristic compared 
to the base labor category, which is formal employment.

	 An individual who only differs from reference (Formal Employment) 
in gender (man) finds it 1.13 times more probable to be in the informal 
employment category. This ratio is higher also in cases where the category 
is public sector, self-employed and unemployed. The ratio is lower for 
men in case of employer, without pay and inactive. Married individu-
als, ceteris paribus, have a higher probability of being in the informal 
employment than in the formal employment, same as public sector or 
unemployed. Ratio is higher for employer, self-employed, without pay 
and inactive, meaning there is a positive relation.
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	 For age groups, it can be observed that there is a general trend to 
increase probabilities as the worker gets older, with important variations 
though. Age groups are not significant in the informal employment cat-
egory. Within public sector, the [RRR] ratio increase with age groups, 
but tend to decrease in the older group. For employer and self-employed 
categories, the ratio of age groups increases faster than other categories. 
In the category without payment, younger groups have a lower probability 
of being in that sector than informal employment, but this increases with 
age. For unemployed, the ratios are lower than one, which means there 
is a negative relation, additional to the fact that they are only significant 
to younger groups. For the inactive group, the ratio is higher than one 
in older groups, so it is probable to fall in this group as the person ages, 
rather than being in the formal employment, which is the case for younger 
workers.

	 Regarding education groups, we find important variations in catego-
ries and levels. For instance, an individual in informal employment has 
less probabilities of being in this section having more education than in 
the formal employment category. For public sector, the education levels 
are not significant. For the employer category, education is only signifi-
cative in mid levels, while in the case of self-employed it is lower than 
one and decreasing. For those in without payment, the lowest education 
levels are not significant and all of them are below one. For the unem-
ployed education is not significant, and for the inactive it is decreasing 
and lower than one.

	 Also in table 4.1, we present the results for the category in which 
the individual was in the previous year. In all cases, being in the same 
category the year before gives a higher probability of being in the given 
category. The second category with more probability after the one under 
study is usually self-employment. This indicates this category has a higher 
dynamism and it is easier to move to any other category from there.

	 Within variables that correspond to households, head of household 
has a negative relation in all cases, which indicates that being head of the 
household represents less probabilities of being in any other category dif-
ferent from formal employment. The proportion of over 65 compared to 
those in productive age within the household is not significant in any case. 
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For the variable that considers under 12s in the proportion of productive 
age in the household, it is significant and positive only in the cases of 
informal employment, self-employment and inactive, so there are more 
probabilities of being in those categories than in formal employment if 
there is a higher proportion of individuals under 12 in the household. 
The variable that considers if another member of the household has 
social security derived from work is always negative, although it is not 
significant in the public sector, unemployed and inactive categories. This 
is, an individual has less probabilities of being in the informal employ-
ment, employer, self-employment or without pay categories than as in 
formal employment if someone else in the household has social security 
at work.

	 Regarding controls per region, the central region is only significant in 
increasing probabilities of being employer and reduce being unemployed, 
while in the north it is significant in reducing the probabilities of being in 
informal employment, self-employed or unemployed. The south region 
has a significant influence in increasing the probabilities of working in 
the public sector, being employer, self-employed, without payment or 
inactive, while it reduces the probability of being unemployed.

Results 1996

Table 4.2 shows the results for the third quarter 1996, using only indi-
viduals observed in the five previous quarters. 

	 Results are very similar in trends to those obtained for the 2003-
2004 period. The only age group that shows positive significance in all 
categories is the one for 56 to 65 years old, which means the older group 
has more probabilities than the younger workers of being in any category 
before formal employment. This trend occurs in an increasing way as 
moving along age groups, except for the unemployed group, where only 
the oldest group is significant.

	 Trends in the effects of education level are similar to those in 2003-
2004. While all education groups are significant and negative for the in-
formal employment category, which means the more education the lower 
is the probability of being in the informal employment group instead of 
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the formal one. For the public sector, there is a positive significant rela-
tion for the two groups with higher education. In the case of employers, 
there is a U shape relation, but only significant for the mid groups. For 
self-employed, it is rather decreasing, but only significant in mid levels. 
As for unemployed and inactive, the relation decreases in a faster rate 
in the lower levels of education.

