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Foreword

Legislation specifying minimum wage rates has been in existence in Canada for over four decades. It is
intended, as the authors of this study point out, to achieve a number of conflicting objectives: to ensure that
all workers receive a “living wage,” to prevent unfair wage competition among employers, to stabilize
incomes in recessions, to reduce poverty and to maintain an incentive to work among low-wage employees.

While many economists have argued that, in practice, minimum wage legislation has the effect of
reducing employment among low-wage workers, many politicians, bureaucrats and union officials state that
little or no such “disemployment’ occurs. Furthermore, the latter believe that the minimum wage achieves
important social goals.

West and McKee’s assessment of studies ot the impact of minimum wage legislation will no doubt
provoke public debate. Both “sides™ can find evidence to support their position. In this study, West and
McKee, on the basis of theory and methodology, place much more weight on the econometric approach
used by the majority of academics. This is in contrast to the survey approach often adopted by government
departments. The authors “reach the strong conclusion that there is no convincing evidence to refute the
prediction [based on the simple economic model of competition] that minimum wages cause reductions of
employment (for young workers at least.”” Perhaps as provocative as this conclusion is West and McKee’s
analysis of the political support for minimum wage legislation.

One of the principal raison d’étre of The Institute is “to act as a catalyst within the national community
by helping to facilitate informed public debate on issues of major public interest.”” The Institute is pleased
to publish this study jointly with the Economic Council of Canada. Let the debate on minimum wage
legislation be joined.

Michael J. L. Kirby

President

March 1980



Preface

This work explores the continuing economic debate on minimum wages in North America but with special
reference to Canada. While much of it is intended for a wide range of readers, it has also been structured to
build up, in the last chapter, to a technical résumé of the present “state of play” in current professional
discussion. The chapter also provides an “‘agenda” for future research in areas where, in the opinion of the
present authors, new work is urgently needed. It is expected that all researchers will find particularly
helpful the bibliography which, we believe, is now the largest to be found on this subject.

Readers will vary in their degrees of requirement for analytical and statistical rigour. For the less
technical who want the quickest outline of the issues, we recommend, at least in their initial reading, they

skip parts 2, 3 and 4 of Chapter 3 (Analytical Issues), Chapter 4 (Empirics), and Chapter 7 (The Agenda
for Future Research).

The first chapter, which contains a brief history of minimum wages in Canada, is followed by an account
of the evolution of official federal and provincial wage rates across the country. An exposition, and for
many a recapitulation, of the basic economic theory is provided in Chapter 3. The next chapter, which
focuses on the latest econometric evidence of employment and other effects of minimum wages, reveals the
new and striking statistical refinements that have occurred since about 1970. Chapter 5 examines the
discussion concerning the effectiveness of the minimum wage as an antipoverty tool, its interaction with the
present transfer system, and its general desirability in comparison with available alternatives.

Our work may appear unique in its inclusion of Chapter 6 on politics, but so much has now been written
on this subject that it well justifies a place in any survey that aspires to be comprehensive.

Chapter 7 contains our main conclusions and a list of eighteen suggested items for further research.

We acknowledge helpful exchanges with the members of the Carleton University graduate seminar on
public economics, Wayne Simpson, David Henderson, Keith Newton and William Stanbury.
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1 The Evolution of Minimum Wage Objectives

A minimum wage law restricts a worker from selling his labour below a given price. Such restriction, the
lawmaker argues, is nevertheless in the worker’s own interest. But this viewpoint has always had its critics
ever since Adam Smith wrote his book, “The Wealth of Nations,” in the eighteenth century. In his
judgement:

The property which every man has in his own labour, as it is the original foundation of all other property,
so it 1s the most sacred and inviolable. The patrimony of a poor man lies in the strength and dexterity of
his hands; and to hinder him from employing this strength and dexterity in what manner he thinks proper
without injury to his neighbour, is a plain violation of this most sacred property. It is a manifest
encroachment upon the just liberty both of the workman, and of those who might be disposed to employ
him. As it hinders the one from working at what he thinks proper, so it hinders the others from employing
whom they think proper.... The affected anxiety of the lawgiver...is evidently as impertinent as it is
oppresive (Smith, 1776, vol. 1, p. 138).

Impertinent or not, lawgivers since Smith’s time have persisted in establishing restrictions, and upon
arguments that have varied over the years. One of the earliest arguments for minimum wages in the history
of the legislation is associated with the term “sweating.” This is usually defined as the practice of depleting
the stock of human capital through overwork and underpayment; it involves extremely low wages, long
hours of work, and unsafe working conditions. Low wages, by themselves, are presumably a necessary but
not a sufficient sympton of sweating. Otherwise, all workers who happen to have low marginal productivi-
ties, and this includes most workers in underdeveloped countries today, could be described automatically as
being subject 1o it.

Minimum wage legislation originated in Australia in 1896,' after a fierce antisweating campaign. That
year, the state of Victoria passed a law establishing minimum wage boards in what were considered to be
six “notoriously sweated” trades (bootmaking, baking, clothing, shirtmaking, underclothing, and furniture
making). But four years later this legislation was extended to other non-sweated trades.

In Great Britain some years earlier, the House of Commons Fair Wages Resolution of 1891 has
stipulated that work for which Parliament was responsible could not be done by sweated labour (Hocket,
1968, p. 1). Such a prohibition undoubtedly grew out of the findings of the House of Lords’ Select
Committee on Sweating, and led eventually to the passage in 1909 of the Trade Boards Act. But this did
not produce much greater precision in identifying sweating. The authorities were simply instructed to
establish wage boards if wages were “exceptionally low as compared with that in other employments”
(Blum, 1925, p. 64). Four trades initially were affected. These boards later developed into wages councils
by 1945, functioning to establish minimum standards where no adequate collective bargaining exists.

Blum (19285, p. 64) concludes from this evidence that “‘the minimum wage was primarily an outgrowth of
sweat-shop conditions, based...upon the necessity, social and humanitarian alike, of raising certain
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depressed classes, incapable of successful bargaining for themselves, to a minimum level of decent
subsistence.” To this end, according to Zaidi (1970, p. 1), government intervention was required “as a
countervailing force against capitalistic exploitation and social injuctice,” as emphasized in Fabian social
philosophy. But this statement does not get us much further either. It leads us next to demand a definition
of the term ‘‘exploitation.” Further discussion aimed at removing the remaining imprecision will be
undertaken in Chapter 3, which is devoted exclusively to minimum wage theory.

In other European countries (such as France, Germany, and Norway), minimum wage legislation often
applied at first only to homeworkers, to ensure that the principle of comparability was observed; that is,
‘homeworkers were to be paid the same rates as other workers doing the same work in the same industry.
This principle stemmed from both a concern for minimum standards of decency for these workers, as well
as the desire to provoke some standardization in employers’ ability to pay (Hockett, 1968, p. 3).

An important early forum for the articulation of minimum wage objectives was the Eleventh Conference
of the International Labour Organisation (1LO), held in 1928. This body had had its genesis in the Treaty of
Versailles of 1919, one of whose Articles had stated that the “following {principle seems] to be of special
and urgent importance...the payment to the employed of a wage adequate to maintain a reasonable
standard of life as this is understood in their time and country” (Article 13, Section 2). But this statement
seems to be so broad and vague as to be of little use for practical purposes.

The issue of minimum wages was the subject of a Convention and Recommendation passed later at the
1928 conference; each member ratifying? the Convention

must undertake to create or maintain machinery whereby minimum rates of wages can be fixed for
workers employed in certain of the trades or part of trades (and in particular the homeworking trades) in
which no arrangement exists for the effective regulation of wages by collective agreement or otherwise
and wages are exceptionally low (Convention 26, Article 1).

The accompanying Recommendation passed by the conference stated that “special regard might usefully
be had to trades or parts of trades in which women are ordinarily employed.” Further,

the wage-fixing body should in any case take account of the necessity of enabling the workers concerned
to maintain a suitable standard of living. For this purpose, regard should primarily be had to the rates of
wages being paid for similar work in trades where the workers are adequately organised and have
concluded effective collective agreements, or, if no such standard of reference is available in the
circumstances, to the general level of wages prevailing in the country or in the particular locality
(Recommendation 30, Article 3).

Canada did not ratify the Convention on minimum wage-fixing machinery until April 1935, even though
it had voted at the 1928 conference in favour of both the Convention and Recommendation in question, and
had had a Fair Wages Branch in the Department of Labour since 1900.?

Pressure for legislative enactment followed the Report of the Royal Commission on Industrial Relations
in Canada, which had been set up in 1919 to help improve relations between employers and employees in
the Dominion; several of the presentations concerned the minimum wage, leading the commission to
conclude:

in several of the Provinces of Canada the absence of a minimum wage law, particularly for women and
girls, was mentioned as a serious cause of dissatisfaction... We believe that such a law should be enacted
in all the Provinces, and should cover not only women and girls, but unskilled labourers as well (Royal
Commission, 1919, para. 46).

Provincial agreement in principle about the necessity for minimum wages (at least for women) was
achieved at the National Industrial Conference in 1919, convoked to examine the Report of the
aforementioned Royal Commission. During discussion of the minimum wage question, the role of women as
the mothers of the next generation was emphasized. The payment of living wages was set in the context of
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ensuring the health of working women and thus of future children. (It was noted by one speaker, however,
that “every argument that can be applied to a minimum wage for women can be equally applied to the
establishment of a minimum wage for every individual.””)* The conference agreed to refer the matter of
minimum wages to a committee, which later reported:

We approve the principle of a minimum wage for women and girls and recommend that a competent
authority be created in each province in the Dominion to establish a minimum wage adequate to
maintain self-support.®

Although the history of the enactment of laws in each province will be dealt with in the next section, it is
interesting to note that some degree of pressure for enactment was exerted on recalcitrant provinces, as is
clear from the following statement by Ontario’s deputy minister of Labour at the Federal-Provincial
Conference on Minimum Wage Laws held in 1923 (by this time, Alberta, Ontario, Manitoba, and British
Columbia had enacted and enforced such legislation):

The Province of Quebec, for example, has a Minimum Wage law which has not been in force as yet. That
situation is not regarded very favourably by the Province of Ontario which has an Act that is operative,
and [ think it is advisable that some understanding should be arrived at by these two Provinces and the
other Provinces regarding such matters (Ballantyne, 1923, p. 249).

Similarly, Ontario made the following rather bald reply to an 1LO questionnaire on the topic of minimum
wages in 1928:

A general extension of minimum wage laws would help to protect our workers against the competition of
countries which have not yet recognised wholesome standards of living for their workers. ..high wages
are necessary in Canada to maintain the standards of living which exist.®

One early aim of minimum wage legislators, at least in Ontario, may therefore be interpreted as a
reduction of what was stated to be the “unfair competition” that stemmed from the legislation itself. The
problem was that a party in one jurisdiction might fail to raise wages in an effort to procure a competitive
advantage over another party in another jurisdiction who was subject to a minimum wage. In this regard,
the 1LO had pointed out in the Preamble to its Consitution in 1919 that “the failure of any nation to adopt
humane conditions of labour is an obstacle in the way of other nations which desire to improve the
conditions in their own country” (1LO, 1978, p. 27).

Another early aim given much lip-service was that of ensuring decent living and working conditions for
independent women by setting wages that were at least sufficient “to protect the physical, moral and
intellectual well-being of female workers.””

This goal is clearly seen in the original restriction to women and minors of much early North American
minimum wage legislation, as well as the special reference to women’s trades in the 1LO Convention
(detailed above).

With regard to the protection of children, a desirable side-effect of such legislation for women was
perceived as follows: “The requirement of higher wages for minors will cause their replacement by adults.
Thus children will be kept in school longer, and they will become better trained for industry when finally
they go to work.” One of the interesting aspects of this statement is the clear acknowledgement of the
disemployment effects of minimum wages.

The United States federal jurisdiction® first passed minimum wage legislation in 1938, as part of the Fair
Labor Standards Act. This act applied to persons employed in enterprises involved in interstate commerce,
and was introduced by President Roosevelt as a means

of insuring to all our able-bodied working men and women a fair day’s pay for a fair day’s work...goods
produced under conditions which do not meet rudimentary standards to decency should be regarded as
contraband and ought not to be allowed to pollute the channels of interstate trade.'®
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Another reason for the introduction of this legislation was the increasing subscription by many policy
makers to the theory that expanded purchasing power was necessary to spur economic recovery: during a
period of substantial unemployment, minimum wage laws were seen as a means of preventing “‘cumulative
wage-price deflation (and could) bolster purchasing power,” helping to pull the economy out of a recession
or depression (CAALL, 1968, p. 27).

A theoretical notion which achieved prominence with the refinement of neoclassical economics in the
1930s was that of imperfect competition, resulting in worker exploitation. It was argued (but not clearly
demonstrated empirically) that there could be many flaws in the labour market due to discrimination,
imperfect mobility and information, language barriers, and so forth, which resulted in some workers being
hired at a wage rate less than their productivity warranted. This phenomenon is termed worker “exploita-
tion” and is related by economists to a situation they call monopsony, which denotes the payment of a wage
rate below a worker’s marginal revenue product. (The modern status of the monopsony argument will be
thoroughly reviewed in Chapter 3.) One influential labour economist stated:

It cannot be too strongly emphasized that minimum-wage regulation is needed primarily because labor
markets are so imperfect...and because “‘exploitation’ of labor can and does occur, although there are so
many imperfections in the labor market that the full extent of such exploitation is difficult to determine
(Lester, 1941, pp. 316-17).

The argument is that the reduction of this source of exploitation is considered desirable on social and
humanitarian grounds, and could be partially effected by the imposition of a legislatively enforced
minimum rate. It is a role often cited by organized labour, by the women’s movement, and by human rights
groups in support of minimum wage increases.”" What is described as the weak bargaining power of
disparate, unorganized, low-wage workers is argued to require the protection of minimum wage regulation.

Recently, some policy makers have extended this notion to suggest that a prime function of the minimum
wage Is to narrow the gap in wages between the organized and unorganized sectors, to allow low-wage
workers to increase their share of rising incomes: some notion of income redistribution is therefore being
explored. For example, U.S. studies have concluded that

the immediate effects of past increases in the minimum wage have been to compress the wage structure
with wage increases going to employees paid at or close to the Minimum Wage. With the elapse of time,
wages tend to disperse, but they do not reach the degree of dispersion existing prior to an increase in the
Minimum Wage.'?

For several decades, however, it has also been suggested that at least one reason for the strong support
for higher minimum wages by organized labour was “to eliminate cheap alternative sources of labour,” so
that union workers would look better to employers; this “floor” would also help to ““staunch the flow of
industry to the South.”"

Probably the most frequently cited reason for increasing minimum wages, in recent years, meanwhile,
has been to help eradicate poverty. Concern with a living wage has been enunciated since the turn of the
century, but accelerated economic growth and rising average incomes have made the elimination of poverty
a more credible social goal. In an influential article written three decades ago, George Stigler stated that
the abolition of poverty is the main objective of minimum wage legislation (Stigler, 1946). However, few
economists today would be so optimistic about its prospects, since a variety of complex factors are known to
contribute to impoverishment. Rather, minimum wages are now advocated as a means of reducing poverty
among the employed.

Another goal of minimum wages, and one advanced rather timorously by its proponents, is that of
enhancing productivity and efficiency in the firm: some economists believe that there is a shock effect for
entrepreneurs who are forced to raise wages, resulting in a search for more economical methods of
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production.'® At the same time, however, employers may feel impelled to introduce labour-saving devices as
the cost of labour increases, so that unemployment among the unskilled could increase. The net result of
increasing minimum wages could therefore be ambiguous. The shock effect argument will be fully
examined in Chapter 3.

Hicks believes it important to distinguish between technical discovery and technical innovation:

that wage increases sometimes act as a kind of detonator which spurs the entrepreneur to increased
activity cannot be denied but this consideration appears to have more relevance with regard to the rate ot
introduction of known improvements than to the tempo of technological discovery (Hicks, 1963, p. 112).

A related rationale for minimum wages, and one cited frequently vis-a-vis underdeveloped countries, is
that of contributing to economic growth through the expansion of workers’ purchasing power. For example,
the 1968 1LO Report on Minimum Wage Fixing and Economic Development (p. 10) concluded that
minimum wages were “an instrument of a more general policy aiming at rapid growth and equitable
distribution of national income,” and that in some economies “‘the purpose of minimum wage fixing is not
so much to bring unduly low wages towards the general level as to exert an upward pressure on the general
level itself”” (1LO, 1968, p. 6).

Yet this advocacy of minimum wages as a tool for economic growth is not confined to non-industrialized
countries. In testimony before the House Subcommittee on Labor Standards concerning proposed increases
to the minimum wage, the U.S. Secretary of Labor, Ray Marshall, stated:

I believe that minimum wage increases will contribute to the economic upturn by increasing the
purchasing power of lower paid workers and their families and by increasing productivity as employers
are induced to seek more efficient operations.'

This concept of the minimum wage as a built-in stabilizer against a recession, it seems, is invoked most
frequently during an economic downturn. (The whole purchasing power argument will receive critical
assessment in a subsequent section.)

A final purpose of the minimum wage, articulated only since the advent of widespread social security
programs, has been that of providing an incentive to work for employees who are tempted to rely instead on
pensions, unemployment, or welfare benefits. Most governments recognize (at least informally) the intimate
relationship between social assistance and low-wage employment (since individuals may switch back and
forth frequently) by attempting to set minimum wages somewhat above that which a single person can
expect to earn from such schemes. A latter-day purpose of minimum wage legislation, therefore, is to
induce workers to search for jobs. The validity of this argument will be examined in Chapter 5, which is
devoted to policy issues generally.

LIMITATIONS OF VARIOUS RATIONALES FOR THE MINIMUM WAGE
Ten objectives of minimum wages were identified in the preceding section. They are not mutually
exclusive but have been used to advocate minimum wages over the past century.
These may be recapitulated as follows:
1. To eliminate the sweating of labour;
2. To ensure that all workers receive a “living wage™;
3. To prevent unfair wage competition among employers;

4. To protect the physical, moral, and intellectual well-being of women and children in the labour
market;
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5. As a stabilizing device during a recession;
6. To counter exploitation;

7. Either to maintain or to narrow the gap in wages between the organized and unorganized sectors,
such that the relative position of lower-paid workers does not deteriorate;

8. To reduce poverty;
9. To increase firms’ productivity and efficiency, thus contributing to economic growth;
10. To maintain an incentive to work among low-wage employees.

If these goals were relevant or justified in the past, some of them are now obsolete, at least for North
America; none has become pre-eminent, both because of the weaknesses described briefly below, and more
thoroughly in our later chapter on theory, as well as the fact that economic concerns vary over time and
location.

SWEATING OF LABOUR

Those who argue that this practice was prevalent in the past would now agree it has largely disappeared
from North America because of vigilance by labour standards inspectors and the press, the availability of
social assistance, and economic growth and competitiveness requiring the payment of more reasonable
wages. The existence of minimum wage legislation, meanwhile, is not likely to deter those few remaining
employers who engage in such unscrupulous practices.

ASSURANCE OF A LIVING WAGE

Such assurances for workers may have been a reasonable goal when minimum wage legislation was
directed mainly at single working women. However, those employed now at minimum wages include young
persons living at home, women (sometimes with dependents), or newly arrived immigrants; the minimum
wage is an intractable tool for satisfying the requirements of such a heterogeneous group of workers.

Further, there is no generally accepted definition of the term “living wage” — where originally it often
implied mere subsistence, there is now some support for the notion that the effort of any adult worker in a
modern industrial economy should entitle him to more than bare subsistence. The concepts of dignity and
well-being are frequently cited, yet these provide little practical guidance to setting a minimum wage.

PREVENTION OF UNFAIR COMPETITION

The need for preventing unfair competition among employers has been one of the most consistently used
arguments in favour of minimum wage legislation. Yet some economists have countered this argument as
follows: in a perfectly competitive situation, the possibility of paying very low wages will attract more firms
into the industry, thus bidding up wages as employers compete for workers. In the long run, therefore,
competitive forces should neutralize the advantage of firms (or jurisdictions) paying subsistence wages.

The major limitation of the unfair competition argument, however, is operational: “a wage that might be
considered unfairly low if paid by a large-scale employer to committed, experienced workers...might seem
inappropriately high if it were fixed as the lowest wage that could be paid to an experienced worker badly
in need of a job by a small man struggling to establish a modest business. The notion of fairness has to
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extend to workers and employers in less favourable as well as in more favourable circumstances” (ILO,
1978, p. 9).

PROTECTION OF WOMEN

The protection of the general well-being of women and children in the labour market is now difficult to
invoke as a rationale for minimum wages, even if the economic logic were unassailable, because
antidiscrimination legislation on this continent usually prevents the application of such laws only to one sex.
(The protection of children is the concern of other legislation and programs.)

MINIMUM WAGES AS A STABILIZING DEVICE

With respect to the use of the minimum wage as a “stabilizing” device to cushion declining wages during
a recession, it should be noted that minimum wage levels set in North America are considerably lower than
the generally prevailing wage. And only a small proportion of those employed are covered by the minimum.
So the policy would be quantitatively limited at best.

Today it is common for other macroeconomic tools (such as government expenditure and taxation

programs) to be in reserve for combatting the types of wage-price deflation characteristic of the Great
Depression.

REDUCTION OF EXPLOITATION

Even if widespread monopsonistic exploitation is demonstrated empirically (a point that we shall return
to in our theory section), there is once again an operational limitation to the use of minimum wages, since
the productivity of workers varies greatly. This rationale might therefore be rephrased as that of protecting
some low-productivity workers against exploitation by setting a minimum wage in accordance with their
productiveness. Other tools, meanwhile, are required to eliminate the economic exploitation (where it can
be demonstrated) of more productive and better paid workers.

An alternative understanding of the term ‘“‘exploitation” may be the tendency of wages “persistently [to]
fall below a level that is socially acceptable in a community” (Gunderson and Kinley, 1968, p. 4). This
definition is imprecise and difficult to operationalize, yet it does perhaps provide a clue as to much of the
subjective support that the notion of a legislated floor to wages has aroused.

NARROWING THE WAGE GAP BETWEEN ORGANIZED AND UNORGANIZED WORKERS

Some argue that an unfortunate effect of using minimum wages to narrow the gap between the organized
and unorganized sectors is wage inflation: a substantial boost in the legal minimum is likely to have a
“ripple effect” on other wages, as workers fight to maintain traditional differentials. If prices rise
correspondingly, low-wage workers may be no better off in real terms over the long run. Others reply that
governments should ensure that minimum wage increases follow (not lead) increases in other wages and
prices. By linking minimum wages, at revision, to some average measure of wages (such as hourly
manufacturing earnings), an attempt might be made to maintain the relative position of minimum wage
workers in the overall wage structure, so that, at least their position does not worsen. Such questions of
leads and lags involve empirical evidence. We shall return to this point in Chapter 4 on Empirics.
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REDUCTION OF POVERTY

The reduction of poverty through minimum wage legislation is open to criticism on several fronts. In the
first place, only the working poor can be affected; second, there are many causes of impoverishment
(sporadic work histories, illness, large numbers of dependents, etc.), none of which can be tackled by
minimum wage legislation. One economist has noted “in this respect [that] preventing poverty through the
minimum wage is like trying to fix a wristwatch while wearing mittens” (Skolnik, 1977, p. 6). Third, there
is some evidence that increases in the minimum wage could decrease employment, which will exacerbate
impoverishment among affected low-wage workers. Fourth; whether rising disposable income for those who
have jobs exceeds the net income loss of those losing jobs cannot be known a priori, and even if an excess
can be demonstrated the policy implications are not obvious.

Finally, it has been suggested that to have a meaningful effect on poverty, minimum wages must bring
about a permanent redistribution of real income (Whittingham, 1970, p. 9). Its supporters must therefore
be able to show that the wage structure has been compressed over time. While there is some evidence that
this has taken place in the United States, other studies for Ontario found that the initial wage distribution
was restored within two years of revision (Fantl and Whittingham, 1970; and McKenna, 1973). Mean-
while, even though wage dispersion is shown to be reduced, this does not imply an unambiguous decline in
poverty. Some workers may be discouraged from entering the labour market altogether and so suffer an
aggravation of poverty. Some recent Canadian evidence on this outcome is surveyed in Chapter 4.

INCREASING PRODUCTIVITY AND EFFICIENCY

Attempting to increase a firm’s productivity through the use of minimum wages runs the risk that some
marginal firms will cease production altogether, rather than tightening up their operations. However, it has
also been argued that

if minimum wage legislation pushes these firms across the marginal line and production is concentrated
in a smaller number of larger and more efficient plants, the result to be expected would be a higher wage
bill for the entire industry without necessarily higher — or at least proportionately higher — costs per
unit of product (Millis and Montgomery, 1938, p. 279).

Clearly this analysis ignores the possibility of induced monopoly in the product market, a problem of
decreased efficiency.

A second qualification is that much of the low-wage employment is concentrated in small-scale and
labour-intensive industries (such as the hospitality sector, personal services, or retail trade). The scope for
“rationalization™ of the enterprise in such industries is limited in any case. In other words, an increase in
labour costs cannot be absorbed by the employers. The likely outcome is that product prices may rise
and/or that the work-force is reduced.

INDUCEMENT TO WORK

For minimum wages to provide an inducement to work among low-wage workers, it is necessary that the
difference in net income available from each source be sufficient to compensate workers for forgone leisure
time and for work-related expenses, both of which vary greatly among individuals.

Also, most income support systems are related to family size, whereas wage rates do not have this
flexibility — setting the minimum wage at a rate high enough to surpass minimum welfare benefits, for a
family of four, for example, may not be economically feasible.
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In any case, inducement to work can be effected not only by the increasing size of the wage but also by
moderating the rate of government assistance in the form, for example, of unemployment insurance. The
policy issue becomes therefore, more complex, and exclusive attention to minimum wages (even if they were
believed to have no unemployment effect) would be inappropriate.

CONCLUSIONS

No one purpose of minimum wage legislation has emerged as predominant in the context of normative
economics; evidently its goals could be described as multipurpose, with the added restriction that none of
these is entirely satisfied by the minimum wage itself.

Whether or not any of these important social objectives could be achieved more efficiently and equitably
by other means will be examined in Chapter 5.

The task of positive economics, meanwhile, is to put forward testable hypotheses that predict minimum
wage legislation, even if it is counter-productive to the (normative) goals of poverty reduction, equity,
efficiency, and so on. It is in this context that our above reference to the alleged union motivation to reduce
competition from non-union workers is relevant. The way in which this interesting new appraisal to the
minimum wage phenomenon is being developed in Canada, by such bodies as the Ontario Economic
Council (1977), will be the subject of Chapter 6, which focuses on the “economics of politics.”



2 The Present Structure and Administration
of Canadian Minimum Wages

This chapter is mainly descriptive. The first part of it discusses Canadian federal and provincial machinery
for the administration and revision of minimum wages. The second part presents statistics of past and
present rates in the different provinces and the federal jurisdiction, including the special levels for students
and teenagers.

FEDERAL LEGISLATION

The Canadian Labour Code, which incorporated the provisions of the Canada Labour (Standards) Code
when the Revised Statutes of Canada 1970 were proclaimed in force, sets minimum wage rates for
employees in any work, undertaking, or business that is within the legislative authority of the Parliament of
Canada. Part I, which contains the minimum wage provisions, specifically includes employees of any
corporation which performs functions on behalf of the Government of Canada. Excluded are employees in
any undertaking of a local or private nature in the Yukon Territory or Morthwest Territories; managers,
superintendents, or persons exercising management functions; and members of such professions as may be
designated by regulation as exempt.

Since 1 April 1976, all employees 17 years of age and over who come within the provisions of the code
must be paid at least $2.90 an hour, or its equivalent where the basis of payment is other than hourly.
Employees under 17 years of age may be employed only in occupations and at a minimum wage rate
established by regulation. The hourly minimum wage rate for employees under 17 years of age has been
$2.65, since 1 April 1976. A lesser rate of pay is permissible where a person under the age of 17 years is
receiving on-the-job training, provided that the rate is not less than that established by regulation for the
class of employees to which he belongs. Registered apprentices are exempt from the minimum wage
provisions of the act if they are paid in accordance with the schedule of fees set out in a provincial
apprenticeship act; likewise other employees receiving training are exempt if certain requirements are met
by the employer. Handicapped persons may be employed at less than the minimum rate with ministerial
consent and upon documentation of their disability.

The minimum hourly rate may be increased by order of the Governor in Council, but such order must
specify an effective date which is at least three months subsequent to publication in the Canada Gazette.
The amount by which the minimum wage may be reduced by deductions or payments for board and lodging
is established by regulation.
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PROVINCIAL LEGISLATION

All the provinces have minimum wage legislation which applies to most classes of workers other than
farm labourers and domestic servants. The legislation in each province provides for a board to set minimum
wage rates. The rates are imposed by means of minimum wage orders generally issued by minimum wage,
employment, or labour standards boards (a commission in Quebec) holding varying degrees of autonomy.
Thus, in British Columbia the board has unrestricted power to make an order fixing a minimum wage. In
Manitoba and Mewfoundland the rates are imposed by means of orders issued by the Lieutenant-Governor
in Council on the recommendation of the board. The boards in Alberta, MNova Scotia, Prince Edward
Island, Quebec, and Saskatchewan issue the orders subject to the approval of the Lieutenant-Governor in
Council; and in New Brunswick, the orders are subject to review by the minister. Under the Ontario
Employment Standards Act, 1974, the Lieutenant-Governor in Council may establish minimum wage rates
by regulation.

Wide discretion is given to all the boards as to the determination of the classes of employees for which
minimum wages are to be established and as to the rates themselves. Periodically, the boards hold inquiries
to hear representations concerning the need for additional or revised orders. Notices of these inquiries are
published in the provincial Gazertes. There are commonly two kinds of orders — general and special. A
“general order” is one not restricted to particular industries or occupations, although it may be confined to
specified areas. A “‘special order™ is one that applies to a particular industry or occupation.

ALBERTA

Division 2 of The Alberta Labour Act, 1973 vests in the Board of Industrial Relations the authority to
establish minimum wage rates. The act does not apply to farm labourers, domestics in owner-occupied
private dwellings, municipal policemen, or government employees. However, agents of the Crown and their
employees come within the provisions of the Act as do farm labourers employed, in the opinion of the
board, in a commercial undertaking. Minimum Wage Order No. | (1976} applies to all employees except
the following: employees covered by another board order; seasonal or casual workers hired by others than
employers engaged in any industry for work in such industry and those hired under contract approved by
the board; employees working under a subsisting collective agreement until the first anniversary of such
agreement following the effective date of this order; and students whose employment is part of their
training. Since | March 1977, all employees in the province to whom the order applies (including
employees who are paid in whole or in part on a commission basis and employees who are paid on the basis
of piece-work or otherwise) must be paid a minimum wage of not less than $3.00 an hour if over the full
age of 18 years and $2.85 an hour if under 18 years of age. Where a period of employment is less than three
consecutive hours, exclusive of a meal period of one hour, an employee must nevertheless be paid for three
hours at not less than the minimum rate to which he is entitled. While deductions for board and lodging at
set rates are permissible, no deduction may be made from the minimum wage for meals not consumed by
an employee. Deductions for breakages or the supply and care of required uniforms may not reduce an
employee’s wages below the minimum rate. Students under 18 years engaged in part-time employment
between opening and closing dates of school are entitled to a minimum rate of $2.50 per hour, effective
I March 1977, with a minimum of two hours payable if working time is less. Students engaged in certain
training and work-experience programs are excepted from these provisions.
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BriTISH COLUMBIA

Minimum wages are established by the Board of Industrial Relations pursuant to the Minimum Wage
Act which is applicable to all employees with the exception of farm labourers and domestic servants. The
board is empowered to make minimum wage orders either of general application or for a group or class of
employees in any industry, business, trade, or occupation.

