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Minimum Wage Policy Questions Persist

GAOQ examined the effects of the minimumwage
and found that while economic analysts
generally agree that it reduces total employ-
ment, they do not agree by how much
Although the mmnimum wage 1s generally
believed to help the poor, after GAO re-
viewed available statistical evidence, i1t was
unable to clearly determine how the min-
imum wage affects income distribution

GAO summarized the potential advantages
and disadvantages of several alternatives to
current policy suggested by the Minimum
Wage Study Commission, notably establish-
ing a youth subminimum wage and indexing
the minimum wage for inflation GAO also
examined employment tax credits
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ON LABOR AND HUMAN RESOURCES
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Tear Sheet

The Fair Labor Standards Act of 1938 fairst
established a minimum wage for many American
workers to ensure them of at least a minimal
standard of laiving In six major amendments to
the Act, the Congress increased the minimum wage
and the number of jobs subject to the Act's
minimum wage provisions. Today, the Federal
minimum wage 1s $3 35 per hour, and over 80
percent of nonsupervisory employees 1n private,
nonagricultural establishments are covered by
the legislation.

EMPLOYMENT EFFECTS OF THE MINIMUM WAGE

Looking at recent econometric studies of how
the minimum wage affects labor markets, GAO
found virtually total agreement that employment
1s lower than 1t would have been 1f no minimum
wage existed. This 1s the case even duraing
periods of substantial emplovment growth.

This finding 1s consistent with predictions
from economic theory.

The available studies do not present a gener-
ally accepted estimate of how many jobs are

lost due to the minimum wage. In 1ts report,
the Minimum Wage Study Commission surveyed

the current research and reported a rough con-~
sensus that a 10 percent increase in the minimum
wage would lead to a 0.5 to 2.5 percent decrease
in teenage employment relative to the employment
possible 1f the minimum wage remains unchanged.

The severity of the employment loss varies among
different age, gender, and racial groups in the
population. Teenage workers, for instance, have
greater Job losses, relative to their share of

the population or the employed work force, than
adults.

INCOME DISTRIBUTION EFFECTS
OF THE MINIMUM WAGE

The minimum wage exerts a less clear influence
over the distribution of income among workers,
households, and families. As the minimum wage
reduces employment (relative to the level that
would otherwise occur), some workers lose jobs
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or are unc.ie to tind jobs, anc thus lose 1income.
(Again, this i1income loss 1s measured relative to
the i1ncome that these workers would have earned
without a minimum wage law.) Moreover, as these
workers try to find jobs not covered by minimum
wage laws, wages 1n these jobs may become de-
pressed. At the same time, however, other workers
are earning more than they would without the mini-
mum wage. So they enjoy income gains.

Economic theory does not predict whether there will
be an overall gain 1n income or the extent to which
employment will be reduced, and empirical evidence
does not settle the matter.

ALTERNATIVES TO THE EXISTING STRUCTURE
OF THE MINIMUM WAGE

Under the 1977 amendments to the Fair Labor Stan-
dards Act, the Congress established the Minimum
Wage Study Commission to examine the "social,
political, and economic ramifications of the
minimum wage . «» + " (P.L. 95-151, Section 2(e)
(2)). The Commission's report (issued in May
1981) and 1ts working papers (released in July
1981) present a comprehensive review of the 1ssues
associated with the minimum wage and of the cur-
rent economic research on this topic. Most of the
Commission's recommendations concern 1ndustry
exemptions from the Fair Labor Standards Act.

GAO did not examine the arguments for and against
these recommendations. GAO did look at the Commis-
sion's recommendations concerning a youth submini-
mum wage and an indexed mlnimum wage.

In 1ts report, the Minimum Wage Study Commission
recommended against establishing a national
youth subminimum wage. Some observers have sug-
gested such a wage to lessen job losses among
teenage workers. This subminimum wage would be
lower than the conventional minimum to 1nduce
employers to hire teenage workers. The Commis-
s1on also decided not to suggest local experi-
ments with a youth subminimum wage.

Available economic evidence and analysis neither
support nor refute the recommendation against a
youth subminimum wage. The evidence does 1in-
dicate a high probability that the minimum wage
1s a substantial obstacle to employment among
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teenagers. A lower wage for teenagers may make
their emplovment more profitable and attractive
to emnlovers. On the other hand, this 1incentive
may become too attractive: Fmployers may substi-
tute teenage emplovees for adults. Since adults
are more likely to he the primarv earners 1in
households, this expense may not be socially
acceptable.

The Commission also recommended that the statu-
torv minimum wage bhe 1indexed, or adjusted, for
inflation. If the statutorv minimum wage does
not change 1n response to inflation, the earning
power of one hour's labor at the minimum wage
1s diminished. Indexing the minimum wade may
be the fairest and most efficient way of main-
taining a constant real purchasing power, or
income, for minimum wage workers. At the same
time, however, inflation without indexing less-
ens the real cost to the employer of hiring a
minimum wage worker, possibly leading to high-
er employment.

Suhsidizing the emnloyment of low-skilled lahor
by tax incentives has attracted some support as
another alternative to the minimum wage. The sub-
s1dy might he designed to relieve the disemploy-
ment effects of the minimum wage or, alterna-
tively, to be the cornerstone of a replacement
policy for the minimum wage. Just as there 1is
uncertaintv about how the gains and losses of the
minimum wage are distributed, there 1s also
uncertainty about how this option would change
the distribution of income or the substitution

of subsidized for unsubsidized employees. The
Commission made no recommendations concerning
employment tax credits.

LIMITS TO ECOMOMIC ANALYSIS
OF THE MINIMUM VIAGE

Rconomic analysis has definite limits in the mini-
mum wage debate. It can clearly tell that mini-
mum wage policy does cost society something: em-
plovment opportunities among low-skilled workers,
such as teenagers, are reduced. Likewise, eco-
nomic analysis points to the gains of the minimum
wage: workers with minimum wage jobs may earn
higher i1ncomes. Measurements made by economists
of these gains and losses are hecoming more pre-
cise and reliahle, but there still remains
1nadequate data and differing perspectives on the
relationship between wages, employment, unemploy-
ment, and the distribution of income. Even
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where reaconably precise measurerment 15 nossihle,
these henefits and costs are not evenly distri-
buted across the povnulation. Political cues-
tions of distributional fairness and social
policy hecome key elements 1n assessing minimum
wage volicy. These questions cannot be answered
through economic analvsilis alone.

OBJrCTIVES, SCOPFE, AND METHODOLOGY

GAO undertook this study at the request of the
Chairmen of the Senate Committee on Labhor and
Human Resources and the Subcommittee on Labor.
They asked GAQO to summarize the economic know-
ledge about how the minimum wage affects labhor
markets. This overview of the research, while
not exhaustive, also can provide a framework for
assessing future investigations 1n this area.

GAO did not solicit comments from executive
agencles. This report does not examine the opera-
tions of any agency nor does 1t recommend any
administrative or policy changes.

iv



DIGEST

CIIAPTER

1

BIBLIOGRAPHY

Contents

INTRODUCTION
Objectives, scope, and nethodology

MINIMUM WAGES: BACKGROUND
Mininum wage coverage and compliance
Level of minimum wages
Some characteristics of the low-wage
population
Summary

EMPLOYMENT EFFECTS OF MINIMUM WAGES
What changes has the minimum wage caused?
Basic theory of minimum wages
Extension of the basic model of
mninimum wage effects
Statistical estimates of employment
changes
General conclusions from empirical
studies: employment
Summary

MINIMUM WAGES AND THE DISTRIBUTION OF
INCOME
Summary

ALTERNATIVES TO MINIMUM WAGES
A youth subminimum wage
Full-time student differentials now 1in
effect
An i1ndexed minimum wage
Employment subsidies
Summary

CONCLUDING OBSERVATIONS

[e) O N = =

MO

13
13
13
17
19
20
24
25
27

29
29

31
32
34
35

37

38



TABLES
1 Minirmum wage coverage under Federal Fair
Labor Standards Act, 1938-1981
2 Real values of Federal minimum wages and
average hourly earnings 1in selected
industry groupings, 1947-1980
3 Wage and salary employment of persons at or
below the minimum wage by family incone,
May 1978
4 Wage and salary employment of persons at or
below the minimum wage by household rela-
tionship, May 1978
5 U.S population aged 14-21 years old, 1960-
1990
FIGURES
1 Comparison of minimum wage to average wages
2 Federal ninimum wages as a percentage of
average hourly earnings 1n selected indus-
try groupings
3 Distribution of employed wage and salary
workers at or below the minimum wage by
age, second quarter 1980
4 Effect of minimum wage on employment, rudi-
mentary model
ABBREVIATIONS
FLSA Fair Labor Standards Act
FTS Full-time student
P.L. Public Law
TJITC Targeted Job Tax Credit

11

11

30

10

15



CHAPTER 1

INTRODUCTION

Nespite the level of attention that minimum wage legislation
has attracted and the amount of research conducted to evaluate
1ts effects, analysts still do not agree on how extensively mini-
mum wvages affect emplovment and the distribution of income. Pro-
ponents of minimum wvage legislation argue that such laws ensure
that workers are vaid at least enough for a minimum standard of
living. O0Opponents counter that minimum wages destroy jobs by
making 1t unprofitahle for bhusiness to employ some low-skilled
workers.