/  The Informal Sector in Mexico: Characteristics and Dynamics
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	 Within the categories individuals were five quarters back, the same 
category where they currently are has a higher effect on the probability 
of being in any category different from the reference, except informal 
employment, where the main effect comes from being self-employed 
before. The second most important effect usually comes from being 
in the self-employed group, and before that one the category “without 
payment”. Self-employment is the category that introduces a noticeable 
dynamics in the other categories, having a positive significant effect on 
the probability of being in other categories rather than formal employ-
ment.

	 In categories regarding household, being head of the household re-
duced the probability of being in other categories different from formal 
employment. For the ratio of over 65 to members in a productive age, 
no significant effect can be established over probabilities, except for 
those without payment, where the probability of being in that category 
is reduced compared to formal employment. For the ratio of members 
of the household under 12 to those in a productive age, this is only posi-
tive and significant for the informal employment group, but negative for 
the inactive one. Having another member of the household with social 
security from work decreases the probability of being in the informal 
employment, employer, self-employed and without pay categories 
compared to formal employment. This means that if someone else in 
the household has social security at work, it is more probable that the 
individual is in the formal employment category.

	 For regional controls, it was found that the north region reduces in a 
significant way the probability of being in any category compared to the 
formal sector. The central region reduces the probability of being in the 
public sector, unemployed or inactive, while the south is only significant 
in reducing the probability of unemployment.

Results 1991

Table 4.3 shows the result for the third quarter in 1991 with individuals 
who were observed since the third quarter in 1990. 

	 Being a man reduces the probability of being in the public sector 
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compared to women and the formal employment category. For other 
categories, the probability of being in a different sector compared to 
formal employment increases. Being married or in free union reduces the 
chances of being in the informal employment and unemployed groups 
compared to formal employment.
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	 Education levels generally reduce the probability of being in a cat-
egory different from formal employment, as the individual moves on in 
those levels. The exception is found in the public sector, where the more 
educated increases the probability of being in this category compared 
to formal employment. However, for the employer category, education 
levels are not significant in the highest, while for the group without 
payment only complete mid-school is significant, and for the case of 
unemployed complete elementary and mid-school are significant.

	 As for the position of the previous year observed in 1992, the main 
effect in all categories comes from the category where the individual was 
the previous year. However, different from the previously analyzed years, 
the main dynamics comes from the category without payment, while the 
same dynamics are introduced by the self-employment category for the 
years 1996 y 2004.

	 Being head of household reduces the chances of being in a cat-
egory different from formal employment. The variable of the ratio of 
individuals over 65 to those in a productive age in the household is only 
significant for the inactive group, where the probability of being in this 
sector compared to formal employment is reduced. The variable of the 
ratio of under 12 to those in a productive age is only significant for the 
categories without payment and inactive, where the probability of being 
in those sectors is reduced compared to formal employment. The vari-
able of other members of the household with social security from work 
is significant for the informal employment, employer, self-employed 
and without payment groups, where the probability of being in those 
categories compared to formal employment is reduced. 

	 Variable for the north region is only significative to reduce the prob-
ability of being in the informal employment, public sector and unem-
ployed categories. The center variable is only significative to reduce the 
probability in the informal employment, public sector and unemployed 
categories. The southern region variable is significative to reduce the 
probabilities of informal employment and unemployment.

General Findings
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From the two analyses in this section, we can get two important conclu-
sions. First, there seems to be a change in the labor dynamics around 
1994/95. Before those years, it seems like the labor dynamics came from 
the workers in the category without payment. After that period, the main 
source of dynamics among sectors comes from the self-employment 
category.

	 Age has an important role on the decision to join different labor 
categories. As we move forward in age groups, there is less probability 
of being in the formal employment sector generally. This has implica-
tions on the future of retirement programs. For instance, it was found 
that the younger workers have a higher probability of being in the formal 
employment category, but as they grow older they change to a job that 
has no social security, so they probably will not meet the requirements 
to rate and access a retirement in the future. We can also observe the 
incentives that younger workers have to increase their human capital 
if future perspectives do not look promising. As for education levels, 
the higher education is, the more probable it is to find the worker in the 
formal employment or public sector categories.

	 In the variables regarding household, there is no big relevance as for 
the number of individuals over 65, although there is evidence regarding 
those under 12 in the household reducing the probability of being in the 
formal sector. Nevertheless, we noticed a strong effect in cases where 
another member of the household has social security to have a higher 
probability of being in a formal job, which is congruent with other studies 
done for Latinamerica (See for instance Auerbach, Genoni and Pagés, 
2005). This indicates a possible use of the social household networks 
to have more information on the labor market, since there it is possible 
to find a high quest for some given employments through relatives, and 
results in something productive. It has been documented that those in-
dividuals who are looking for a job through relatives usually get higher 
job offers than those who use different sources of information (see Calvó 
and Ionnannis, 2005).