General Minimum Wage Order No. | (1975) applies to all employees who come within the provisions of
the act with the exception of employees covered by other minimum wage orders and those whose duties are
entirely of a supervisory or managerial character. The minimum hourly rates and the effective dates of
increases are set out as follows:

Classification of employees 1 June 1976
Employees 18 years of age and over $3.00
Employees 17 years of age and under 2.60

The rate of pay for apprentices, the handicapped, and part-time employees is prescribed in employment
permits issued by the board. An employee who reports for work on the call of the employer must be paid his
regular rate of pay for the entire period spent at the place of employment, with a minimum in any one day
of two hours’ pay at his regular rate except where he is not competent to perform his duties; and four hours’
pay if he commences work, except where work is suspended for reasons beyond the employer’s control and
then the two-hour minimum applies. However, provision 1s made for other mutually acceptable arrange-
ments. School students reporting for work on a school-day must be paid at their regular rate for the entire
time spent at work in response to a call, with a minimum in any one day of two hours’ pay at the employee’s
regular rate. Deductions for board and lodging are subject to board approval and no deductions from an
employee’s wages may be made for accidental breakage or damage to an employer’s property or as a
penalty for unsatisfactory work.

Employees exempted from the provisions of the Minimum Wage Act by Regulation No. 23 (1972)
include casual employees, artists, musicians and players, student nurses, employees on boats for hire,
caretakers not employed in apartment buildings, certain employees in the logging and fishing industries,
and so on.

The provisions of the Minimum Wage Act entitle an employee to recover from his employer the
difference between the amount of wages he receives and the amount of the minimum wage, together with
costs, by bringing a civil action.

MANITOBA

The Employment Standards Act provides that the Lieutenant-Governor in Council may establish one or
more minimum wage boards and may make regulations embodying the recommendations of a minimum
wage board with such amendments as may be deemed desirable.

The minimum wage rates payable to employees during standard hours of work are set by regulation as
follows:
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Effective
Minimum hourly rates 1 September 1976
Employees 18 years and over $2.95
Employees 17 years and under 2.70

Minimum wage provisions do not apply to persons employed under a government-approved or -implement-
ed training scheme. A handicapped person may be employed at less than the established minimum hourly
rate, subject to ministerial approval. The employer must obtain a permit which shall set out the hourly rate
payable and which may limit the period during which the handicapped worker may be paid at the reduced
rate. If meals and lodging are provided by the employer, the amount of permissible deductions is set by the
board. On each occasion that an employee is required to report for work, he must be paid for not less than
three hours’ work at the established minimum rate. This provision does not apply to employees of theatres,
hotels, or restaurants in rural areas, nor to child employees. Where an employee is required to wear a
uniform or specific clothing, the employer may not deduct charges for supplying and maintaining such
clothing which would reduce the employee’s salary to less than the minimum hourly rate.

“Employee,” as defined in The Employment Standards Act, does not include an independent contractor,
a person employed in agriculture, fishing, fur farming, dairy farming, or in growing horticultural or market
garden products (with certain exceptions), a domestic employed in a private home and remunerated by the
householder (excluding persons remunerated by an agency for homemaking, nursing, or similar duties other
than a baby-sitting agency), a voluntary worker in a religious, philanthropic, political, or patriotic
institution, a person employed under a rehabilitation or therapeutic project, a person qualified to practise a
profession, or a student engaged in training for a profession.

Schedules issued under The Construction Industry Wages Act provide the minimum wage rates for all
classes of workmen employed in the construction of public and certain private works in the province.

NEW BRUNSWICK

The Employment Standards Advisory Board, pursuant to the Minimum Wage Act, may make regula-
tions fixing minimum wages which are subject to review by the Minister of Labour. The Minimum Wage
Order applies in respect of all employees as defined in the act and must be posted conspicuously on the
premises of every employer affected. Excluded by statute are persons employed in domestic service and
agriculture.

The minimum rates of wages which an employer must pay his employees for a 40 hour workweek are as
follows:

Effective
Minimum hourly rates 1 November 1976
1. All employees covered by the order except those in
subsection (3) $2.80 per hour

2. Piece-workers: wages paid to piece-workers shall not be less than the minimum wage
provided for time workers for the number of hours actually worked during a pay
period.




Mewfoundland 17

3. Employees whose hours of work per week are unverifiable and are not strictly
employed on a commission basis shall receive not less than $123.00 per week

The board may establish special minimum wage rates for handicapped and part-time employees and for

apprentices. Tips and gratuities are the property of the employee, as are surcharges or other charges paid in
lieu of a tip or gratuity.

Where an employer furnishes board and lodging or both to an employee, the employer shall not deduct
from the minimum wage of the employee an amount exceeding the amount established by order. No
employer shall charge an employee for a meal that the employee does not receive.

Reference should also be made to the industrial standards schedules which provide for minimum wages
for the particular industries covered by the schedules.

MNEWFOUMDLAND

The Labour Standards Board, pursuant to the provisions of The Labour Standards Act, may make
investigations, on the directions of the minister, into terms and conditions of employment and may make
recommendations as to the minimum wage rates that should apply to employees in different categories and
in different areas. The Lieutenant-Governor in Council is empowered to make regulations to give effect to
these recommendations with such amendments, additions, or deletions as are deemed expedient. There is a
duty to review all orders and regulations every two years from the date of coming into force or a lesser
period of time if it is deemed advisable. An employer must pay an employee to whom a regulation applies at
not less than the minimum wage and he must post a copy of the regulations in a conspicuous place in the
work area.

The act defines “wages™ as remuneration, salary, or commission received for work or services performed
by an employee for an employer and, if the context so admits, includes vacation pay and holiday pay but
does not include tips and gratuities.

The Labour Standards Regulations, 1978, provide that an employer must pay an employee 16 years of
age and over a rate of wages of not less than $2.50 an hour; and every employec 16 years of age and over,
employed in domestic service in a private home, is entitled to be paid not less than $30 a week, and the
wages of such employee shall not be reduced below the rate of $30 a week either by deductions for meals
supplied or board and lodging provided. A “private home” is defined as a residence “other than a place
where board and lodging is provided for more than two persons for remuneration and as a business.” The
amount by which an employee’s wages may be reduced by deductions for meals, board, or lodging is
established by regulation, and an employer shall not charge an employee for a meal he did not receive.

The minimum rate of wages prescribed apply to (a) an hourly rated employee or one paid on the basis of
a fixed salary, (b) an assistant, defined as a person employed in a shop or in an office connected therewith,
whether remunerated wholly or partly by commission, and (c¢) an employee in the beauty culture trade
whether remunerated wholly or in part on a commission basis. The board may exempt handicapped persons
from the minimum wage provisions of the act, or may fix special minimum wage rates which are below the
general minimum wage rate depending on the circumstances.
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NOVA ScoTiA

The Minimum Wage Board, under the Labour Standards Code, may make orders fixing the minimum
wage rates subject to the approval of the Lieutenant-Governor in Council. The general Minimum Wage
Order applies to all employees in the province with the exception of domestic servants in private homes,
farm labourers whose employment is directly related to primary agricultural production but “farm” does
not include agricultural production carried on predominantly under cover from the elements, employees to
whom special orders apply, apprentices, qualified practitioners and students of designated professions,
persons receiving training under a government-sponsored plan, persons employed at playgrounds or summer
camps operated on a non-profit basis, real estate and automobile salesmen, salesmen other than route
salesmen who receive all or part of their remuneration as commission and who normally work outside their
employer’s establishment, licensed insurance agents, persons working on fishing vessels, and employees to
whom other minimum wage orders are applicable.

The following minimum wage rates became effective 1 January 1977:

Class of employees Rate per hour
18 years of age and over (not experienced) $2.75
Underage employees (under 18 years of age) 2.50
Inexperienced employees (employed less than three months) 2.50

The rates fixed by the order are for a maximum workweek of 48 hours within a period commencing on a
Sunday and ending the following Saturday. For the purposes of this order a period of 15 minutes and not
more than 30 minutes shall be counted as a half hour and a period of 30 minutes but less than 60 minutes
shall be counted as an hour.

Permissible deductions for board and lodging are set out but an employee may not be charged for a meal
he does not receive. No charge may be made from the minimum wage for the supplying of or laundering of
uniforms, but where such are made of woollen or similar material requiring dry-cleaning, the cost of
cleaning may be charged to the employee.

Workers employed on a piece-work basis must be paid not less than the hourly rate fixed by this order for
the number of hours worked regardless of the amount earned, in accordance with the established
piece-work rates. Any time during which an employee is required to wait for work on his employer’s
premises shall be counted as time worked. Where an cmployee is recalled to work outside his regular
working hours, other than emergency work in certain categories of employment, he must be paid for not
less than three hours at the minimum straight time rate notwithstanding that he may work less than
three hours. Underage or inexperienced employees must not exceed 25 per cent of employer’s total working
force without board approval. Where the working force is seven or less, two underage or inexperienced
employees may be employed. During the period 15 June to 15 September an employer operating a motel,
hotel, restaurant, or tourist resort may employ underage or inexperienced employees to the extent that they
do not exceed 60 per cent of his working force. A handicapped employee may not be paid less than the
minimum wage unless specifically excepted by an order of the Minimum Wage Board.

Minimum wage orders applicable to employees in beauty parlours, in logging and forest operations, and
in road building and heavy construction industries are specially listed.
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ONTARIO

The Employment Standards Act, 1974 provides that the Lieutenant-Governor in Council may make
regulations establishing minimum rates of wages for employees. An employment standard established by
the act shall be deemed to be a minimum requirement only, and a right, benefit, or more favourable
condition of employment provided under an oral or written contract or under another act prevails over the
provisions contained therein.

A general regulation exempts persons engaged in certain employment from minimum wage provisions of
the act: qualified practitioners of certain professions and students thereof; registered drugless practitioners;
teachers as defined by statute; persons engaged in commercial fishing or employed as domestic servants;
salesmen, other than route salesmen, remunerated in whole or in part by commission in respect of offers or
sales normally made at a place other than the employer’s place of business; and persons employed in
designated agricultural pursuits. Specifically exempted from the applications of Part V of the act which
contains those sections dealing with minimum wages are students employed in recreational programs,
camps or instructional or supervisory activities pertaining to children; superintendents, janitors, or
caretakers of residential buildings who reside therein; and trainees in courses leading to registered nursing
assistant, laboratory technician, or radiological technician. A “home-maker,” defined as a person employed
by a person other than the householder to perform home-making services in the private residence of the
householder, must be paid at least the minimum wage.

An employer shall be deemed to have agreed to pay at least the minimum wage if he permits an
employee to perform work or supply services for which 2 minimum rate has been established. To provide
gainful employment for the handicapped, the director of Employment Standards may, upon application,
authorize employment of such handicapped persons at a wage lower than the minimum wage prescribed
under the act.

Rates for those covered by the minimum wage provisions are set out below.

Rate effective

Type of employment 1 January 1979
General minimum, hourly $3.00
General learner rate, hourly (during first month of employment) 2.90

Employee who serves liquor directly to customers or patrons on
licensed premises 2.50

Student rate, hourly (under 18 years of age) where weekly hours are
not in excess of 28 hours or where student is employed during a
school holiday 25185

Wages, by definition, include any monetary remuneration payable to an employee under a contract of
employment, oral or written, and any allowances for room or board as prescribed by regulation; not
included within the meaning of “wages” are tips and other gratuities; any sums paid as gifts or bonuses that
are paid at the discretion of the employer and are not related to hours, production, or efficiency; travelling
allowances or expenses; or contributions made by the employer to a fund, plan or arrangement for the
benefit of employees which comes within the provisions of the act. Rates of deductions for board and
lodging are established for those who are employed on the basis of receiving meals or room or both as part
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of their wages, but no charge may be made where an employee has not actually received the meals or
occupied the room. Now, written authorization of an employee shall entitle an employer to deduct or retain
an employee’s wages for faulty workmanship, or for cash shortages or loss of the employer’s property where
a person other than the employee has access to the cash or property. If an employee who is not a student
and regularly works more than three hours a day, is required to present himself for work and works less
than three hours, he shall be deemed to have worked for three hours for the purpose of determining whether
he has been paid the minimum wage. No person shall be paid as a learner who is employed for less than
28 hours in a workweek or is a homeworker.

Pri~CE EDWARD ISLAND

The Prince Edward Island Labour Act empowers the Lieutenant-Governor in Council to appoint the
members of the Employment Standards Advisory Board, which is authorized to establish minimum rates of
wages. “Wage” is defined as compensation for labour or services but does not include tips or gratuities of
any kind. Enacted in 1971 and revised in accordance with the Revised Statutes of Prince Edward Island,
1974, the employment standards provisions of the act do not apply to farm labourers unless they are
engaged in an undertaking which, in the opinion of the board, is a commercial undertaking.

Board Order No. 1-78 is applicable to all persons except registered apprentices, farm labourers as
defined by the act, and persons employed solely in “protecting and caring for children in private homes.”
The male and female wage differential having been removed by an earlier order, the minimum hourly wage
rate payable to employees 18 years of age and over advanced from $2.70 to $2.75, and for those under
18 years of age from $2.35 to $2.40, effective 1 July 1978.

The inspector of Labour Standards may authorize the payment of wages to handicapped workers which
are less than the minimum rate on the application of the employer or the handicapped person. Permissible
deductions for board and lodging are set by the board and no charge may be made for a meal not received.

QUEBEC

The Minimum Wage Commission, pursuant to the provisions of the Minimum Wage Act, may establish
by ordinances minimum rates of wages which are approved by the Lieutenant-Governor in Council with
such amendments as may be deemed desirable.

The act applies to all employees except agricultural employees, household servants, and employees
governed by decrees under the Collective Agreement Decrees Act.

The following wage rates apply to all employees subject to the Minimum Wage Act with the exception of
those governed by another ordinance, an employer’s spouse and children, and students employed in carrying
out a children’s recreational or instructional program. Excluded also from the rates set out below are
employees to whom a “limited fitness” permit has been issued, students employed in an approved
occupational training program, students engaged in professional studies, and patients assigned to an
employer for social rehabilitation purposes:

Effective Effective
1 October 1978 1 April 1979

a. Employees under 18 $3.17 $3.27
b. Other employees 3.37 3.47
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Minimum wage rates are indexed automatically every six months, on | January and | July, in relation to
increases in the consumer price index.

Under the provisions of Ordinance No. 4, 1972, where an employee reports for work at his employer’s
request and works less than three hours, he is entitled to three hours’ wages at the minimum rate except
where the employee is a student working part time during the school year. No deduction may be made from
wages for the purchase or upkeep of a required uniform, and permissible deductions for room and board are
set out. Tips are the exclusive property of the employee.

Rates for employees covered by special ordinances are set out governing forest operations, sawmills,
certain public works employees, and the retail food trade.

SASKATCHEWAM

The Minimum Wage Board, pursuant to The Labour Standards Act, 1977, may fix by order the
minimum wage which shall be paid to full-time employees in any call of employment, subject to the
approval of the Lieutenant-Governor in Council. Special licences may be issued by the board to
handicapped persons, setting out certain conditions of employment.

Board orders may be of general application or may be restricted to establishments in specified areas. The
provisions of Minimum Wage Order No. 1 (1978) apply to all employees except those excluded by the
Labour Standards Act, 1977. The minimum hourly rate, effective 30 June 1978, is $3.25 per hour. Every
employee other than a school student in regular attendance during the school term, a janitor, caretaker, or
building cleaner shall be paid a minimum sum of $9.45 for each occasion he is required to report for duty,
other than for overtime, whether or not he is required to be on duty for three hours on such occasion,
increasing to $9.75 effective 30 June 1978. However, any school board, safety patrol personnel, or
noon-hour supervisors employed by a school board may be exempted from the latter provision by permit
issued by the Minimum Wage Board.

Exempted from the provisions of the order, by virtue of the application of the act, are employees engaged
primarily in farming, ranching, or market gardening, but for the purposes of the act the latter are deemed
not to include egg hatcheries, greenhouses and nurseries, or bush-clearing operations. Excluded by
regulation are employees of sheltered workshops and work activity centres who are socially, physically, or
mentally impaired or handicapped. The act does not apply to a person employed in a family undertaking or
to a domestic worker in a private home; however, minimum wage provisions apply to a domestic worker
employed in a private home where the employer is in receipt of a wage subsidy from a municipal,
provincial, or federal government or a publicly funded organization.

Special provisions covering employees of hotels and restaurants, educational institutions, hospitals and
nursing homes, including the supplying of uniforms and permissible charges for meals and lodging, are set
out in Order No. 3.

Minimum wage orders affecting his employees must be kept posted in his establishment by the employer.

NORTHWEST TERRITORIES

The Labour Standards Ordinance provides for payment of a minimum hourly wage of $3.00 effective
7 June 1976, to all employees 17 years of age or over with the exception of those employed as domestic
servants in private homes, trappers, persons engaged in commercial fisheries, members of professions
excluded by regulation, and persons who exercise management functions. Where an employee’s wages are
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paid on other than a time basis, the Labour Standards Board may by order fix a basis for computation of
an equivalent rate. Persons under 17 years of age may be employed in any occupation, except in such
occupations and subject to such conditions as may be prescribed by regulation at the minimum rate of not
less than $2.55 per hour effective 7 June 1976. A Labour Standards officer may, upon application of a
handicapped person or an employer, authorize the employment of such a person at a wage lower than the
established minimum wage rate. The commissioner may, by regulation, exempt an employer from
minimum wage provisions where adequate on-the-job training is provided. The Labour Standards Regula-
tions limit charges for board and lodging where these facilities are furnished as part of the payment of
wages, and provide that the wages of an employee shall not be reduced below the minimum wage by
charges for meals, the furnishing or laundering of required uniforms, or accidental breakage or articles or
property belonging to the employer. By definition, wages do not include tips and gratuities. A call-in
premium of a minimum of four hours’ pay at regular rates is provided, whether or not the employee is
actually called upon to perform any duties after reporting for work.

Y UKON TERRITORY

The Labour Standards Ordinance applies to every person employed in connection with the operation of
any industrial establishment. For employees 17 years of age and over, the minimum rate of wages is
established as the amount of the minimum wage set out in the Canada Labour Code as amended from time
to time, plus 10 cents. As the minimum hourly wage rate for employees 17 years of age and over within
federal jurisdiction advanced to $2.90 effective 1 April 1976, the minimum wage for employees 17 years of
age and over in the Yukon Territory automatically increased to $3.00 an hour effective the same date.
Persons under 17 years of age may be employed only in occupations specified by regulation at a wage not
less than the rate prescribed therein. Rates of pay for apprentices are established by regulation.

Where an employee has accepted an arrangement whereby board or lodging or both are furnished by the
employer, the permissible deductions from his wages are set by regulation. By definition, wages do not
include tips and gratuities.

HISTORICAL AND GEOGRAPHICAL DIFFERENCES IN MINIMUM WAGES

Table 2-1

Minimum Wage Rates per Hour Prevailing at the End of Each Year under Federal and Provincial Jurisdictions,
1965-78

Area of jurisdiction 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978
(Dollars)
Federal 1.25 1.25 1.25 1.25 1.25 165 175 190 190 220 260 290 290 2.90
Newfoundland 70 .70 .70 1.10 1.10 1.25 1.25 140 140 2.00 220 2.50 250 2.50
Prince Edward Island 1.00 1.10 1.10 1.25 1.25 1.25 1.25 1.25 140 1.75 230 250 270 2.75
Nova Scotia 1.05 1.10 1.10 1.15 1.25 1.25 1.35 155 1.65 2.00 2.25 250 275 275
New Brunswick 80 90 90 1.00 1.00 1.15 125 140 150 1.90 230 2.80 2.80 2.80
Quebec .85 1.00 1.05 125 125 140 150 1.65 1.85 230 2.80 2.87 3.15 3.37
Ontario 1.00 1.00 100 100 1.30 1.50 165 1.65 1.80 225 240 2.65 265 285
Manitoba .85 1.00 110 1.25 135 150 1.65 1.75 190 2.15 2.60 295 295 295
Saskatchewan 95 1.00 1.00 1.05 1.25 1.25 150 1.75 2.00 2.25 2.50 2.80 3.00 3.25
Alberta 1.00 1.00 1.15 1.25 1.25 1.55 1.55 155 190 2.00 250 275 3.00 3.00
British Columbia 1.00 1.00 1.25 1.25 1.25 1.50 150 2.00 2.25 2.50 2.75 3.00 3.00 3.00

SOURCE Compiled from data supplied by the Legislative Analysis Branch, Labour Canada.
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We now present some general tables of statistics of minimum wages showing their relative changes over
time and their differences between regions. Table 2-1 shows that Quebec took the lead in the Canadian
rates in 1977. On average, minimum wages have about tripled since 1965. Quebec’s rate increased the most
(by 3.85 per cent and the federal government’s the least (by 2.32 per cent). After Quebec, Newfoundland
showed the biggest increase (3.57 per cent).

Table 2-2 gives the specific dates of minimum wage changes between 1966 and 1979.

In Chapter 3 we shall show that there has recently been considerable discussion on the desirability of
teenage differentials in minimum wages. Table 2-3 shows that in Canada, at present, differentials are
allowed only to individuals under 18, and the largest differential is in British Columbia where the
minimum wage for individuals under 17 is 86.7 per cent of the general rate. Three provinces no longer have
special rates for young workers or students.

Table 2-3
Minimum Wage Rates for Young Workers and Students,! 1979

Percentage
Rates of general Effective
Jurisdiction per hour rate date
Federal Employees under 17 $2.65 91.4 April 1, 1976
Alberta Employees under 18 $2.85 95.0 March 1, 1977
Students under 18 employed part-time $2.50 83.3 March 1, 1977
British Columbia Employees 17 and under $2.60 86.7 June 1, 1976
Manitoba Employees under 18 $2.70 91.5 Sept. 1, 1976
MNova Scotia Underage employees 14 to 18 $2.50 90.9 Jan. 1, 1977
Ontario Students under 18 employed for not more $2.15 81.1 March 15, 1976
than 28 hours in a week or during a $2.15 75.4 August 1, 1978
school holiday $2.15 71.7 January 1, 1979
Prince Edward Island Employees under 18 $2.35 87.0 July 1, 1977
$2.40 87.3 July 1, 1978
Quebec Employees under 18 $3.17 94.1 Oct. 1, 1978
U.S. Federal Full-time students in retail or service, etc.,
and students in educational institutions,
not working more than 20 hours per
week or during vacations $2.25 85.0 January 1, 1978
Students in agriculture not working more
than 20 hours per week or during
vacations $2.25 85.0 January 1, 1978

1 New Brunswick, Newfoundland, and Saskatchewan have no special rates for young workers or students.
SOURCE Labour Standards in Canada, September 1978, Legislative Analysis Branch, Labour Canada.

Table 2-4 shows the ratios of provincial to federal minimum wage rates since 1965. From its clear lead in
1965, the federal minimum is now around the average for the country. These figures show again how
Quebec has taken the lead over the other provinces in recent years.
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Table 24
Ratio of Provincial Minimum Wage Rates to Federal Minimum Wage Rate', 1965-79

Arca of jurisdiction 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977 1978

Federal 100.0 100.0 100.0 100.0 100.0 100.0 100.0 160.0 100.0 1000 100.0 100.0 100.0 100.0
Newfoundland 560 S6.0 560 880 88.0 7s.8 714 737 737 909 846 862 862 86.2
Prince Edward Island 800 88.0 880 880 1000 758 714 658 737 795 885 86.2 93.1 9438
Nova Scotia 840 880 880 920 1000 758 77.1 816 868 90.9 865 862 948 948
New Brunswick 640 720 720 800 80.0 697 714 737 789 864 B85S 96.6 96.6 96.6
Quebec 680 80.0 84.0 100.0 1000 845 857 868 974 1045 107.7 99.0 108.6 112.8
Ontario 80.0 800 80.0 80.0 1040 909 943 868 947 1023 923 914 914 983
Manitoba 68.0 80.0 88.0 1000 108.0 909 943 92.1 1000 97.7 100.0 101.7 101.7 10Ll7
Saskatchewan 760 800 800 84.0 1000 758 857 921 1053 1023 962 96.6 1034 1121
Alberta 80.0 80.0 92.0 100.0 1000 939 886 816 1000 909 962 948 1034 1034
British Columbia 80.0 80.0 100.0 1000 1000 909 857 1184 1136 1058 1034 1034 1034 1034

1 The adult rate prevailing at the end of the year is used.
SOURCE Compiled from data supplied by the Legislative Analysis Branch, Labour Canada.




3 Analytical Issues in Minimum Wage Literature

Constructing a general theory of minimum wages by way of a search for possible connections with
minimum wage constraints in each and every labryinth of established economic analysis would be a
formidable program. To avoid misunderstanding, we should point out straight away that our task here is
confined to the more tractable one of providing a survey of the minimum wage literature. In such
literature, of course, the minimum wage is the central, not an incidental, part of analysis. So, in this
chapter, we shall focus upon those issues of economic analysis that have been taken to be important by
minimum wage specialists. We shall bear in mind, nevertheless, that our terms of reference also invite us
eventually to outline an agenda for further research. This will relate to existing research areas that seem to
us to be incomplete, or to be quite new and promising areas. We believe that the best way to accomplish
this joint task is gradually to make increasing use of these degrees of freedom as our literature survey
unfolds. A more formal agenda will then follow, and this will recapitulate and develop the assessments and
suggestions that emerge along the way in this and subsequent chapters.

In their survey of pre-1970 research, Peterson and Stewart (1969) concluded that there is an anti-
theoretical bias among minimum wage advocates; and where they do use models they are non-predictive in
theory and fact. Peterson and Stewart, themselves, start with the economists’ methodology, a methodology
that, according to Blaug (1975), has a direct connection with the work of Karl Popper. Popper, whose main
innovation has been to shift the emphasis in analysis from verification to falsification, now views science as
an “endless dialectic sequence of conjecture and refutations” (Blaug, 1975, p. 401). In parallel form,
economists now emphasize a theory, deduced from assumptions, realistic or otherwise, that culminates in
predictions that are falsifiable. And it is from this “positive economics” standpoint that Peterson and
Stewart offered their criticism.

Such positive economics carefully avoids placing analytics and empirics into separate compartments.
Instead, the emphasis is on their mutual dependence. But this attitude has a long history. Alfred Marshall,
for instance, once declared:

But I conceive no more calamitous notion than that abstract, or general, or ‘theoretical’ economics was
economics ‘proper.’ ... General reasoning is essential, but a wide and thorough study of facts is equally
essential... A combination of the two sides of the work is alone economics proper. Economic theory is, in
my opinion, as mischievous an imposter when it claims to be economics proper as is mere crude unalysed
history (as cited in Pigou, 1925, p. 84, note 5).

In accordance with the same approach our present economics chapter will avoid exclusive attention to
theoretical models even though its title refers to “analytical issues.” The discussion will constantly return to
the theme of testing models with the empirical facts. Some empirical facts will be sampled from our next
economics chapter to demonstrate the process of constant interaction. Similarly, although our next chapter
is called Empirics, it is strictly a continuation of analysis in the sense described. The chapter, therefore, will
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also move back and forth from facts to models, even though the balance of the chapter is taken up with the
former. In doing so, we shall show how the process results in a constant revision and extension of the models
themselves, and how, in turn, these improved models can indicate the need for still further facts to test
them.

Items of analysis that have been regarded so far in the literature as most relevant, or important, include
the effects of minimum wages on employment/unemployment, productivity, prices and wages (income
distribution). The bulk of positive economic analysis, for data reasons, has hitherto been concentrated on
the employment/unemployment effects. The present chapter will accordingly be taken up largely with
them. But some space will also be devoted to productivity consequences, the distinction between micro and
macro dimensions, and that between partial and general equilibrium. An examination of the less abundant
literature on the analysis of price and wage effects will be provided in our next chapter.

As a final clarification, the major purpose of our work is not “to provide government policy makers with
various theoretical frameworks for analysing minimum wage changes™ (although they may derive such
benefits). Modern positive economic analysis does not normally attempt to confine its findings to such
limited groups. In any case, long-run policy makers extend beyond particular governments and range from
opposition parties 1o voter-taxpayer citizens. But more important, an increasing part of the new literature
on the economic analysis of minimum wages now regards the (self-interested) behaviour of government
policy makers themselves as an important part of the phenomenon to be studied. Since our survey would be
incomplete without a report on such published developments, we shall devote our last chapter to them.

The analytical issues selected for examination in this chapter will cover statics or the marginal
productivity and the monopsony models; the shock effects of minimum wages; partial versus general
equilibrium effects; and macro versus micro analysis.

STATIC THEORY

At first sight it may seem appealing to take minimum wage legislation as given and then simply look for
theoretical implications throughout the economy, other things taken as constant. This approach, however, is
not appropriate [o positive economics. We need at least to make an experimental comparison between two
worlds: one where minimum wages exist, and one which is the same in all respects except that minimum
wages are not given. OQur minimum need, in other words, is a study in comparative statics. But even then
the facts in these two worlds will not speak for themselves; they have to be systematically arranged. The
normal procedure is to apply models that can be falsified (or supported) by evidence. The first model
assumes competitive markets; the second, imperfectly competitive markets. Much of the elementary
economic analysis employed next will be familiar to most readers. A careful review of it is necessary,
however, because some important steps are often overlooked in minimum wage discussion.

COMPETITIVE MARKETS

Competition is assumed to exist initially in two markets: the market for the product, and the market for
inputs such as labour. A characteristic of such markets is the large number of participants in them, no one
of whom, by his own actions in buying and selling more or less, can consciously influence the price of what
is being purchased or sold. In the case of product competition, we assume large numbers of firms, and
because each one cannot influence the price of the product, they are described as price takers. Similarly, on
the input side, there are a large number of purchasers of factors of production. Each firm, as a purchaser, is
thus a price taker in contracts for labour or any other factor of production.’
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In the circumstances of competition in the product and input markets, the determination of the relevant
prices entails the simple analysis of supply and demand. Figure 3-1 illustrates demand and supply for
labour in one industry and shows how its price is determined in the conditions so far described.