Minimum wages are more important to some groups of workers
and emplovers than to others. While over 80 percent of employed
workers are covered hv the Federal Fair Labor Standards Act
(FILSA) minimum wage standard, many of those workers generally
earn more than the minimum wage. Ski1illed workers generally earn
higher wages than unskilled workers. 8So, for example, highly
ski1lled production workers 1in the primary metal goods industry
who earn S$8.97 an hour are not affected by minimum wages 1n the
same way as employces in retall trade who average $4.53 per
hour, with many earning just the minimum wage. ;/

Responding to a request from the Chairmen of the Senate
Committee on Labor and Human Resources and the Subcommittee on
Labor, we reviewed recent economic research into the consequences
of minimum wage legislation. We were asked to pay particular
attention to the final report of the Minimum Wage Study Commission,
released in Mav 1981, and the Commission's published research.

ORJECTIVES, SCOPE, AND METHODOLOGY

Our work has two objectives. The first 1s to examine the
emplovment and income effects of minimum wages. Among the
questions that we address under this topic are

1. Uhat changes 1n employment and unemployment, esvecially
among low-skilled workers, have minimum wages caused?

2. If some workers lose 7jobs (or are unable to find jobs) he-
cause of minimum wages, are the costs of these losses off-
set by the 1ncome agains enjoved by those whose 7ohs pay a
higher wage because of minimun wages?

3. Are the losses due to the ninimum waqge policy dispropor-

tionately borne hv anv particular group i1n the population,
such as teenagers?

1/Bureau of Labor Statistics, Handhook of Labor Statistics 1980,
Tahles 90 and 92 (pp. 184 and 186).




The second objective of this studv 1s to survey several pro-
posed alternatives to the existing structure of the minimum vage
and nresent brief assessments of their jJustifications. These
alternatives 1include a youth subminimum wage, an indexed minimunm
wage, and an employment tax credit.

This report does not present anv new research into the
economic effects of minimum wages. Tne overriding goal 1s to
oreagsent a framework and criteria for assessing the validity of
the freguently conflicting conclusions. Tt would have been 1mpos-—
sihle to examine every study that looked at minimum wages, and
studies will continue to be published after this report 1s 1issued.
Our framework puts the studies we assessed i1nto the context of
other re<earch, helps reconcile differences 1in analysis and con-
clusions, and provides a hasis for deciding how firmly a studv's
conclusions and recommendations are based.

Cur methodological approach 1s to review published research,
including hooks, monographs, and articles, that address the
primarv cuestions of this report. We rely heavily on economic
analysis.

Several criteria underlie our evaluation and review of this
research. First, the theoretical and conceptual explanation of
how minimum wages affect workers and employers must be logically
sound. This 1s 1mportant since it tells us what types of effects
we should cxocct, such as changes in employment levels. In some
instances, the theoretical analysis i1dentifies the general nature
of the effect, such as decreased employment in i1ndustries covered
by minimum wadge legislation. The theoretical analysis, however,
does not predict how large these changes will be, nor will it
nredict the direction of all changes. Economic theory, for in-
stance, cannot tell us whether the incomes earned by low-skilled
workers will increase or decrease following an 1ncrease in the
minimum wage.

The second criterion for evaluating the minimum wage 1s that
the data used and the analvsis performed must be consistent with
accepted statistical methodology and the methodology suggested by
economic theory. The data chosen for examination and the statis-—
tical methods selected for the analysis should not prejudge the
results. The story told by empirical analysis should be consist-
ent with the predictions of the theoretical analysis. If not,
and the differences are not adeguately explained, the empirical
results cannot he a persuasive basis for accepting the conclusion.

The report 1s organized as follows: Chapter 2 provides a
brief background for discussing minimum wages. It discusses
the intent of the Federal minimum wage law, the coveraqge of the
law, and the changes made 1n the level of minimum wages. Chapter
3 examines the employment effects of minimum wages. It first
survevs the predictions of economic theorv and then examines the
empirical research in this tomnic. Chapter 4 looks at how minimum
wages affect the distribution of 1ncome among households and



families, again considering hoth the theoretical predictions and
emoirical findings. Chanter 5 reviews several alternatives to the
current structure including, a vouth subminimum, an indexed mini-
mum waage, and employment tax subhsidies. Finally, chapter 6 pre-

sents our concluding ohservations.



CEAETER 2
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MINIMUM WACES: DBACKGROUND

lhe central aim of the Congress 1n setting ninimun wages 1s
to achieve and maintain minimnun livino stendards The Concress
felt that substandard wages or workina ccndéitions would ke Cetri-
mental tc workers and, sc, endanger tusiness:

The Congress finds that the exaistence, 1n indus-
tries engaced 1n commerce cr in the prcducticn cf ¢eceds
for cormmerce, of labor conditions detrirental to the
maintenance cf the mrininur stanrdard of livirg necessary
for health, efficiency, and ceneral well-being of work-
ers (1) causes commerce and the cbhannels and instrumen-
talities of ccrimerce to be used to spread and perretuate
sucn lakor conditions arcna the werkers of the several
States; (2) burdens cormerce and the free flow of goods
ir corarerce; (3) constitutes an unfair rethod of competi-
tion 1in ccrmerce; (4) leads to labor disputes burdening
and obstructing comrerce and the free flow of cocds 1in
cormerce; and (5) interferes with the orderly and fair
narketing of gocds in conmerce. 1/

hhile the Fair Labor Standards Act minimur. wage redulrement
does not apply to all workers, more reople are ccvered now than
when the Act became law in 1938. At that iime, the minimum wage
standard covered less than half of the nonagricultural and non-
supervisory workferce 2/ Coverace varied among different indus-
tries. Virtually all joks 1n service and retail trade 1industries
were excluded, as were agracultural jobs.

Starting in 1950, amendwents to the Fair Lakor Standards Act
expanded coverage. Today, 1t 1s estimated that 83.8 percent of
nonsurervisory employees are 1n nonagriculiural jcks covered by
the minimrum wage standard  Table 1 summarizes this expansicn.
The level of the minimum has alsc teen increased tltrouch a series
of amendments. 3/ A recent amendment, enacted in 1977, increased
the minimum wage to its current $3.35 per hour level. 4/

1/29 u.s.C. 202(a).

g/F. welch, Minimum Wages (wWaskington, D.C.: Arerican Lrterpraise
Institute, 1978), p. 3.

3/See welch (1978) for a sumnary of the arendnents Recent amend-
" ments have also extended coverage to sorme aaricultural jcts.
But the research we reviewed fccuses alnost exclusively cr nor-
agricultural employnent.

4/29 U.s.C. 206(a) (1).



Tab.a 1 )

¥Minimum Jage Coverage Lnder Federal
Fair Labor Standards Act, 1938-1981

Date
of Cnange 1n Milnimun pPercentage
jage Coverage Covered by FLSA
11/38 43 4
1/50 53 4
3/56 53 1
9/61 62.1
2/67 75.3
5/74 83 7
1/178 83.8
Source F. Wwelch, Minimum Wages (Washington, D C American

Enterprise Institute, 1978), o 3

The effect of minimum wage legislation on labor markets
depends on how limiting the law 1s in the wage setting process:
A law that covers few workers influences wages less than a law
mandating universal coverage Similarly, a minimum that 1s less
than the wage most workers would earn even 1f there were no legis-
lation does not matter as much as a substantially higher minimum.
Finally, how effectively the law 1s enforced will affect 1ts
significance.

MINIMUM WAGE COVERAGE AND COMPLIANCE

While the coverage of the minimunm wage affects 1ts importance,
coverage 1s difficult to measure. The coverage ratio--the per-
centage of employees 1n jops subject to minimum wage requirements--
1s the most commonly used measure, but 1t 1s not perfect. The
change 1n the coverage ratio depends on changes 1n the relative
supply and demand for labor in jobs covered and not covered by the
minimum wage. Changes i1n the corposition of the economy's output,
in technology, in labor force participation, education, and skills
could all influence the supply and demand for labor in covered and
uncovered Jobs.

The coverage ratio, as 1t 1s measured, cannot capture some
Tabor force changes attributable to minimum wages A hypothetical
situation helps 1llustrate this point Suppose 50 workers are
ermployed 1n each of two "sectors" of an economy and that a minimum
wage 1s 1mposed on one sector The coverage ratio then would be
50 percent (50 covered + 100 workers) If the minimum wage 1s
set higher than the prevailing wage, however, some workers will
lose jobs 1n the covered sector Some, though not necessarily
all, may get jobs 1in the uncovered sector For example, 1f 10
workers lose jobs and only 5 have been rehired i1in jobs not covered



by the minimum wage, then the coverage ratio 1s 42 percent (40
covered - (40 covered + 55 uncovered)] and the unemployment rate
1s 5 percent The coverage ratio, by 1tself, does not tell
whether such a change occurred Similarly, the coverage numper
does not show whether or not employers i1in the covered sector
change some 1obs from full- to part-time to save on labor costs

Further, since not everyone corplies with minimum wage laws,
the coverage ratio can be misleading. 1/ Some employers may find
1t nore profitable to risk fines and not pay the rinimum wage than
to pay the minimum. Others may not understand the requirement
If employees do not report a violation, the chances of 1t being
discovered may be fairly small, especially 1in some types of work
where employment agreements can be informal g/

One of the few studies on compliance concluded that "while
substantial, compliance 1s anything but complete.™ §/ Researchers
estimated that the overall compliance rate i1n 1973 was 69 percent,
that 1s, that 69 percent of workers covered by the FLSA minimum
wage provisions actually received at least the minimum wage g/
Compliance did vary armong different population groups In general,
compliance appeared to be higher armong workers where the "market
incentive to violate" the Act 1s strongest, 1.e., low-skilled
workers. 5/ (Teenage workers appeared to be the exception to
this finding, having compliance rates lower than adults ) The
authors noted that the Government's enforcement strategy targets
the employers with the greatest incentive to violate the law.