	 Having analyzed all characteristics of workers within the labor dy-
namics, it is important to wonder if those wage rewards between formal 
and informal workers [the different labor categories used in this book] 
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are relevant to consider that could be more attractive in the categories 
used.

Wage Premia and Income Levels

In this section, we develop a quantile regression, or a regression by level 
of income on the wage logarithm per hour based on a number of factors. 
The use of this type of analysis by quantiles allows us to learn how wage 
premia vary to education, and to the other labor categories that are used 
as part of this work in regards to a specific income level of the employee. 
This means we can learn about the wage premia received by a worker 
in informal employment based on a set of characteristics, whether the 
individual earns a low, medium or high income.

	 Koenker and Bassett (1978) proposed this type of regressions 
given the fact that the Ordinary Least Squares (OLS) are based only on 
the measure of the conditional distribution of the dependent variable. 
Quantiles allow us to learn the effects of the independent variables on 
the conditioned distribution, together with the media (Koenker, 2005).   

Quantile Regression 

A regression of the OLS is based on the mean of the conditional distribu-
tion of the dependent variable used in the analysis. This proxy assumes 
that possible differences in terms of the impact of the exogenous variables 
together with the conditional distribution are important. 

	 Nevertheless, this could mean insufficiencies in some research 
agendas. If exogenous variables influence parameters of the conditional 
distribution of the dependent variables in others more than the mean, then 
an analysis that ignores this possibility would be seriously weakened. 
(See Koenker and Bassett 1978). Unlike OLS, the regression models by 
quantiles allow a wide characterization of the conditional distributions 
of the dependent variable.3  

3 See Abadie et al. (2002) for a recent extention on quantile regressions, considering 
instrumental variables.
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	 Given a wages equation, the regression model by quantiles could be 
expressed like this: 

								           (1)

	 Where xi is the vector of exogenous variables and     is the vector of 
the parameters.  (ln w|x) denotes the    vo. conditional quantile of ln w 
given by x. la    va. Quantile regression, 0<    <1, is defined as the solu-
tion to the problem:

								           (2)

	 This is expressed as such:

								           (3)

	 Where         is the control function defined as

	 This problem does not have an explicit form, but it could be solved 
using linear programming methods. . Standard errors could be obtained 
through the bootstrap methods. (see Koenker, 2005).

	 The minimum absolute deviation (MAD) estimated in    is a particu-
lar case in this setting. This is obtained selecting   =0.5 (regression of 
the median). The first quantile is obtained selecting   =0.25 and so forth 
similarly. When there is an increase in    from 0 to 1, a sign of the whole 
distribution of y, conditional to x.   

Data and Variables

The data is obtained from the micro database of the ENEU and the ur-
ban part of the ENET. For this particular case, we will not be using the 
individual panel, but rather the total observations for the third quarter 
in 2004, 1996, and 1991. The categories without payment, unemployed 
and inactive are not included either, since they do not make an income 
and thus they cannot be part of an income function.
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	 The dependent variable is the logarithm of the labor income per 
hour. The independent variables being included are education (complete 
and/or incomplete elementary school, middle-school, high-school, and 
college) working experience and its squared, married, head of household, 
male, labor occupational groups, (informal employment, governmental, 
employer, self-employed) as well as controls of regions (north, center 
and south regions). 

	 In the following subsections, we will present the results for em-
ployees that have a working income in the age range of 18 to 65 years 
old. We will obtain results for the income function using the quantile 
regression, where common errors are calculated using the bootstrapping 
method. We will show results for income quantiles 10, 25, 50, 75, and 
90 for the mentioned age groups. 

Results

2004 Results

Table 5.1 presents the results for the urban part of the ENET 2004, third 
quarter of the year, in a quantile regression of the real labor income per 
hour. The results must be read as a wage premia for having a particular 
skill (explainable variables) in a determined place of the labor of the 
worker (income quantile)
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Table 5.1
Regression Results for Income Quantiles 2004 
Quantile

  R2	                            0.1385                  0.1422	 0.1752	                  0.2164	                  0.2188

N=100044. Standard errors in parentheses. Bootstrapping method is used. Significance levels 1, 5, 

and 10% respectively. Base categories: formal wage jobs, Capital region: female 
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	 In Figure 5.1 wage premia or returns to the estimated educational 
levels in table 5.1 are shown4.