Figure 3-1

Wage Determination in a Competitive Market

(a) The industry (b) The firm
Wage Wage
W, W,
Wc Wc
Employment Employment

In Figure 3-la, the market demand curve for labour is DD and the market supply curve is SS. Their
intersection determines the competitive wage, W. at employment E,. At any other wage, there would be
forces of excess supply or excess demand forcing the wage lower or higher respectively. If, for instance, the
attempted wage was W, there would be an excess supply of ac. If we assume that the horizontal axis
measures the number of workers (as distinct from the number of hours worked), then ac represents the
number of workers who would like to be employed in this industry but cannot secure jobs at wage W,
Because there is free entry, by assumption, such workers will begin to price themselves into this labour
market by offering wages lower than W,. As wages begin to fall, we contract leftwards along the supply
curve from ¢ and expand downwards and rightwards on the demand curve from a. Only at wage W, will the
excess supply, and its tendency to cause undercutting of wages, fall to zero. The textbook intersection of the
market demand curve and the upward-sloping supply curve of labour to this market thus determines the
equilibrium wage and the total number of workers employed.

Figure 3-1b shows the simultaneous position of one of the firms in the industry. (The horizontal scale in
3-1b is a fraction of that in 3-la.) The wage, having been determined at the industry level at W, has to be
taken as given by the firm; that is, the firm is a price taker for this input. It can purchase as many workers
as it wants at the constant wage W, . The line running horizontal from W, in Figure 3-1b is both the
marginal wage and the average wage. The profit-maximizing firm will hire e, workers. This level of
employment is determined by the intersection of the marginal wage, W, with the downward-sloping curve
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showing the value of the marginal product of the worker (VM P). Wages and the marginal product are both
measured on the vertical axis of Figure 3-1(b). The marginal product itself is usually expressed in physical
terms such as pounds, gallons, or other output units. In Figure 3-1b, we express the marginal product, in
value terms; that is, we multiply the physical quantities (pounds, gallons, and so on) by the price of such
output per unit. The output price is determined in the market and is conventionally taken as datum by each
firm. The aggregate output of all firms in the industry, of course, influences price (through supply), but
each firm separately is assumed not to have any perceptible influence.

The firm will not use more workers than e, because beyond this point the wage paid to hire another man
exceeds the value of his product. (Profits will be reduced unecessarily.) Similarly, the firm will not use less
workers than e, because the value of the marginal product will exceed the amount of money the firm has to
pay to hire the labour unit. (Further profits can be made so long as VMP exceeds the cost of labour, W,.)

It will be seen from Figure 3-1 that if the law now fixes the wage at W, the numbers of workers
employed in both the industry and the firm will fall (from E, to E, in the industry and from e, to e, in the
firm). If the law covers all industries and occupations, there will be no alternative jobs available and
aggregate disemployment will result.

The conventional diagram in Figure 3-1 neglects fringe benefits. In practice, many industries provide
non-pecuniary rewards connected with the job such as the opportunity for on-the-job training. A minimum
wage will force employers to substitute pecuniary for non-pecuniary rewards. The low-skilled young
workers’ alternatives then become either jobs without growth or more formal schooling.

After non-pecuniary benefits have been reduced as much as possible, the only remaining adjustment to a
minimum wage available to the firm and industry is as described previously — a reduction in the numbers
employed. This outcome is a dircct consequence of the downward slope in each industry’s demand curve for
labour and in each firm’s VMP curve. (The two types of curves are related because the demand curve for
labour in Figure 3-1 is obtained by summing the ¥MP or demand curves of all the firms in the labour
market horizontally.) The downward slope is so central to minimum wage discussion that a recapitulation
of the standard classroom theory may be helpful.

The downward slope of the firm’s VMP curve in the short run is a direct consequence of two things: first,
the law of variable proportions (or diminishing returns); second, the fall of the price of the product when
more of it is supplied. (The firm is one of many similar ones so the total or aggregate supply increase will be
sufficient to lower the market price.)

To explain diminishing returns, we need to refer to Figure 3-2. On the horizontal axis are measured
man-hours of homogeneous labour per period of time. The vertical axis measures units of capital services
such as machine-hours. Output per time period is measured perpendicularly above the plane defined by the
axes. All points on the isoquant Q, represent a constant output of, say, 100 tons, even though the input mix
of capital and labour is different at each point. All points on isoquant Q, are greater than all points on Q,
by 100 tons. Similarly, any given point on Q, measures the same output (namely 200 tons) as any other
point even though the input mix is different at each point. The diagram is drawn on the assumption of
constant returns to scale.

The isoquants are convex to the origin because of diminishing marginal rate of substitution in production
between labour and capital. The higher the proportion of capital in the input mix, the more of it one would
have to add to make up for the loss of one unit of labour if output is to remain the same.

Consider next a fixed quantity of capital K, in Figure 3-2. As we add labour to this fixed capital, we
would move to the right from K|, rising higher up the output plane as we cross successive isoquants. But for
each equal increment of hcight in the output plane in order to reach each new isoquant 50 tons higher than
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the previous one, the firm requires successively increasing increments of labour. Thus, the extra labour L,L,
needed to cause total product to increase from 150 to 200 tons is greater than L,L, which was needed for
the previous increment of 50 tons. Conversely, an equal increment of labour yields successively smaller
increments of production. This last formulation translates into the type of short-run (declining) marginal
product schedule shown in Figure 3-1b. Such schedules are short run because one factor, usually capital, is
assumed fixed (as in our example of K, in Figure 3-2).

Figure 3-2

A Production Function of Two Factors

Capital
services

Q3 = 200 tons

Q, = 150 tons
@, = 100 tons

0 B Ly s J

Man-hours

In the long run, we shall assume, initially, that technology is constant but that the quantity of capital
services can be varied. Assume there is a fixed production budget which, if spent entirely on capital
services, would purchase 0/ of those services in Figure 3-2. If the budget were spent entirely on labour it
would purchase 0J man-hours. In practice, the budget is normally split between these two factors. The firm
may choose any combination of factors that is consistent with a given point on the budget constraint line /J.
The slope of this line is determined by the ratio of the price of labour services to the price of capital
services. In the long run, the firm will obtain the greatest output from its fixed budget at point £, where the

budget opportunity line is tangent with isoquant Q.. Alternatively, point E, represents the minimum cost of
producing 200 tons.

Suppose next the price of labour is increased, but that this change is compensated by an increased budget
to allow the same output as before. The new budget constraint line would now be steeper than before and
would be tangent to Q; to the left at, say, £, where labour is reduced to L,. Capital is thus substituted for
labour through changes in the amount and kind of equipment. In turn, this means that the long-run demand
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curve for labour must be more elastic. The demand curve for labour (DD in Figure 3-1), in other words,
will still slope downwards but at a smaller rate. The disemployment effect (the distance between @ and b in
Figurc 3-1) will consequently be larger in the long run.

Next, we may assume that, in the still longer run, the technology embodied in the production function
can change. New efforts will be made to devise technologies that save the scarcest or most costly inputs. In
our example of the rise in the relative cost of labour, there will be incentive to provide more labour-saving
techniques. To the extent that this succeeds, the demand for labour will be still more elastic.

The consistent finding in both short-run and long-run analysis that the demand curve will slope
downwards has an important consequence in the context of minimum wage analysis. We emphasized earlier
that positive economic attempts to devise models that offer predictions may be falsified (refuted) by the
evidence. An unambiguous prediction may now be derived from the competitive model so far developed.

Refer once more to Figure 3-la. The intersection of the demand and supply curve determines the
competitive wage W, at employment E,. If a legal minimum wage is set at W,, this model predicts that
there wil] be a reduction in the number of jobs in this industry. (We initially assume only partial minimum
wage coverage — that is, the legal minimum has not yet been imposed on other industries.) In the diagram
this reduction is from b to a ( = E, to E,). The basic reason, a downward-sloped demand curve, has now
been fully explained.

The competitive-market model therefore unambiguously implies disemployment (to the extent just
shown). But it also implies unemployment in the sense of a supply-demand gap — here to the extent of ac.
But one cannot conclude that the result is an increase of statistically reported unemployment of ac. This
total excess supply certainly includes workers who would like to work in this, the covered labour market, at
the new wage but who do not succeed because there are no vacancies. But it need not follow that, while
searching for employment in this industry, they are obliged to leave other jobs; it is possible to search for
one job while being employed in another.? We shall see accordingly that modern econometric investigators
usually prefer measures of disemployment to those of unemployment. The disemployment effect of ab in
Figure 3-1 meanwhile, could come from changes in the numbers of workers employed by each firm, and
also from a reduction in the number of firms in the industry.

Thus we have produced in outline the first of several models that cconomists apply in the minimum wage
context. It is a model that has culminated in predictions that are falsifiable and thus meets the
requirements of modern positive economics. This is not to say that the remaining task of testing the model
with the evidence is an easy one. As we shall see, there are some difficult data problems. Nevertheless, such
problems have to be faced and, mearwhile, we have reached the first stage of scientific enquiry.

It has been pointed out by Rees (1973, p. 58) that the marginal productivity theory of the demand for
labour that we have just outlined has been severely attacked by institutional labour economists.
Nevertheless,

It survives the attacks both because the critics have often misunderstood it and because they have
conspicuously failed to develop a coherent alternative theory to put in its place.

The critics have often asserted that in the short run, capital-labour ratios are fixed by technology. This
means that the short run marginal product schedule is discontinuous — as is the short-run demand curve
for labour. The consequence is that raising wages will not reduce employment. Such situations are
dismissed as unrealistic by Fortin (1978, p. 19). One should note that, even if the capital-labour is fixed
within one industry, so long as it differs across industries, an increase in wages will reduce demand for
labour because higher product prices in the labour-intensive industries will lower the demand by consumers.

Some believe the competitive labour market model is refuted when there is an increasing number of jobs
in the industries concerned, following minimum wage legislation. But in an industry in which employment




Non-Competitive Markets 33

has been expanding rapidly, one would not necessarily expect a reduction in employment to result from a
minimum wage. In these circumstances, the model simply predicts a smaller growth of employment in those
areas or firms most affected by the legislation.

Another form of criticism is that which dismisses the perfect competition model on the grounds that it is
based on unrealistic assumptions. Thus Aykroyd (1976, p. 31) raises the importance of what he calls
“institutional factors” on the grounds that “..product and labour markets rarely, if ever, approach the
theoretical ideal of perfect competition.” Writers such as Peterson and Stewart would reply that it is the
predictability of the model rather than the “realisms of the assumptions” that is the crucial test. But other
economists would deduce from Aykroyd’s criticism simply that in the real world competition is imperfect.
From this, they would turn, not to institutional factors, but to alternative models that are based on the
imperfect competition assumption. It will be helpful next to outline the alternatives.

NOm-COMPETITIVE MARKETS

Imperfection in competition can come on the side of product markets, input markets, or both. We shall
start by dropping the assumption of perfect competition in product markets.

Refer again to the VMP curve of Figure 3-1b. We showed that points on this curve represent the
marginal physical product times the price of the product. This is sometimes called marginal revenue
product. In imperfect competition the marginal revenue product, however, is not equal to the VMP. This is
because in imperfectly competitive product markets marginal revenue is always less than price. As it
employs more labour the firm must now lower its product price to sell the additional output. It is true that
the last unit produced will obtain the new market price, but to obtain the net marginal revenue we must
deduct the damage done to the prices of all the previous units produced. Since, therefore, in imperfect
competition marginal revenue is always less than price, it will fall more rapidly than the value of marginal
product as employment is increased. This is illustrated in Figure 3-3. In this diagram, the profit maximizing
entrepreneur will hire labour up to the point where the MRP curve cuts the wage W,. This results in an
employment of eo,,. He would not employ beyond this point because the wage bill would be increased by
more than the increase in total revenue. Labour will still receive a wage equal to its marginal value to the
firm, but fewer workers will be employed than in the case of the competitive product market associated in
Figure 3-3 with employment of ¢o,.

So far, we have been assuming that the firm in the non-competitive product market is a price taker in the
labour market. Suppose now a minimum wage was introduced. This is shown as W,,. The consequence is
again a reduction in employment, this time from eo,, L0 eo,, This model, therefore, predicts the same
direction of effect on employment as does our previous case where all markets were assumed to be
competitive. It is for this reason that Rees (1973, p. 75) argues that it is more interesting to keep the
assumption of competition in product markets and abandon the assumption of competition in the labour
market.

Just as a monopolist faces a downward-sloping demand curve for his product rather than a price set in a
competitive product market, the firm that experiences imperfect competition in the labour market faces an
upward-sloping supply curve of labour. This, of course, is the textbook case of monopsony. And again,
although familiar in basic outline to most readers, a brief review will eventually enable us to establish some
of the minimum wage analysis with the necessary precision.

Whereas, in a competitive labour market, the marginal wage is equal to the average wage and both
appear as the same horizontal line, in the case of monopsony, shown in Figure 3-4, they each slope upwards,
and at different rates. The slope of the marginal wage MW is steeper because, if the firm wants to obtain
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more labour, it has to raise wages, not only for the additional workers but also for the preceding ones.
Maximization of profits occurs when MW is equal to the marginal revenue product of labour (MRP). OA
men will be employed at a wage of OW.

Figure 3-3

The Demand for Labour in a Non-Competitive Product Market
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If a relatively low minimum wage of OW'is set in this firm exclusively (partial coverage), the new wage
line will be W'SAW. The marginal and average are now equal up to point S since over this range the same
wage OW'has to be paid, however many are employed. At this relatively low minimum, the firm would want
to employ the quantity associated with the point S because the marginal cost of employing labour continues
rightward from this point along the MW curve from point P (there is a vertical discontinuity). This
minimum wage, therefore, causes an increase of employment (of AD) and no unemployment because OD
workers would be supplied, as well as demanded, at this wage.

If the minimum were set higher, at w", there would again be increased employment (to OB) but also
increased unemployment in the sense of an excess of supply (KL).

Finally, a still higher wage of W"' would lead to disemployment (of CA) and unemployment (in the
above sense) represented by the gap UV. So much for the classroom example.




Non-Competitive Markets 35

Figure 3-4

Wage Determination in a Non-Competitive Labour Market
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Considering that models should be falsifiable, the question now arises, with what evidence can we test for
the possible situations in Figure 3-47° Clearly the monopsony model, as outlined, is consistent with a variety
of outcomes.

At wage OW’ there is an unambiguous expansion of employment (the number of jobs) and no
unemployment. This would be a favorable effect. But at OW” there is both expanded employment and
unemployment shown as an excess supply of labour of KL.* At the higher minimum wage of W"' the
prediction is the same as the competitive model. Clearly a crucial variable in testing whether actual
minimum wages have the favourable effects mentioned above is the number of extra jobs created (the
impact on employment).
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In short, we have outlined two models that can be used scientifically, that is, that can be directly tested
by evidence. If the evidence shows that minimum wages, or increases in them, are followed by a reduction
of employment (or a failure to increase), then the competitive model has not been refuted. Conversely, if
the evidence shows that significant employment expansion follows minimum wages, or increases in them, it
would be consistent with the monopsony model. At this stage, we may, as promised, sample our evidence
from the next chapter and apply it immediately in keeping with the earlier emphasis of Marshall and others
that analysis and the facts should never be far apart.

As we show in the next chapter, there is available both econometric and non-econometric (or survey)
evidence. Our preference, like that of most economists, for econometric work will be argued in the next
chapter. Here we report in Table 3-1 the more important post-1970 econometric studies of the employment
effects of minimum wages. For reasons already explained, we have excluded from the table those studies
measuring exclusively the effects on unemployment. The results reported in Table 3-1 represent the general
findings of the cited studies and refer to the statistically significant effects on broad cohorts (e.g., teenagers
or young adults taken as a whole).

Table 3-1

Survey of Employment Effects of Minimum Wage Revisions

No Significant
Author Employment significant reduction
(date) increased effect in employment
Kaitz (1970) v

Kosters and Welch (1972)
Katz (1973)

King (1974)

Welch (1974)

Kelly (1976)

Mincer (1976)

Gramlich (1976)

Siskind (1977)

Welch (1977)

Ragan (1977)

Welch and Cunningham (1978)
Swidinsky (1978) (Canadian)

<

Sl
L L

Notes:

1 Table 3-1 relates to effects on employment. Figures for unemployment are ambiguous because they are influenced by both the
participation rate and the demand for labour. Thus we have not included those studies which report unemployment effects
only. Such studies included Adie (1973) and Moore (1971). They found statistically significant adverse impact. Kaitz (1970)
and Lovell (1972), using a similar measure, found no adverse impact.

2 Kaitz (1970) studied both the employment and unemployment effects. We have omitted his result concerning unemployment
(see note 1), but have included his employment results because these are less ambiguous. We have ignored the result of Kaitz’s
study using annual data. This will be discussed in the Empirics chapter.

3 Details of results:

Kaitz — found the employment effect to be negative and statistically significant for whites except females 18-19 (not
significant) and insignificant for non-whites except males 18-19 (positive and significant).

Kelly — employment effect is negative and statistically significant in three of four cases—insignificant and positive in the
fourth,

Gramlich — teenagers experienced a reduction in full-time and an increase in part-time employment; adult males experienced

a reduction in full-time employment.

Ragan — employment impact was negative and generally statistically significant for teenage males; mixed but largely
insignificant effects for teenage females.

4 Siskind’s results are presented in a comment in Welch’s (1974) work, in which he argues that Welch erred in his use of unpub-
lished B.L.S. data. Siskind reworked Welch's study with the corrected data and argues that Welch’s finding of a statistically
significant disemployment effect are disproved. Welch (1977) responded by performing his own re-estimation by industry
class and supports his view that minimum wages cause adverse employment effects.
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Nine of the 13 studies report unambiguous and statistically significant reductions in employment, one
finds no significant effects, three show mixed results, while none reports significant increases in employ-
ment. By “mixed results,” we mean significant disemployment was found for some groups investigated and
insignificant disemployment for others. Typically, the former outnumbered the latter — as we shall show in
detail in the next chapter. The competitive labour market model is thus not refuted. This provides the
analytical support to a proposition that is widely argued on purely descriptive grounds (see below).

The facts in Table 3-1 should next be employed as a test for the possibility that actual minimum wages
favourably offset monopsony restrictions on employment. This possibility, based on Figure 3-4, is that
expansion of employment can be achieved by a minimum wage policy where monopsony is present.
Table 3-1 contains no empirical findings of expanded employment.

The evidence presented in Table 3-1 does not strictly refute the existence of monopsony power in the
labour market. It is possible that the minimum wage revisions have been too large for optimum
counterbalancing of monopsony situations. Thus where the minimum is raised to QW™ in Figure 3-4, the
model predicts the same of the competitive model — a decrease in jobs. Here the decrease is from OA to
OC? The fact remains, meanwhile, that policy makers do not have post-1970 econometric evidence to
refute the existence of competitive labour markets.

One further observation on the analysis — to be developed in the next chapter — will be helpful. In our
models, we have assumed that long-run labour supply schedules (curves labelled AW) are upward sloping.
This is consistent with what is called ““the encouraged worker effect’”” where the size of the labour force (the
participation rate) varies positively with the wage rate. In so far as high minimum wages affect workers’
expectations in a certain way, the fuller theory allows for the possibility of “discouraged worker effects.”
As we shall show, these appear to account for a considerable amount of the disemployment that occurs
after minimum wage legislation.

The inability of the Canadian and American econometric evidence to validate the monopsony hypothesis
is supported by casual inspection of the types of individuals covered by the legislation. These include
barbers, taxi-drivers, waitresses, bartenders, laundry workers, beauty parlour employees, sales clerks in
retail stores, and students. In these trades, the individual typically has more than one employer to choose
from. And it is not obvious that the employer has to put wages up to get more labour, as does the
monopsonist.

While, to repeat, the main test of the presence of competition on the labour market is the conformity of
the evidence with the prediction of the model, it is interesting to find in the literature a frequent emphasis
on the description of the trades affected by minimum wages as being competitive (Fortin, 1978, p. 11;
Bunting, 1958; Brozen and Friedman, 1966). Where there is competition in the product market, there are
large numbers of firms. This means the choice of employers will be wide. The larger the number of
employers, the more difficult it is for them to collude (Rees, 1973, p. 79). Robinson (1969, p. 227), the
inventor of the term ‘monopsony,” acknowledged the same point: “The most important cases of monopsony
will occur in connection with monopoly.” Finally, there is the same conclusion in the 1968 Research
Committee Report of the Canadian Association of Administrators of Labour Legislation (CAALL):

In both Canada and the United States, the low wage industries are for the most part highly competitive
ones. The firms in question are likely to be relatively small, to have high labour to capital ratios and, in
many cases, to be non-union. This situation is particularly characteristic of the service industries, but it is
also an important consideration in manufacturing, especially in sawmills, garments, food processing and
some others. In these circumstances, management does not have the latitude for adjustment that may be
available to those having some form of monopoly power to exploit or having to take a collective
agreement into account (CAALL, 1968, p. 55, emphasis added).

Before we leave this review of the predictions of different market models when minimum wages are
superimposed, it may be helpful to examine the meaning of a phrase that is frequently employed by
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minimum wage advocates — *“‘the need for protection.” In a memorandum of 28 November 1973, from the
federal minister of Labour to the Cabinet, it was stated that “one of the objectives of federal and provincial
minimum wage laws is 1o extend protection to those categories of wage earners who are generally
unorganized and are least able to protect themselves through collective bargaining.” Labour Minister
John Munro subsequently argued the same, and at greater length (Munro, 1977, p. 347).

But as has just been indicated, the econometric evidence does not yet support the idea that monopsony is
the typical labour market structure in those trades likely to be affected by minimum wage laws. Indeed, it
typically indicates that the legislation hitherto has caused disemployment. On the basis of such testimony,
the argument that minimum wage laws afford unambiguous “protection” is untenable.

At the same time, it cannot be concluded a priori that a minimum wage law will be regarded by policy
makers as undesirable — even if competitive conditions exist and disemployment results. “The gain in
income to the remaining workers in the covered industries could be considered important enough to offset
the losses to those who lose their jobs, particularly if some alternative source of income (including transfer
payments) was available to workers™ (Rees, 1973, p. 68). We shall return to this kind of proposition in our
chapters on policy and politics.

SHOCK EFFECT

Some of the dynamic effects of minimum wages wiil be examined in our later review of the problems of
measuring statistically the impact of legislation. Here we shall concentrate on what can also be treated as
part of dynamic analysis, the proposition that there could be favourable effects upon managerial efficiency
from the shock that higher wages could bring. The shock theory of minimum wages appears to be a
common theme in research papers prepared for Canadian government departments. Recently, it has
received special attention in Dhruvarajan (1974), Donner and Lazar (1975), Zaidi (1970), Lederer (1973)
and Canada Department of Labour (1974). It has been subjected to the most critical analysis in Fortin
(1978, p. 17), Baril (1975, p. 28), and West (1972, p. 14).

Some writers appear to interpret the shock to be simply an encouragement to management to employ
more capital. But it is not clear why, in partial equilibrium analysis, there is a need for such a special term
to describe this consequence, for it is predictable from conventional economic theory (see, for example,
Rees, 1973, pp. 68, 83) as an ordinary case of long-run factor substitution following a change in relative
factor prices.

The more legitimate variant of the shock theory does more than predict simple substitution into capital
(in the static sense of a movement along a given isoquant). In this case, the shock results in an upward shift
in the productivity of all factors. In the extreme terms of Figure 3-2, the introduction of minimum wages
could, by itself, shift production from an existing isoquant Q, (producing, for example, 100 tons) to Q,
(producing 150 tons at all points). One of the most common reasons to explain this phenomenon is given,
for example, in Lederer (1973) who argues that “to the extent that management was not fully extended
previously, the better supervision and control of workers can induce higher productivity” (p. 3).

Rees (1973, p. 83) agrees that a large initial wage increase “could well inspire management to
re-examine its methods and procedures with some care.” However, “it is much harder to imagine repeated
waves of successful innovation in response to annual wage increases... Such negotiated wage increases will
themselves become routine, and a complacent organization can deal inefficiently with them as well as with
other aspects of its activity.”
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In his study of the effect of minimum wages in Quebec, Fortin (1978, p. 17) argues that, for a given
production level, it is unrealistic to expect that the shock will cause an improvement in productivity
sufficient to outweigh the increase in costs so that no reduction in employment is involved.

West (1972) observes that in so far as the shock works, it stems from a government-administered rise in
input costs. On this logic, other government policies, such as a discriminatory tax on profits or raw
materials, could accomplish the same task. He also maintains that, where there is competition, firms are
always subject to the natural shocks of lowered costs from new entrants. It is interesting, meanwhile, that
the argument that the shock of continual squeezes on profits will provoke managers into recovering
(cost-cutting) action is in direct contrast to the usual government case for tariffs to protect against foreign
competition. The case of textiles and clothing industries are good examples. These industries consist of
many small firms and employ a considerable number of workers at the minimum wage. If one argues that
protection is needed against the shock of overseas competition, it is difficult to hold that the shock of
increased labour costs is simultaneously beneficial and self-correcting.

THE THEORY OF X-INEFFICIENCY

Consider next the proposition that shocks may be effective in the presence of what Professor Harvey
Leibenstein has called X-inefficiency. Although this particular argument has not so far appeared in the
minimum wage literature, it seems to be implicit in many of the versions of the shock theory of minimum
wages that now prevail.

In his most recent writing, Leibenstein (1978, p. 328) has described as follows the basic proposition of his
theory:

Suppose a multiperson firm is given the following option: to produce X-units for which it is offered
successively larger budgets By, B,,....B, (B, < B, < ... < B,) plus a fixed profit. The firm is free to return
any portion of the budget. What size budget will it choose? What happens to cost per unit as B increases?
I believe that the best answer is that the firm would probably choose B,, and cost per unit will increase in
proportion to the increase in B. There is no benefit to returning any of the budget. Keeping it gives firm
members more elbow room, since it would allow them to choose to work less hard or harder, give less
attention to details or more attention, choose their own good time, rather than to feel pressured by time,
etc.... We would not expect such a firm to minimize cost per unit, that is, to choose the lowest possible
budget.

In the present context, we would want to know whether those organizations that receive the most impact
from minimum wage laws fit the above picture of high cost firms where X-inefficiency is present.
Leibenstein appears to supply an important answer in his next sentence. “This suggests that under parallel
circumstances firms will not minimize costs for a given output unless competition or environmental
elements force them to do so” (1978, p. 328, emphasis added). Since we have already cited a consensus and
supporting evidence that the firms most affected by minimum wages typically operate under strong
competition, this would appear to reduce the relevance of the “X-inefficiency argument” to the shock

theory of minimum wages.

In his concluding remarks, Leibenstein (p. 332) suggests more specifically where his theory might be
applied:

1. In the case of regulated monopolies;

2. The non-private sector, where adding funds need not add output proportionally, or add output at all;
3. Health services under a health insurance scheme;
4

. Municipal services, where the passing on of costs to the taxpayer may yield very high costs per unit of
service.
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As already explained, the first category does not typify the minimum wage-intensive sectors. Similarly,
the non-private and municipal sectors employ only a small proportion of workers at the minimum wage.
Apart from this, it is not clear that the shock of a minimum wage or an increase in the minimum would
automatically result in cost reductions; for, in the non-private sectors, it is difficult to speak of a profit
motive, and organizations are not allowed to go bankrupt. With respect to health services, Leibenstein
explains that in this category “managers of health firms simply pass on higher costs to insurees.” But if this
is so, then presumably they will also pass on the cost of higher minimum wages and be immune to any
pressure to improve efficiency.

Institutionalist participants in minimum wage discussions appear often to find difficulty in accepting that
many firms in a competitive industry are operating efficiently when they are experiencing what is believed
to be subnormal profits, high labour costs as a proportion of total costs, unskilled workers, and
smaller-than-average size. There scems, however, to be no method of obtaining a measure of normal or
subnormal profits except by observing the profits of those competitive firms who survive. So either the firms
in question are in process of leaving the market, in which case the market shocks are already weeding out
the inefficient or, if the firms are managing to survive, then, by definition, they are earning at least normal
profits. Neither is it permissible to argue that a firm is inefficient if it is below average size or above
average in labour intensity. Only if entrepreneurs and workers were homonegeous could we expect one
optimum size and one common degree of labour intensity.

The liquidation of some firms after a minimum wage introduction (or increase) is not automatic proof,
therefore, of the success of the shock theory. Before the introduction of the minimum wage, the firms in
question may have been competing, in the product market, with firms in other labour markets paying wages
higher than the minimum wage for superior labour. ““The minimum wage would then raise wages in the
low-wage market without improving the quality of its labor. If the firms in question had been competing on
even terms before the minimum wage law, they would now be at a disadvantage and might have to move
out of the local labor market or go out of business” (Rees, 1973, p. 68).

The shock theory, in general terms, boils down to the proposition that if agent group B (for example,
management) is allowed to squeeze the rewards of agent group 4 (for example, non-management), the
latter will be prodded into greater effort. It is not obvious, however, that the proposition is not reversible —
that is, that it could not be written so as to present group A4 as the “squeezer” of group B’s income, and this
also in the pursuit of greater effort. If this is the case, the ultimate policy implications might be ambiguous.

Some Canadian authors indeed acknowledge that desirable shocks from minimum wages can also be
applied to the side of labour. Yet no writer has been led to recommend a freeze or reduction in wages.
Donner and Lazar (1975) argue simply that a higher minimum wage “could motivate workers to such an
extent that they will be more satisfied with their jobs and they will be willing to put in a greater effort on
their jobs...” (p. 20).

Dhruvarajan (1974) argues that a significant wage increase may have the consequence that “labour may
be motivated into working harder for fear of being laid off if their productivity did not increase; the
increased wages may provide the employer with the basis for insisting on greater efficiency from his
employce” (p. 51). But clearly the extra utility obtained from higher money wages may be offset by the
disutility caused by the new fear.

A clearer argument, suggesting how improved motivation of workers might be effected, goes back to the
nineteenth-century high-wage economy theory of Webb and Webb, outlined in their book Industrial
Democracy (1897). This theory, in effect reversed the usual functional relationships between wages and
productivity. Whereas the marginal product theory now argues that wages are a function of the marginal
product (w = f (MPy)), instead the marginal product of workers was argued by the Webbs to be a direct
function of wages (MP, = f(w)). The argument was that wage increases improved labour productivity by
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allowing labour to be healthier, happier, and better fed. Conversely, a wage decrease would lower worker’s
efficiency (Webb, 1912).

Consider Figure 3-5. The original wage is W and the numbers employed, OA4. A legislated minimum
wage of W'would cause CA to be dismissed.

Figure 3-5
The Relationship between Labour Productivity and Wage Levels
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The result is the emergence of two groups: OC and CA. The former who enjoy the wage of OW'will also,
after a lag, increase their productivity as is reflected in demand curve bb. With this increased demand
curve, the favoured workers will eventually enjoy a wage higher than W'because of competition between
employers for a restricted amount (OC) of more efficient workers. The dismissed workers, CA, will
presumably be even less productive than they were originally, since they will have experienced unemploy-
ment or a move to still lower-paid occupations (Bronfenbrenner, 1943).

It is now believed (Rees, 1973, p. 80: Hicks, 1963, p. 97) that the theory that higher wages increase
productivity could only apply realistically to underdeveloped economies. In developed economies, increased
wages after a point could have tendencies in either direction. “At first, indeed, while he {the worker] is
becoming accustomed to a new standard of living, much of the increase may be wasted, spent upon
commodities with a merely meretricious attraction...” (Hicks, 1963, p. 209).