LEVEL OF MINIMUM WAGES

Several measures can show how lmportant the minimum wage 1is.
Since a minimum wage will not have any effect 1f 1t 1s set below
a level that workers would earn regardless of the legislation,
comparing the minimum with wages earned in different industries

1/In a GAO report, "Changes Needed to Deter Violations of Fair Labor
Standards Act" (HRD-81-60), substantial evidence of non-corpliance
with minimum wage (and other provisions) of the FLSA was found.

g/For example, some day labor 1s paid in cash The worker may
find 1t worthwhile to work for less than the minimum (1f the
job 1s covered by the FLSA) without the transaction being
recorded for tax purposes Such "underground" transactions are
extremely difficult to detect

;/O Ashenfelter and R Smith, "Compliance with the Minimum Wage
Law," Journal of Political Economy (1979), pp. 333-350.

4/The 95 percent confidence interval for this estimate 1s 63 to
75 percent.

5/Ashenfelter and Smith, p. 333



helps point out which industries are rnost likely to be influenced
by mininum wages.

Other measures also contribute to showing the effect of mini-
mum wages. Real minimum wages (1.e., minimum wage corrected for in-
flation), for instance, better measure how the minimum wage level
has grown over time than the nore familiar current dollar level.

A comparison between the annual incorie of full-time rminimum wage
employees and the poverty level of 1incorme can show how attractive
the wage actually 1s to low-income workers.

Table 2 conpares the Federal mininmum wage for three industry
groupings since World War II. As the table shows, manufacturing
industries have average wages that greatly and consistently exceed
the minimum. In those cases, the minimun wage does not matter as
much as 1t does i1in other i1ndustries. On the other hand, the
average hourly earnings 1in retail and wholesale trade 1is closer
to the minimun. So, the minimum wage should be more important for
trade than manufacturing. This 1s where we should expect to see
any effect from minimum wages

lakle 2

Real values cf Federal Mirirum hages
And Averace Hourly Larnings In
Selectec Incdustry Croupings, 1947-1986
(1972 dcllars) o

Average llcurly larr.nas

Minirum tholesale anco
Year  Vage a/  banufacturing  Services b/ Retail Trade
1947 0 76 2 29 c/ c/
1950 1 32 2 52 c/ c/
1955 117 z ge </ c/
1960 1 39 3 15 c/ c/
1565 1 62 3 39 2" 66 2 64
1970 1 73 3 63 3 04 2 94
1971 1 66 3 70 315 2 99
1972 1 60 3 82 3 27 3 05
1973 1 51 3 87 329 3 06
1974 1 72 3 81 3 23 3 00
1875 1 68 3 86 321 2 99
1976 175 3 96 3 29 302
1977 1 65 4 07 3 33 3 0€
1278 178 4 14 3 35 313
1979 179 4 12 3 30 312
1980 1 73 4 07 3 27 3 06
1981 1 73 41z 3 31 3 06

E/ngfest value of Federal tasic ririrnur wace durina calendar year

divicec by personal consurption expenciture irplicit price defla-
tor

L/This classification 1s the same as that cefined by the Bureau of

the Census toc ccver all service wor¥ers includino thcse empleoyed
in private householas

c/Data not collected until 1964



Figure 1 tells a similar story. It comperes the real value
of the ninimum wage with the nominal (current dollar) value and
with real average wages 1n manufacturing L/ First, the real
value of the minimum fluctuates nuch more than the nominal mini-
min. Second, the real minimum wage 1s closer to the real average
wage 1n manufacturing in some years than others We would expect
1t could be more important during those years, but 1t still does
not directly affect many workers, particularly in manufacturing
As figure 2 shows, the basic minimun 1s generally about half the
velue of the average hourly earnings in manufacturing and slightly
more than half the value of Lhe average hourly earnings 1n services
and 1n wholecale and retail trade.

FIGURE 1
COMPARISON OF MINIMUM WAGE TO
AVERAGE WAGES
DOLLARS
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1/The consumption expenditure deflator used in computing the

National Income and Product Accounts was used to deflate the
two wages.

affects earnings.
price 1ndices,

This measure best captures the way that inflation
The measure,
does have 1ts limitations,

like all similar deflators and
however



FIGURE 2

FEDERALMINIMUM WAGES AS A PERCENTAGE OF AVERAGE HOURLY EARNINGS
IN SELECTED INDUSTRY GROUPINGS
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Some characteristics of the low-wage population

Many social, demographic, and economic characteristics could
be used to describe the minimum wage group. Three i1mportant ones
are age, family income, and family relationships. These character-
1stics of minimum wage workers distinguish them as a group from
the general work force.

Figure 3 shows the age distribution of workers at or below
the minimum wage Nearly half of all such workers are under 24
years of age, while another 10 percent are over 60 The remaining
40 percent of workers receiving the minimum wage (or less) are
scattered more or less evenly between 25 and 59. Teenagers, with
31 percent, are the largest sub-group 1n the distribution.



Figure 3

Distribution of Employea Wage and Salary Workers At or Bslow the Minimum Wage
by Age, Second Quarter 1980

70 Years and Over

65 89 Years
60-64 Years

50 59 Years

16 19 Years

40-49 Years

30 39 Years

174
86

20 24 Years

25 29 Years

Source Giroy A Demographic Profile of Mimmum Wage Workers  (1981) Figure 2 p156

The allocation of low-income workers by total family income
1s shown 1n table 3. It 1s of interest that while one-fourth of
low-wage workers are i1n families with i1ncomes below $6,000, al-
most 40 percent have family incomes 1n excess of $15,000. l/
Clearly, minimum wage workers do not live only in poor families.

It has been suggested that large numbers of the low-wage
population are either wives or teenage children of the family
head, who 1s usually, but not always, primary earner 1in the
family. 2/ Table 4 shows that household heads make up only 27 3
percent of all minimum and subminimum wage workers while nearly
70 percent are either spouses or other relatives of the head
Moreover, less than 7 percent of all household heads who are
employed as wage and salary earners receive the minimum wage or
less

i/In 1978, the median family incone was about $16,000

E/The Cenuse Bureau defines the husband, 1f present, as the head
of the household irrespective of his earnings.

10



Table 3

Wage and Salary Employment of Persons At or Below the Minimum Wage
by Family incoms, May 1978

(Numbers in thousands)

Minimum Wage Workers?

All Total Below Minmum At Mimmum As % of All
Family Employed Minimum
Income Warkers' Number | Percent | Number | Percent | Number | Percent Wage Workers

(A)

All Workers? 65512 9229 141 4 805 73 4424 68 1000
Less than $6 000 5933 22N 383 1 305 220 966 163 246
$6 0N0 49 999 8375 1589 190 799 95 790 94 172
$10 000 $14 999 14160 1846 130 902 64 944 67 20
$15 000 $24 999 23327 2238 96 1130 48 1108 48 243
$25 000 $49 999 12538 1146 91 573 46 573 46 124
$50 00C and over 1178 139 118 96 81 43 37 15

Note Individual items may not add to totals because of rounding
‘Refers to wage and salary warkers only

2The minimum wage was $2 65 per hour in May 1978 Those working at the minimum include the interval $2 60 $2 69 to
acrount for 1ounding problems which would otherwise exclude workers who were reported as not earning exactly $2 65
Those workers earming less than $2 60 are included in the below mimmum group

3Refers to annual Income over the 12 month penod prior to the (May) survey This figure 1s somewhat less than the
repe ted level of wage and salary employment because about 1 4 million employed persons did not answer the question on
family meome

Source Cilroy op cit p178

Table 4

Wage and Salary Employment of Persons At or Below the Minnmum Wage
by Household Relationship, May 1978

(Numbers in thousands)

Mimimum Wage Workers?
Family Income All Total Below Minimum At Mimmum As % of All
and Household Employed Minimum
Relationship Workers! Number] Percent | Number | Percent | Number | Percent Wage Workers
|F}

Total 65512 9229 141 5035 77 4177 64 1000
Household Head 37427 2520 67 1585 42 935 25 273
Spouse of Head 15424 2470 160 1275 83 1195 78 268
Other Relative

of Head 10 754 3889 362 1,951 182 1928 179 421
Nonrelative
of Head 1912 353 185 234 122 119 62 38

Note Individual ltems may not add to totals because of rounding

'Refers to wage and salary workers only and excludes self employed and unpaid family workers This figure differs f:om
the 87 8 miion officially reported employed wage and salary workers in the Current Population Survey because it
excludes those self employed workers whose businesses were incorporated

*The minimum wage was $2 65 per hour in 1978 Those working at the minimum include the interval $2 60 $2 69 to
account for rounding problems which would otherwise exclude workers who were reported as not earning exactly $2 65
Those workers earning less than $2 60 are included in the below mimmum group

Source Gilroy op cit p 180

11



SUNMARY

The Fair Labecr Standards Act of 1938 first estaklished a
rinirur wage fcr riany Anerican workers. In six riajcr anendmerts
to the Act, the Conoress increased tkhe minirum wage and tkhe num-
ker of jcks subject to the Act's mininun wage provisions. Today,
the Federal ninaimun wage 1is $3 35 per hour and over 8C percent
of nonsupervisory employees in rrivate, nonagricultural establish-
rents work in jcbs ccvered by rinimum wage lecislaticn Since
minirur waces rave not keen annually adjusted fcr ainflation, their
real value has fluctuated ccnsiderably mecre than the ncninal cr
current dollar values. Coveraoce ratios also have limits 1n cap-
turing the lakor force effects of ninimur wages.
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CHAPTER 3

EMPLOYMENT EFFECTS OF
MINIMUM WAGES

Since the earliest analyses of how minimum wage laws influ-
ence choices made by employers and workers, there has been a
persistent fear that the higher wages earned by some workers come
at the expense of others who lose jobs. Employers may find it
unprofitable to employ some workers, particularly those without
experlence and skills, at the legally mandated wage. So, employ-
ers may fire some employees or, more likely, decide not to hire
some applicants or as many applicants as they might have 1f no
munimum wade law exlsted. Alternatively, some employers may cut
the hours worked by some minimum wage employees. The potential
loss of jobs 1llustrates the dilemma of minimum wage laws: Do
the benefits of higher incomes among some employees outweigh the
Joo losses and foregone employment opportunities of others? 1In
this chapter we explore the evidence concerning the employment
effect of minimum wages.