Figure 5.1

Note: The rates are calculated comparing the previous educational level. 

	 From the chart, we can observe that returns to school tend to be 
higher when the income level of the employee is higher. The returns 
to the professional level increase the most as the level of income also 
increases. These are followed by the high school levels both complete 
and incomplete, which have similar levels to one another.

	 For the occupation categories, graph 5.2 shows the wage premia for 
occupations based in calculations made in chart 5.1, where the compari-
son base is the category of formal salaried position. We can observe in 
general that the categories improve their performance as the employee 
raises his/her income level. 

4 Calculated by dividing the change in the mid point of the year previous to the study 
in education level over the change of coefficient obtained in the regression of schooling 
and the following downwards.
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Figure 5.2

 

Source: Data based on table 5.1 Comparison category: formal employment. 

	 Individuals working in informal employment commonly receive a 
negative wage premia compared to individuals working in formal em-
ployment. Although their premia is increased, it is not until the highest 
income levels where they receive a similar premia to the ones received 
in formal employment. The self-employed individual receives a negative 
wage premia (in comparison to people in formal employment) until they 
reach the mid-range income levels, after that, their premia are comparable 
in size.

	 For government-employed individuals, the wage premia are positive 
throughout the income curve. They tend to increase in the mid-range lev-
els and start decreasing slightly in the upper-levels. The employer offers 
the highest premia compared to formal employment in the market. These 
premia are always positive throughout the working income curve and in 
the upper-income levels; they are around 60 percent of the premia. 
Looking back at table 5.1, we found that the married variable has a 
positive sign and it increases based on the income levels. The head of 
household variable is also positive in all levels. Men in this category 
have a positive wage premia over women and even though it increases 
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in the mid-range levels, it tends to decrease slightly in the upper-levels. 
For the regions variable, if an individual works in the northern region he 
has a positive wage premia over working in the capital city area (Mexico 
City and Metropolitan Area). This premia could range between 10 and 
12 percent as the working income increases. The mid-region does not 
have a significantly different premia from the country’s capital in the 
upper-income levels. For the southern region, the wage premia is nega-
tive at all levels, and it even decreases as the income increases. This is, 
for a worker in the southern region compared to a worker with similar 
characteristics in the Capital, the wage premia is negative and even larger 
if the worker is in the lower income levels.

1996 Results

Table 5.2 shows the results for the regression by income levels using 
the third quarter of the year in ENEU 1996 for the real labor income per 
hour as a dependent variable. 
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Table 5.2
Regression Results for Income Quantiles 1996 
Quantile

	 Table 5.3 shows returns to education by levels and they tend to be 
increasing if the income (quantile) level increases. The professional 
category has the highest returns, although they are very similar in the 
last two income levels. The highest educational levels (professionals and 
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high-school) grow the fastest as the level of income of the worker also 
increases, in contrast to the lower educational levels.

Chart 5.3

Note: The rates are calculated comparing the previous level of education.  

Chart 5.4 shows the wage premia by labor categories in 1996 and they 
are based on calculations in table 5.2. With the exception of government 
employees, the other categories have wage premia that increase as the 
working income curve also increases.
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Graph 5.4

 

Source: Data  based on table 5.2. Comparison category: formal salaried position. 

	 For this year, we have in chart 5.4 that individuals in informal 
employment have a negative premia in the labor income curve. Even 
though this negative premia is limited to the highest levels of income, 
in general it is significantly lower compared to formal employment. The 
self-employed workers have a negative premia compared to the formal 
salaried individuals until the mid-range level, after that, the premia turns 
into a positive one.

	 For the government-employed category, chart 5.4 shows a positive 
premia in the working income curve, which tends to increase slightly 
toward the mid-range income levels and decreases approximately half 
toward the upper-levels. The employer category has the highest wage 
premia compared to formal employment just as it turned out for 2004 
previously shown. In the lower income levels, the largest wage premia 
is given by the government sector.