In one sense, Webb’s theory of increased labour output following increased inputs into the quality of
labour itself translates into the modern idea of an investment in human capital. But then the question
arises, why, if such investment pays off, employers themselves will not take the initiative to increase wages
sufficiently to obtain the necessary investment, for the investment will have favourable repercussions on
profit. Becker (1964) argues that, in some circumstances and where skills are firm specific, this could
occur. One should note that in so far as firms compete for potential trainees there is no monopsonistic
exploitation. The situation is more akin to a bilateral monopoly. Employers and workers will share in
investment costs. And although the ultimate wage will not be precisely determinate it will exceed
alternative wages elsewhere.

Feldstein (1972), however, has argued that, under the right circumstances, and even in competitive
product and labour market conditions, workers of very low incomes will be led to invest in their own human
capital so as to increase their marginal productivities. But the circumstances when this result is least likely
are those in which governments have intervened to fix a minimum wage. Because of minimum wage laws,
firms cannot afford to offer useful on-the-job training to a broad class of young employees. “A firm can
generally provide the opportunity to acquire new marketing skills — by on-the-job training, detailed
supervision, or even just through learning by experience — only to a worker whose net product during the
period of training is at least equal to his wage” (p. 22). With minimum wage laws, the net product of such
workers having training may be much lower than the wage; and this means that the employer will not offer
the training. Young individuals, therefore, especially those with only little education, are thus prevented by
the minimum wage law from “buying” on-the-job training by taking a very low wage for a year or so. The
shock effect of minimum wages in Feldstein’s treatment is thus to reduce efficiency.

All of the arguments on the shock theory, so far reviewed, have been conjectural. To return to an earlier
point, the persuasiveness of a theory is positively related to its own predictive powers and its ability to lend
itself to empirical refutation (or support). In so far as minimum wages (or increases thereof) do cause
self-compensating shocks, the evidence should show no adverse employment effects. The evidence in
Table 3-1, therefore, appears to be as unsupportive of the shock theory as it is of the imperfect labour
market model in areas where minimum wages apply.

PARTIAL VERSUS GENERAL EQUILIBRIUM ANALYSIS

Contrary to the conclusions of partial equilibrium analysis so far examined, there are some special
circumstances in general equilibrium theory in which a partially applied minimum wage law may possibly
result in benefits to workers in a/l sectors. In his demonstration of this point, Johnson (1969) presents a
model of an economy divided into two sectors using two commodities and employing two factors of
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production. Commodity X is assumed to be relatively capital intensive; commodity Y is assumed to be
relatively labour intensive; both are assumed to be produced subject to the constant returns-to-scale
production functions.

The special result of benefits to all workers from a minimum wage law is obtained when the law is
imposed on the capital-intensive industry, the X industry. Because of compulsorily higher wages, this
industry’s marginal costs will rise. This in turn will result in a leftward shift in its supply curve. The new
supply curve will intersect the demand curve at a higher point. Thus the price of X will rise and the
quantity produced will fall. But if the demand for X is very elastic, the production of it could fali so much
as to release capital. When this released capital migrates to the Y industry, it will increase the
capital-labour ratio there and hence the marginal product of ¥ labour. Thus there will result a higher wage
in the Y industry — the industry that was not covered by the minimum wage legislation. This conclusion is
opposite to the conventional argument that, with homogeneous labour, a minimum wage in one industry
will always reduce the rewards of labour elsewhere.

Johnson’s (1969) analysis appears to be relevant only where there is a significant distinction between an
area that is covered by minimum wage laws and another area that is not. In Canada, most writers today
assume that coverage is now relatively complete (the major exceptions being agricultural and domestic
workers). Those who wish to attempt to apply Johnson’s special analysis, therefore, would have to go back
to the earlier years, say to the early 1960s, when coverage was incomplete.

Johnson himself insisted that there was no basic conflict with the conclusion of partial equilibrium
analysis when dealing with a minimum wage law that, like that in Canada today, applied to all sectors, or
to all sectors but those regarded as constituting a “‘subsistence sector.” The traditional conclusion, Johnson
argued, remains the same: “Minimum wage laws, though they benefit those workers who are successful in
obtaining employment in the industry subject to them, tend to create unemployment or else to drive a
number or workers into the equivalent of the subsistence sector of economy” (Johnson, 1969, p. 599).

In a subsequent criticism of the Johnson model, de Fontenay and Warskett (1976) have argued that it
does not yield general results. They contend that Johnson’s analysis was seriously limited by considering
labour as homogeneous. Instead de Fontenay and Warskett allow for labour of different types in which
earning power is different. Where there is only a single type of labour, they argue, an effective minimum
wage would lie above everyone’s wage. Where there are at least two types of labour, there are two wage
levels initially. An imposed minimum wage can then lie somewhere between the two existing wage rates so
that only one type of labour is eligible for coverage. The burden of the transfer created by the minimum
wage, they argue, is borne by the owners of capital and the high productivity labour that earns a wage
above the minimum, as well as those who are rendered unemployed.

The critique of Johnson next proceeds to the observation that his model does not, in fact, predict that the
total wage bill for labour will decline after the imposition of minimum wages. In defence of Johnson, one
could argue that this is not a criticism, since he employed a model that assumes no long-term disemploy-
ment effects; workers temporarily out of a job in one industry will eventually be employed in the
non-covered sector. The model employed by de Fontenay and Warskett appears implicitly to disallow this
assumption. Their concern is to show that, with given elasticities of demand (and rates of substitution), the
total amount of wages going to labour as a whole can increase following the minimum wage and that,
therefore, there is a larger wage fund, which can benefit labour as a whole despite reductions in jobs.

Dhruvarajan (1974) was also interested in the general equilibrium consequences for the wages as a
whole. His empirical work drew attention to what he called “the ripple effect” (p. 114). His argument was
that, when minimum wages rise, although it is clear that firms have to raise the wages of all those workers
who were earning less than the new minimum, employers find themselves obliged, nevertheless, to raise the
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wages of workers already receiving the new minimum or higher. Dhruvarajan found that failure to do this
tended to “reduce the loyalty and productivity of these workers.” In his empirical study, Dhruvarajan
found, in fact, that there was a “moderate ripple effect,” especially in the manufacturing and services
sector.

Economic theory does not unambiguously predict the above type of ripple effect. It only does so under
special assumptions. This is that labour intensities and average wages do not vary across industries. In this
case increases in the minimum wage will affect all product prices equally so that there will be no significant
substitution between products. Consider (in these circumstances) two types of workers, A and B, one with a
low marginal productivity, and the other with a marginal productivity a little higher. Next, assume, as
appears 10 be another assumption in the literature, that the two types are substitutable. Assume that
workers with the slightly higher marginal productivity enjoy a wage on the free market which is above the
prevailing minimum wage. The theory shows that, under these circumstances and provided there are no
significant scale effects reducing all outputs of their employers, the demand for their services will vary
positively with the minimum wage in the covered sector. Figure 3-6 provides a simple exposition.

Figure 3-6

The Effect of Increased Minimum Wages on the Demand for Higher Productivity
(type B) Workers Who Normally Earn Above the Minimum

Wages

(when the minimum wage = 34 per hour)

(when the minimum wage = $3 an hour)
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Higher paid workers per time period

When the minimum wage affecting lower productivity workers (type A) is $3 an hour, the demand for
higher productivity workers (type B) is D,. When the minimum wage in the covered sector is increased to
$4, the demand curve for the higher productivity workers shifts to the right, to D, in the diagram. With a
given supply, the increased demand will intersect 2t a higher wage, so those already earning a little more
than the minimum enjoy a wage increase from the legislation as well as those lower productivity workers
earning just the minimum wage.’

De Fontenay and Warskett (1976) regard such a consequence as a “ripple effect” for it makes probable
an increased wage bill in toral, that is, in our example, including type A and type B workers together.
Welch (1978) reminds us, however, that what drives this effect is reduced employment of the least
productive. When counting the winners and Josers, morcover, the latter include consumers, and it is not
clear that they have the highest incomes. Welch’s main point, however, is that the assumptions necessary
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for the simple ripple effect are unrealistic. Labour intensities and average wages are not invariant across
industries. This being so, there will be different effects on different product prices leading to complex
substitution effects. For instance, when increased wage minimuns lead fast food outlets to substitute
cost-saving machinery for counter clerks, the ripple effect then benefits the investors in capital in this part
of the machinery-producing sector. It will also increase the demand for the workers who produce the
machines. These will normally be earning wages much higher than type A and B employees in the above
example.

MACRO VERSUS MICRO ECONOMIC EFFECTS

In the literature on minimum wages there is, as we have already seen, an occasional mention of the
so-called purchasing power argument (see CAALL, 1968, p. 141; and Maphangoh, 1976). The argument is
that if the increased earnings of those whose wages are raised exceed the loss in earnings of those who lose
their jobs as a result of minimum wage increases, there will be a net addition to effective demand. This in
turn, it is argued, might generate enough additional employment to compensate for direct job losses. There
is not much analytical research on this subject reported in the recent literature. We shall, however, take a
closer look at the argument.

The first point to notice is that, even if purchasing power is increased, there will be a change in its
composition. Minimum wage advocates agree on this and also that there will be some transitional
unemployment. The extent to which full employment can be restored depends upon the ease with which
workers displaced in firms and industries adversely affected by the increased minimum can transfer to other
firms, possibly in different industries and areas. Thus, even on the most optimistic of interpretations, the
argument must acknowledge lags in adjustment. Government policies of retraining may be allied with
minimum wage policies so as to ease the transitional period.

Where the demand for labour is inelastic — the case generally assumed by the purchasing power
advocates — the reduction in numbers employed will be less than proportionate to the increase in wage
payments (the wage bill). In this case employers will have to face increased total wage costs. The question
then arises as to how these can be financed? The usual assumption is that of borrowing. Presumably,
however, businessmen would not be as willing to borrow to finance these increased wage costs as to finance
promising new investment of the traditional multiplier kind. Equally important, increased borrowing will
raise interest rates. This, in turn, will lead to a fall in the demand for money and a rise in its velocity.
Moreover, if sufficient demand is to be generated to bring back into employment those who lose their jobs
after the minimum wage legislation, the special economic assumption must hold that investment is not very
sensitive 1o interest rate increases. Yet this insensitivity is not well documented in the literature and cannot
be known a priori to hold for Canada.

Another related proposition, and one that Canadian administrators have previously voiced (CAALL, 1968,
pp. 141-142) is that minimum wage laws redistribute income from the rich to the poor, and since the latter
have a higher propensity to consume, the total spending for consumer goods will increase.

One model that takes into account most of these elements was developed by Weintraub (1956). Using
aggregate supply and demand curves, he produced a taxonomy of outcomes including the classical, the
Keynesian, and the under-consumptionist cases. On this analysis there was a fall in employment, related
with the classical case at the macro level. In the Keynesian case, there was no change in employment while,
in the under-consumptionist case, there was a rise.

Bronfenbrenner (1956) employed an algebraic model as follows:
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Let k represent the fraction of the wage increase that is paid out of profits. Its complement
(1-k) is the fraction passed through to sclling prices. Let the workers’ marginal propensity to
consume in money terms be m, a positive fraction, and their marginal propensity for induced
investment be n, also a positive fraction. In general, workers’ marginal propensity to spend,
defined as (m+n), will not exceed unity. The corresponding marginal propensities for
receivers of non-wage income (entrepreneurs and rentiers) are written as m'and n', so that
their marginal propensity to spend is (m'+n'), which is generally less than unity. Thus, the
increased working-class demand for goods and services resulting from each unit of wage
increase is (m-+n), while the decreased capitalist demand is k(m'+n’).

The net change in demand is therefore given by the difference (m + n) -k(m' +n').
Hence, employment and output will be influenced favourably by a wage increase if:
(m+n)-k(m'+n') > I-k.

We may assume (as did Keynes) that m > m' . We may also suppose that although
n'>n, the difference between them is much less than the difference between m and m'. If
we assume, for instance that (m+n) is equal to 0.8 and (m'+n') is equal to 0.7, then the
condition that wage increases have a favourable effect on employment becomes:

2
0.8 - k(0.7) > I~k or k > .

Thus, only if two-thirds of the wage increases were financed out of profits would there be a favourable
effect on employment. Bronfenbrenner’s appeal to real (1950s) measures of m and m' (and reasonable
assumptions about n and n') resulted in magnitudes of K much higher than would have been consistent with
the expansion experienced during the period investigated. Bronfenbrenner’s conclusions suggest, therefore,
that macroeonomic effects are not, in general, sufficiently strong to offset the adverse employment effects
of a rise in minimum wages.

Ultimate judgements on Canada, of course, are best obtained from comparing Canadian facts with the
predictions of these models. Hitherto, no writer appears to have attempted to present falsifiable (or
refutable) macro models of minimum wages. It seems reasonable to assume, meanwhile, that neither the
American nor Canadian evidence in Table 3-1 supports the argument that the macroeconomic effects on
demand are strong enough to prevent adverse employment effects.

At the beginning of this chapter, we promised to examine the more important analytic aspects of
minimum wages except for price and wage effects (to be studied in our next chapter). We undertook, also,
to demonstrate in the chapter the mutual dependence of analytics and empirics. The summary of empirical
findings in Table 3-1 has accordingly been shown to relate directly to the predictable consequences of the
competitive (and non-competitive) models of comparative static labour markets, the shock theory, and
macro analysis.

It is now time to explore in more detail the individual items of research shown in Table 3-1. The next
chapter will proceed with this task, and in such a way as to develop further, where necessary, particular
points of analysis so far introduced.
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Empirical investigation is first and foremost intended to test the hypotheses formulated in the theoretical
discussion. Most of the empirical literature, to date, has been devoted to a study of the employment/unem-
ployment aspects of minimum wages. This has proceeded within both a partial- and a general-equilibrium
framework. There has been much less work on the income distribution and purchasing power issues. This
lack 1s due, in large part, to problems of data availability.

We indicated in our theory section that the bulk of the published empirical literature of the 1970s has
failed to refute the competitive labour market model. The refutation or confirmation of this model calls for
evidence on the employment effects of minimum wages. We open this section with a more detailed review
of the empirical evidence on this question of the employment effects and, since our task is to critically
survey the field, we discuss the employment and unemployment issues in some detail. Following this, we
discuss the current literature on the selection of an operational minimum wage variable (index). Our third
subsection is devoted to the econometric problems of the appropriate form of the lagged responses to
minimum wage revisions. Some special aspects of the participation rate effects are dealt with next, followed
by a brief discussion of some additional employment-related issues. Finally, we critically survey the current
work on the price and income distribution effects of minimum wages. A summary table of the works
surveyed is presented at the end of this chapter (Table 4-2).

Peterson and Stewart (1969) presented a state-of-the-art review of empirical research to the end of the
1960s. They characterized the empirical work as leading to no clear consensus concerning the impact of
minimum wages. They saw “‘analytical weakness™ in method as a major reason for this “‘general state of
confusion.” In particular, Peterson and Stewart criticized the supporters of minimum wage legislation for
their “fundamental anti-theoretical bias™ (p. 4). They noted that the method adopted by supporters mainly
involves “‘describing changes subsequent to a minimum wage rate increase or polling employers on the
reasons for particular changes™ (p. 4).

This type of analysis is usually identified by the use of survey techniques whereby employers are
questioned regarding their adjustments to minimum wage revisions. While this technique is capable of
generaling some interesting insights, it is fraught with problems which limit its usefulness with respect to
the question of the disemployment effects of minimum wages. A major difficulty is the inability to identify
causal relations, but the same criticism can be made for studies based on cross-sectional data. The impacts
that are mecasurcd may be due 1o a variety of factors and this technique is largely incapable of sorting these
out. McKenna (1973), for example, found a 10 per cent reduction in employment in the year following the
January 1969 revision to Ontario’s minimum wage, but he was unable to identify the cause on the basis of
his study.

Fantl and Whittingham (1970) also studied the cffects of the January 1969 revision. They concentrated
on the short-run impact (two weeks) and utilized a survey questionnaire directed to employers in five
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low-wage industries. They reported no significant disemployment effects although they recognized the
difficulties of such a study, *“...difficulty of isolating the effects of a minimum wage” (p. 2), and of a time
period, *“...too short to permit a detailed analysis of adjustments™ (p. 3). As well, their data (Tables 26 and
27) appear to indicate some substitution towards learners (there was a ten-cent differential in effect). This
could raise the turnover rate which imposes costs of its own.

Rhodes (1973) also used a survey study to assess the impact of the 4 December 1972 revision in British
Columbia. He studied the situation eight months after the revision and found little direct layoff impact.
However, some 500 jobs were lost through attrition or were closed prior to staffing. Finally, Dhruvarajan
(1974) studied the impact of the | October 1972 revision in Manitoba. He used the survey approach and
studied two time periods — between the announcement and the effective date, and five months following.
Generally he reported no adverse employment impact.

By now, a pattern is clear. Those studies utilizing the survey method have unanimously reported no
adverse employment effect due to a minimum wage revision.

Peterson and Stewart (1969) arrived at a number of conclusions (p. 15) on the pre-1970 literature and
these will be useful as points of departure for our post-1970 survey:

1. Most government studies have created the impression that minimum wage policy has produced no
adverse employment effects.

2. Most academics research has concluded that there are adverse relative employment effects of
minimum wages and these are related to the relative wage impacts of statutory minimuns.

3. According to the academic rescarch, the gencral model of economic theory (by which we presume the
competitive model) most nearly corresponds to the observed results of statutory minima, whereas the
alternative models used to support minimum wage advocacy have been shown to be non-predictive in
theory and in fact.

4. Existing evidence on the effect of minimum wage rates is substantial and should serve to sharpen the
focus of further research and debate in the field.

EMPLOYMENT VERSUS UNEMPLOYMENT EFFECTS

In the preceding chapter, we briefly discussed some of the issues concerning the correct measure of the
employment-related impact of minimum wage legislation. There we argued that the use of unemployment
as the yardstick led to certain ambiguities resulting from identification problems with respect to supply and
demand impacts. In this section, we present the issues in more detail.

In a Bureau of Labor Statistics (U.S.) study, Kaitz (1970) reported significant adverse employment
effects of minimum wage revisions for many of the age/sex/colour cohorts. Thus he went part way towards
meeting some of the criticisms of Peterson and Stewart that studies performed by government bureaus were
supportive of minimum wages. His study utilized a linear equation fit by ordinary least squares (OLS) to
quarterly data for the period 1954-68, thus meeting another of the Peterson and Stewart criticisms that
research performed for the bureaus tends to be descriptive in nature.

Kaitz made many important contributions in his study, and we will make use of his pioneering work as a
vehicle to present much of our discussion in this chapter. First, he illustrated clearly the problems of using
unemployment as an index (or as the dependent variable in the case of econometric estimates) of the impact
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of minimum wage revisions. In place of the unemployment rate (the percentage of civilian labour force
unemployed), Kaitz used the unemployment ratio (the percentage of civilian population unemployed) as
one of his dependent variables. He argued that the unemployment rate was an incorrect specification of the
dependent variable since it was sensitive to the definition of the labour force, and thus subject to
supply-induced fluctuations. Lovell (1972) uscd the same argument to explain his use of the unemployment
ratio in his study of teenage unemployment.

According to Fisher (1973), while Kaitz and Lovell were correct in their criticism of the use of the
unemployment rate as the dependent variable, the unemployment ratio is also incorrect. Let us look at the
two variables in symbolic form:

.‘.

Unemployment Rate

Unemployment Ratio =

|
=
~

Il

Where L = civilian labour force
£ = civilian employment
P = civilian population

The numerator is the same for each and this is where the problem arises. Both depend on the definition of
the labour force and are thus subject to the same labour supply-induced fluctuations.

Table 4-1

Unemployment Ratio Versus Unemployment Rate: the Differences in Findings

Reported effect of

Study Index minimum wage increases
Kaitz (1970) Unemployment ratio No adverse effect
Lovell (1972) Unemployment ratio No adverse effect
Moore (1971) Unemployment rate Adverse impact
Adie (1971) Unemployment rate Adverse impact

In his survey article of 1974, Goldfarb analysed the basic differences in the findings of Adie (1971),
Moore (1971), Kaitz (1970), and Lovell (1972). He found that Kaitz and Lovell reported no significant
adverse unemployment impact, while Adie and Moore reported significant adverse impact. Lovell had
argued that a crucial difference between Kaitz and Moore was the inclusion, or omission, of variables to
capture leenage population growth (a supply effect). Moore ignored this population factor and found a
significant impact, while Kaitz included this factor and found no significant impact. Actually, Goldfarb
noted that the Kaitz, Moore, Adie, and Lovell studies differed in a number of ways:

1. The definition of the unemployment variable;
2. The treatment of possible lags in the minimum wage effect;

3. Inclusion of a relative population growth term;
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4. The deflator used in the minimum wage index;
5. The classification of the study group into cohorts of age/sex/colour.

We shall discuss most of these points throughout this section but for the moment it is interesting to note
that one can classify the Adie, Kaitz, Moore, and Lovell studies by their definition of the unemployment
variable and obtain the following classification of results in Table 4-1. Fisher directed further criticism
toward Lovell’s use of the unemployment ratio on the grounds that it understated the unemployment
impact.'

Fisher (1973) argued that the use of the unemployment rate was just as incorrect as the unemployment
ratio. He argued further that the single equation-reduced form model of the type

n
u=ﬁo+{31E+52Mw+;l By X;
l:
where u = unemployment rate or ratio
E = index of economic activity
MW = minimum wage variable
X. = other exogenous variables

was an inadequate specification. Fisher maintained that it ignored the supply interaction. In place of the
above formulation he urged the use of a simultaneous equation system (equations). This would measure the
effect of minimum wage revisions on the number employed and the effect of the altered job opportunities
on the participation rate. Some later authors, notably Mincer (1976), Ragan (1977), and Swidinsky
(1978), take partial account of this point in their models. We shall discuss these more recent studies
shortly.

Returning to Kaitz, his use of the unemployment ratio as the dependent variable for a part of his
empirical work does illustrate an important source of ambiguity in many earlier studies (Adie, Moore,
Lovell), as well as some of the subsequent studies. With the unemployment ratio as his dependent variable,
Kaitz found the minimum wage effects to be statistically insignificant for all cohorts. However, when Kaitz
ran the model with the employment rate as his dependent variable the results changed considerably. He
found the effects of minimum wages on employment to be negative and significant for all whites, except
females 18 to 19 years old (positive but not significant), and insignificant for all non-whites except males 18
to 19 years old, where it was positive and significant.??

One result of Kaitz’s work was to show that a statistically insignificant unemployment effect was
consistent with a statistically significant employment effect.* These results, plus the analytical discussion by
Fisher, indicate that any further work in this area should concentrate on the employment and participation
rates separately. In fact, as we show later, the more recent work takes this into account.

Maphangoh (1976) studies the impact of minimum wage legislation on a traditionally low-wage sector of
the Canadian economy. He used a cross-section method as applied to the retail trade and personal services
sector, with data from the 1966 Census and 1971 Census. The 1971 data were used only to estimate the
minimum wage effect. Maphangoh used a two-equation model:
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Eij = &5 <k alWl.]. ot O‘ZS,',' + a3Ed1. 20 v (1)
where Wi]. = average weekly earnings in the ith industry and jth region

E,.j = per capita employment in industry i region j

S’.j = per capita sales (proxy for output) in industry i region j

Ed]. = median years of schooling in region j

Mj = average hourly earnings in manufacturing in region j

W_. = legislated minimum wage in region j

In this model, minimum wages were assumed to have an impact on the general wage level, W, and
employment was assumed to be a function of the general wage level. Minimum wages thus make their force
on employment felt through their impact on the general wage level. A priori, B4 is expected to be positive.
Maphangoh argued that the wage effect is due to the resulting compression of the low-wage tail of the
distribution. The more likely result is a general upward revision in the overall wage levels with the
dispersion unchanged. Maphangoh called 4 the “wage elasticity” and oy the “employment elasticity.”

The size of the employment impact of minimum wages is given by «;84-

Maphangoh found that the employment response to wage increases was fairly high, ranging from -0.26 to
-0.84. The wage impact was much more moderate: 0.16 to 0.63. The resulting employment impact to (a,8,)
was moderate: —0.05 to —0.53. From this, he concluded that minimum wages should not lead to
substantial reductions in employment. We feel that an employment impact of —0.53 is (numerically)
significant, Maphangoh’s stated conclusions notwithstanding.

The Maphangoh study has a number of shortcomings which affect the validity of his results. The causal
chain described in his model (minimum wages influence general wages which in turn affect employment)
tends to dilute the impact of the minimum wage revisions. This is particularly true of Maphangoh’s
estimates since B4 is not statistically significant for any of his industry classifications. As well, this
approach ignores specific study of low-wage workers who are likely the chief recipients of minimum wage
employment effects. Meanwhile, his cross-sectional approach restricts us to a static view of the work and
precludes an analysis of dynamic adjustments such as lagged response to minimum wage revisions.

DIFFERENTIAL MINIMUM WAGE EFFECTS ACROSS REGIONS

There is one sense in which the use of the unemployment rate may be appropriate. Unemployment is a
measure of labour market disequilibrium; it represents negative excess demand and therefore a market that
is not cleared. In contrast, a distortion-free economy is characterized by cleared markets and zero excess
demand. If we have a set of markets that are effectively separated, say, through legal fiat, we can measure
the relative degrees of distortion by comparing measures of excess demand in them.
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Labour markets, of course, are effectively separated at an international level by legal restrictions on
migration and the necessity of acquiring work permits. Here a simple index of excess demand such as the
unemployment rate is a sufficient measure of relative market distortion. Intra-nationally, the labour market
separation is less complete. It is effected by a host of transaction costs such as moving expenses,
information costs, and any jurisdictional restrictions on income support programs (welfare, unemployment
insurance, hospitalization, and so on). Where such separation factors are not complete, we would expect the
adjustment process to work through migration and eventually to equalize unemployment rates across all
regions. Due to the existence of adjustment costs, however, the migration process will work only very slowly
and we might expect short-term differences in provincial unemployment rates in response to local
distortions.

One potential distortion is provincial minimum wage legislation. If minimum wages cause unemploy-
ment, to the extent that adjustment through migration is incomplete, we will see short-run differences in
provincial unemployment rates. This will be particularly true if some jurisdictions engage in rapid and
sustained revisions in their minimum wage rates.

Maki (1978) chose the period 1970-77 to study the effect of minimum wages on provincial employment
rates. This period was marked by steady inflation, which lead policy makers to a rapid and sustained
program of minimum wage revisions. This was particularly true of Quebec, which steadily increased its
minimum wage rate to relatively high levels in this period. Maki fitted a single OLS equation to an annual
pooled cross-section time-series set of data. The equation he used was:

URATE = f(provincial dummy variables, Y/ “8aww, "W Aww, PCEI, DSQLR, LFPR)

where  URATE

[t}

aggregate unemployment rate
UICB = unemployment insurance benefits
AWW = average weekly wages
MW = provincial minimum wage rate times 40 hours

PCEI = percentage change in employment index

DSQLR

disqualification rate for unemployment insurance benefits

LFPR = aggregate labour force participation rate

All variables are defined for the particular province.

Maki estimated the elasticity of the unemployment rate with respect 1o the minimum wage variable (as
measured at the mean of MW/AWW ) to be 0.56. The coefficient itself was statistically significant (p. 10).
He compared minimum wage effects between provinces and found that “differences between minimum to
average wage ratios among provinces were found to be statistically significant determinants of differences
in provincial unemployment rates™ (p. 12), although the magnitude of the effects was small (p. 13). These
results are in accord with our theoretical discussions. Maki noted that Alberta, British Columbia, Ontario,
and Newfoundland would have had higher unemployment rates if their minimum wage to average wage
ratios had been at the national average. He concluded, “preliminary findings presented here suggest the
impact of minimum wages on unemployment may be non-negligible” (p. 13).
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Some of Maki’s other findings are of interest. He found that the variable representing unemployment
insurance benefits was largely insignificant as a determinant of the provincial unemployment rates. This is
surprising since the existence of unemployment benefits lowers the direct cost of unemployment, and thus
tends to reduce the extent to which workers adjust to local labour market conditions via migration. As well,
Grubel, Maki, and Sax (1975) found unemployment insurance benefits to be a significant determinant of
aggregate unemployment. It may be that UICB/AWW shows very little variation across the provinces.
Most of the interprovincial variation in unemployment rates is accounted for by the provincial dummy
variables (about 74 per cent). However, this does not pose a problem; the result is expected given the extent
of regional disparities in Canada (Economic Council of Canada, 1977b).

There are some problems with Maki’s model. He recognized that labour force participation rates may not
be perfectly exogenous and thus the coefficient of this variable is suspect. As well, his use of annual data
may obscure some of the short-run fluctuations in the labour market and this will likely lead to an
underestimate of the impact of minimum wage revisions. Maki used the aggregate unemployment rate as
his dependent variable and this will tend to dilute the impact of minimum wage legislation. Minimum
wages have their greatest impact on low-wage workers and, although these persons are disproportionately
represented in the unemployment siatistics, the aggregate statistics will include some persons who would
not be affected by minimum wages. It might be useful to apply Maki’s methodology to unemployment rates
for, say, teenagers or older persons.

This review of Maki’s study explains why we feel that it does not fall heir to the usual problems of studies
relying on unemployment effects. Earlier we explained that figures of unemployment are usually ambiguous
because they are influenced by both the participation rate and the demand for labour. Maki’s study is
exceptional because it looks at differential rates of unemployment across the provinces.’

Participation rate levels vary across provinces for a variety of reasons (for example, the 1977 average
rates for males aged 15 to 24 were 62.3 per cent in New Brunswick; 69.9 per cent in Ontario; and 77.5 per
cent in Alberta).® But if we can reasonably assume that the adjustments to these rates are fairly constant
across provinces (for example, a uniform relative decline) under a given shock, then Maki’s results can be
generally accepted as an indication of total employment effects.

At the same time, we wish to reiterate the ambiguity of unemployment figures in other studies. Our
theory section emphasized that the strict condition for failure to refute the competitive model is that an
employment decrease follow a minimum wage increase. The proposition that the minimum corrects for
monopsony requires that an employment increase follow. We also emphasized that an increase in
unemployment statistics is consistent with either model. This is further evidence that the appropriate test is
employment change.

RECENT STUDIES OF EMPLOYMENT EFFECTS

Four recent studies of the employment effects of minimum wages are of particular interest. Three of
these (Mincer, 1976; Gramlich, 1976, and Ragan, 1977) are American while the fourth (Swidinsky, 1978)
1s Canadian. These studies share some methodological similarities and we shall discuss them together.

Mincer’s work set the tone of the current studies of minimum wage impact. He esiimated employment
cquations of the form:

EIP = fIMW,UC,AF,T,T?)
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where E/P = the employment rate

MW = minimum wage variable defined as minimum wage over average hourly earnings times a coverage
factor

UC = unemployment rate of adult males aged 45 to 54 which serves as a cyclical index
AF = fraction of the particular population group who were in the armed forces

T = time trend

for ten age/sex/colour cohorts, using quarterly data for the period 1954-69.

For the moment, we will discuss only those aspects of Mincer’s work which pertain to the employment
impact of minimum wage revisions. Other aspects of Mincer’s model will be discussed in subsections to
follow.