WHAT CHANGES HAS THE MINIMUM WAGE CAUSED?

The most rudimentary explanation of how minimum wages affect
employment points to job losses when employers find 1t unprofitable
to employ current workers or applicants. 1/ More sophisticated a-
nalyses extend this reasoning to recognize that some workers who
lose jopbs (or are unable to find jobs) when covered by the minimum
wage may find other jobs that are not subject to minimum wage
requlrements. Each of these theoretical explanations 1s discussed
in turn.

Basic theory of minimum wages

Employers decide to hire workers so that their product--
elther a good or a service--can be made and sold at a orofit.
The profit motive plays a critical role in the employer's decision
of how many workers to hire and/or what wage to pay. Workers,
similarly, base their job decisions on wages and salaries, job
conditions, and other variables.

While this rudimentary model of the market for labor services
obviously does not come close to telling the complete story of how
the 1nteractions of employers and employees lead to determining

1/For the remaining part of this chapter, the terms "job losses"
and "employment losses" refer not only to any job terminations
that result from i1mposing a minimum wage or 1ncreasing the
minimum, but also to potential jobs lost. Later discussion notes
that employment may continue to grow even after a minimum wage
1s 1mposed or 1increased. If that increase 1s less than 1t would
have been apart from minimum wage changes, the additional jobs
that are not created are counted as "lost" jobs.

13



employment levels and wages, 1t 1s good enough to depict some con-
sequences of minimum wage laws. While some features of this model
prevent 1t from being applied to the real world, its s.mplicity
highlights the nature of the results,

Figure 4 1s a convenient way to demonstrate the workings of
the basic model, The demand curve, DD, represents how much labor
service employers are willing to hire at a particular wage. (Labor
service can be measured either in the number of employees or the
rnumber of hours worked.) The supply schedule, SS, indicates how
much labor 1s available at different wages. The supply curve
slopes upward since more people are willing to work, and want to
work longer hours, when wages are high than when wages are low. 1/
Conversely, the demand for labor slopes down, since employers are
willing to hire less labor at higher wages than they are at lower
wages. Somewhere between the two, supply aid demand are balanced,
and workers and employers "agree" on the employment of L units of
labor services at a wage of W. This occurs at "e"--the equilib-
rium in the labor market.

When a minimum wage, M, 1s imposed, the old equilibrium can
no longer be reached., The equilibrium shifts to point el and
employment drops to L*. More people are willing to work, or work
longer hours, at the minimum wage, M, than at the o0ld equilibrium
wage, W. Employers, however, are not willing to hire all appli-
cants (or to employ them for as many hours), nor are employers
willing to hire as many workers al wage M as they were at wage W.
As a result, employment falls when the minimum wage 1s 1imposed.

While this simple textbook exercise obviously does not
depict the full operation of a labor market when a minimum wage
1s 1mposed, 1t points to two important results or consequences
of the minimum wage. First, employment will fall unless some-
thing changes employers' decisionmaking processes. (Potential
causes of such changes are discussed later in this chapter.)

Second, the predicted employment drop in jobs subject to a
minimum wage after the minimum becomes effective depends on how
steep the DD line 1s. Smaller employment drops are associated with
steeper lines, larger drops with less steeply sloped lines.

Steep lines show that employers do not vary employment demand as
much 1n response to wage changes as they would 1f the DD lines
were less steeply sloped. If employers are not very responsive
(in terms of changed employment) to wage levels, imposing a

1/Some empirical work suggests that the labor supply curve bends
" backward at some high wage level as potential labor 1s withdrawn
from the market. At high 1incomes, for 1instance, workers may
be unwilling to work additional hours and may prefer to take
more leisure time. Since we are primarily interested in low
skilled and low-wage workers, this phenomenon 1is not explored
here.
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EFFECT OF MINIMUM WAGE ON EMPLOYMENT
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minimum wage will cause less of a loss of jobs than 1f the employ-
ers' demands for labor services were more sensitive to wage
changes.

Economists measuvre this sensitivity to wages by estimating
the "elasticity of labor demand." This elasticity 1s defined as
the percentage change 1n employment demand divided by the per-
centage change 1in wages. The elasticity measure 1s better than
absclute estimates of employment change since elasticity estimates
are not confused by differences either in the units of measure or
the relative magnitudes. Employment, for example, 1s measured 1n
hours worked while wages are measured 1in dollars. Expressing both
employment and wage changes 1in terms of percentage change prevents
making potentially misleading estimates of how sensitive employ-
ment demand 1s to wages over a rande of wages. 1/ 1Inelastic demand
at the existing wage means that a rise in the minimum wage would
cause a relatively smaller (possibly much smaller) fall in employ-
ment. In other words, with 1nelastic demand for unskilled labor,
the number of people empioyed at the minimum wage 1s not very re-
sponsive toc changes in that wage. Consequently, the more inelastic
1s the demand, the smaller are the employment effects and, thus,
most other effects attributed to a rising legal minimum wage. 2/

Elasticity estimates also guage the effect of minimum wages
on the 1income of workers., If the estimated elasticity of labor
demand shows 1t to be 1nelastic, for example, workers' total in-
comes wlll jump when a minimum wage becomes effective. (Income
earned under a minimum wage (M times L') 1s greater than income
earned 1in the absence of a minimum wage (W times L)). Referring
back to figure 4, suppose that "labor units" are measured 1in hours
of work. We know from the figure that after the minimum wage 1is
raised employers will reduce the number of hours employees work.
BEven though workers earn more, 1ndividually and as a group
employment must fali. Economic theory, however, does not predict
how much 1t will fall. Estimating the size of the fall 1s a
statistical task, using the available data on labor markets.

l1/Elasticity estimates are fairly easy to interpret. Since the

" demand for labor falls as wages rise, the elasticity will be a
negative number. If the elasticity 1s less than -1 (such as
-1.5), then demand 1is said to be elastic. In the example of an
estimated elasticity of -1.5, a 1 percent increase in wages will
lead to a 1.5 percent decrease in employment. Conversely, 1if
the elasticity 1s greater than -1 (but less than zero), labor de-
mard 1s inelastic. An elasticity estimate of -0.5, for instance
tells that a 1 percent increase 1in wages will lead to a 0.5 per-
cent decrease 1n employment.

2/strictly speaking, these comments about the responsiveness of
employment to changes in the minimum wage are true only for
relatively small changes 1n the minimum wage.
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Elasticity estimates are key pieces of information 1in assess-
ing the effect of minimum wages on labor markets. Recently, the
method of estimating the elasticity of demand for labor has become
more sophisticated. The estimating methods allow the researchers
to control for variables other than wages that affect labor demand
so that the elasticity estimate 1s not clouded by changes 1n these
other variables. Among the variables considered 1in these more
sophisticated studies, but not discussed above, are

--the existence of jobs not covered by minimum wage laws,

--variations 1n the level of economic activity that help
explain employer demand for labor, and

--di1fferences among workers and employers, such as differ-
erces 1n the employment of teenagers relative to adults
or skills required of workers by employers.

Despite these improvements, estimating the elasticity of labor
demand 1s both difficult and subject to measurement errors. Some
of these problems will be discussed later. 1Imprecise elasticity
estimates are one of the reasons for the continuing lack of a con-
sensus on the effects of minimum wage legislation.

Extension of the basic model
of minimum wage effects

The basic model just outlined must be modified to include the
reactions of employers and their employees 1in occupations or busi-
nesses that are not covered by the minimum wage. The "covered"
sector will react, at least initially, in the same way as shown 1in
earlier discussion centered around figure 4., As employees or work
hours become too expensive to the employers, they will shed workers
or reduce the number of hours that emplcyees will work. Employers
not subject to minimum wage rules may hire some of the displaced
workers, (The "displaced" or "disemployed" workers 1include both
those fired and those forced to work shorter hours.) The workers
displaced by the minimum wage may try to find new jobs (perhaps
second jobs) 1in the uncovered sector. The influx of workers into
that sector, however, may lower wages there so much that some dis-
placed workers may decide to be voluntarily unemployed until jobs
open up 1n the covered sector (at the higher minimum wage).

If some workers lose jobs because of minimum wages and decide
to try for jobs not covered by minimum wages, how many will be
successful and what wages will they earn® Economic theory has not
predicted how many workers, i1f any at all, will "transfer" from one
sector to the other. But, the expanded supply of workers seeking
jJobs 1in the uncovered sector leads us to predict that wages there
w1lll fall, althougn we cannot say by how much. The number of
workers who successfully transfer and the wages they will receive
are empirical issues that have not been carefully investigated 1in
the literature.
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Skills and jobs

A second feature of labor markets not adequately considered
in the simple model 1s the diversity of the labor force. There
was no discussion of differences among workers--in terms of experi-
ence, skills, and training.

Incorporating differences 1in skill levels 1into the empirical
analysis of how minimum wages affect labor markets 1s difficult
because there 1s no generally accepted way to fully and objectively
measure worker skill. Since no "perfect" measure exists, research-
ers have used several variables as "proxies," (variables that try
to capture the essence of the unmeasurable skill variable). 1In
some studies that observe the behavior of individual workers, years
of experience can be an adequate proxy. More commonly, studies
that track the number of employed workers over time break employ-
ment 1nto categories determined by the age, race, and sex of the
employees, and the researchers focus on how each group fares over
time in the labor market. Finally, a time trend (1.e., 1, 2,

3, . « .) 1s often i1included to capture steady growth 1i1n labor skill
(for the entire population) over time.