	 For the married, the premia is positive and it increases slightly as the 
curve for working income advances. The heads of household also have 
a positive wage premia although it is the same throughout the curve of 
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income. Men have a positive premia compared to women, although it 
tends to reduce slightly in the higher income levels. The northern region 
gives a negative wage premia compared to the Capital if the worker is 
in the lower income levels, changing into a positive premia once the 
income starts growing. If the worker is in the mid-region, he will have, 
ceteris paribus, a negative premia compared to a similar worker in Mexico 
City. For the southern region, the premia is negative and significant at 
all levels of income, although it tends to decrease slightly in the upper 
income levels. 

Results 1991

Table 5.3 shows the results for the quantile regression using the third 
quarter in 1991.

Table 5.3
Regression Results for Income Quantile 1991
Cuantil
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	 The returns to education by levels shown in Figure 5.5 are grow-
ing with the quantile, although for the high school category it tends to 
decrease very slightly. Once more, the highest education levels tend to 
grow in their wage premia faster than in the lower education levels. For 
the lower income levels, the highest wage premia are in the high school 
category (complete), as for the highest income levels the professional 
levels offer a larger wage premia.

Figure 5.5

 
Note: The rates are calculated in base to the previous education level. 
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	 The wage premia for labor categories are shown in figure 5.6. With 
the exception of the government category, in all other categories there 
are growing premia as the income curve advances. 

Figure 5.6

Source: Calculations are based on figure 5.3. Comparison category: formal 
occupied.

	 Informal employment shows a negative wage premia in the lower 
levels and it is not until quantile 75 that it evens formal employment. It 
is significantly different and positive in the higher income group. For the 
self-employed, the premia is negative for the lower income level only, 
turning into a positive for all the other quantiles. This is quite different 
compared to the other years analyzed in this report, in which the mid-
range income group is where the premia turns positive. 

	 For those working for the government, based on chart 5.6, the premia 
is positive, although it is only slightly different to zero and not significant 
statistically speaking from the base of formal employment in groups in 
the upper income levels. The performance of government workers is the 
lowest and decreases faster than in the other years, 2004 and 1996. In the 
case of the employer category, the tendency for the previously analyzed 
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years persists, being positive and growing steadily. This is the highest 
yield from the labor categories.

	 Just the same as previous years, the married, head of household and 
male variables all have positive premia. The northern region shows a 
positive premia in comparison to the workers from Mexico City, while 
the southern region reflects a negative premia. For the mid-region, the 
premia are negative at both ends of the curve although not very signifi-
cant. Meanwhile, the premia are more significant and positive for the 
mid-range income levels. 

General Findings

From the analysis shown in this section, we can infer that returns to 
education levels are higher when the worker is at a higher income level. 
After 1996, it seems like returns to  lower education levels are reduced 
compared to the previous years, while the highest levels increase slightly. 
The effect seems connected to the increase in informal activities which 
causes a drop in the number of returns and an inefficient allocation of 
skills especially in the lower levels of education. (see Rodríguez-Oreg-
gia, 2005).  

	 Employer and government activities present the highest wage pre-
mia, while informal employment (no social security) have negative wage 
premia if compared to formal employment. Just the same, self-employed 
individuals have a negative wage premia (compared to formal salaried 
positions) if they are in the lower income levels, which tends to change 
once in the upper income levels.

	 As for informal employment, maybe the market does not offer a 
different job alternative, and the same for self-employment in the lower 
income levels. For the self-employed in the upper income levels, how-
ever, the market offers an alternative in this sector, where they receive 
a larger wage premia. Perhaps a focal point in terms of better working 
condition policies could be the integration of these groups (informal 
employment and self-employment in the lower income levels), which 
will be considered in the following section.  
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Conclusions 

This study aims to analyze the dynamics of the labor market taking as 
reference the informal sector of employment in different points in time. 
Especially, changes have been determined between labor sectors using 
transition matrices to determine labor mobility, as well as the socio-de-
mographic and labor historical effects than have taken place in decision 
of being in a specific sector, and the proportionate returns in sector by 
labor income.

	 The contribution of this study is clearly established in the understand-
ing of the dynamics followed by the informal sector and compared to the 
formal one. The relevance of the analysis is understood in the sense that 
a great part of the market takes place in the informal sector, diverting 
resources and skills to activities with little impact on productivity and 
growth of the country. Additionally, workers in the informal sector are not 
protected in terms of social benefits and their addition to the formal sector 
becomes relevant to policy making issues in the country. The understand-
ing of the dynamics of the informality stated in this study is also relevant 
for poverty fight policies, since poor families get their income almost 
exclusively from the labor market, generally from the informal sector. 
 