Mincer found the disemployment effects of minimum wage revisions to be larger for teenagers than for
young men aged 20 to 24, “..as one would expect” (p. 103). In fact, Mincer obtained negative impact
elasticities of minimum wages for all ten of his cohorts. The results were statistically significant at the 1 per
cent level, for white teens aged 16 to 19, white and non-white males aged 20 to 24, white males over 65, and
white females over 20. As expected, males aged 25 to 64 exhibited low impact. Low estimated elasticities
for non-whites may be due to non-compliance effects or to the problems of sample partitioning that we
discussed in connection with Kaitz’s work.

Although the employment effects constitute only a small part of Gramlich’s (1976) very comprehensive
study, his results are well worth discussing. Gramlich used quarterly data to estimate equations of the
following general form:

InE = g(L(InQ),L(InAWI), t,D,InS)

where  E = civilian non-farm employment
Q = civilian non-farm real output
MWI = minimum wage index (the composition is discussed below)
t = time trend
D = dummy variables to represent changes in coverage

S = supply constraint variable”

t~
I

a four or six quarter lag operator of the Almon type

This equation was estimated for three groups: teens aged 16 to 19, adult males, and adult females, with
each group broken into full- and part-time employment status. Gramlich finds his estimated coefficients for
the minimum wage index to be robust — largely independent of the specific set of independent variables.
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For the teenage cohort, the coefficient for the minimum wage index is negative for the full-time and total
employment equations. It is generally statistically significant in the full-time equations and marginally
significant in the total equations (Table 6, pp. 436-37). For the part-time employment equations, the
coefficients are uniformly positive and marginally significant. The supply constraint variables for the
teenage group are based on the number of teens in the armed forces or the number of teens enrolled in
school.

The results for adult males are generally uniform in terms of sign and magnitude of the coefficients for
the minimum wage index. The equations estimate for total employment show negative coefficients for four
of the five variations; however, they are largely insignificant. The full-time/part-time split shows some
interesting results. The minimum wage coefficients are negative in three of four cases for the full-time
equations, are larger than for the total employment equations, and are statistically significant at the 1 per
cent level. In the part-time employment equations, the coefficients are positive but not significant even at
the S per cent level.

The adult female results are very inconsistent. None of the coefficients are statistically significant and
the signs are not uniform within the group or without.

Gramlich notes (1976, p. 442) that his results indicate that teenagers are made worse off after a
minimum wage increase. It appears that minimum wages cause some substitution of part-time for full-time
work among teenagers. This shift may explain why studies which ignore that part-time/full-time split find
relatively slight overall employment impact. Clearly, as Gramlich notes (p. 443), the shift from full- to
part-time work represents a loss to teenage workers, and *“...the most reasonable verdict is that teenagers
have more to lose than to gain from higher minimum wages” (p. 443).

For adult males, there is also a noticeable rise in part-time work. Gramlich observes, however, that the
low estimated elasticities led him to conclude, ““...adult males benefit somewhat from an increase in the
minimum” (p. 443).

In the case of adult females where the part-time signs were all negative and full-time, largely positive,
Gramlich argues that it may be that women are shifted into the full-time labor force replacing lower-wage
teens who then occupy the part-time jobs vacated by women. This is plausible in the first round. Minimum
wage revisions compress the wage tail and shift the terms of trade in favour of the higher wage group. If
women working part-time represent this higher wage group, then they will experience an increase in
employment as they are made relatively less expensive by the minimum wage revision. Women may be the
main beneficiaries of minimum wages just as teenagers appear to be the main losers.

The employment impact portion of Gramlich’s study appears to support the view that minimum wages
cause some adverse reaction. It is impossible to judge whether the losses incurred by teens are offset by the
gains to women without making interpersonal utility comparisons. We note that although the signs of the
minimum wage coefficients for full-time employment for women are generally positive, none of them are
significantly different from zero. This gives us some cause to doubt Gramlich’s view that women benefit
from minimum wage legislation by increasing their full-time involvement in the work-force.

Ragan’s (1977) methodology was similar to that of Mincer and Gramlich. He estimated an employment
equation:

Ne = fmw, U, P, mp)
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where P = employment ratio (fraction of study group employed)
MW = minimum wage variable (to be discussed in a later subsection)

P

supply variable — the ratio of the study group population to the population 16 and older

a manpower program variable — Ragan based it on participation in the Neighbourhood Youth
Corps

mp

This equation was estimated (using quarterly data for the period 1963-72) for 16 youth subgroups defined
on the basis of the (16 to 17 and 18 to 19), race (white, and non-white), sex and school enrolment status.

Again, we will consider only the results for the minimum wage variable at this time. The coefficient was
negative for all eight of the male equations reported and for four of the eight female equations. Where the
coefficient had a positive sign, it was not statistically significant. The coefficient was significant in five of
eight cases for males and in two of four negative cases for females. Ragan concludes that his results
represent “..strong support for the hypothesis that federal minimum wage legislation reduces youth
employment” (p. 133).

Swidinsky’s (1978) work is unique in Canada, as far as we are aware, in that he follows the more recent
methodology (as represented by Mincer) by estimating separate equations for employment and labour force
participation. Using annual data for the period 1950-75 Swidinsky estimated an employment equation:

E/P = f(U, MWL, T, T?)

where E/P = the employment rate for the relevant group
U = prime age male (2544) unemployment rate (the cyclical index)
MWI = minimum wage index

T = time trend

This equation was estimated for male and female teenagers. Swidinsky found the estimated coefficients for
the minimum wage index to be negative for both groups and significant at the 5 per cent level or better. The
employment elasticities with respect to minimum wage changes (including coverage) are —.135 for males,
—.560 for females, and —.316 for teenagers as a whole. These are somewhat higher than Mincer’s estimate
of —.205 for white teenagers although the demographic groups are not quite comparable (Swidinsky, 1978,
p. 16). Swidinsky’s results indicate the employment impact of minimum wage revisions are not
inconsequential.

Mincer, Ragan, and Swidinsky all estimated separate equations to explain participation rate behaviour
under minimum wages. They integrated these results with those obtained from the employment equations
to generate estimates of the unemployment effects of minimum wages. The explicit inclusion of the
participation rates emphasizes some of the problems which can arise if unemployment is studied in
isolation. We discuss the participation rate behaviour in a later subsection of this chapter and we will
include the estimated unemployment rate effects at that time.
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THE MINIMUM WAGE INDEX

Kaitz’s second major contribution was his creation of a minimum wage index. The chief components
were federal minimum wage coverage rates across industries, and the proportion of young workers (since
this was his study group) in the various industry classes. His index may be expressed as:

n MW.
Minimum wage = MWI = X ¢;- — =
i=1 A Wi
where ¢ = industry weights computed by multiplying the proportion of industry i covered by the Fair
Labor Standards Act (FLSA) times the radio of youth to total employment in industry i
MW, = FLSA minimum wage in industry i
AW. = average hourly earnings in industry i

i

This index or a similar one was used in many subsequent U.S. studies (for example, Mincer, 1976; Ragan,
1977; Kosters and Welch, 1972; Welch, 1974; Lovell, 1972) and also in a Canadian one (Swidinsky, 1978).
The explicit incorporation of coverage and employment ratio factors, ¢, recognized the fact that the impact
of minimum wage revisions will not be the same across all industries.

The specification of the minimum wage variable has been widely discussed. We will deal first with
questions concerning the definition and use of the coverage index. Ragan (1977) argued, “...the fraction of
the group covered by the minimum wage legislation is as important as the level of the minimum wage”
(p. 130). Clearly, the extent of the impact of revisions to the minimum wage will depend on the fraction of
the work-force actually affected, and there is a strong case for inclusion of such a factor in the empirical
work. Of course, questions on this matter arise only if there is a substantial sector of the labour force not
covered by minimum wages.

The results reported in Swidinsky’s study indicate the importance of the coverage factor, particularly for
cases where there was a sizable change in coverage. In 1963, there was a substantial extension of coverage
in Ontario. This produced a marked increase in Swidinsky’s minimum wage index (1962 = .238,
1963 = .416), and accounted for much of the employment impact he found (p. 11, footnote).

The exact manner in which the coverage index should be used is somewhat less clear than is the case for
its inclusion. Fisher (1973) argued that it is unlikely that changes in coverage and minimum wage level
would be equally important and, further, the use of a composite index implicitly assumes identical response.
He also argued that legal coverage is not equivalent to effective coverage. Workers may be legally defined
as covered by the legislation although their wage rate substantially exceeds the minimum wage range. The
legally defined coverage will generally exceed the effective coverage. Gramlich (1976), too, argued that the
use of a composite coverage and level index is incorrect and that its use would probably bias the estimates
of the elasticity of the minimum wage impact downward (p. 415).

Fisher’s criticism of the use of composite indices was based on the problem of errors in the variables
arising from the distinction between legal and effective coverage (1973, p. 516). The data on coverage
usually pertain to legal coverage while the actual impact of minimum wage revisions is based on effective
coverage. If the minimum wage variable in the estimated equation is composed of a composite of the
minimum wage level and the legal coverage rate, this will induce errors into those data. The OLS estimator
of the resulting coefficient for the minimum wage variable will be inconsistent (Johnston, 1972, pp. 281-82;
Maddala, 1977, pp. 292-303).® The classical analysis of the errors in the variables model indicates that the
result is an underestimation of the particular slope coefficients. For the current problem, we cannot be sure
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of the direction of the bias. Maddala (1977, p. 302) shows that the presence of a systematic arrangement in
the measurement of error can led to an under or overestimate of the slope coefficient.

Gramlich (1976) argued that the use of a composite index led to biased estimates of the wage elasticity
of demand (pp. 415, 433). He specifically argued that the bias was in a downward direction. From his
discussion, it appears that Gramlich was more concerned with problems caused by the functional form
rather than the errors in the variables issue.

Gramlich’s use of dummy variables to represent changes in coverage wants careful consideration. By
their nature, we expect reasonably good statistical fit for dummy variables. Gramlich’s failure to obtain
good fits is somewhat disturbing. Further, the use of dummy variables is likely to incur problems of
interactions and thus of interpretation of coefficients.

As a final point, we note that including actual measures of coverage as a separate variable does not
eliminate the errors in the variables problem as it concerns the coefficients for the minimum wage term. It
merely shifts the domain with continued troublesome results (Maddala, 1977, p. 294).

However, there is a pragmatic reason for avoiding composite indices. Changes in these indices are
composed of wage level and coverage changes, sometimes simultaneously. Thus the elasticity to either
change alone is impossible to identify. From a policy viewpoint, this is unfortunate. This problem is
especially acute in Canada where coverage is now nearly complete. Any further revisions to the minimum
wage index will be via wage level adjustments.

Fisher also criticized the deflator used by Kaitz, Mincer, Ragan, and Lovell — the average hourly
earnings in the particular industry. Other authors (such as Swidinsky, 1978) have used average hourly
earnings in manufacturing as a general deflator, while still others (such as Adie, 1973; Gramlich, 1976)
have used price indices such as the wholesale price index. Under Fisher’s new treatment, these are all
incorrect. His argument is that the correct deflator is the market-clearing wage for teenagers which would
have prevailed in the absence of minimum wages. This, of course, is unavailable. (Katz (1973) attempted to
estimate this wage as part of a simultaneous model.) Fisher noted that only if the market-clearing wage had
been highly correlated with average hourly earnings (for whatever sector), or the various price indices,
would average hourly earnings be the correct deflator. Otherwise, we have the errors-in-the-variables
problem. Fisher argued that it was unlikely that teenage wages would have risen as rapidly as average
wages through the 1960s, given the demographic pressures experienced by the teenage cohort for this
period. For this reason, the minimum wage index, which uses average hourly earnings or general price
indices as a deflator, is very likely biased.

Fisher’s contention is open to debate. What is the purpose of deflating nominal values of the minimum
wage? Is it to incorporate relative prices or to convert nominal minimum wages to real values? It seems
that the purpose should be both. Now, average hourly earnings is a good proxy for a price deflator if
labour’s share of output is near constant. At the same time, MW, ., is a measure of relative wages
although AW may not represent an appropriate alternative. This will be discussed shortly. In any case, the
use of a fictitious market-clearing wage is incorrect. It is logically impossible to have both the minimum
wage and the free market wage in the absence of minimum wages in existence at the same time. Hence, the
free market wage cannot be viewed as an alternative to the minimum wage in the employers’ decision to
hire.

The 1ssue of the correct measure of relative wages turns on the correct definition of the labour market.
The implicit assumption in the analysis of Kaitz, Moore, Lovell, Mincer, Ragan, Adie, Swidinsky, and
others is that the demand for teenage labour is a relevant concept and that it represents the low-productivi-
ty workers who are most affected by minimum wages. Swidinsky (1978), however, notes *...there may
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actually be several such [teenage] markets” (p. 14). Some teenagers earn high incomes and some adults
compete with teenagers for low-wage jobs; it is an empirical question regarding the degree of dilution of
minimum wage effects in the teenage cohort. If teenagers are generally low-wage workers, then MW is a
fair approximation of teenage wage rates. The AW term will capture relative wage effects if the wage
dispersion is near constant through the study period. The actual replacement wage 1s unlikely to be AW but
rather some wage just above MW.

Complete discussion requires investigation of the characteristics of low-wage workers. Kelly (1976)
addresses the question by testing various minimum wage specifications. In particular, his index incorpo-
rated alternate deflators to account for supposed differential growth rates of teenage wages. He found his
results to be sensitive to the specification which indicates some support for Fisher’s view that the use of
average wages may lead to biased results. In any case, Kelly’s work warns us to be careful in the selection
of the minimum wage variable.’

LAGS IN RESPONSE TO MINIMUM WAGE REVISIONS

Kaitz omitted the inclusion of a lagged response to the minimum wage revisions. This topic received some
attention from Fisher (1973) who noted, “Any study, therefore, that does not allow for a [lagged response]
will understate the true impact of a minimum wage and will be biased toward showing no impact” (p. 519).
There are many reasons to expect a lagged response. Adjustments in factor proportions are costly and this
cost may be reduced by making the adjustments slowly (Alchian, 1959). Kaun (1965) used a simple
rank-correlation exercise to show that minimum wage induced wage hikes do lead to adjustments in factor
proportions.

Various authors attempted alternate specifications of the lagged response to minimum wages. Lovell
(1972) adopted a partial adjustment model:

Ul - Ur—l = 8(Ute = Ut—l) = €

where Uf equilibrium unemployment in period ¢

2]
|

= partial adjustment coefficient

Fisher (1973) argued strongly that this specification will involve problems of interpretation since it may
lead to the estimation of “‘sensible’ coefficients and an acceptable Durbin-Watson statistic when, in fact,
there may be significant serial correlation (Griliches, 1967). The use of a lagged endogeneous variable may
cause one to commit an omitted variable error since a good fit may be obtained from an incomplete
specification, and the Durbin-Watson statistic will not signal the omitted variable error.

The partial adjustment model poses some problems from the point of view of economic theory. This
model argucs that the largest adjustment occurs in the first period after the revision and that subsequent
adjustments grow progressively smaller. This would seem to make sense if we assume that the cost of being
out of cquilibrium increases with the distance from equilibrium. With costly adjustments the incentive will
be to make large adjustments only when one is well out of equilibrium, and to decrease the size of
adjustment as onc approaches cquilibrium and the returns to adjustment diminish. Kaun (1965) found that
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those firms paying the lowest wages prior to the minimum wage revision tended to adjust their factor
proportions to the greatest extent in response to the revision.

The above reasoning, however, ignores learning behaviour. We discuss here the version of learning
behaviour that accords with our view of the labour market operations. This involves only lagged responses
to minimum wage revisions. Other adjustment patterns are possible. Minimum wage revisions are
accompanied by lengthy advance announcements (generally provided by law). This could result in a /ead
response as employers make adjustments in advance of the actual revision. One could also argue that more
frequent minimum wage hikes will lead employers to form expectations of some form of explicit or implicit
indexation of minimum wages, and this will lead employers to pursue long-run adjustments and ignore
short-run fluctuations in the minimum wage. This raises another, more subtle probiem. Behaviour of this
type would make it very difficult to measure the impact of minimum wage revisions since we would be
observing long-run adjustment behaviour, which may be all the more pervasive. Consider, for example, the
trend towards self-serve gas stations. This represents a change in the production function towards less use of
labour and may have been due to expectations of continued minimum wage increases.

We disagree with the argument for a lead response for this reason. Minimum wages generally apply to
low-skilled, low-productivity workers. These are likely to be relatively homogeneous and have low
attachment to other factors of production. Thus transaction costs (hiring and firing) to the employer are
quite low and he can adjust easily to changes in relative factor prices. We would argue that the rewards to
advance adjustment are small and not worth pursuing.

We will concentrate our attentions on lagged responses to minimum wage revisions. Minimum wage
revisions are infrequent. Intuitively, 1t is appealing to expect that initial adjustments will be small as
employers learn the impact of adjusting to an infrequent occurrence. The magnitude of adjustment will
increase as information becomes available and then decrease as costs and benefits trade off. Thus we expect
an inverted-V type of lagged response. This will be reinforced by the normal labour market dynamics.
When minimum wages are revised, employers will initially rely on attrition to reduce the size of their
work-force since this carries a lower cost than outright lay-offs.

The rational response of labour to higher wages, meanwhile, is a reduction in the quit rate. This slows the
initial adjustment to minimum wage revisions. The employer will perceive that attrition is not a sufficiently
rapid or complete adjustment mechanism and will respond with direct lay-offs, thus increasing the size of
the adjustment. As in the earlier discussion, the adjustment process will slow as the net benefits of the
adjustment fall. Once again one expects the inverted-V lag structure.

In Goldfarb’s (1974) discussion of lagged responses to minimum wages, he argued that lags result simply
from the fact that labour supply is growing more rapidly than demand. And, in a world of heterogeneous
labour, the supply of various categories of labour is presumably growing unevenly. The Goldfarb version of
the lagged response, however, has its difficulties. Consider its implications, for instance, that the effect of
minimum wage revisions continue to grow through time. The lag is based on the presumption that labour
supply grows more rapidly than labour demand and embodies the rather odd argument that labour supply is
somehow not connected to population and thus to aggregate demand.

The length of the lagged response and its actual shape are matters for empirical investigation. The
evidence from some American studies appears to support the notion of relatively lengthy adjustment
periods and, in some cases, the general inverted-V structure of the lag.

Adie (1973) used a simple unconstrained model by lagging the minimum wage variable, eight, sixteen,
and twenty-four months. He found that the elasticities held the same sign as the lag increased and the
elasticities generally increased as the lag was lengthened. There were some exceptions to this last point,
notably with respect to females. These exceptions could be construed as a refutation of the inverted-V lag
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hypothesis except that Adie used the unemployment rate as his dependent variable, and therefore probably
captured some participation rate effects in his result. This is especially likely given that he did not correct
for school enrolments, a factor that could be more relevant to females than males.

Mincer (1976) employed a second degree polynomial lag on the minimum wage variable. He found that
lags of six to eight quarters’ duration were significant for most groups. The minimum wage variable, itself,
was significant for most groups.

Kelly (1976) used a third degree polynomial lag of three quarters’ duration which he found to be
generally significant (significant and negative in three of four cases; insignificant and positive in the
fourth).

Gramlich (1976) applied a polynomial lag of four or six quarters (whichever appeared to fit best) but he
did not report the degree of the polynomial lag structure.

Ragan (1977), however, used a simple one-quarter lag applied to his minimum wage variable. He found
that alternative lags gave similar results but that *“‘short, simple lags performed best” (p. 129).

Swindinsky (1978) used annual data for Canada and found that “most of the adjustment to changes in
provincial minima are likely to take place in the first year of the change” (p. 10). Consequently, he reported
no lag effect, although he did attempt the use of a one-year lag. We feel that his use of annual data may
have obscured the lag phenomena.

Mincer found that very long lags were in order while Ragan found much shorter ones performed best.
Why the difference? The lag may stem from various timings of the ripple effect.'® Second, it may be
peculiar to the cohort being studied. If the cohort is made up largely of low-wage, low-productivity workers,
the duration of the response might be expected to be quite short since transactions costs to the employer are
quite low for this group. For the same reason, we doubt that one would expect to find a lead response
related to the announcement of minimum wage increases. If the transaction costs are low, there is little
requirement for the employer to anticipate the effects and make partial adjustments ex ante. On the supply
side these possible ex ante adjustments depend on labour’s expectations concerning the effect of minimum
wages on participation rates. We can turn to the participation rate question now.

PARTICIPATION RATE EFFECTS

Earlier, we argued that the use of the unemployment rate as a dependent variable was incorrect because
its usc would tend to obscure the separate demand and supply effects. Some recent studies have examined
separately the impact of minimum wages on labour force participation rates of various cohorts. On
theoretical grounds, an upward minimum wage revision could lead to an increase or decrease in the
participation rate. There are two forces at work here. An upward revision to the minimum wage will
increase the relative attractiveness of work and so induce an increase in the participation rate. As well, the
rise in the minimum wage rate will induce the demand for labour, ceteris paribus, and so lower the returns
to job search by reducing the probability of success (finding a job). Which effect predominates is a matter
for empirical verification.

Mincer (1976) investigated the effect of minimum wage revisions on labour force participation rates with
a fairly simple model:

Up = f(Mw, UC, AF, T, T?)
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where L = labour force

P

population

MW = minimum wage index entered with an Almon lag — quadratic polynomial
UC = unemployment rate for prime age males — cyclical proxy

AF = fraction of population group in armed forces

T = time trend

This specification is similar to that used for his employment equations and it was estimated for the same
age/sex/colour groups over the same time period. Mincer found that the labour force effects of minimum
wages were generally negative. The estimated coefficient had a negative sign in all ten cases and was
significant at the 1 per cent level in six. He concluded, “...low-wage workers who are not employed in the
covered sector perceive the minimum wage hike as a deterioration of their wage prospects” (1976, p. S104).
This has been called the “discouraged worker” effect. The existence of this type of effect demonstrates the
errors which arise from the use of unemployment as a measure of the impact of minimum wage revisions. A
decline in employment due to upward revision in the minimum wage may be offset by a fall in the
participation rate with the consequent reduction in the measured unemployment rate.

Ragan’s (1977) participation rate specifications was identical to the one he used to estimate the
employment impacts. His findings were much less consistent than Mincer’s. Some groups responded
negatively to minimum wage revisions (participation rates decreased), while others responded positively
(participation rates increased). For non-white males, the participation rate effect is unambiguously negative
and is statistically significant in two of four cases. This may explain the findings of some studies that
non-white unemployment does not increase when minimum wages are raised. There is very little regularity
in the remainder of the results.

Swidinsky (1978) employed the same specification for his participation rate equations as he had for his
employment equations. He found a significantly negative participation rate impact for both males and
females for the estimation period. The elasticities of the participation rate (at the mean) with respect to the
minimum wage index was —.133 for teenage males and —.472 for teenage females.

Swidinsky, Ragan, and Mincer integrated the results of their employment and participation rate studies
to generate some indirect estimates of the unemployment effects of minimum wage revisions.

Mincer found the participation rate elasticities to be lower than the employment rate elasticities for most
of his cohorts. The net effect is an increase in measured unemployment which is, of course, smaller than it
would have been without the labour force (supply) adjustment.

Ragan’s supply adjustment was less consistent than Mincer’s so his unemployment results were more
dramatic. He specifically reported his estimated impact of the 1966 revision to the U.S. federal minimum
wage. By Ragan’s estimate the youth unemployment rate in 1972 would have been 3.8 per cent lower had
the 1966 revision not occurred.

Swidinsky (1978) found that the supply effect nearly offset the fall in employment, so the unemployment
effect was relatively modest. Yet the unemployment rate for Canadian teenage males had increased by
.17 per cent and for females by 1.54 per cent as a result of the minimum wage revisions since 1950. The
increase in the unemployment rate for teenagers as a whole was .75 per cent. Swidinsky found the
unemployment rate elasticity with respect to minimum wage revisions to be .421 over the estimation period.
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But we return to the point that the unemployment rate does not capture the total employment effect of
minimum wages. Labour force withdrawal deserves important attention since it is an unambiguous
employment effect. The most striking result of the Swidinsky study, therefore, is his finding that, in
Canada, increases in the respective coverage and minimum wage rates since 1950 have reduced teenage
male employment by 16.6 per cent.!' The more frequent the adjustments in the rates, meanwhile, the
stronger the effect on such employment. The most frequent adjustment, of course, is achieved by indexation
of the rate. Swidinsky (p. 10) concludes: “...but such indexation would result in a permanent reduction in
teenage employment and a permanent increase in teenage unemployment.” The permanent effects on
teenage employment he predicts to be “substantial.”

Finally, we should note that Swidinsky’s evidence demonstrates that, although teenage jobs have
expanded in absolute terms with the expansion of the teenage population, one cannot say that minimum
wages have not had a seriously detrimental effect.

ADDITIONAL EMPLOYMENT ISSUES
CycCLICAL SENSITIVITY OF TEENAGE EMPLOYMENT

Kosters and Welch (1972) estimated the impact of cyclical fluctuations on teenage employment in the
United States. They found, not surprisingly, that teenage jobs are quite sensitive to cyclical fluctuations in
overall economic activity. Teenagers, especially those earning low wages, tend to be residual elements in the
labour force. Their relatively low level of training and human capital render them expendable during
periods of slack demand. Since the hiring and firing costs are low, employers are quick to make adjustments
to this sector of the labour force.'

Researchers have recognized this effect and have included variables in their analysis to represent cyclical
conditions. While improving the explanatory powers of the respective equations (and permitting the
researcher to concentrate on minimum wage effects), these variables have also provided indirect tests of the
Kosters-Welch hypothesis. Typically, the variable chosen for this task has been a general index of labour
market conditions such as the unemployment rate for adults or prime age males (e.g., Swidinsky, 1978;
Ragan, 1977; Mincer, 1976; Welch, 1974; and Kaitz, 1970), or as a measure of real output (Gramlich,
1976).

Swidinsky used the unemployment rate for males aged 25 to 44 and entered it coincidentally in his
equation. The performance was somewhat disappointing. The coefficient was negative in the employment
rate equations for both males and females but it was statistically significant only for males. Swidinsky’s use
of annual data may have obscured some of the more subtle fluctuations which could have improved the
performance of this variable.

Mincer (1976) found “...substantial cyclical sensitivity of the teenage labour force...”” (p. 104), but he did
not report his estimated coefficients specifically for the unemployment variable.

Ragan’s (1977) results are the most striking in this regard. He found the regression coefficient for the
unemployment rate variable (he used males aged 25 to 54 lagged one quarter) to be negative in all 16
employment rate equations and statistically significant in 12 of these. The strength of Ragan’s result leads
us to believe that Swidinsky did indeed underestimate the cyclical responsiveness of the youth labour force.

Gramlich also found substantial cyclical sensitivity of teenage employment. Using civilian non-farm real
output as his cyclical index, Gramlich obtained significantly positive coefficients for all cases where this
variable was tried.
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A YOUTH DIFFERENTIAL?

In the chapter on the evolution of minimum wages in Canada, we noted that, historically, there has been
a movement towards consolidation of minimum wage rates in Canada. Recently, there has been renewed
interest expressed in the question of youth differentials. Part of this is due, no doubt, to the current high
levels of teenage unemployment. It is felt, by some, that a uniform minimum wage rate discriminates
against young workers'’ and a youth differential would permit teens to compete more effectively in the
work-force. This topic is discussed further in the next chapter (on policy). For the moment, we will discuss
some empirical work which is, at least partially, directed to the question of differentials. At present, there
has been very little work on the efficacy of the youth differential in Canada or in the United States.

Clearly, the impact of a youth differential will depend upon the extent of the substitutability of teenage
and adult labour. Cotterill and Wadycki (1976) and Welch and Cunningham (1978) attempted to test
explicitly the extent of the substitution effect. Mincer (1976) and Ragan (1977) did not address this issue
per se but their results can be used to provide some insight on the question. We shall discuss these studies
here.

Cotterill and Wadycki selected a traditionally low-wage scctor — retail trade — for their study of the
impact of minimum wage legislation on the relative employment of teenage and adult workers. They
reported no significant shift away from teenage labour subsequent to the legislation. This finding would
appear to indicate a low degree of substitutability and therefore offers no support for a youth differential.
The study is worth further examination.

In selecting the retail trade sector for study, Cotterill and Wadycki argued that teenagers are
concentrated in low-wage jobs (p. 70) but, while measuring changes in the aggregate teenage/adult
employment ratio will indicate the displacement effect of minimum wage legislation, it will not provide a
discriminating test of the substitutability of teenage and adult labour: teenage employment declines
relatively in the aggregate because low-wage jobs decline. Thus, one must concentrate attention on
low-wage sectors specifically if one wishes to answer the question of the need for a youth differential. By
this reasoning, a youth differential may be tantamount to an industry differential.

Gramlich (1976) provided some data which enable us to evaluate the conjecture concerning the
concentration of teens in low-wage jobs. He notes that teenagers comprise 30 per cent of the low-wage
group, adult males 20 per cent, and adult females 50 per cent (p. 432). Clearly, teens are disproportionately
represented in the low-wage group. Further, the minimum wage was 94.2 per cent of the median wage for
teenagers in 1975 (Table 2, p. 422), while it was 40.2 per cent of the median for adult males (ibid).

Cotterill and Wadycki’s conjecture appears to be supported — teenagers inhabit low-wage jobs. They
used a two-stage hypothesis to test the teenage/adult substitutability question:

1. Retail employees receive higher wage rates in those metropolitan areas where the degree of coverage
is greatest.

2. Covered employers adjust to the higher wage rates hiring fewer teenagers and less “low-quality”
labour in general.

They support Hypothesis 1 and reject Hypothesis 2. We have some misgivings concerning their method
which, we feel, may affect the validation of their conclusions.

To test Hypothesis 1, they estimated the equation

Log W = f(C.1,5,M) (1)
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where W = individual’s wage rate

)
n

degree of federal minimum wage coverage

~
It

subindustry dummy variable

S

a state minimum wage variable

M = anarea wage variable

This was estimated for a cross-sectional sample of retail employees for 1967. Hypothesis 1 is supported if
the coefficient on C is positive (and significant).

To test Hypothesis 2, the authors added a new variable to their original equation:

Log W = f(C.I,S,M,X) (2)

where X = age (and other employee characteristics) variables

This is estimated over the same sample as before. They argued that the addition of X should reduce the
coefficients on C and S from those of equation (1). They state, “when equation (2) is specified to include all
revelant personal characteristics variables (X), the entire effect of minimum wage laws on wage rates
should disappear” (p. 73). So the strict test of Hypothesis 2 is that the coefficients of C and S in
equation (2) are not significantly different from zero. The test of Hypothesis 2 amounts to a test of the
robustness of equation (1).'"* They reject Hypothesis 2 — the coefficients of C and S do not materially
change from equation (1) to (2).