Labor force "tightness" and participation

Our earlier discussion of the simple labor market rested on an
assumption that the supply and demand curves (SS and DD in figure
4) 7o not change over time., 1In reality, the supply of and demand
for labor services, especially for a particular type or quality of
labor or 1ir a specific industry or firm, does shift., Employer de-
mand for teenaged labor, for instance, will probably fall when
adult uremployment 1s growing. Less experlenced workers and teen-
agers are more likely to be fired or laid off. Several variables
are used to account for these types of shifts and changes that
underlie the labor market.

Frequently, adult unemployment 1s used to measure how "tight"
a labor market 1s at a particular time. When adult unemployment
1s high, for 1instance, employers have more opportunity to hire
adult workers rather than teenagers. Adults are preferred over
teenagers, by some accounts, as more experienced and reliable em-
ployees. Conversely, when adult unemployment 1s low, fewer adults
apply for jobs, So, teenagers, who may not have been hired other-
wise, are more likely to be employed.

A related variable incorporated in the analyses 1s the labor
force participation rate. It measures the percentage of a popula-
tion group (such as teenagers) that 1s 1n the labor force, 1.e.,
either employed or actively looking for a job. The participation
rate helps tell how "tight" the labor market 1s and how well work-
ing competes with alternatives. 1If the labor force participation
of teenagers 1s low because of school enrollment, this limits the
supply of labor services that teenagers are willing to provide--
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fewer teenagers chase the available jobs. Fluctuations in the
partilcipation rate, such as the seasonal jump 1in labor force par-
ticipation of teenagers during summer months, will affect how many
teenagers are employed.

Finally, shifts i1n the demand for the goods and services
produced by a firm, industry, or the Nation, create changes 1n the
labor market. During periods of growth, employers increase hiring.
The opposite happens during slack periods in the economy. 1/ 1In
estimating the effects of changes of minimum wage policy on employ-
ment levels, demand for final output has to be considered. Nation-
al income 1s a commonly used variable for this.

STATISTICAL ESTIMATES OF EMPLOYMENT CHANGES

As the earlier discussion explained, the estimated elasticity
of demand for labor services 1s the key to explaining labor market
reactions to a minimum wage. While this estimate cannot stand
alone, 1t 1s an integral part of the full explanation, which 1s why
our discussion of the empirical research i1nto minimum wages focus-
ses on the elasticity 1ssue.

Before summarizing the conclusions drawn from the empirical
research, several points ought to be made about the way that we
measure employment effects of minimum wages., First, we see
the elasticity estimate as a measure of the percentage change 1in
the number of jobs resulting from either imposing a minimum wage
or 1increasing the mandated wage. Finding that the research consis-
tently measures some jcb loss does not mean that we ought to expect
declining levels of employment over the history of minimum wage
laws, however. The estimated job loss 1s measured relative tc the
level of employment that would probably have existed had there not
been a minimum wage. Thus, total growth in employment does not
contradict the estimated job loss; the estimate simply means that
the job growth 1s not as high as 1t would otherwise have been. 2/

Second, we are looking primarily at employment, not at
unemployment. The two are not necessarily opposite sides of the
cown. If minimum wages attract new workers to the labor market
and these people do not find jobs, they are counted as unemployed.

1/When economists refer to the demand for labor services as "de-
rived demand," this means that the demand for labor 1s derived
from (or based on) the demand for final output.

2/Another way to look at this involves the ceteris paribus assump-
tion (all else held constant) frequently used in economic analy-
s1s. Suppose that population, national income, etc. did not
change the demand and supply of labor: how would a minimum wage
effect the outcome of the labor market? Holding all other fac-
tors constant, the level of employment would fall.
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Conversely, those who stop looking for 7jobs because no employers
will pay the minimum wage are not counted as unemployed. 1/ Ei-
ther way, the effect of minimum wages on unemployment rates 1is
not only difficult to measure, the effect cannot be counted on to

portray all the consequences of minimum wages.

General conclusions from empirical
studies: emplcyment

Several general conclusions about the employment effect of
minimum wages can be drawn from the extensive empirical research:

--Employment 1s lower than 1t would have been had there been
no minimum wage.

--Different groups of workers experience different job losses
as a result of minimum wages., Teenagers seem to experlence
relatively higher employment losses than adults. Race,
however, does not seen as important a distinction among
workers as does age 1in measuring the consequences of mini-
mum wages.,

The avallable studies do not present a generally accepted
estimate of how many 20bs are lost due to the minimum wage, In
1ts report, the Minimum Wage Study Commission surveyed the current
research and reported a rough consensus that a 10 percent 1ncrease
in the minimum wage would lead to a 0.5 to 3.0 percent decrease 1n
teenage employment relative to the emplcoyment possible 1f the
minimum wage remains unchanged. This suggests that the demand for
this type of labor 1s quite 1nelastic.

In both 1ts final report and 1n the research conducted by
1ts staff, the Minimum Wage Study Commission extensively examined
and ably summarized the econometric evidence relating to employ-
ment effects of minimum wages. 2/ Thelir surveys compliment other
recent surveys of the 1ssue. 3/ Rather than repeat their work, we

1/People who are out of work and are not actively seeking
employment are not considered part of the labor force. This
"discouraged worker" problem 1s one of several 1ssues that
make unemployment stalistics hard to interpret.

2/Sce Chaptcr 2, "The Employment and lnemployment Effects of the
Minimum Wage,” in the Report (Washington, D.C.: G.P.O., 1981)
ard C. Brown, C. Gilroy and A. Kohen, "EEfects of the Minimum
Wage on Youth Unemployment and Unemployment," 1in Report of the
Minimum Wage Study Commission, vol, 5: Effects of the Minimum
Wage on Employment aad Unemployment (Washington, D.C.: G.P.O.,
1981.}

3/Such as R. Goldfarb, "The Policy Content of Quantitative Minimum
Wage Research,™ Proceedings of the Industrial Relations Associa-
tion, 1974,
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have decided to highlight the results of one study. James Ragan's
examination of how minimum wages affect labor markets, particular-
ly youth labor markets, was chosen as a well-known, recently
published study that embodies many features of other work. 1/

Ragan 1nvestigates two reactions to minimum wages. First,
"because coverage 1s 1ncomplete, some youth displaced from the
covered sector may obtain employment with uncovered firms, but,
as long as others do not, the fraction of youths employed will de-
cline." 2/ Second, unless the labor force participation rate of
teenagers (1.e., the percentage of teenagers in the labor force)
decreases sufficiently to counter this effect, measured unemploy-
ment rates wi1ll 1ncrease. Ragan tests the unemployment rate change
indirectly by using participation rate and employment changes to
estimate changes in unemployment,

Two equations form Ragan's model. One portrays the percentage
of teenagers (between 16 and 19 years old) who are employed as a
function of

--adult unemployment,
--minimum wages (using a variable discussed below),

-—employment of teenagers in a manpower program (the
Neighborhood Youth Corps),

--the ratio of the population aged 16-19 to the population
(a measure of the availability or supply of teenagers), and

--seasonal adjustments (to capture the bulge of teenagers 1in
summer jobs).

In the second equation, teenagers' labor force participation 1is
determined by the same variables.

Ragan concluded that (1) minimum wage legislation reduces
teenage employment and increases the unemployment rate of teen-
agers, (2) teenage entry into the labor force 1s not greatly
affected, and (3) job losses may be more severe among non-white
males than among other population groups.

The conclusions are based on the estimated elasticity of
demand for labor services. Ragan estimated that this elasticity
ranges from roughly -0.1 to -0.75 for males depending on age,
race, and school status of the individual. For example, the elas-
ticity of demand for the labor services of males aged 18 and 19

1/J. Ragan, "Minimum Wages and the Youth Labor Market," Review of
Economics and Statistics, vol. 59, no. 2, May 1977, pp. 129-136.

2/Ibid. p. 129.
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years old and enrolled in school 1s ~0.75. This means that a one
percent 1increase i1n the minimum wage (such as from $2.00 to $2.02)
would decrease the share of teenagers employed by three quarters
of a percent. (Hypothetically, 1f 60 percent of the teenagers 1in
this class worked before the minimum wage, this would indicate
59.55 percent would work following the minimum wage.) The one
estimated elasticity falling outside the range 1s for non-white
teenagers 18 or 1% years o0ld and enrolled in school. The estimate
tor them 1s -1.02: If 60 percent of these teenagers were working
before min/mum wages, 59.38 will work after minimum wages are
imposed.

Several cautions i1n applying Ragan's estimates are necessary.
First. his results are statistical estimates and have asscciated
errors. This cannot be avoided in any form of statistical or
econometric work.

Second, there 1is some room to question the measure of minimum
wages that Ragan (and others) use. The minimum wage variable, in
1ts simplest form, 1s defined as

MIN =  CM_
W

where MIN 1s the variable used to measure the eftect of minimum

wages on employment, C 1s the coverage ratio (the percentage of

all jobs that are subject to minimum vage legislation), M 1s the
statutory minimum wage, and W 1s average hourly earnings of non-
supervisory workers in private, nonfarm establishments,

Two problems may arise by using this variable. First, putting
tne coverige and the level of the minimum wage law 1nto the same
varietle makes 1t difficult to disentangle their separate effects.
1f coverage were decreased by 10 percent, for instance, would that
have the =ame effect as decreasing the statutory wage rate by 10
percent?® The use of this MIN variable implicitly assumes that
these effects would be equal. No basis tor this 1s tound in the
theory ot minimum wages, however, and the i1mplicit assumption 1s
noc statistically tested.