	 From the transition matrices calculated, we can learn there is limited 
labor mobility between categories, which seems to happen mainly among 
the same informal categories (without social security). The less educated 
have a higher tendency to move to the informal sector if their income 
levels are low, and so it happens with self-employed. Additional to lower 
education, these groups are known for a higher proportion of children 
under twelve at home and located in groups of older age. The dynamics 
of these informal groups with a salary and self-employed is originated 
mainly from the fact of staying in the same informal category, but having 
strong movements coming from those without a salary or unemployed.

	 This mobility is limited to informal categories within workers who 
are already located in these categories and does not allow an adjustment 
to labor offer, which leads to a vicious cycle of informality in these 
segments, taking it into a trap for individuals with jobs that offer lower 
premia for skills.
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	 The mobility mentioned above makes us think, first of all, that it is 
easier to enter the informal sector, and secondly, that there are barriers to 
enter the formal sector. Those barriers are mostly derived from regulations 
that mean a higher cost of employing in the formal sector (with social 
security),5 while the other part comes from a regulation framework that 
does not allow a broader creation of jobs (see Banco Mundial, 2004a). 
If integration policies from the informal to the formal sector are to be 
applied, there should be a coordination with the regulation framework 
and suggest improvements.

	 On the other hand, the limited mobility shown in the previous analysis 
is higher among informal categories, also derived from the access to some 
resources that can be necessary for a higher mobility to formal jobs (with 
a salary or self-employed, where wage premia for such characteristics 
are higher), where the resources considered are education, training and 
access to capital.

	 A basic requirement to have a higher mobility to formal sectors 
derives from equal opportunities to access education. Evidence in this 
paper indicates there is indeed a direct impact of education on mobil-
ity between labor categories, especially to the formal one. However, 
the distribution of education in general (not accounting for quality) is 
still uneven in the country, especially in higher grades of education. In 
fact, distribution has a regressive effect on higher levels, i.e. families 
with higher incomes take the higher benefits (see López-Acevedo and 
Salinas, 2000 and 2000a). These limitations will certainly keep affecting 
the structure of limited mobility in the Mexican labor market for some 
generations if labor policies are not coordinated with education poli-
cies.

	 Youngsters, as it was shown, seem to find a formal job more easily 
than adult workers, who usually find opportunities in the informal sector. 
If we link this to the fact that the Mexican labor market develops mainly 
in small or micro enterprises, it seems like the interest of companies is 
not given mainly by the creating of consistent skills for those companies, 
5 For instance:  Garro, Meléndez and Rodríguez-Oreggia (2005) find that there is an in-
crease of formal jobs related to diminishing contributions to social security in the 1997 
reform, but such increase in too little compared to the size of the total labor force.
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but in getting the jobs in which temporary learning and formality are ex-
changed to lower wages. In this case, labor policies focused on the most 
vulnerable groups to stay in informal jobs (less educated, older), cannot 
be non coordinated from those implemented to create small business, 
where apparently there are incentives to stay in the informality, without 
training nor incentives to acquire more skills.

	 Finally, this study has shown there are family nets that certainly have 
an impact on individuals obtaining a formal job, especially if another 
member of the family has already got a job of this kind. Funkhouser 
(1997) previously pointed that, for Guatemala, the decision of labor of-
fer and hence labor mobility, are partly based on the family, vicinity and 
common networks. Socialization channels of individuals in our country 
occur through home and, as stated in this study, influence the limited 
labor mobility of workers. 
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Appendix 

Transition Matrices by Age Group, 2003-2004

Transition Matrix 2003-2004. Ages 18-25

Transition Matrix 2003-2004. Age 26-35

Transition Matrix 2003-2004. Age 36-45
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Transition Matrix 2003-2004. Age 46-55

Transition Matrix 2003-2004. Age 56-65

Transition Matrices by Age Groups, 1995-1996

Transition Matrix 1995-1996. Age 18-25
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Transition Matrix 2003-2004. Age 26-35

Transition Matrix 2003-2004. Age 36-45

Transition Matrix 2003-2004. Age 46-55

Transition Matrix 2003-2004. Age 56-65
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Transition Matrices by Age Groups, 1990-1991

Transition Matrix 1990-1991. Age 18-25

Transition Matrix 1990-1991. Age 26-35

Transition Matrix 1990-1991. Age 36-45
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Transition Matrix 1990-1991. Age 46-55

Transition Matrix 1990-1991. Age 56-65
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