It is interesting to note that, by this methodology, acceptance of Hypothesis 2 implies at least partial
rejection of Hypothesis 1 and vice versa. Yet, if Hypothesis | (minimum wage coverage affects wages at the
low end of the scale) is accepted, economic theory tells us that Hypothesis 2 (employers react to altered
terms of trade) should also be accepted. It is also interesting that the inclusion of X raised the R? from
approximately .15 to approximately .45. As well, the coefficients of the X-type variable are very interesting.
Wages are negatively (significantly) affected when the worker is a teenager, or non-white, or part-time
which sound like normal adjustments of employers to market conditions. The authors noted that their
results should not be generalized for several reasons because the employment effects of economic expansion
may have offset the minimum wage impact (p. 82).

Kosters and Welch (1972) found that the teenage labour market is especially sensitive to cyclical swings
in the economy by virtue of its position as a residual labour market. The structure of retailing altered
during the study period (establishment sizes increased) and this may have led to a shift toward cheaper,
less-skilled labour.

Mevertheless, Cotterill and Wadycki concluded that *“...during 1961-67, mimimum wage policy did not
appear to have had a major impact on the willingness of retail employers to hire teenagers” (p. 83). But
they note that, It would be unwise to attempt to extrapolate our results beyond 1967 because substantial
increases in minimum wage rates and coverage have occurred since then” (p. 83).

In a recent study, Welch and Cunningham (1978) explicitly addressed the youth differential question by
disaggregating the teenage labour market into three age groups: 14 to 15, 16 to 17, 18 to 19. Broadly, they



66 Empirics

found that the adverse effects were greatest for the 14 and 15 year olds and smallest for those aged 18 and
19. All three age groups experienced a negative employment impact subsequent to minimum wages. Since
Welch and Cunningham provided no evidence of the impact on adults, their evidence is somewhat
incomplete for our purposes. They provide sufficient detail, however, to enable us to consider some
interesting points.

In a free labour market, wage rates would adjust to reflect relative productivities. Since younger workers
presumably have lower skill levels, their relative marginal productivities would be lower and thus their free
market wages would be lower than those for older workers. On this basis, a uniform legislated wage floor
(minimum wage) will effectively raise the wage more for younger than for older workers and thus raise the
relative costs of hiring younger workers. This should lead to greater relative employment reductions for the
younger workers.

Welch and Cunningham used data from an unpublished work of Donald Parsons, which showed that a
1 per cent increase in hiring costs of 18 and 19 year olds represents a 1.7 per cent increase for 16 and
17 year olds, and a 3.3 per cent increase for 14 and 15 year olds. Thus minimum wage revisions have a
magnification effect on younger workers which exacerbates the employment effect. With a minimum wage
revision representing a |1 per cent increase in the hiring costs of 18 and 19 year olds, Welch and
Cunningham found employment reductions of 4.04 per cent for 14 and 15 year olds, 2.38 per cent for 16
and 17 year olds, and 1.35 per cent for 18 and 19 year olds (p. 142). The negative effect for 18 and 19 year
olds, they argued, *“...suggests that substitution between these groups is less than might have been expected”
(p. 142). It may also suggest some adult/teenager substitution even for 18 and 19 year olds.

Welch and Cunningham estimated the effect of youth differentials for the 14 to 15 and 14 to 17 age
groups. They found significant increases in employment for the 14 to 15 year old age group when the 20 per
cent differential was applied to this group. As well, differentials led to an increase in employment for the
teenagers as a group. This would tend to support the argument for a youth differential.

Mincer (1976) found that employment rate elasticities with respect to minimum wage revisions were
largest for teens. The greatest impact of minimum wage revisions was on this group and such evidence
could be interpreted as supporting the claim for a youth differential. To compare: for teens aged 16 to 19, it
is —0.205; for males aged 25 to 65, it is —0.020 — both for whites.

Ragan (1977) disaggregated his teenage group into 16 to 17 and 18 to 19 year olds. The impact
coefficients were generally larger for the 16 to 17 age group than the 18 to 19 year one, ceteris paribus.
The evidence is, again, somewhat incomplete since Ragan did not report estimates for adults. His results do
tend to support the hypothesis that the youngest workers fare worst when minimum wages are revised
(levels and/or coverage) — at least within the teenage group.

From the above evidence, it appears that a case can be made for youth differentials. It we return to
Cotterill and Wadycki for a moment, they argued that it was inappropriate to examine the aggregate
teenage/adult unemployment ratio since this may capture general declines in employment rather than a
substitution. It seems to us that the concentration of teenagers in low-wage industries does not weaken the
case for differentials. If the purpose of the differential is to protect teenagers, then it should not matter
whether the protection is from substitution of adults or from declines of employment in low-wage
industries.'s

INCOME DISTRIBUTION AND PRICE EFFECTS

To this point, we have been discussing studies directed towards measuring the employment-related effects
of minimum wages. In the section on the evolution of minimum wage objectives, we noted that poverty
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reduction was a frequently cited goal of minimum wage policy. Thus one would expect that some research
has been directed towards an assessment of the income distribution effects of minimum wage legislation.
Data problems have restricted the number and scope of such studies but we have some examples for review.

The simplest approach to the income distribution question: assume those currently working at a wage
below the new statutory minimum are a// raised to the new level, without loss of employment or hours, and
then determine the number of families below some poverty line. The difference between the pre- and
post-revision numbers is the measure of the resulting reduction in poverty. This analysis is equivalent to
asking: what if every existing worker received the new minimum wage? This approach has two glaring
problems:

1. It assumes that there is no reduction in employment (number or hours) as a result of the minimum
wage hike.

2. Itignores any subsequent rise in the price level which should require a redefinition of the poverty line.

This is decidedly optimistic concerning the antipoverty effects of minimum wage revisions. This was the
approach undertaken by Kelly (1976) and, in spite of the embodied favourable assumptions, he found that
the poverty-reducing effects of minimum wages, over normal ranges, was minimal. He noted some potential
reasons for these results:

1. There are data problems such as unrepresentative samples.

2. The period selected for the analysis (1973) was a poor choice since unemployment was relatively
high.

3. For many working poor, the problem may be insufficient hours of work rather than low wages.
4. The working poor may be characterized by large family sizes.

5. If we accept the sample and period as valid (reject | and 2), the problem may be the weak correlation
between family income and hourly wages of low-wage workers.

This last point is the most interesting and it was carefully investigated by Gramlich (1976). He found
that, “The generally loose correlation between wages and family incomes implies that minimum wages will
never have strong redistributive effects” (p. 445). This issue has not yet received much attention in Canada,
and it is an obvious area for further research.

The way research on this issue has proceeded in Canada has been towards an examination of the
characteristics of low-wage workers. For this, one can make inferences concerning the poverty reduction
potential of minimum wages. A Department of Mational Health and Welfare study (1976) of the
characteristics of low-wage workers in Canada found that the bulk of these workers are young, single, and
female.

These conclusions were buttressed by the findings of an Ontario Ministry of Labour study (1974) which
found that two-thirds of those being paid at or near the minimum wage in that province were female, over
one-half of those earning at or near the minimum wage were under 25 years of age, and about one-tenth of
minimum wage earners were married men. On the basis of these findings, one would certainly not choose to
compare annualized minimum wage earnings to the poverty lines for families of four with a single-income
earner. We still have not been able to study the correlation of hourly earnings with family income and,
pending such results, we will accept Gramlich’s conclusions for the United States as applicable to Canada.

The discussion of the characteristics of low-wage workers has also shed some light on the question of the
appropriate labour submarket in which to evaluate the impact of minimum wages. Fisher (1973) questioned
the implicit assumption of most studies that the demand for teenage labour is a relevant concept and that it
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represents the low-skilled workers who will be affected by minimum wage increases. He argued that some
teenagers earn high wages and/or are in unionized sectors (which should preclude need for protection via
minimum wages), while some adults and older persons earn very low wages and/or are in non-unionized
sectors. Fisher raised this point in conenction with the deflator used in the minimum wage index. Average
hourly earnings itself is not likely to be a representative price for teenage labour substitutes.

Those points are, of course, quite valid. The question is: to what extent can we approximate the low-wage
labour market by the tecnage subgroup? The studies of the characteristics of low-wage workers (Depart-
ment of National Health and Welfare, 1976) would seem to indicate that such an approximation is valid.
Since data are unavailable to permit a rigid classification by wages, we wish to use that classification which
exhibits the least “lcakage,” that is, the group with the highest proportion of workers at the low-wage end
of the spectrum. Teenagers fit this bill. Gramlich (1976) presented evidence (Table 2) which showed that
22 per cent of teenagers were earning below the minimum wage in 1975 versus 2.6 per cent of adult males.
To the extent that numbers of teenagers earn wages in excess of the low wage, therc will be an
understatement of the impact of minimum wages.

Gramlich (1976) also investigated the impacts of minimum wages on the wage structure. He studied both
the low- and high-wage sector in the United States. He argued that minimum wage legislation will cxert a
much smaller impact than is commonly presumed because, at the low-wage levels:

1. Coverage (legal) is not complete.
2. Compliance is not complete.

His estimation of coverage is debatable. But to argue the lack of adverse impact of a policy on the basis
of the degree of illegal avoidance of the policy is strange logic, at best.

The coverage debate is of mild interest in Canada where legal coverage is currently near complete. It is
interesting to review Gramlich’s (1976) discussion on this issue, nevertheless. He used data from some
supplementary questions in the labour force surveys (1973 and 1975) which pertained to hourly earnings.
Then he computed the fraction of those earnings within the minimum wage band ($1.60 to $1.80 in 1973;
$2.00 t0 $2.25 in 1975) as a percentage of all workers at or below the minimum wage band. Those earning
the minimum wage were covered, those below were not covered. Non-coverage was attributed to the lack of
legal coverage or to non-compliance. Gramlich attempted to explain differences in the degree of effective
coverage across industry groups. He found it was due primarily to lack of compliance (p. 426). Compliance
issues have received little attention in Canada in spite of the relevance of the issue.

Gramlich studied the ecmulation effect of minimum wage revisions on higher-level wages. To do this, he
measured the change in the overall wage levels following an increase in the minimum and then compared
this change with the direct impact of the revision. Any increase in the overall wage level over and above
that accounted for by the direct impact could be taken to be an emulation effect.

He used a Phillips curve equation of the form:

n ‘APt-i ‘ AMWt
Wt:BO+51UGAP+E vi + 6 + €
i=1

Pt-l—i th—l

where 1%

percentage rate of change of wages

UGAP

inverse of the actual unemployment rate times the estimated normalized rate of unemployment
(normalized for changes in labour force composition) and by 0.25 (scaling factor)
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P = general price level

MW = minimum wage

This was estimated on quarterly data from the period 1954-75. A number of interesting results were
generated. Gramlich found that minimum wages do work in a Phillips curve relation — R? increased by
5 per cent over the identical equation without the minimum wage variable. The current period impact was,
by far, the most potent. When Gramlich maintained the above equation and introduced two new minimum
wage terms,

4 AMW,_,
a) 2V, "t — afour quarter Almon Lag
=1 " Mw, .
t-i-1
AMWI 1
b) 7 — asecond period lag
Mw,_,

he found that neither contributed significantly to the equation and that the coefficients on the original
variables were largely unchanged.

Gramlich argued that these results indicated a near instant emulation effect and that this was very likely
due to the considerable advance notice given minimum wage revisions. It may also indicate the extent to
which the minimum wage serves as a base for higher wages.

An even more interesting result is the substantial (near 50 per cent) direct impact of minimum wage
revisions. Of the remaining impact, Gramlich argues, the bulk is concentrated at the bottom tail of the
wage distribution which implies a general compression of the wage structure and a relative improvement in
living standards for those earning low wages. This is not to imply that the relation is linear. If relative
income hypotheses are to mean anything, a substantial increase in the minimum wage level must lead to
subsequent attempts to restore the wage distribution. In fact, one wonders if Gramlich’s optimistic results
are not due to the very modest minimum wage levels in the United States (currently well below those in
most of Canada). He, himself admits this point (p. 430).

Gramlich discussed the potential impact on price inflation generated by minimum wage increases
(p. 430). The substantial direct impact and immediate emulation effects led to a very rapid increase in the
overall wage rate following a minimum wage increase. Presumably this is matched by price increases —
labour’s share of total output tends to be relatively stable over time. This should be a once-for-all change in
the price level except that the price term in Gramlich’s equation (above) has a coefficient very near one for
all of the equations estimated. This indicates that ““...this supposedly one-shot change in the overall price
level would be converted into a nearly permanent one-shot in the rate of price inflation” (p. 430, and
footnote 23).

This inflationary response ought to lead to increases in the general wage levels to the extent that wage
bargaining rests on the general price level. There is no reason to expect those at the high end of the wage
scale to be less astute negotiators, so it could follow that the wage distribution would be restored or even
further dispersed relative to the pre-minimum wage revision period. Thus we wonder why Gramlich found
no evidence of a long-term emulation effect. One possibility might be the very low effective coverage rates
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4

for the labour force as a whole. Gramlich’s evidence indicates that 6.2 per cent of all workers were
effectively covered in 1975 (Table 2, p. 422).

Another possible explanation for Gramlich’s results may be found in the specification of his equation. If
policy makers attempt to maintain minimum wages in real terms, then it is likely that nominal minimum
wages and the general price level will be correlated. This will lead to problems of multicollinearity and the
usual problem of imprecise coefficients. Since Gramlich did not include any evidence of the robustness of
his coefficients, we cannot judge their reliability.

CONCLUSIONS

We have covered a great deal of material in this section and we present a summary of this empirical
review in Table 4-2.

From our survey of past empirical studies of the impact of minimum wages, we arrive at a number of
general conclusions:

1. The results obtained appear to be dependent, in some sense, on the study method. Short-term survey
and pure cross-sectional studies tend to find the employment effect to be “non-serious.” Long-term
time-series studies tend to find that minimum wages cause some adverse employment effects. The
results are also quite sensitive to the chosen index of impact. Studies using unemployment measures
(ratio or rate) tend to find little or no adverse impact, while those using employment measures tend to
find some evidence of adverse impact.

2. Econometric evidence is unable to refute the competitive model. Neither does the non-econometric
evidence support the monopsony model.

3. Finally, the evidence to date (although meagre) does not support the view that minimum wages are
an effective antipoverty policy tool.

These conclusions form a natural bridge between the discussion on theory aspects of minimum wages and
the section on policy questions which follows.



S Minimum Wages and Economic Policy

While most of our previous discussion has been in terms of positive (predictive) economics, the present
chapter reviews a part of the literature that is predominantly normative. It will examine the suitability of
minimum wages as a tool for poverty reduction and income redistribution; the desirability of differentials in
the minimum wage for particular groups; and the comparative efficiency of alternative tools that are
directed to the same publicly stated objectives as minimum wage laws. Among the latter alternatives, we
shall examine the negative income tax, the wage subsidy, and the program of job creation. A related issue
that will also be studied is the effect of the minimum wage on the inducement to work. On the question of
the productivity effects of minimum wages, nothing further will be added to our treatment in Chapter 3
{concerning the shock effects).

MINIMUM WAGES AS AN ANTIPOVERTY TOOL

According to Fortin (1978, p. 2), the main objective of the minimum wage in Quebec is to obtain a
redistribution of the national (provincial) income in favour of low-wage workers. Similarly, Gramlich
(1976, p. 443) argues that “the main appeal of the [U.S.] minimum wage...appears to be its effect on
income distribution.” In a research paper undertaken for the Canadian Department of Manpower and
Immigration entitled, “Minimum Wage Policy,” Donner and Lazar (1975) emphasized that, since a large
proportion of the poor are found in families where at least one member of the family works for some period
during the year,” ...some policy or set of policies aimed at restructuring the labour market in which these
poor families find employment must comprise an important role in an overall antipoverty program.
Obviously, the main purpose of the restructuring should be to increase wage levels...” (Donner and Lazar,
1975, p. 1). The same kind of view if put forward in 4 Review of the Minimum Wage Level in British
Columbia (Research Branch, B.C. Department of Labour (February 1975), pp. 5-7, quoted in Aykroyd
(1976), and also in “Rapport du groupe de travail sur la politique de salaire et des conditions minima de
travail” (Castonguay et al., 1975, pp. 10-14).

Kelly’s (1976) empirical investigation of the income distribution effects of minimum wages in America
concluded, nevertheless, that they are “amazingly small.” This was even after significant upward biases in
the estimates. Kelly examined the effects of increasing coverage to 100 per cent, and increasing the
minimum wage to higher levels. Using a base year of 1973, he made the strong assumption of no reduction
in hours. Among his results was the finding that, if the 1973 prevailing U.S. minimum of $1.60 was raised
by over 50 per cent to $2.50 (coverage and compliance rates remaining constant), the reduction in the
poverty rate would have been | per cent.

Among several hypotheses advanced to explain his findings, Kelly included the suggestion that a large
proportion of those who are directly affected by a minimum wage are not in poor families. His general
conclusion was: “These results bring into question the poverty effectiveness of the minimum wage as a
transfer device” (p. 28).
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In another examination of U.S. data, Gramlich (1976, pp. 445-46) found a “generally loose correlation
between wages and family incomes” which implied that “minimum wages will never have strong
redistributive effects...” The looseness of the correlation was attributed to low-wage secondary workers in
high-income families, varying family sizes and numbers of earners per family, and varying amounts of
unecarned income. For every boost in minimum wages received by adults, Gramlich found that “25 per cent
goes to families with incomes above the median, requiring 25 per cent to families with incomes below the
median just to cancel the distributional impact of this leakage, and leaving only half as a net absolute gain
to the latter group” (pp. 448-49). Teenagers who benefited from minimum wages were “so spread out along
the distribution as to prevent cffective income distribution™ (pp. 447-48).

In his study done for the Quebec Minimum Wage Commission, Fortin (1978) explains that he began his
investigations with a prejudice in favour of redistributing income within Quebec society. But he became
increasingly convinced that raising the minimum wage in recent years had actually reduced the earnings
from employment of those it is meant to help (pp. 86-87). Much of Fortin’s argument focuses on the fact
that the Quebec minimum wage is too high relative to that in Ontario and the United States. This has led
companies to lay off employees and shorten the hours of work, so that the income earned through work
actually declined for those at the minimum wage level. Raising the minimum wage over the 20 months
preceding July 1978, Fortin concludes (p. 86), has increased the number of unemployed in the province by
between 25,000 and 42,000. Most affected are the young workers whose unemployment has increased
between | and 1.5 per cent as a result of the higher minimum wage. “At the very best, it was a curious way
of giving low-wage earners a greater share of the benefits of economic progress” (p. 88; unofficial
transiation).

Fortin’s argument about the disparity between Quebec’s minimum wage and those of other countries
(provinces) is presumably more widely applicable. Thus, if the average Canadian minimum wage is higher
than the average in the United States, one should, on Fortin’s reasoning, look for disemployment and lower
than potential incomes in Canada as a whole. More generally, if wages in one industry such as textiles
become more out of line with textile wages elsewhere, one could predict the same results, in the absence of
increased tariff and quota protection. Since most textile wages in the world, meanwhile, are determined by
market forces, rather than legislated minimums, Fortin's argument appears ultimately to attack the
principle of unilateral national (or provincial) minimum wage legislation itself.

Table 5-1

Minimum Hourly Wage Rate (X 40 Hours) as a Share of Average
Weekly Wages, by Province, 1968 and 1977

1968 1977
(Per cent)
Federal 45 48
Newfoundland 39 43
Prince Edward Island 61 58
Nova Scotia S 58]
New Brunswick 45 50
Quebec 40 51
Ontario 35 44
Manitoba 46 54
Saskatchewan 40 53
Alberta 46 45
British Columbia 41 44

SOURCE IRRR, November 1976, p. 14.
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The impression is sometimes given that minimum wages have reduced poverty if we look merely at the
compression of published wage differentials. The data shown in Table 5-1, for instance, demonstrate that
hourly minimum wages, converted to a weekly rate on the assumption of a forty-hour week, typically
increased relative to average weekly earnings between 1968 and 1977. (The exceptions were Prince Edward
Island and Alberta.)

The figures take no account, however, of the discouraged worker effect, the effect that Swidinsky (1978)
found significant. Those discouraged by high minimum wages from entering the labour force may have no
independent source of income, but may instead rely on a level of family support that is well below official
poverty lines. Second, the figures take no account of unemployment.

This has led to objections such as that of Ragan (1978):

Poverty is directly related to income, not to wage rates. It is hard to see how a person who is unemployed
when the minimum wage if $2.65 an hour is better off or less impoverished than an employed person who
earns $2 an hour. Those who lose their jobs as a result of the minimum wage cxperience a reduction in
income, not an increase (p. 62).

Minimum wages can also reduce the weekly income of some workers if they lead to a reduction in hours
worked. Gramlich (1976) found that minimum wage legislation did indeed reduce the average workweek of
younger employees, shifting some youths out of full-time and into part-time jobs. Some Canadian evidence
on the reduction of hours worked, and the switch to part time, is included in Aykroyd (1976). In the
category of the trade and service sector called ““Hotels, Restaurants, and Taverns,” a category which is the
largest employer of low-wage earners, Aykroyd reported (see Table 5-2) that the weekly earnings rose in
recent years in Ontario and British Columbia by a rate lower than those in manufacturing. Aykroyd
deduced a substantial shift towards part-time employment from the additional fact the employment index
for the hotels and restaurants industry rose sharply over the period. Working on limited data (for 1975-78)
relating to the Maritimes, West and McKee (1979) found the same general switch into part-time work as
did Gramlich for the United States.

Table 5-2

Percentage Increase in Weekly Earnings in Selected Industries,
Ontario and British Columbia, 1966-74

Hotels
&
restaurants Manufacturing
(Per cent)
Ontario (1966-74) 537/ 77
British Columbia (1967-74) 64 78

SOURCE Avykroyd (1976).

Another frequent criticism, dating from Stigler (1946), is that minimum wages do not get to the roots of
poverty in those familics where there are no wage earners, or where wage earning is very sporadic. Aykroyd
(1976, p. 5) argues that “The vast majority of persons with low incomes are not poor because of low wage
rates but either because these persons are subject to periods of unemployment or because they depend on
transfer payments which are not high enough to ensure their livelihood.™

The argument in this last quotation could overlap with the criticism that minimum wages cause
unemployment, for it refers to low incomes of some persons “‘subject to periods of unemployment.”
Mcanwhile, there is no clear evidence that all the remaining non-carning heads of households are
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“unemployables.” Everybody is unemployable at some wage rate. It may be that nearly everybody is
employable at another. But the existence of minimum wages truncates the market and precludes us from
knowing.

The Economic Council has observed in its publication People and Jobs (1976, p. 47):

As minimum...wages continue to rise, it becomes increasingly costly to employ or hire persons who,
through inexperience, inadequate skills, or physical or other disabilities, have limited productive
capabilities... And, while many employers are genuinely concerned about helping persons with special
needs...we believe that more can be done by all...

This reasoning then leads to an argument for “direct employment’”:

Our recommendation to create direct employment could provide the basis for help by means of
conditional grants, to the various public or voluntary agencies that provide persons with sheltered
employment... (p. 49).

West and Miller (1978) argue that logically a more appropriate procedure is to relax the minimum wage
legislation. Meanwhile, the same taxation machinery planned to finance direct employment could be used
to supplement individual incomes. Consider persons with a labour productivity worth $2 an hour and the
legal minimum wage is $3. If a government employs them, it will have to pay at least the minimum wage of
$3. Thus, governments would have to subsidize these workers by at least $1 an hour. The question, in other
words, is whether the money used for direct subsidies or supplements would not be better used in the form
of a negative income tax. Such a procedure would probably involve less administrative costs than would an
elaborate direct employment program. West and Miller conclude also that there would be less interruption
in work whereas:

A minimum wage program that prices people out of a job will place them on the unemployment lists for
some period of time pending the development of the public employment scheme. And even then it is not
clear whether they will be in the most productive place (p. 236).

Some researchers work directly from the figure of the officially recognized poverty line, say, for a family
of two, to obtain the corresponding poverty-line minimum wage (assuming, for example, a forty-hour
workweek). Working on the Croll Committee’s finding that the 1969 poverty line for a family of two was
$3,570, Donner and Lazar (1975) derived the appropriate 1975 poverty-line minimum wage after adjusting
for inflation and productivity. Assuming an average annual employment of 1,500 hours, they concluded
that the hourly minimum wage in 1975 should have been $3.32. The actual federal minimum prevailing in
1975 was $2.20 for adults and $1.95 for young workers. The highest provincial wage was $2.60 (in
Quebec).

Ragan (1978, p. 63) argues that since the typical youth is not a houschold head, there is no logic
requiring him to refuse work unless he can make enough to support a family of two or more. (On the
formula used by Donner and Lazar, a single person working 1,500 hours a year would have needed a wage
of only about $1.60 in 1975 in order to reach the poverty line.) Ragan also maintains that, by taking jobs
away from some secondary workers, the minimum wage prevents them from contributing to family income.
“Since most families rely on more than one wage earner, this is an important consideration. Removing a
source of income, however modest, will increase the burden on other members of the household.”

An increasingly favoured response to Ragan’s type of argument is to argue that there is a greater
probability of income benefits to the poor in the long run, despite (conceded) disemployment effects. The
new reply focuses on the duration of unemployment. If there is a high turnover, a person unemployed today
may be re-employed tomorrow, and at a minimum wage level that increases his income in the long run by
an amount more than sufficient to compensate for his spells of unemployment.

Some evidence derived from three provincial studies done in the early 1970s shows high turnover among
low-wage earners in Canada. It is presented in Table 5-3.
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Table 5-3
Duration of Last Job for Low-Wage Earners, Ontario, Alberta, and Quebec, Early 1970s

Date of 12 months More than
study and under 12 months Total
(Per cent)
Ontario (1973) 72.2 27.8 100.0
Alberta (1974) 70.3 29.7 100.0
Quebec (1974) 57.31 42.72 100.0

1 1.5 years and under.
2 More than 1.5 years.

SOURCE Aykroyd (1976), p. 10.

Borrowing an argument of King (1974), Aykroyd (1976, p. 10) suggests that such information indicates
that “any adverse employment impact will be spread among a much larger group of persons than those
initially discharged by employers.” King argued that, in casual labour markets, the more frequently jobs
turn over, the more is the “average” experience descriptive of the experiences of each worker. As the
variance in earnings approaches zero, the less meaningful it is to distinguish between those who benefit and
those who are harmed by the legislation. But even if all workers share the unemployment equally, the next
question is whether the working population as a whole will receive net benefit or net harm in terms of
income. The answer depends on prevailing elasticities of demand for labour. King concludes that, if the
percentage increase in the wage rate caused by legislation exceeds the percentage decline in the

employment ratio, the minimum wage laws can benefit the target group. The point was developed further
by Gramlich (1976).

On King’s statistics, and using his measure of sufficient conditions for welfare improvement, he found
that a small increase in the minimum wage will improve the welfare of male and female teenage workers.
West (1975) points out, however, that when these groups were broken down, King found that some smaller
component groups, namely, non-white teenagers of both sexes, would still be unabiguously harmed by an
increase in the minimum wage. (The same sort of observation on Gramlich’s 1976 study was made by
Wachter (1976, p. 457).) Further research is needed to determine whether in Canada there are not similar
minorities in the population who would suffer equal harm by sharing the unemployment unequally —
minorities such as native peoples and immigrants.

The data on labour turnover (sece Table 5-3) do not indicate to what extent it is due to voluntary labour
force withdrawal rather than to shifts in the availability of employment caused by seasonal, cyclical, or
other factors. According to Feldstein (1972), we can expect that a considerable proportion of such turnover
to be voluntary. Because of minimum wage laws, fewer firms can offer useful on-the-job training to a broad
class of young employees. The net product of such workers having training is likely, initially, to be much
fower than the minimum wage, a fact that discourages employers from offering training. Young people are
thus prevented from “buying” on-the-job training by taking a very low wage for a year or so. The jobs
offered ultimately become unsatisfactory “dead-end” jobs in which the employer takes little interest in the
career plans of those he employs.

Feldstein thus concluded that the consequent high turnover rates connected with minimum wages are due
significantly to voluntary action by the employees; that is, to high quit rates and short-run absenteeism. His
ultimate diagnosis, indeed, was that in these respects the minimum wage has poverty increasing effects; and
this follows when we use the correct measure of income which is increasing lifetime income in present
terms.
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The lack of additional training for those who start with low skills makes them part of the permanent
poor. For the disadvantaged, the minimum wage taw might have the ironic effect of lowering the life-time
income by a very large amount (Feldstein, 1972, p. 23).

This is only one side of the coin. The results reported in a recent paper by Leighton and Mincer (1979)
indicate some substitution of formal schooling for on-the-job training subsequent to minimum wage
revisions. This is consistent with the findings of Mincer (1976) and Swidinsky (1978) that participation
rates decline following minimum wage increases. For the young, leaving the labour force may be
accompanied by a return to formal schooling. Thus it may appear that gross human capital formation is
unaffected by minimum wage legislation. It must be recognized, however, that this shift towards formal
schooling is not without cost. Education in Canada is heavily subsidized which raises the social cost of
human capital formation, while the private cost rises by some fraction of the wages that would have been
paid during on-the-job training.

With respect to involuntary job losses, some writers appear to argue that, where there is a small residue
of unemployed persons, their worsened position can be traded off for the improved position of the majority.
The work of de Fontenay and Warskett (1976, reviewed above, pp. 49-52), for instance, gives this
impression. Their main attention is on the argument that the low-income group includes large numbers
earning just above the minimum wage, and measures of the poverty reduction effect of minimum wages
should acknowledge the favourable ripple effect upon this group, even if some individuals with the lowest
productivity are disemployed. In Aykroyd’s opinion:

Where these [unemployment] effects are not large enough to indicate severe economic dislocation,
however, it remains a debatable question whether the rotal loss of employment income suffered by

workers who lose their jobs can be legitimately compared with the marginally higher incomes received by
the far larger group who retain their jobs (Aykroyd, 1976, p. 9).

The nature of the debate in Aykroyd’s “debatable question™ needs further elucidation. His observation,
which is made in the context of a section in his paper on the appropriateness of the minimum wage in the
attack on poverty, appears to refer to the need for a normative judgement whether the interests of a large
number of people who benefit can be compared with a small number of people who are made worse off, the
latter comprising those who lose their jobs. Among those who would decide in favour of the large number
would be the classical utilitarian. In his view, one should not hesitate to use “welfare weights” to obtain the
greatest sum of happiness.'

In contrast, the “difference principle” of Rawls (1971) prescribes that, for any given public intervention,
or change, those who are lowest on the income scale must be benefited. “The intuitive idea is that the social
order is not to establish and secure the more attractive prospects of those better off unless doing so is to the
advantage of those less fortunate” (p. 75). Rawls’ argument appears to mean that “those less fortunate”
can be any number down to one. He insists that his difference principle is lexically prior to maximizing the
sum of advantages (p. 302) and that, in contrast, “utilitarianism does not take seriously the distinction
between persons” (p. 27).

Earlier versions of the “Pareto optimality test” in welfare economics would allow a change that would
make some members better off and would potentially allow compensation for others who would otherwise
be worse off. It may be argued that such a situation is possible with a wage change where the demand for
labour, as a whole, is sufficiently inelastic. For then a suitably designed minimum wage could provide net
increases in income to the majority who were better off even after they had more than compensated those
who lost their jobs. The Pareto test, however, applies to the whole society, not just to workers. Others would
remain injured. These would include consumers faced with higher prices, and investors.