Even 1t the coverage and statutory minimum wage variables
were considevred individually, a second problem remains. The
statistical estimates of the elasticity of demand tor labor ser-
vices are obtained from multiple regression analysils, a statistical
method that estimates how a change in the level of one vdriable
(the i1ndependent wvariable) 1in turn changes the level ot another,
dependent variable. In this case; the regression estimates changes
in employment due to changes in the minimum wage.

Properly us.ng regression analysis entails several condi-
tions. Ore condition, in terms of the studies examined here, 1is
that the values of the coverage ratio and the statutory minimum do
not depend on each other.
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As noted 1in the earlier discussion of how minimum wages will,
in theory, influence employment, the implicit assumption that cov-
erage and the statutory minimum wage are not linked to each other
1s open to challenge. The minimum wage, in fact, can lead to re-
allocation of labor from covered to uncovered jobs and to a loss
of covered jobs. Since the coverage ratio 1s the number of covered
jobs divided by the total number of jobs, changes in the statutory
minimum wage occur simultaneously with changes 1in the value of the
coverage ratio. The multiple regression technique thus was not
properly applied and the elasticity estimates provided may not be
accurate. 1/

Differences 1n the way that researchers deal with coverage
underlie some of the ditferences 1in estimates ¢f how minimum wages
affect employment. In a frequently cited study, Gramlich used a
variable that measured whether there had been a change in the
statutory coverage during a quarter. 2/ (Gramlich's variable also
avoided the joint determination problem of using both the coverage
ratio and the statutory minimum wage.) Gramlich's estimates of the
elasticity of demand for teenage labor are, like Ragan's, generally
in the 1nelastic range (1.e., a one percent increase 1n the minimum
wage w1ll lead to less than a one percent drop in employment).

This finding of 1inelastic demand for teenage labor, however,
1s not borne out by all research. Moreover, 1t cannot necessarily
be extended to all minimum wage employment. Other reasons that
could explain the different results found by capable researchers
are using different data, expanding the same data to include
additional years, or including alternative measures of labor market
tightness or total economic activity. 3/

1/In econometric terminology, this problem 1s called "simultaneous
equation bias." The estimated elasticity of demand for labor
services 1s sald to be biased, 1.e., either too high or too low.
We have no firm basis for predicting which way the bias pushes
the estimate. Alternatives to the conventional multiple regres-
sion technique, called simultaneous equation techniques, are
required 1in this situation.

2/B. Gramlich, "Impact of Minimum Wage on Other Wages, Employment,
and Family Incomes," Brookings Paper on Economic Activity 1976:
Z, pp. 409-45.L¢

3/Most studies are based on time series data on employment and
wages. A common problem in such analysis 1s that all the 1inde-
pendant variables demonstrate the same trends over time. This
situation (called multicollinearity) makes 1t difficult to tell
the i1nfluence of one independent variable from that of another,
so the statistical estimates frequently change with the addition
of more data.
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SUMMARY

Econometric research into the employment effects of minimum
wages 1ndicates that some jobs are i1nevitably lost due to minimum
wages. Even when employment is high, the number of jobs in the
economy 1is less than 1t would have been had no minimum wage
existed. The size of this employment loss, however, 1s not clear-
ly 1dentified by the existing research.

Most recent research on teenage employment shows an 1inelastic
demand for teenage labor. This suggests that the percentage 1in-
crease 1n 1ncome received by those teenaged workers who retain
their jops after an 1ncrease 1n the minimum wage exceeds the 1income
loss to those who lose their jobs. This provides lattle consola-
tion to the newly unemployed, however. More importantly, estima-
tion problems cloud the reliability of those elasticity estimates
for lLeenage workers. At the same time, labor markets for other
mirimum wage workers may not exhibit the same elasticity as found
for teenagers. The severity of the employment loss varies among
different age, gender, and racial groups in the population. Teen-
age workers, for instance, are subject to greater job losses,
relative to their share of the population or the employed work
force, than adults. Relatively lower job skills and experience
provide some explanation of why this happens.

24



CHAPTER 4

MINIMUM WAGES AND THE DISTRIBUTION OF INCOME

The concept of a legal minimun wage has always been strongly
tied to the 1dea of a "living wage." That 1s, the wage rate
should be high enough so that people, by working hard, can earn
enough to provide a living for themselves and their families.
Over time, the "living wage" concept has changed to reflect cur-
rent concern with poverty--people who work hard should be 3aple to
earn enough to keep themselves and their families out of poverty.

While this argument helped to establish a legal minimum wage,
most analysts agree that the law has had little measurable effect
on i1ncome's overall distribution. Moreover, even the direction
of the effect 1s unclear. As indicated in the discussion of
employment effecis, i1ncreasing the minimum wage or expanding the
coverage will increase the income of those workers whc keep their
Jobs. Put other workers' incones will probably fall as they be-
come unemployed or move to a Job in the uncovered sector. Even
ignoring the possibility of "ripple" effects for higher paid
workers, when increases 1in the minimun wage lead to increases 1in
other wages, the net effect of an .ncrease i1n the mMinimum wage
level or coverage 1is i1ndeterminate, with some low-wage earners
gaining and others losing.

Some recent studies have looked at other dictribuvtional
consequences of the minimum wage apart from these employnent-
related effects. Here, too, the effectiveness of 1ncreases :n
the minimum wage as a means of reducing poverty and 1increasing
equality has been minimal and contradictory. As with most studies
of income distribution, the results depend heavily on how the
recipient unit and the income concept a2re defined. Several exam-
ples will show the importance of these definitions, and at the
same time, the reasons why changes in minimum wage legislation
are not very effective in reducing income 1inequality.

The two income definitions that we use are earnings, or
that part of incone received as wages or salaries, and total
income, defined as all money incowe from any source, including
wages and salaries, property income, or transfer payments. Re-
cipient units, or income receivers, are defined as persons and
families (1.e , a group of people living together who are ro-
lated by blood, marriage, or adoption). Given these definitions,
we can look at the effects of changing minimum wage laws on
three different distributions: the distribution of personal
earnings, the distribution of personal income, and the distribu-
tion of family income.

Of these three distributions, changes in the minimun wage =are
most likely to affect the distribution of personal earnings since
how much a person earns 1s highly dependent on how much he/she
makes 1n wages. So, to the extent that raising the minimum wage
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narrows the wage spread, more equality in the distribution of
personal earnings will result. A worker's wage rate, however,
1s only one of two determinanis of his/her earnings. Total
earnings equal the hourly wage times the number of hours worked.
A high-wage earner who works part-time or part-year can still
have relatively low earnings, and his or her earnings would

not be affected by any change in the minimum wage.

Distributions of earnings or i1ncome are a way of approxi-
nating how material well-being 1s distributed By making a
widely-accepted value judgment, 1t 1s possible to say that more
equality 1s better than less, or that i1ncreasing the share re-
ceived by the poorest part of the population i1s socially
desirable Unfortunately, wbhile the distribution of personal
earnings 1s closely linked with the wage rate, 1t 1s a poor proxy
for the distribution of material well-being. Somewhat better 1is
the distribution of personal i1ncome

People recelve 1ncome from many sources besides wages and
salaries. In our society, many people receive transfer payments
from the government. These transfers come in many forms--social
security, various welfare payments, aid to families with dependent
chilaren, and veterans benefits People also receive income from
divideads and profits. The sum of all these kinds of income 1is
called personal income. Thus, the link between the level of the
minimum wage and the distribution of personal income 1s less well
infined than that between the minimun wage and personal earnings

The link between the minimum wage earner and total income
becomes even more remote when income 1s defined as total family
incone--1 e., the sum of ail income types received by all family
members Many minimum wage workers, part:cularly teenagers and
working wives, live i1in families with relatively high total in-
comes Carolyn Shaw Bell found that "nearlv two-thirds of all
low wage workers, in 1977, lived in families with i1ncomes above
$15,000; over 40 percent in families with 1ncomes ahove
$15,000 " 1/ Clearly, increasing the minimum wace to reduce
poverty would not be appropriate here. It would simply 1ncrease
Lncomes for many families already far above the poverty level

Since 1973, eight studies have focused partiaily or com-
pletely on the distributional effects of mininum wage leoisla-
tion. g/ But seven of these studies i1gnored both the employment

L/In 1977 the median family income was about $16,000 "Minimum
Wage and Personal Income," in The Economics of Legal Minimum
Wages, Simen Rottenberqg, ed., Amcrican Enterprisc Institute.
Washington, D C., 1981, pp 455-462

g/Vo]ume 7 of the Report of the Minimum Wage Study Commission
includes three of these siudies Johnson and Browning; Behrman,
Taubman, and Sickles; Datcher and Loury The volume's
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effects of minimum wages and, 1n most cases, such ripple effects

as may exist. 1/ Not considering the distributional effects of
employment losses caused by increases in the minimum wage 1s likely
to give a distorted picture of the effect of minimum wages on the
distribution of i1ncome.

The conclusions of these studies were varied Linneman con-
cluded that the effect of minimum wage laws "1is to weaken the
economic status of those at the bottom of the distribution of
earnings." 2/ Other studies found either no effect on the distrai-
bution of income or on poverty or that the effect was "inconclu-
sive." A slight equalizing effect was found by Kelly 3/ and by
Johnson and Browning who said "When considering both costs and
benefits, 1ncreasing the minimum wage by 22 percent {(and assuming
no disemployment) has an equalizing effect on the distribution of
household income, but the effect 1s extremely small." They further
conclude that "the minimum wage [1s] a very weak redistributive
policy." 4/

Obviously, there 1s not a clear consensus on how the minimum
wage 1s affecting the distribution of income and poverty. We
believe that such relationships as may exist will prove to be
weak and the effect, whether positive or negative, to be small.
We need more research that better i1ncludes all the minimum
wage effects bearing on the distribution of income, especially
disemployment. Only then will a stronger conclusion be possible.