Later versions of the Pareto principle impose the extra condition that not only should there be a potential
for compensation but that such compensation should be made. Clearly a minimum wage law per se would
not comply with this.
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In terms of positive economic analysis, the question of comparing the interests of large with small groups
translates to predictive hypotheses relating to how the former will (not should) act. The question in these
terms will be addressed in our chapter entitled “Politics.”

THE INTERACTION BETWEEN THE TRANSFER SYSTEM AND THE MINIMUM WAGE

In discussing the relationship between the minimum wage and social policy generally, some writers
emphasize that the minimum wage applies to an individual worker, whereas social assistance benefits apply
to a family. The recipient of social assistance benefits receives not only financial payment according to
family status, but also other benefits such as free or subsidized prescription drugs. Conversely, an individual
worker receives employment-related benefits such as holidays with pay, employment-related costs such as
income tax, and work-related expenses such as clothing and transport to and from the job. The distinction is
regarded as important, because sometimes social improvement can best be achieved by giving incentives to
individuals to work — and these incentives may be weak if the ratio of net income when unemployed (via
transfers), to income when employed, is “too high.”

In the Working Paper on Social Security in Canada, it was argued that, in some cases, there is virtually
no incentive for a person to get off social assistance because income from it may be higher than one could
earn at the minimum wage. It decreed therefore that ““...a fair and just relationship must be maintained
between the incomes of people working at or near the minimum wage, the guaranteed incomes assured to
people who cannot work, and the allowances paid to those who can work but are unemployed” (Lalonde,
1973, p. 17). Such observations have led a federal Department of Labour group to investigate the question,
“How much higher should a minimum wage be than social assistance or unemployment insurance
benefits?” (Department of Labour, 1974, p. 13). While attempting no simple answer, it emphasized that
the difference between earnings from employment at a minimum wage and income from social assistance
should certainly take into account the employment-related costs such as income tax and costs of going to
work.

If, in order to encourage individuals to accept employment, it is necessary to alter the ratio between
wages and unemployment insurance, one of two events will effect the change: a rise in wages, or a fall in
unemployment insurance benefits. The matter is clearly for policy makers to choose. Administrators of
minimum wages have, hitherto, advanced one of these policies — the increase in the minimum wage — as
the appropriate boost to incentives to work. The 1968 Report of the Canadian Association of Administra-
tors of Labour Legislation (CAALL) observed, for instance, that “..minimum wages clearly have an
advantage over other means of alleviating poverty as they do not impair the incentive to work, but are likely
to increase it.”

This position is subject to four criticisms. First, while minimum wage hikes might enhance the incentive
to seek work, simultaneously they reduce the incentive of employers to offer it. The net result could be not a
decrease but an increase in the numbers of people receiving unemployment insurance and welfare. Second,
Mincer (1976) found a decline in participation rates following minimum wage increases, thus suggesting
work disincentive, or discouraged worker, effects. Strictly, there are two potential consequences on the
supply side from an establishment of, or increase in, the minimum wage. The first, which is the one that the
administrators of labour legislation seem to have exclusively in mind, can be depicted as a movement
outward along the aggregate supply curve. The second is the withdrawal from the labour force by those
who perceive that job opportunities are reduced as a result of the minimum wage. This can be depicted as a
backward (a leftward) shift in the supply function (curve). In other words, there are two conflicting effects,
one acting to increase, the other to decrease, the supply of labour.
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Third, it is incorrect to say that all other means of alleviating poverty impair incentives to work. As we
shall see, wage subsidy programs increase such incentives. A fourth criticism of the argument, that the
minimum wage should be increased (relative to prevailing unemployment insurance benefits) to encourage
employment at satisfactory levels of pay, is that it fails to set the problem in terms of /ifetime income. On
the Feldstein analysis (above), young workers will accept low pay now to ensure them of much higher (and
more than compensating) pay later, after they have received on-the-job training. In so far as the present
minimum wage level prevents them from buying such training, and keeps them out of employment, the
correct policy would be to allow differentially lower wages for teenagers.?

Historically, the tendency in Canada has been towards consolidation of minimum wage rates. Initially,
most jurisdictions established a comprehensive set of differentials with minimum wages being specified by
urban or rural location, by various geographic zones, by youth versus adult, by learner versus experienced,
by part-time versus full-time, by male versus female, and so on. Gradually the number and range of these
differentials have been reduced. At present, no jurisdiction employs a zonal differentiation, and all
male/female differentials have been abolished. In addition, Newfoundland, New Brunswick, Saskatchewan,
and the Yukon have no youth differentials and only Nova Scotia and Ontario have general learner
differentials® (and these apply for a very short time: one month in Ontario and three in Nova Scotia). As
well, since many of the remaining differentials are maintained in absolute terms rather than proportions or
fractions, the effectiveness of such differentials has been diminishing.

It may be objected that, while a youth differential would increase the aggregate demand for labour, and
therefore aggregate employment, it could be expected to reduce adult employment. The degree of this
effect would depend on the elasticity of substitution between youth and adults, and on the differences in
productivity between them. In so far as some adults will lose their jobs, the outcome could have perverse
consequences for social welfare objectives since more heads of families are found within this group.

Much of this question can only be answered by empirical studies. Some research in America, including
that of Jack Carlson, Chief Economist for the U.S. Chamber of Commerce, and Professors Robert
Goldfarb and Anthony Yezer of George Washington University (quoted in Ragan, 1978, p. 64), suggests
that there is only very limited substitutability of youths for adults in practice.

Even if further research in Canada shows that only a few adults would lose their jobs as a consequence of
substantial differentials between teenage and adult wages, the question remains one of a trade-off between
a small number of adult jobs for a larger number of teenage jobs. It would have to be determined, for
instance, whether a youth differential can be accepted if three new youths find jobs for every one adult
displaced by the lower minimum wage for the young. But where some adults are displaced by young
workers, the case, according to Ragan (1978, p. 64), “is not so much a problem of a differential wage, but
of a minimum wage per se.”

Working from the Feldstein hypothesis that low initial wages encourage human capital formation by way
of on-the-job training, Ragan (1978) has suggested the appropriate differential is not necessarily between
adults and teenagers but between those workers who are just taken on by employers and other more
“long-standing” employees. The Ragan plan is to allow lower minimum wages for all workers, adults as
well as youths, during their “break-in" period, say, for the first six months with an employer.

If companies were allowed to pay lower wages initially, they would hire workers they would not otherwise
employ — workers whose labor is worth less than the full minimum wage. During their first six months
on the job, workers would gain experience and pick up job-related skills valuable to the company. Given
its investment in the worker and the conscquent increase in his productivity, the company would have a
strong incentive to retain hin. even after the break-in period expired and the full minimum wage had to
be paid. The lower minimum wage, even if only temporary, enables an individual with low productivity to
acquire valuable skills, cxpericnce, and work discipline and therefore helps him break out of the victous
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circle. Moreover, since they desire to minimize costs, employers have no incentive to replace experienced
workers with inexperienced ones. The wage costs saved by hiring an inexperienced worker at the lower
minimum wage would be offset by hiring and training costs associated with a new employee. Therefore,
there should be no displacement of experienced by inexperienced workers, only an increase in total
employment (pp. 64-65).

In our section on the empirical evidence, it became clear, especially in the studies that have followed the
work of Jacob Mincer, using both American and Canadian data, that it can now no longer be confidently
asserted that there are no serious disemployment effects of minimum wage policies. Some researchers,
hitherto, appear to have felt obliged to prove their particular figures of unemployment effects to the last
decimal place. Goldfarb accordingly complains that it is a mistake for economists to attempt to oversell
their quantitative results in an effort to “slay the evil minimum wage dragon” (Goldfarb, 1974, p. 268).

Goldfarb suggests that strong antiminimum wage arguments are available that do not require the
overselling of limited empirical results. Such arguments focus on the wuncertainty of actual outcomes
following minimum wage increases and the potential competitiveness, rather than complementarity, of
minimum wage policies with other social welfare legislation. Goldfarb would posc the whole position as
follows:

The minimum wage is often proposed as a poverty-fighting device, but the uncertainty of its effect makes
its uscfulness in fighting poverty highly questionable. On the negative side, there is rcasonably good
tentative evidence that teenage employment declines as a result of minimum wage increases. On the
positive side, serious minimum wage proponents usually argue that income gains outweigh employment
losses, so that income distribution improves. But in actuality there is no assurance of such an
improvement, and proponents have presented no empirical evidence that an improvement occurs. Given
that there arc other ways of attacking poverty, why employ a policy whose supposed benefits may be
non-existent, but whose costs arc probably very serious? (Goldfarb, 1974, p. 268).

Three years after Goldfarb’s observations, it appeared that economists no longer had to struggle to sell
the proposition that minimum wages cause significant disemployment — at least in the United States. In
1978, Secretary of Labor Ray Marshall openly acknowledged the job loss consequences. He went on,
however, to attempt to justify them. When, for example, 30,000 young people lose their jobs, Marshall
observed, government is in a better position to induce them into school under such policies as the Youth
Entitlement Program. Similarly, the Apprenticeship Training and Job Corps Programs would be more
effective (West, 1979).

Many of those who reject Marshall’s argument may wish to persist along Gold{arb’s lines and demand
why other policies that are available to governments cannot secure poverty reduction or income redistribu-
tion in a more certain and less costly way across government departments.

In Canada, this question has recently been raised at the highest government levels. Prime Minister
Trudeau’s speech to the Federal Provincial Conference of First Ministers on 13 February 1978 contained
the following:

It is clcar minimum wages serve social goals. But, in my view, it is worthwhile to cxamine whether direct
income supplementation for low-wage workers would not accomplish the same social objectives as the
minimum wage with less distortion in the economy.

MINIMUM WAGES VERSUS ALTERNATIVE POLICIES

Onc alternative to the minimum wage, of course, is the negative income tax, introduced in principle by
Prime Minister Trudeau's government on 24 August 1978, in the form of rcfundable tax credits for
low-income carners with children. The full policy would redistribute income from society as a whole and
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target it on a/l individuals or families who are in the lowest income range. The minimum wage policy, in
contrast, it has been argued, does not place the burden of redistribution on the whole of society but upon
some selected employers whose own incomes, from the small-scale and labour-intensive industries that they
are engaged in, are quite modest. More important, in so far as disemployment effects occur, there are
serious costs involved with the minimum wage method of income redistribution, the most important being
the reduction in the national output.

We have found only one explicit attempt to meet such criticisms head-on. This is contained in Gramlich
(1976). Treating the minimum wage as “basically an attempt to alter the distribution of income,” Gramlich
observes:

Minimum wages do, of course, distort relative prices, and hence compromise economic efficiency, but so
do all other attempts to redistribute income through the tax-and-transfer system. The important question
is not whether minimum wages distort, but whether the benefits of any income redistribution they bring
about are in some political sense sufficient to outweigh the efficiency costs. Economists may still be able
to devise tax-and-transfer schemes that do the job better — that is, bring about the same redistribution
with less distortion — but if minimum wages do the job reasonably well, who is to say that the politicians
are making a big blunder (p. 410)?

Recognizing the disemployment effects of minimum wages, Gramlich chooses to address the question “of
whether prevailing estimates of disemployment are high enough to make low-wage workers worse off from
increases in the minimum wage.” He then proceeds to offer a theory of minimum wages that aims “‘to stick
with objective concepts, such as the mean and variance of worker’s disposable income and the value of lost
employment opportunities” (p. 410).

Gramlich’s work starts with the distinction, more important in the United States than in Canada,
between those types of employment that are covered by the minimum wage legislation and other types that
are not so covered. One simple theory suggests that an increase in the minimum wage in the covered sector
will cause workers to leave that sector at the margin and enter the uncovered sector, so depressing the wage
there (since an increased supply curve will intersect a given demand curve at a lower point). The more
sophisticated theory of Mincer postulates that wages in the uncovered sector would not fall all the way to
the level that equates demand and supply. In so far as some workers who do not have covered jobs prefer to
remain unemployed until covered jobs open up, the wages in the uncovered sector would remain higher than
otherwise. At equilibrium, the utility of a relatively certain but lower-wage job in the uncovered sector
should be equal to that of a less certain but higher-wage job in the covered sector. One can then determine
whether low-wage workers are better off as a result of a legislated change, Gramlich argues, simply by
measuring changes in the uncovered wage. That wage forms a “‘certainty equivalent” to the covered sector
package.

Define p as the probability of a participant in the covered sector having a covered job, or,
DC
PEp T U

where U is the amount of unemployment and D, is covered employment.

Gramlich next determines theoretically the uncovered reservation wage on the assumption that there is
no uncovered unemployment or any other difficulty in getting an uncovered job, no risk aversion, and no
cost to job switching. With a covered wage of W, the uncovered wage would then be:

w, = pW, + (1-p)yrw,,
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where r is the wage-income replacement rate for unemployment insurance and similar transfer programs.
Gramlich points out that, as r increases as the government picks up some of the cost of a worker’s
unsuccessful search for a covered job, the uncovered reservation wage increases. “This simple expression
shows the interaction between the transfer system and the minimum wage, which could be very important
in any empirical assessment of the benefits to low-wage workers from altering minimum wages” (p. 414).

In terms of such a model, Gramlich applies data that lead him to the conclusion that minimum wages
have both positive and negative aspects which suggest, at current levels, they may be “slightly beneficial.”
Discussants of Gramlich’s empirical work have lead them to opposite verdicts — even on Gramlich’s own
statistics. One of their criticisms has already been anticipated in our observation above; it is unrealistic to
assume that all workers can be expected, in the long run, to share the unemployment equally, that is, that
they are equally likely to be laid off or rehired. Some workers know with probability close to unity that they
will stay in a covered job. “Others know with a similar probability that they will be fired. In this
framework, Gramlich’s statement that all low-wage workers can benefit from minimum wages is not
supported by the empirical results” (Wachter, 1976, p. 458).

It seems equally important to assess the specification of Gramlich’s model in terms of his argument
(above), that a minimum wage policy should be judged according to whether its benefits outweigh the
efficiency costs compared with alternative policies. Gramlich describes these alternative policies as
“tax-and-transfer schemes.” A glance at Gramlich’s second equation, above, will show that he is not,
indeed, comparing a minimum wage policy exclusively with an alternative tax-and-transfer system. In fact,
the policy he examines is a compound of minimum wages and tax-and-transfer schemes.

As r increases, Gramlich argues, the government picks up some of the cost of a worker’s unsuccessful
search for a covered job, and the uncovered reservation wage increases. On his argument, low-wage workers
are better off the higher this uncovered wage. Their income improvement with such an increase, however, is
not due to the minimum wage policy exclusively, but also to the tax-and-transfer that is simultaneously
implied by the drawing on r. This leads to an increase in R, or the total increase in tax revenues required to
finance unemployment payments.

A crucial question is whether such tax revenues, of the magnitude of AR, cannot more effectively be
employed by an alternative policy to minimum wages. Thus, for example, if such revenues were channeled
directly through a negative income tax policy, it is arguable that all in the target group would enjoy
assurance of help, in contrast to the uncertainty associated with a minimum wage policy. It is not sufficient
merely to demonstrate that the administrative costs of such an alternative policy would be higher than those
associated with minimum wages (although no such demonstration has yet been made). Neither is it
sufficient to argue work disincentive effects would follow a negative income tax. Such effects are also
associated with unemployment insurance of magnitude AR,* and the channelling of AR via the minimum
wage plus unemployment insurance route involves an efficiency cost that is not present in alternative
policies — it reduces the incentives of firms to employ workers and thus reduces the whole national income.

It may be argued that using AR to finance unemployment insurance will be less inefficient in so far as
workers will be able to search for jobs more effectively — since the costs of search are reduced. This
argument is, however, vulnerable. Since a minimum wage w,, is imposed on a part of the economy, it
creates a differential w,, - w,, where w, Is the resulting earning rate in the uncovered sector. Because wages
are above equilibrium in the covered sector, jobs in it must be curtailed. Mincer (1976), who develops this
kind of argument, proceeds as follows:

The probability of a worker finding employment (at w,,) depends positively on the amount of time he puts
into search and negatively on the amount of time put into search by everyone elsc. If all workers were
identical, then in equilibrium all persons searching would put in an equal amount of time and have an
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equal probability of finding employment. The time they all put in — which essentially offsets each other
— is the unemployment that is observed. It is precisely due to the offsetting of this time that this
unemployment is unproductive, and this is why minimum wages produce social waste (p. S90).

Interestingly, the Gramlich paper, which begins, as we have seen, by announcing that it is exclusively an
attempt to evaluate minimum wages as a means of altering the distribution of income, ends, in the last
paragraph, with a conclusion that “they are far from the best way of redistributing income...” (1976,
p. 450). This being so, it is difficult to see what rationale remains to support any minimum wage whatever,
according to the internal logic of his argument. Gramlich, however, makes the suggestion merely that it is
“unwise to boost the minimum wage any more, and that point is likely to be not much above the present
minimum” (1976, p. 450). His reasons for restraining increases in minimum wages include the disemploy-
ment effect, but emphasize still more “a whole series of other complications” (1976, p. 451). These include
the resistance by employers of paying the minimum in the first place, the distortions on overall wages and
prices, undesirable changes in the composition of jobs for teenagers and some adults, and a provision of
income support for families who do not need it. Gramlich’s claim concerning employer resistance as a
positive function of minimum wage rates appears to have cmpirical support. Ashenfelter and Smith (1979)
showed that overall compliance with the U.S. federal minimum wage in 1973 was about 65 per cent and
dropped about 10 per cent after the new minimum was established in 1975.

Another interesting observation in the Gramlich study is that a boost in the minimum wage will at least
give workers more leisure time and this point should be taken into account in the welfare assessment
(pp. 411, 419). But the extreme view that unemployment has no social or private cost, because the
individual’s loss of wage income is at least offset by the value of his leisure (and of the information that he
acquires by his job search activity), is regarded by Feldstein (1978) as false, even if we accept the premise
of the argument that all unemployment is voluntary. His reason is that the taxes and unemployment
insurance that the employed worker pays imply a substantial gap between the individual’s gross wage and
the value of his time when unemployed. “The existence of the rigidities that cause involuntary unemploy-
ment only strengthens the reason to reject this view” (p. 157).

As a final observation it should be noted that the negative income tax is only one alternative to the
minimum wage policy. Another available program is the wage subsidy, and it is a method that is beginning
to be used in Canada. Under this policy the government pays some portion of the wages of less-skilled
workers so that, while an employee may be receiving, for instance, $3 an hour, the company is paying
perhaps only $2 an hour with the government making up the difference. Again, this difference can come
from the same AR that was mentioned above.

The virtue of this scheme is that it encourages employment rather than discourages it. This is because a
private employer pays only a portion of the wage bill for workers with lower productivity and therefore has
an incentive to hire additional help (Browning, 1973, p. 38; Ragan, 1978, p. 65).

It is important, however, to distinguish between a program of wage subsidies instead of minimum wages,
from a program of wage subsidies that attempts to complement minimum wages. The latter program, as we
have seen, involves unnecessary transaction costs, administration, and job distortion. The consensus is that
minimum wages cause people to be disemployed. This situation, in turn, puts pressure on governments to
supply subsidies to re-employ them. Consider the present Ontario Youth Employment Program (OYEP)
which encourages the employment of young people by paying a dollar an hour wage subsidy to employers
who take them on. More than 37,000 young people have already been found jobs and it is hoped that many
of them will have gained enough experience during the period of the subsidy to justify keeping them on
permanently. Such a program seems a tacit acknowledgement of the Feldstein hypothesis that minimum
wages prevent the youngest employees from entering employment at low wages and receiving, in return,
on-the-job instruction so that, in time, they can earn considerably higher wages that more than compensate
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for the initial low incomes. The government, which set the minimum wage, is obliged to offset it either by
subsidies, or by hiring, within the government, those who are not worth that wage to industry. Welch (1978,
p. 45) asks, “Is it not strange that at a time when a major concern of welfare programs is to increase work
we also push a minimum wage program, which reduces work?”

Another scheme, the Ontario Career Action Program (OCAP), announced in 1977 that it will provide for
the payment of $100 a week to the young person employed for a maximum of 16 weeks, in the hope that
many of those placed will be kept on when the 16 weeks have expired. About 2,000 of the openings initially
made under OCAP were in government departments. But as the Toronto Globe and Mail (11 October 1977)
observed: It is scarcely a coincidence that $100 is the product of 37% hours work at the Ontario Minimum
wage of $2.65 an hour.”

Meanwhile the federal government, in addition to its $150 million expenditure on-job-creation projects,
has reallocated funds within the Canada Employment and Immigration Commission to expand by several
million dollars the Job Experience and Training Program. This program, which commenced in
September 1977, was also designed to give recent school-leavers who are unable to find work a period of
subsidized employment so they can gain work experience and training. The government pays half their
wages, up to a maximum federal contribution of $1.50 an hour, for up to 26 weeks. The focus is on those
between 15 to 24 years who have been out of school between three and twenty-four months.

The combination of minimum wage programs with such youth employment subsidy programs might
distort job allocation between the public and private sector, and involve unnecessary administrative expense.
This is not to say that there is no place at all for such government programs. The point is that social waste
may be involved when the government creates wage rigidities by one policy and then resorts to second-best
policies to offset the damage instead of relaxing the first policy directly. Without minimum wages, the
numbers requiring wage subsidies to secure their employment may be considerably less.
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Our first two chapters were organized in terms of positive economic analysis. The previous chapter (Policy)
reviewed normative arguments for and against minimum wages. In the present chapter, we return once
more Lo positive analysis.

It may appear curious to some that a review of minimum wage discussion by economists should include a
chapter entitled “Politics.” The explanation is that some of the most recent writing by economists on
minimum wages has been in the new area called the economics of politics. Our duty to review the whole
literature would evidently be neglected if we excluded this section of it.

The first part of this chapter will review the facts of discussion of minimum wages by public and
quasi-public, or political and quasi-political, bodies in Canada. The chapter will then proceed by surveying
the contribution of economists in the fields of the economics of bureaucracy and the economics of politics.
The last part of the chapter is devoted to the economics of politics in Canadian regional policy, and the
revelance of minimum wages o it.

THE NEW CONCERN OVER MINIMUM WAGES

Official anxieties over the social costs of minimum wages appear to be increasing. And this is especially
so in their connection with teenage unemployment. Hitherto, this problem has been attributed predomi-
nantly to demographic trends. Canada, like many other countries with high levels of structural youth
unemployment, has certainly experienced above-average growth rates in the youth labour force. But, as the
Ontario government acknowledged in 1978, teenage unemployment is remaining unacceptably high with
the leveling off of the growth rate of the youth labour force. Minimum wages, among other wage rigidities,
is now acknowledged to be an important factor to contend with. Yet strictly this was also true before the
leveling off of the population growth rate. When the youth labour force increases in size, its relative wage
normally declines as more youths price themselves into employment, a point that seems now to be officially
recognized: “The existence, however, of minimum entry wages under union contract, rigidities in relative
wage differentials, and the operation of legal minimum wage rates may frustrate a complete wage
adjustment.™

In its study, Living Together, the Economic Council of Canada (1977) expressed concern that minimum
wages in three provinces with higher-than-average unemployment rates — New Brunswick, Nova Scotia,
and Quebec — were actually above those in Ontario and Alberta at the time of writing. And commenting
on the difficulties with policies of tax credits and incentives to employers to create new jobs, the Council, in
its Fourteenth Annual Review (1977a), observed:
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An alternative possibility, aimed principally at unemployed youth, would be for the provincial and federal
governments to widen their minimum wage differentials applicable to adults and young workers in order
to encourage employers to hire more young people (p. 82).

The Economic Council might have observed also that some of the high-unemployment provinces have
increased their minimum wages faster than the other regions. Between 1969 and 1976, for instance, Quebec
increased its minimum by 124 per cent, while Ontario increased its by only 85 per cent. Quebec’s minimum
wage rate was $3.37 as of 1 October 1978, and this was the highest on the continent. In April 1979, it was
increased to $3.47 (although the minimum wage for employees under 18 years remained at $3.07).
Ontario’s general hourly rate minimum wage was $2.85 from | August 1978.

A second point relates to the trade cycle. Studies have shown that minimum wages increase the
vulnerability to cyclical employment of those affected by the legislation — mainly the teenage population.?
Where there are no minimum wages, people can adjust their wages downward and price themselves back
into employment when they face a fall in demand for their services. Legislated minimum wages take this
possibility away from them. Since nothing is less downwardly flexible than a legislated wage, minimum
wage laws increase employment fluctuations. It follows that the effect will be worse the higher the
minimum wage. Since Quebec, Nova Scotia, and New Brunswick had higher minimum wages than Ontario
and Alberta in 1977, they could, on this argument, expect to have greater fluctuations in unemployment.
Further research is needed to check for this phenomenon in Canada. If it is demonstrated, then it would
challenge to some extent the argument that disproportionate depression in some regions calls for selective
macro policies.

But the main point that is being observed here is that responsible public and quasi-public bodies are now
voicing apprehension about minimum wage policy in Canada and its provinces. Some authorities, too, are
pointing to alternative welfare programs that promise to be much more efficient in achieving their target —
programs that we discussed in our last section on policy. The federal department, Health and Welfare
Canada (Federal Provincial Conference, 1975), has examined, for instance, a direct cash transfer program
1o assist people in need. The Ontario Economic Council (1976) has suggested that an income supplementa-
tion scheme should be used to assist the working poor. The same Council expressed, with surprise, in 1977:

As yet such proposals have not been enacted. Indeed in recent years there appears to have been increased
emphasis on the minimum wage. Where previously it was increased infrequently, it is now raised
frequently and since 1965 has been rising faster than average wages (Ontario Economic Council, 1977,
p. 43).

Concern over minimum wages relates to effects not only on particular wage groups but also on certain
sectors of the economy. Thus on 1 January 1978, the federal Department of Industry, Trade and
Commerce presented a paper to a meeting of federal and provincial tourism ministers claiming that
increased Canadian minimum wages were partially to blame for Canada’s $1.7 billion travel deficit in
1977.> Some authoritics appear to be disturbed by the advance of Canadian minimum wages relative to
those in the United States. American small businessmen, meanwhile, are not required to pay the minimum
wage. And small businesses are a feature of the tourism industry.

The Ontario Economic Council (1977) has been among the most recent to complain that the minimum
wage is not an effective instrument to reduce poverty. Reflecting several of the points that were reviewed in
our previous chapter, the Council now emphasizes that the wage rate of an employee is not, and cannot be,
related to his needs. “'In Ontario, an unattached individual working full-time at the minimum wage rate
will have an income above the Family Benefits Allowance for one adult. If however, the individual has a
dependent, the income will be below the poverty line.” A minimum wage also imposes considerable costs on
members of the group it was designed to help: “The demand for workers falls over time as the minimum
wage rises faster than the productivity of certain workers™ (p. 43).
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One of the earliest writers to argue the counter-productiveness of the minimum wage as a poverty-reduc-
ing policy was George Stigler, whose classic article appeared as long ago as 1946. Speaking at a meeting in
California in 1977, however, he explained that today he would not devote his efforts to writing such a piece,
for the emphasis has now switched from normative to positive economics.* The main question now is,
Stigler continued, how to explain the existence of minimum wage laws as a phenomenon in politics. The
implication of his remark was that, despite the well-known normative criticisms of minimum wages, it
would be a singular event to find a typical democracy without them. In other words, economics now needs
to extend its hypothesis from private markets to “political markets” and to examine the maximization of
individuals in the political process in terms of the exchange of public policies {or votes.

This new preoccupation i1s now apparent in Canada. The Ontario Economic Council (1977) concludes:
“The interesting question is why the minimum wage continues to be used to assist the working poor”
(p. 43). In attempting an answer, the Council pointed out that those who are denied employment because of
minimum wages are a small fraction of the voting population and are not organized or adept at pressing
their preferences politically. More important may be the other individuals who may gain indirectly from the
minimum wage laws and who are more numerous or better organized than those directly affected. The
Council detects that minimum wages are in the interests of three particular groups: trade union members,

some protection-seeking employers, and some public servants working in the field of labour-management
relations.

The trade union interest is explained as follows: “Organized labour benefits from higher minimum wages
because such a change raises the price of labour which might be substituted for union workers and
therefore helps to secure the jobs of the union members” (Ontario Economic Council, 1977, p. 44).

The protectionist employer groups are next described: “...Employers, who for various reasons find
themselves locked into relatively high wage levels, gain from the protection afforded by minimum wage
legislation against ‘low-cost’ competitors. Indeed, from the standpoint of both trade unions and many
employers, minimum wage laws today, whatever the original intentions, serve a protective function
analogous to that served by tariffs and quotas internationally: Both protect against ‘low-cost’ competition
from relatively inexpensive labour™ (/bid.).

Goldfarb (1974, footnote 1) mentions the long-standing example of this phenomenon in America: The
northern manufacturers have traditionally been in favour of minimum wages in order to protect them from
the more competitively priced manufacturers from the south, the latter being better endowed with cheaper
labour.

With respect to federal and provincial public servants who are advocates of minimum wages, the Ontario
Economic Council argues that such individuals in the labour field sometimes see themselves as representa-
tives of the interests of labour vis-a-vis capital (management). This gives them an added inducement to
press for labour’s interests as they perceive them.

This last argument seems to be more ‘“‘sociological” than economic, for it tends to analyse in terms of
groups or classes, whercas the economist focuses on individual behaviour. The question here is how public
servants pursue their own, individual interests, rather than that of somebody else. West (1972) accordingly
applied the newer “economics of bureaucracy” to the context of “bureaus” that are responsible for
supervising and promoting labour legislation. According to this new discipline,® the bureau is more likely to
be similar to a monopoly or monopolizing industry than to a competitive industry. Bureaus are typically
financed by a dominant collective organization such as a government which supports itself by a compulsory
contribution. The relationship between the bureau and its sponsor (the Treasury) is similar to that within a
“bilateral monopoly.” Among the predictions of the new theory is the proposition that members of the
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bureau will undertake strenuous promotional activity. They will, in other words, attempt to sell their
services 1o the sponsoring organization such that the demand curve for their services will be protected, if not
increased (moved to the right).

Consider the likely behaviour of a bureau when faced with a proposition such as that made by Goldfarb
(1974): the official advocates of minimum wage increases should, themselves, be placed in the witness box
and put under the obligation to provide evidence that their policies will unambiguously avoid harm to any
low-income family. According to the new theory, the bureau can be predicted to attempt to switch attention
to the evidence provided by the independent researcher and to argue that he has not proved Ais case. The
bureau will constantly place the onus on the latter to produce still further research. Meanwhile, it will
presume that the laws continue to operate and will, itself, sponsor fresh research. This, however, will be
allocated, almost exclusively, to bureau economists. Moreover, when presenting to its own government a
survey of experience in other countries, the bureau will rely predominantly orn the research and reports of
foreign bureaus and avoid the work of public findings of independent specialists. When pressed to respond
to independent research, it will often take an agnostic position. This will allow it to call for much more
research, conducted preferably by its own officials so as to help further increase the bureau’s budget. The
costs of running the bureau itself will not be referred to in any of its own research studies.

A set of critical tests are obviously required before these theorems can be confirmed or refuted. It will be
useful, here at least, to point to some pieces of evidence in our survey that seem relevant to the present
discussion.