SUMMARY

According to the available economic evidence, the distribu-
tion of i1ncome has not been substantially affected by the minimum
wage. Some workers gain by receiving higher incomes when 1ncreases
in the minimum wage raise their wages. Other workers lose income,

introductory paper, by Kohen and Gilroy, summarizes these three
studies as well as five other studies completed since 1973:
Bell (1981); Gramlich (1976); Kelly (1976); Parsons (1980);
Linneman (1982).

1/An exception is the paper by Behrman, Taubman, and Sickles whose
conclusions represent a net effect of all the changes resulting
from changes 1n the minimum wage. Unfortunately, their study
has received considerable criticism and, i1in any case, their
findings are mixed and inconclusive. See Kohen and Gilroy,
pp. 6~7 and, 1n the same volume, comments by Barth, Caain,
and Rottenberg.

2/Linnenan, p. 30.
3/See Kohen and Gilroy, vol. 7, pp. 3-4.

4/Johnson and Browning, p. 57.



however, if they lose their joks or have to work fewer rours as a
result of an increase 1n the rinirmunm wace.

Even vhen akstractirg
from these employnent-related effects by assuninc no jck losses,

econorric studies can find no clear evidence that ircreases in the
nininur wage result in more income equality.
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CHAPTER 5

ALTERNATIVES TO THE EXISTING STRUCTURE
OF THE MINIMUM WAGE

In this chapter, two alternatives to the structure of the
minimum wage are examined. a youth subminimum wage and tax sub-
si1dies to encourage the hiring of low-skilled workers. In addi-
tion, we also consider indexing minimum wages to maintain their
value relative to other vages. This proposal, while not an
alternative, was recommended bv the Minimum Wage Study Commis-
s1on as a desirable change to the present minimum wage system.
The Commission decided against recommending a youth differential
or subminimum wage. An economlc analysis of the efficacy of these
alternatives and options has to be somewhat equivocal, since
economic arguments can be mustered for each side.

A YOUTH SUBMINIMUM VWAGE

A yvouth subminimum wage volicy would set a wage below the
current minimum. Farlier discussions of the employment changes
attributahle to the minimum wage noted that teenagers appear
to suffer the qreatest job losses. But 1f employers were able
to hire teenagers at a submiminum wage, the job loss among teen-
agers might be reduced. So, the 1ssue of a youth differential
or subminimum has attracted considerahle attention.

Proponents see high emnloyment of teenagers to be the prin-
cinal advantage to this scheme. It recognizes that teenagers are
probably new to the job market and may not have the necessary job
ski1lls. So they will not be as productive as more experienced
workers, and the employer will have to provide them with training
of some sort (including on-the-job training). Employers who have
to pay such workers minimum wages will be reluctant to take them
on. A subminimum wage could make 1t more attractive to hire teen-
agers.

Estimates of how effective a youth subminimum might be 1n
encouraging greater employment of teenagers are based on the
elasticity estimates discussed earlier. As we noted, there 1s
some uncertainty about the estimated elasticity of demand for
labor. ™here 1s general agreement tnat the elasticity estimates
predict some job gains following the establishment of a youth
subminimum, but there 1s no general agreement about how many jobs
wi1ill he created. In 1ts Revort, the Minimum Wage Study Commission
estimated that a 25 percent differential (moving the youth minimum
from $3.35 to $2.50) might generate a 2.5 to 5 percent increase 1n
teenage emoloyment. Since the average number of employed workers
aged 16 to 19 vears old was 7,115,000 1n 1981, this estimate
range 1mplies an increase of about 178,000 to 356,000 jobs. The
seasonal nature of teenage employment, the frequency of job turn-
over, and the common occurrence of part-time employment among teen-
agers all suggest caution in relyving on this estimate, however.
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While the advantage of a subminimum wage would be more jobs
available to teenagers, using a youth subminimum has several
shortcomings. Employers may find 1t advantageous to substitute
cheaper teenaged workers for more expensive low-skilled adult
workers. FEmplovment and 1income losses among adults are more
serious since they are more likely to be primary wage earners.
This shortcoming was cited bv the Minimum Wage Study Commission
in 1ts decision. Adults with low skills have fewer opportunities
than teenagers. Full-time school 1s an opportunity that adults
mav not have.

The Minimum Wage Study Commission cited two other nroblems
with a vouth subminimum. As the "habhy boom"” teenagers pass into
adulthood, many of the unique problems of teenage labor markets
w1ll hopefully be lessened. Plus, 1t noted that "a youth dif-
ferential would represent a devarture from the principle of
equal pay for equal work . . . . " 1/

There 1s no doubt that the number of teenagers will decline
in the next few years. The U.S. Bureau of the Census predicts
that the percentage of the total nopulation aged 14 to 21 years
0ld will decline from 15.1 percent in 1979 to 11.2 percent 1in
1990, (See table 5.) It remains to he seen, however, how
this demoqgraphic change will affect the teenaged labor market.

Table 5

U.S. Population Aged 14-21
Years 01d, 1960-1990

(thousands)
Year Ages 14 to 17 Ages 18 to 21
% of Total % of Motal
Number Population Number Population
1960 (A) 11,155 6.2 9,214 5.1
1070 (A) 15,851 7.8 14,155 7.0
1979 (A) 16,275 7.4 16,991 7.7
1990 (P) 12,770 5.2 14,506 6.0

Sources: (AY Statistical Abstract of the United States, 1980,
. 33.

(P) Current Population Peports, "Proiections of the Pop-
ulation of the U.S.: 1977-2050," 1977 (Series II).

1/Reporc, p. 57.
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The equal pay for equal work argument 1s closely intertwined
with adult/teenage worker substitution. If teenagers displace
adult workers, and are equally productive, they would earn less
for the same work 1f paid a youth subminimum. (Counter attendants
in fast food establishments are an example of jobs that may not
vary with the age of the worker.) If teenagers are hired at the
subminimum wage to do jobs that adults do not do, however, the
equal pay for equal work principle may not apply.

The Commission also based 1ts recommendation against a youth
subminimum on 1ts finding that "a youth differential has a limited
potential for reducing the unemployment rate among teenagers be-
cause teenage employment 1increases probably would be modest and
a differential 1s likely to attract additional teenagers into the
job market.” 1/ This 1s not a persuasive argument against a sub-
minlmum wage, 1n our opinion. While 1t 1s true that the effect of
a youth subminimum on the unemployment rate cannot be predicted,
the more important question concerns 1ts effect on teenage employ-
ment. A youth subminimum wage would result in an unequivocal
increase 1n employment among teens as long as the original mini-
mum wage 1s above the equilibrium wage.

Full-time student differentials now 1n effect

Actual experience with a youth subminimum might have some
lessons for this debate. Current law permits employers 1in certain
industries to hire a limited number of full-time students at 85
percent of the minimum wage. The hours that these students may
work are limited to 20 hours a week during school sessions and 40
hours other times. The number of employees that an establishment
may hire 1s limited by 1ts si1ze and previous hiring patterns. A
pledge not to use students as substitutes for other workers 1is a
prerequisite for Department of Labor certification to hire at the
full-time student (FTS) differential. During fiscal year 1980, 3
percent of students with jobs were employed under this provision.
The 30,000 establishments (schools, farms, and retail and service
businesses) employed 500,000 FTS workers. About 75 percent of
these FTS workers were employed by colleges and universities.

In work performed for the Commission, Richard Freeman, Wayne
Gray, and Casey Ichniowski found that the FTS differential did
increase the number of hours that FTS employees worked. 2/ It
was not clear, however, whether these increased hours of work
substituted for reduced work hours by adults.

1/Report, p. 57.

2/"low Cost Student Labor: The Use and Effects of Subminimum
wage Provisions for Full-time Students," Report of the
Minimum Wage Study Commission, vol. 5, pp. 305-337.
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Experience with the FTS program is of limited use 1in pre-
dicting the outcome of a youth subminimum. First, the program is
limited to specific industries; jobs may not be available 1n some
others. Second, employers can hire only a limited number of FTS
employees, who can work only a restricted number of hours.

EMPLOYMENT SUBSIDIES

Government employment subsidies are designed to foster
greater employment of targeted groups (such as teenagers) by
lowering the employer's labor costs. The subsidy can be either
a direct Government expenditure or tax expenditure. 1/ The
Targeted Job Tax Credit (TJTC) 1s the only Federal employment
subsidy. 2/ Briefly, the TJTC provides a 50 percent credit
for the first $6,000 of wages paid to target group employees.
(The value of the tax credit i1s not necessarily $3,000 for an
employee earning $6,000 since the credit lessens the employer's
labor cost deduction.) 3/

The workings of employment subsidies 1n general are fairly
straightforward. By subsidizing the employer's cost of hiring a
particular worker, the Government seeks to lower after-tax labor
costs and encourage hiring. Thus, this program could enhance the
job opportunities of low-skilled or 1nexperienced workers.

Employment subsidies have inherent problems, however. First,
employers receive a windfall i1in the subsidies paid for target
group employees that they would have hired even 1f the subsidy
did not exist. Second, employers may substitute target group
employees for other employees. Third, tax credits are useless
i1n encouraging firms with no tax liabilities, not all of whaich
will be unprofitable firms. (Refundable credits circumvent this
limitation; the TJTC 1s not a refundable credit.)

1/A tax expenditure can be either a deduction from the tax base

" or a credit against assessed tax liability, other than those
credits and deductions necessarily part of the "normal tax
structure," that 1s intended to encourage some form of spending
or activity. Tax expenditures are analyzed analogously to
direct expenditures, since the tax revenue lost to the tax ex-
penditure could be used for other purposes, either general tax
reduction or other spending. The tax expenditure concept does
not 1mply any Government "right" to the lost revenue, but 1t
does recognize the Government's role 1in the use of that revenue.

2/internal Revenue Code Section 44B.

3/See U.S. General Accounting Office, "Comments on Employment

" Tax Credits,” (PAD-81-73, June 5, 1981) and Congressional
Budget Office, "Improving Youth Employment Prospects: Issues
and Options," (February 1982) for more detailed discussion of
the TJTC provision.
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Our earlier analysis of the TJTC program suggests that the
TJTC's narrow soclo—-economlc targeting approach produced a program
that was apparently grossly underused and that, in all likelihood,
had little effect on the employment of target group members. 1/
Other analyses suggest that an underlying problem with TJTC 1s that
"employers seem reluctant to hire youths lacking basic skills at
any price." 2/ While the underlying principle 1s sound, the prac-
tical problems of TJTC's program design thus seem to limit 1ts
effect.

AN INDEXED MINIMUM WAGE

Since the Fair Labor Standards Act went into effect i1n 1938,
1t has been amended si1x times, primarily to increase the level of
the minimum wage and expand the coverage. While the nominal (un-
adjusted for inflation) level of the minimum wage has risen 1n
steps, the real level in terms of purchasing power has not. Each
amendment has caused a substantial jump 1n the real wage rate,
which thereafter slowly falls because of inflation until the next
legislated boost.

To avoid this variability in the real minimum wage, the
Minimum Wage Study Commission has recommended "that the minimum
wage be i1ndexed on the basis of average hourly earnings 1in the
private economy and adjusted each year on the basis of the pre-
vious year's overall rate of change in the index." 3/

Some opponents of the minimum wage view the recurring in-
flation-caused decline 1n the real wage floor as desirable, since
1t periodically brings the minimum wage closer to the wages that
would be set without the Government's i1ntervention. However,
since the minimum wage 1s an established public policy, indexing
should be considered for several reasons.

First, a constant real wage for those receiving the minimum
wage would be maintained. Second, political decisions about what
the level of the minimum wage should be would not be necessary.
At any point in the future, 1t should be the current level plus
the percentage change in the chosen index. Other benefits
suggested by Sellekaerks, of the Minimum Wage Study Commission,
are "economic efficiency compared with transfer payments; [and a]
contribution to overall economic stability." 4/

1l/"Comments on Employment Tax Credits," p. 2.
2/"Improving Youth Employment Prospects,” p. 33.

3/Minimum Wage Study Commission, Report, vol. 1, Washington,
D.CO' 19811 p. 84.

4/Brigitte Sellekaerts, "Minimum Wage Indexation," 1in Report
of the Minimum Wage Study Commission, vol. 6, 1981, p. 150.
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If, 1ndeed, a policy objective of the FLSA and its propo-
nents 1s the preservation of a certain living standard, then an
indexed minimum wage 1S a better way to achieve this objective
than 1rregular, legislated wage increases. The index could be
chosen so that the minimum wage 1ncreases with any of several
cost of living measures (the Consumer Price Index (CPI) or the
implicit deflator for personal consumption expeditures (PC), to
name two). Alternatively, an index of average wage 1ncreases
could be chosen, as the Minimum Wage Study Commission did.
Sellekaerts showed that an indexed minimum wage would not have
resulted 1n a faster 1increase 1n the minimum wage level than
actually occurred between 1967 and 1980. But the increase would
have been much smoother. 1/

In her advocacy of tying the minimum wage to some 1index,
Sellekaerts appears to have confused changes in real wages and
incomes with changes i1n nominal wages. And indexed minimum
wage, by definition, 1s constant in real terms. Sellekaerts, 1in
one place, states that an indexed minimum wage might lead to
decreased employment as the nominal wage rises. 2/ This weakens
her own argument 1n favor of indexing. It 1s true that fewer
people are employed with a minimum wage than without, but keeping
the real wage constant during i1nflation should not, other things
being equal, decrease employment relative to earlier periods.
Without indexing, the real minimum wage decreases with inflation
and employment 1increases. Thus, relative to an unindexed system,
employment under an 1indexed minimum wage may be lower. This does
not imply that inflation-induced increases 1n an indexed wage
cause a loss 1n employment. Delays or errors 1in indexing could
lead to employment changes, of course, as the real minimum wage
falls with i1nflation.

Sellekaerts also suggests that "minimum wade 1ndexation
can effect an overall direct rise 1n real income of the low-wage
sector, which 1s brought about via a rise i1in wage income, and not
through less efficient transfer payment." 3/ An indexed minimum
wage may, to be sure, keep real income 1n the low-wage sector from
falling, but 1t will not result 1in an 1ncrease 1n real income.
A good point 1s made, however, 1n noting that since many govern-
ment transfer programs are indexed, failure to 1index the minimum
wage means that some marginal workers may choose to quit working
as their real wage falls during an inflationary period.

It 1s often believed that indexing for inflation becomes,

in turn, a cause of inflation. Sellekaerks and the Study
Commission argue that adjusting the minimum wage only for past

1/Ibid., pp. 159-160.
2/Ibid., pp. 150,

3/Ioid., pp. 150.
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inflation 1invalidates this proposition. 1/ While they are cor-
rect in that indexing the minimum wage does not "cause infla-
tion," 1t can make the rate of inflation higher than 1in the
unindexed situation. The real value of an unindexed, fixed,
nominal minimum wage falls during inflation, resulting 1in an
increased amount of demand for labor. With increased employment
comes an 1ncrease 1n output and a slower rate of inflation. On
the other hand, the real value of the nominal minimum wage would
not fall 1f 1t were i1indexed. Therefore, neither employment nor
output would rise and, consequently, the rise in the price level
would have to be greater than in the nonindexed case. We are
inclined to believe, however, that an indexed minimum wage would
have a very small effect on inflation.

Given a decision to i1ndex the minimum wage, 1t becomes
necessary to choose the appropriate index. The Study Commission
recommends an index of average hourly earnings 1n the private
sector. Cox and Oaxaca find that a simulation using a wage 1ndex
results 1n a substantial growth in employment. This occurs pri-
marilly because the simulated wage index falls, resulting 1in a
fall i1n the nominal minimum wage and an 1ncrease 1in employment. 2/

SUMMARY

In 1ts report, the Minimum Wage Study Commission recommended
against establishing a youth subminimum wage. Such a wage has
been suggested by some observers as a way to lessen job losses
among teenage workers. This subminimum wage would be lower than
the conventional minimum to induce employers to hire teenage
workers. The Commission also decided not to suggest local ex-
periments with a youth subminimum wage.

Availlable economic evidence and analysis neither support
nor refute the recommendation against a youth subminimum wage.
Plausible arguments may be mustered for and against i1t. The
evidence does i1ndicate a high probability that the minimum wage
1s a substantial obstacle to employment among teenagers. A lower
wage for teenagers may make their employment more profitable and
attractive to employers. On the other hand, this 1incentive may
become so attractive that gains i1in teenage employment could come
at the expense of adult employment. Since adults are more likely
to be the primary earners 1n households, this expense may not be
soclally acceptable.

Subsidizing the employment of low-skilled labor by tax in-
centives has attracted some support. The subsidy might be de-

1/Ibid., p. 152.

2/James Cox and Ronald Oaxaca, "Effects of Minimum Wage Policy

on Inflation and on Output Prices, Employment, and Real Wage
Rates By Industry," Report of the Minimum Wage Study Commission,
vol. 6, 1981, pp. 193-194,
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signed to relieve the disemployment effects of the minimum wage
or, alternatively, to be the cornerstone of a replacement policy
for the minimum wage seeking to ensure that workers receive at
least a minimal standard of living. Just as we cannot be sure
how the gains and losses of the minimum wage are distributed, we
cannot be certain how this option would change the distribution
of 1ncome or the substitution of subsidized for unsubsidized
enployees. The Commission made no recommendations concerning
employment tax credits.

The Commission did recommend that the statutory minimum wage
be 1ndexed, or adjusted, for inflation. If the statutory minimum
wage does not change in response to inflation, the earning power
of one hour of labor at the minimum wage 1s diminished. Current
research i1n this area points to both advantages and disadvantages.
An i1ndexed minimum wage may be the fairest and most efficient
way of maintaining a constant real purchasing power, or 1lncome,
for minimum wage workers. At the same time, inflation without
wage 1ndexation lessens the real cost to the employer of hiring
a minimum wage worker, possibly leading to higher employment.
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CHAPTER 6

CONCLUDING OBSERVATIONS

Economic analysis has clear limits i1in the minimum wage
debate. It can tell us that minimum wage policy does cost society
something: employment opportunities anong low-skilled workers,
such as teenagers, are reduced Likewlse, economic analysis
points to the gains of the minimum wage: workers with minimum
wage jobs may earn higher incomes. But, i1nadequate data and
differing perspectives on the relationship between wages, employ-
ment, unemployment, and the distribution of income leave large
areas where the results are inconclusive. Even where reasonably
precise measurement 1s possible, these benefits and costs are
not evenly distributed across the population. Political ques-
tions of distributional fairness and social policy become key
elements 1n assessing minimum wage policy. These questions
cannot be answered through economic analysis alone.

The analysis of existing economic research by the Minimum
Wage Study Commission and the additional research that 1t funded
helped define the extent of our knowledge about how the minimum
wage affects i1ncome and employment. The Commission's review of
the existing literature was comprehensive and provided a sound
summary of the points of agreement and disagreement in the
literature. The funded research provided additional findings
that are consistent with the existing body of research.

Because of the inherent limits of the available research,
the recormmendations made by the Commission inevitably entailed
soclial policy decisions that cannot be made solely on analytical
grounds.
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