It has been observed, by Peterson and Stewart (1969), that in America the Labor Department is *“‘both
the administrator and a leading advocate of minimum wage policy.”” The Labor Department has, of course,
had the ear of legislators for many years, and to some extent is able to shield itself from statistical criticism.

In Canada some “bureau outlook” is evident in the report published by the Canadian Association of
Administrators of Labour Legislation (CAALL, 1968). The synopsis of this report concluded that consider-
ation of the objectives, role, and effects of minimum wages were still far from settled. “Ignorance in this
area is in large part because of a lack of research and information.” But the implication of this verdict, that
the authorities had been legislating blindly, was not brought out. The unspoken assumption through the
report is that no suspension, freezing, or dismantling of the minimum wage machinery should occur. The
laws should continue pending the new search for the effects of what the legislators are doing and have been
doing. Clearly the dismantling of minimum wage machinery would reduce the size of the relevant bureau
— whereas the new theory predicts constant attempts by bureaus to enlarge.

Despite the admission of ignorance, the CAALL report asserted (p. 4), “Research that is available in the
United States and Canada indicates that minimum wages have rarely been raised to the levels where they
cause ‘serious unemployment.”” But the U.S. and Canadian research in question referred mainly to
government-sponsored work, and this typically employed survey or cross-sectional techniques. These, as we
have clearly shown in Chapter 4, are subject to serious methodological problems. The student of the
economics of bureaucracy will here be tempted to offer another particular hypothesis: that bureaus select
their techniques of investigation so as to produce results that conform to their own objectives. It is
interesting that, of the seven Canadian studies we found in the 1970s, five reported no significant effect on
employment (no serious unemployment) from minimum wage revisions. All five were commissioned by
some level of government, four of them using survey and one using cross-sectional data. The two studies
that reported significant reduction in employment came from independent university researchers using
econometric methods with time series data (or pooled time series-cross-sectional data).
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Politicians and their governments face the constraints of minimum voting requirements in order to
survive. It is understandable that, in their calculus of things, they become sensitive to the arithmetic of
majorities over minorities. It is for this reason, perhaps, that they and their departments feel reassured if
minimum wage studies can show, as CAALL reported, no serious unemployment. The judgement of
seriousness depends, of course, on who is making it. For the person in the minority who loses his job, the
impact is serious to a degree of 100 per cent. On the other hand, this one unemployed person would not
make serious problems for government operating under general voting constraints.

The same general attitude might explain a common philosophy among governments and their researchers
that, in the words of Aykroyd in his survey: “It remains a debatable question whether the total loss of
employment income suffered by workers who lose their jobs can be legitimately compared with the

marginally higher incomes received by the far larger groups who retain their jobs” (Aykroyd, 1976, p. 9,
emphasis added).

A prediction of the economics of bureaucracy is that bureaus will report independent findings in an
obscure or misleading way. An example might be found in the Quebec Ministry of Labour’s press release
accompanying Fortin’s (1978) study. It concluded that if the differential between the average industrial
wage and the minimum wage in Quebec was kept at the level established since 1976, “the loss of
employment {would] be reduced to a minimum.” Fortin actually found (p. 86) that the increase in the
minimum since 1976 had resulted in a permanent increase of unemployment of between 25,000 and 45,000,
or | to 1.5 percentage points of the unemployment rate.

POPULAR REFERENCE OR RATIONAL IGNORANCE?

Thurow (1973) has asserted that “the minimum wage is as popular among the populace as it is
unpopular among economists.” If it is so popular among the populace, the question remains, how to explain
it? Steindl (1973) claims that, hitherto, economists have innocently deduced that the matter is simply one
of ignorance; that the general populace is not fully informed of the disemployment effects of minimum
wage laws.

The layman is assumed to believe that the demand for labour is perfectly inelastic and thus any increase
in the real wage is unambiguously beneficial for every individual in the labour force...presumably, once
the public is made aware of the pernicious employment effects of minimum wage laws, they will demand
that they be abolished (Steindl, 1973, p. 133).

Economists, according to Steindl, thus believe the answer to be more resources devoted to educating the
public about the law of demand. Rejecting this position as somewhat naive, however, Steindl offers a more
stark explanation: if thase helped by the legislation outnumber those hurt, this simple fact is all that is
necessary to predict the outcome. The lobby in support is simply bigger than that in opposition, so the
utility-maximizing legislators will respond accordingly.

Specialists in the economics of politics have argued that the key voters are usually in the middle of the
voting distribution and can be described as the median voter group. Such voters do not benefit directly by
minimum wages since they already earn well above any proposed legal minimum. Their income may, in
fact, be adversely affected. This is because the prices of the goods and services increase following minimum
wage laws. Meanwhile nobody can deny that, in principle, the sensitivity of a member of the median group
to the adverse price effects depends upon the extent of his knowledge of them.
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If, in addition, we assume that the welfare of the poor enters the utility functions of members of the
median voter group, it follows that they will be willing to have themselves taxed to some extent in order to
finance transfers. And, provided they are informed and are aware of the law of demand for labour, they will
clearly see minimum wages as an inefficient or, indeed, a counter-productive policy tool.

The question, however, is not simply a matter of spreading information. It is also one of the different
intensity of motivation of different groups to become informed and to lobby the government. Median voters
may be weaker than organized lobbies. We have seen that the Ontario Economic Council’s belief is that
there are at least three groups working to lobby governments in support of minimum wages. One of these
consists of protection-seeking employers. But since there can be lobbies on the opposite side, the outcome is
never entirely certain. Competition-seeking employers, for instance, will presumably provide an opposite
lobby to the protectionists.

It is interesting that, in their new position paper on minimum wages, the Canadian Manufacturers’
Association (1977) is now extremely critical. It concludes:

a. Minimum wages are a rather ineffective tool for achieving the goals for which they are intended.

b. A minimum wage is in effect a price-fixing device that works against the market mechanism of
adjustment.

c. Although many of the effects of a minimum wage are impossible to measure statistically, these
negative effects do exist.

d. It is unrealistic to ignore the real market forces in the economy, and to concentrate on legislated
monelary increases as a device to alleviate the problem of poverty.

e. The known direction of the negative impact of minimum wages contradicts other policy goals of the
government: for example, efforts to moderate inflation, maintain acceptable levels of employment, reduce
levels of poverty, encourage balanced economic growth outside congested metropolitan areas, and foster
development of small businesses.

f. Finally, a minimum wage is a solution to none of the problems which it attempts to solve, because it
attacks the symptoms (for example, the low wages) and not the underlying real problems (p. 17).

Clearly, the balance of forces in politics in support and in opposition can change over time, and
interesting questions remain concerning the prediction of future changes in the disposition of lobbying
influence and in public information.

Browning (1978) argues that minimum wage laws are simply a specific instance of an application of the
classic proposition in the theory of public choice. He predicts that in order to appeal to “rationally
ignorant” voters, politicians will produce complex programs that have concentrated beneficial effects on a
small group of voters and highly dispersed adverse effects on a large group of voters. It is true that, among
the group of workers immediately affected by minimum wages, there are benefits to the majority. But,
when we consider all individuals, we have to take into account the widely injurious increases of prices of
commodities and services produced with unskilled labour. In this situation, too, there is an inducement to
“log-rolling” — vote trading — either explicitly or implicitly. Minimum wage laws, Browning argues, are
only one among literally thousands of economic policies which fit this general model. Other policies that
have injurious effects on large numbers of people but fit Browning’s general model include, he argues,
tariffs, occupational licensing, price supports and floors, and many other types of special interest legislation
(p. 93).

Voters are alleged to remain “rationally ignorant” because costs to them of obtaining all the information
of all the diffused effects of a minimum wage policy are too high. Ignorance of the disemployment effects,
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while important, is not the only factor. The average person is likely to be unaware of the indirect cost he
bears in the form of higher product prices.

In this same vein, Browning offers what he believes to be the reason why voters do not support a cash
transfer program which, as we have seen, is acknowledged by most economists to be a more efficient and
equitable way of redistributing income. Browning argues that the average voter may believe that it is the
employers who bear the cost of minimum wages in the form of reduced profits. Or again, there could be a
“naive belief in the importance of monopsony or ‘exploitation™ (p. 92).

Leffler (1978) also attempts to expiain continued support for minimum wages on the lines of imperfect
information. Observing that “it is well-known that minimum wages are in the aggregate inefficient”
because of pronounced disemployment, he argues that, in order for those who benefit from them to succeed
in having them main:ained, there must be “differential incentives to affected citizens to gain information”
(p. 352). Citizens who are only marginally affected by minimum wages will not have the incentive to
become informed. Those standing to benefit, on the other hand, will have special incentives to lobby. The
primary special interest group is unionized labour since minimum wages tend to increase the costs of
non-union competitors.

Leffler repeats the argument of West (1977¢) that even the poor who are disemployed may vote for
minimum wages because they are often a technique of lowering the costs of establishing eligibility for
increasingly generous public welfare programs. And although weekly welfare payments are usually lower
than labour earnings in nominal terms, there may be little difference in real terms when work-related
expenses are accounted for. In 1961, the U.S. Social Security Act was amended to include in the official
definition of a deprived child those with unemployed parents. Consequently, and recalling their well-known
disemployment effects, Leffler puts forward the hypothesis that minimum wages now significantly reduce
the costs for many families of establishing eligibility for Aid to Families with Dependent Children (AFDC).
Since not all states adopted the unemployed-parent provision, he was able to conduct empirical cross-sec-
tion studies as a test. His resuits showed a high degree of correlation between the relevant variables.

We return to the point that, in the world that Leffler describes, redistribution is of an inefficient form
since the donors could provide equivalent direct financial aid (for example, through negative income taxes
or wage subsidies) at much less cost (since the national output need not be injured by disemployment). The
barrier of imperfect (cr assymetric) information facing the donors is alone responsible for the status quo.
The future of minimum wages, on this argument, clearly depends on the maintenance of the information
barrier. There are reasons to believe (see West, 1974, and 1977¢) that it could soon be eroded. Leffler
himsell argues that the inefficiency of minimum wages is already “well-known.” He also argues
(pp. 345-46) that “the concept of downward-sloping demand curves does not seem so elusive that minimum
wage supporters can fail to recognize the potential disemployment effects.” But, if it is not elusive for this
group, why should it be for other citizens such as taxpayers and consumers who bear the burden?

The new empirical studies of the 1970s on the disemployment effects of minimum wages seem now to be
common currency in economic courses, at least in the United States. Keech (1977) provides examples of
what he believes to be a “debate” in the economic textbooks. But only one of the textbook authors quoted
by him supported minimum wage legislation, and he was writing over ten years ago.

Keech also appeals to opinion polls as evidence for the popular support in America for minimum wages.
The most recent of the polls quoted, however, was for 1965. West (1977¢) points out that in the
twelve years since that time, unemployment, especiaily among teenagers, has increased markedly. Indeed,
teenage unemployment nad already begun to assert itself by the mid-1960s. This may explain, West argues,
some of the downward trend in the popular support that opinion polls reveal. The ratio of support to
opposition declined from 71 to 24 in 1947, to 55 to 39 in 1965.
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The general argument is that, while current legislation might well continue to be supported by a present
majority of voters, such support is neither unchangeable nor inevitable. The belief in some kind of “public
choice theorem” that predicts permanent special interest legislation generally, legislation, for instance, on
tariffs, occupational licensing, price support, and floors, is surely questionable. In Canada, the practice of
resale price maintenance came and went, despite the special interest lobby in favour. Similarly, support for
American fair trade laws have fluctuated severely. Tariffs were negotiated downward in 1979, while the
subject of occupational licensing is receiving new attention under the anticombines policies.

While such matters remain a subject of speculation in the Canadian context, some hard research on
American voter behaviour on this issue is now being conducted. So far, however, it is not particularly
conclusive. Silberman and Durden (1976) published information on the economic factors associated with
voting on minimum wages in 1973. They found, among other results, that the number of low-wage workers
in a congressional district is positively associated with voting for higher minimum wages by representatives
from the district. More recent work, however, by Kau and Rubin (1978) disagrees with these findings. They
found that higher wages were associated with voting for minimum wages and that the presence of blacks
(typically low-wage workers) was negatively and sometimes significantly associated with voting for
minimum wages.

MINIMUM WAGES AND REGIONAL POLICY

As a final point of political analysis, we shall take note of an additional explanation that has recently
been offered by Courchene (1978) of why politicians are motivated to vote for higher minimum wages.

Courchene argues that many provinces are in the process of enacting minimum wages “that on the
surface appear to be much higher than warranted by economic conditions within their respective
jurisdictions.” His argument then proceeds in the context of the Economic Council of Canada’s observation
that “the minimum wages in three provinces that have always had higher-than-average unemployment
rates — New Brunswick, Nova Scotia, and Quebec — were actually above those in Ontario and Alberta,
traditionally low-unemployment provinces” (1977b, p. 228).

Echoing the same query of the Ontario Economic Council, Courchene asks: Why, in view of the fact that
people in low-income groups are forced out of work by minimum wages, does the situation exist? His
partial answer is connected with the fact that the unemployment insurance program now has ‘“‘generous
benefits” and involves significant disincentives towards work. An alternative welfare program such as the
negative income tax would encourage work because people would always benefit compared with the
unemployment insurance system whereby benefits are reduced dollar-for-dollar by each dollar of earned
income.

The deeper reason why provinces with high unemployment rates can afford to have higher minimum
wages, Courchene maintains, is that they do not bear the full economic costs of such a decision. The
provinces do not bear the full costs of the resulting unemployment because they are helped by federal
transfers such as equalization payments and unemployment insurance benefits, as well as the 50 per cent
federal contribution to welfare.

Unconditional grants to the provinces would be preferable to the present federal-provincial cost-sharing
format:

Under this [unconditional grants] system, the provinces would have a pool of money that could be spent
as they wished. They would think twice about raising minimum wages to levels that generate considerable
unemployment and force people on to welfare because now they would be bearing the full cost of these
welfare payments — funds expended on welfare would imply fewer dollars that could be allocated to
other provincial expenditures (Courchene, 1978, pp. 21-22).
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For this reason, Courchene concluded that the Economic Council’s own recommendations do not go to
the root of the problem. The Council argued:

We recommend that, as part of a strategy of full employment, the ministers of labour in high-unemploy-
ment provinces gradually move to a situation where their minimum wages are not higher than in any
province where unemployment is lower than the national average (1977b, p. 228).

The real way to get the provinces to enact more realistic minimum wages, Courchene insists, in contrast,
is to place an appropriate set of incentives such that they bear the full economic consequences of their own
actions. The setting of minimum wages is a prerogative of the provinces and pressuring them by
recommendations will not succeed. With a system of unconditional grants, the provinces would bear the full
economic consequences of their own actions on minimum wages and high minimums would result in “a
drain on their provincial treasury or an increase in out-migration, or most likely some of both” (Courchene,
1978, p. 22).

Clearly, the subject of minimum wages is engaging increasing attention from modern students of the
economics of politics. The results so far are obviously not entirely conclusive. But this should not be
surprising in view of the fact that such work has only just begun. Meanwhile, there has been no obligation
on the writers of this chapter to make any definite case one way or the other. Our main task, as before, has
been to review the published writings to date, whether a consensus has yet been achieved among them or
not.
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Compared with other countries, research on the effects of minimum wages in Canada has hitherto been a
relatively neglected area. The contrast between Canada and the United States is especially striking. In the
1977 amendments to the Fair Labor Standards Act, the Carter administration went as far as to establish a
full-scale minimum wage study commission. Eight members of the commission were appointed in June
1978 and will eventually report on the effects of the law to the president and Congress. In our opinion, this
1s a good time to match the American provisions with full-scale future Canadian research projects, whether
under the sponsorship of a special commission or not. Our findings indicate that continued Canadian
government intervention in setting minimum wages is conspicuous in its lack of scientific underpinning, and
deserves much more serious attention than it has been receiving. It will be helpful now to present our main
findings in summary form below. These will be followed by suggestions for future priorities.

CONCLUSIONS FROM THE ANALYTICS AND EMPIRICS CHAPTERS

From our survey of the empirical work, to date, we reach the strong conclusion that there is no
convincing evidence to refute the prediction that minimum wages cause reductions of employment (for
young workers at least). We see no reason to disagree with the words of Welch (1978) that *...almost every
serious scholar of minimum wages would argue on the basis of available evidence that they have reduced
employment of those, particularly teenagers, who would otherwise earn low wages™ (p. 33).

The evidence, therefore, indicates a labour market that is highly competitive, at least for that part of it
that is affected by minimum wage legislation. The simple economic model of competition predicts that
disemployment will follow any legislated minimum wage that is above the market level.

There appears to be no consistent empirical (or even theoretical) support for the argument that increases
in the legislated wage prod management into adopting better methods to the extent that disemployment of
labour is typically avoided (the shock argument).

The so-called “ripple” effect that minimum wages is believed to have on other wages in higher earning
sectors has not been clearly demonstrated. In any case, no pure theory predicts that the highest gains from
the ripple go to those closest to the minimum.

Reductions in the labour force participation rate are just as pervasive as employment effects (Swidinsky,
1978; Mincer, 1976). For this reason, there has been, down to 1978, a significant understatement of the
impacts of minimum wage revisions, since previous studies typically used only unemployment levels as the
index of impact.

From the more recent empirical work, it appears that the disemployment effects of minimum wage
revisions do not occur all at once. The effects are lagged, and often the time lags can be long.



100 Conclusions and Agenda for Future Research

Some of the estimated elasticities of demand for labour are quite low and, by themselves, they show only
small employment effects of minimum wage increases. [t must be remembered, however, that only a
fraction of even the teenage workers are effectively covered by the revision, while the elasticities are
estimated for the entire cohort. A small reduction of the cohort employment level may translate to a
wholesale layoff of the affected population and an unambiguous decline in the wage bill for the group in
question.

The use of survey techniques to estimate the impact of minimum wage revisions is inappropriate since
they do not permit the isolation of the minimum wage effect from other simultaneous events. The use of
survey methodology would also appear to be unnecessary given the availability of data for more complete
(and acceptable) econometric studies.

POLICY ANALYSIS CONCLUSIONS

The most quoted objective of minimum wages in the literature we have studied has been the
redistribution of income towards lower-wage workers. Yet the evidence provides no support for the use of
minimum wages as an antipoverty device. Some economic theory, meanwhile, points to counter-productive
or perverse effects. Workers who are effectively covered by minimum wage revisions, as found in the
United States, tend to be unattached or dependent so that there is very little relation between hourly wages
and family income for workers earning low wages (Gramlich, 1976). We suspect similar findings for
Canada.

The poverty problem is aggravated for those workers who are disemployed following a minimum wage
increase. Disemployment, meanwhile, is in proportion to the ratio of the minimum wage to other domestic
wages in Canada and to wages in other countries. An increasing number of observers have recently
expressed concern that minimum wages in the less prosperous Canadian provinces are too high relative to
those in the rest of Canada, and to those in the United States.

In Canada, the disemployment effect of minimum wages has been prompting increasing resort to the
second best policy of direct government job creation. This is a government policy that attempts often to
mop up the damaging effects of a prior government policy. The least costly solution is to go to the root of
the problem and rectify the original policy.

Minimum wages appear to create a kind of job lottery. Those who see them as a means of obtaining a
fairer distribution should presumably wish for at least equal distribution in the (job) lottery tickets.
Unfortunately, the likelihood is that those with lowest productivity, such as immigrants who can speak
neither English nor French, have fewer tickets and are likely to be consistent losers.

Some modern analysis predicts that full knowledge by policy makers of the perverse effects of minimum
wages will not lead inevitably to their reform if the injured are in a political minority.

Proposals for minimum wage increases are traditionally accepted with no obligation by the policy maker
(or his adviser) to produce convincing and systematically researched evidence that significant disemploy-
ment effects will not ensue.

The argument that higher minimum wages will encourage workers successfully to seek work and get off
social assistance is unsupported. The evidence in Canada (Swidinsky, 1978) and the United States (Mincer,
1976) indicates significant disincentives via the discouraged worker effect whereby workers drop out of the
labour force because of reduced expectations of securing employment.
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It has not been demonstrated, even by the most sophisticated researchers (for example, Gramlich, 1976),
that other methods of redistributing income, including the negative income tax or the wage subsidy, are not
more effective than a minimum wage policy.

AGENDA FOR FUTURE RESEARCH

In the course of our critical review of the analytical and policy issues, we have had several occasions to
point to the need for further investigation. It is now time to put these several items together with a
systematic list of proposals that, in our view, deserve priority in any future program of research. We shall
also draw further attention to the serious gaps in data provision in Canada, especially where these are in
striking contrast to the United States. Indeed, we feel that the assembly of entirely new data is a necessary
condition for progress on several of the following proposals for research action.

There is need for a simple measure of the effects that increasing the minimum wage, by up to 50 per cent
higher, would have upon the poverty rate in Canada — based on the heroic assumption of no disemploy-
ment effects. This has already been done in the United States by Kelly (1976) who found only a small
reduction in the poverty rate, even assuming zero change in hours worked. It is believed that, in Canada,
there is a significant proportion of families below the poverty line with people in the labour force who
experience no unemployment throughout the year. This may amount to about one-third of families living in
poverty. The first measure we seek relates to this group exclusively.

Research is needed on the growth of the minimum wage coverage rate in Canada. A study could be made
of the differential employment effects of minimum wages when significant special differentials were
allowed in previous years in various provinces for such individuals as learners and students. Conversely, a
reduction in these special differentials could be treated as an increase in the coverage rate. This rate
increase could be measured and its effect analysed.

A Canadian test is required of the hypothesis, put forward by Kosters and Welch (1972), that minimum
wages increase the vulnerability to cyclical employment of those affected by the legislation — mainly the
teenage population. Since Quebec, Nova Scotia, and Mew Brunswick have had higher minimum wages than
Ontario and Alberta, the hypothesis predicts that the former provinces will have had greater fluctuations in
unemployment.

It would be helpful to make a study of the effects of provincial and federal jockeying for leadership in
minimum wage rates. An increase in the ratio of provincial to federal minimums would predict a greater
rate of disemployment in the non-federal sector. Comparison may also be made of federal/local minimums
in the United States.

Estimates should be made of minimum wages as a percentage of average hourly earnings in manufactur-
ing and projections made to 1981.

More systematic attempts should be made to examine the number of characteristics of persons who have
hourly earnings of less than $3.50. Clearer estimates are also required showing the proportions of teenagers,
part-time workers, heads of families, males and females, young and old among low-wage earners. Such
evidence calls for data similar to that collected in the current population survey of the United States (see
Welch, 1978, p. 13).

Tests are needed of the hypothesis that, as wages are forced upward, employers have fewer incentives to
accommodate part-timers (see Welch, 1978, p. 23).

More precise estimates of the employment effects of minimum wages on Canadian teenagers should be
obtained by adjusting for the proportion that is in the student class (see Ragan, 1977).
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Therc is a need for a re-examination of previous Canadian studies that take into account variations in the
time lags of minimum wage disemployment effects.

Some exploration is required of the effects of minimum wages on other factor prices. This would include
a measure of the induced increased price of capital as more of it is demanded relative to labour and a study
of the impact of minimum wage revisions on other wages (the ripple effect). The latter would entail a study
of collective agreements, especially those relating to bargaining groups of under 200 workers, to observe the
impact of minimum wage revisions on wage rates covered by collective agreements. As well, one could
examine various contracts to determine the extent to which minimum wages are incorporated into the
wage-setting process. Some contracts may specify, for instance, certain wage rates as “minimum wage plus
X per cent.” At a morc aggregate level, it may be interesting to study the impact of minimum wage
revisions on general wage ratios for specific sectors, for example retail trades or services.

A re-examination should be made of previous studies to take account of variations in the participation
rate.

Work is required on the degree of compliance with minimum wages across Canada. An attempt should
be made to derive a correlation between hourly wages and family income for low-wage workers. This would
match the U.S. work of Gramlich (1976) for Canada. But such a program provides an example of the
general need for new data. What is required, in this case, is the addition of question to those asked in the
Labour Force Survey and Consumer Expenditure Survey. As a side benefit, this information could be used
to study the levels of compliance with the minimum wage earnings in Canada — an area that has been
quite neglected. In addition, minimum wages should be compared with average hourly wages in specific
sectors such as the hospitality sector, manufacturing (general), retail trade, and manufacturing, including
especially the specific cases of textiles, furniture, and food and food processing. This will give us some idea
of the impact of any future revisions to the minimum wage.

Estimates are required of the impact of minimum wage revisions in conjunction with other social welfare
programs, for example, unemployment insurance, social security, and mothers’ allowance. For example, it is
likely that the induced unemployment effect of the 1971 unemployment insurance revisions (see Grubel,
Maki, and Sax, 1975) were exacerbated by the coincident revisions (in real terms) to the minimum wage
rate. Both of these would be expected to increase the participation rates particularly among the secondary
labour force.

On the other side of the coin are job creation programs such as OCAP and OYEP, which are nominally
designed to enable inexperienced workers to acquire job-related skills. We have already reviewed the
argument that the existence of such programs might well be due partly to the presence of legally imposed
minimum wages. We have also summarized Courchene’s contention that the purpose of such programs may
be an attempt to shift the burden of unemployed workers from the provincial to the federal government.
Further investigation is required to test whether any given province is motivated to act in the following
sequence: first, establish such a program, then raise its minimum wage, after which it hires the extra
unemployed itself (in fact many of the jobs under these programs were in the provincial civil service) for a
period long enough to qualify for unemployment insurance payments. The hypothesis is that this course of
action would lower the temporary unemployment rate and would shift the expenditure to the federal
government. It would be interesting to study the retention rate under such programs to determine the extent
to which they truly accomplish their stated aims.

A measure is needed of the impact of minimum wage revisions on the general price level and also on
specific prices. In addition, the impact of minimum wage increases on the employment of students and
part-time workers is required. Finally, a study is needed of the impact of minimum wages on job turnover
rates, quit rates, and the job-search process.
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Further analysis is needed to assess the nature and scope of non-employment adjustments to minimum
wage revisions. This would readdress the X-efficiency argument. Such analysis should include some work
on capital/labour substitution along the lines of the work by Kaun (1965).



Notes

CHAPTER |

1

Mew Zealand, however, had given its district conciliation boards the power to fix minimum rates for “‘underpaid
workers” two years carlier; the emphasis of this provision was on the prevention of industrial disputes.

The ratification of a Convention by a country is tantamount to its participation in an international draft treaty,
although a member may denounce a Convention ten years after it comes into force, or at the end of every five
years thereafter. A Recommendation “gives rise to binding obligations, but provides guidelines for national policies
and actions” (1L0, 1978, p. 25).

The major hindrance to its passage was the long-debated problem of constitutional authority in labour matters,
despite the fact that the Treaty of Versailles provided for a federal government to exercise its discretion regarding
draft Conventions; it could then refer them merely as recommendations to provincial authorities. Prime Minister
Bennett had secured ratification of the Convention in question and had incorporated it into his New Deal
legislation of 1935; however, his Conservatives were defeated the following year, and Mackenzie King referred the
New Deal package to the Judicial Committee of the Privy Council, which ruled that this law undermined the
authority of the provincial governments, and so was ultra vires. Canada had thus ratified 1Lo Conventions over
which it had no implementory power.

Canada, Mational Industrial Conference, Proceedings (Ottawa, September 1919), p. 105.
Canada, Department of Labour, Labour Gazette (September 1920), p. 1190.
Conference Report of the Eleventh Session, International Labour Organisation, p. 384.

Province of Ontario Statutes, 1920, Chapter 87 (An Act to provide for a minimum wage board with power to
regulate in certain cases the minimum wages of women and girls).

National Industrial Conference Board, Minimum Wage Legislation in Massachusetts (New York, 1927), p. 5.

Massachusetts had been the first state to introduce minimum wage legislation in 1912, initially confining it to
women; several other states followed suit over the next few years.

U.S. Congress, House, Committee on Education and Labor, Report on Fair Labor Standards Amendments
(Washington, D.C.: Government Printing Office, 1977), p. 7.

See, for example, Ontario Federation of Labour, Minimum Employment Standards in Ontario — A Study of the
Exploitation of Low Wage Workers through the Minimum Wage Legislation, September 1975; statement by
President of Women’s Lobby Inc. before U.S. Congress, House, Committee on Education and Labor (Subcommit-
tee on Labor Standards) 24 March 1977; and statement by AFL-C10 Executive Council, 9 March 1977.

U.S. Congress, Senate, Committee on Human Resources, Report re Amendments to FLSA (Washington, D.C.:
Government Printing Office, 1977), p. 9.

New York Times, editorial, 21 March 1977. See also Goldfarb (1974), footnote 1, p. 261.
This search may lead to changes in the flow of work and plant layout, the introduction of new machinery, dropping

less profitable products or services and replacing them with new ones, upgrading the skills and productivity of
workers, and so forth.
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15 Testimony of Ray Marshall, L1.S. Secretary of Labor, before the House Subcommittee on Labor Standards of the

Committce on Labor and Education, 24 March 1977, p. 3.

CHAPTER 3

There are other characteristics of competitive markets such as free entry, abundant knowledge of price quotations,
homogeneous products and factors, and so on. The price-taking characteristic, however, is the more relevant for
our present discussion.

The theoretical circumstances where a minimum wage causes the cxpected return from search to increase is
discussed in Lippman and McCall (1976a, 1976b).

Diagrams similar to our Figure 3-4 appeared in the work by M. A. Zaidi for the Task Force on Labour Relations
in 1970 and in the collected papers presented to the Tenth Annual Meeting of the Statistics and Research
Committee of the Canadian Association of Administrators of Labour Legislation (hereafter cited as CAALL) held
in Ottawa in 1968.

This is the analogue to the excess supply bc¢ at the minimum wage shown in the competitive model, illustrated in
Figure 3-1A.

Policy makers, indeed, usually claim that they are avoiding fixing the minimum so high as to cause serious
unemployment. And, as we shall demonstrate below, when, in the statistical debates, the issue usually turns on how
much unemployment is attributable to the legislation, administrators seem to assume that they can satisfactorily
resolve the problem if they can prove non-serious unemployment. If they confine themselves to this task, they are
clearly not demonstrating monopsony.

Not that such a policy is unknown in history. The sixteenth century English Statute of Apprentices, for instance,
contained the equivalent of maximum wage laws. And the legislation was couched in a philosophy which,
arguably, was similar to the present day shock theory.

The process indicated in Figure 3-3 suggests a sequence of events different from that reported by Dhruvarajan.
Whereas he argued that workers would initiate demands for higher wages, in fact, the diagram shows that it is the
employers, competing against each other, who act first.

CHAPTER 4

Consider a simple arithmetic example.

Before the minimum wage increase:
Labour Force (L) = 1000
Employment (£) = 900
Poputation (P) = 2000

. Initial Unemployment Rate (UR) = 2000500 = 10%
1000
o 1000-900
Initial Unemployment Ratio (ur) = ————— = 5%

2000
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After the minimum wage increase:

a. Employment falls to 800; there is no participation rate effect so L = 1000

1000-800
RS ——=—=20%
1000
1000-800
=—=10%
2000
The arithmetic changes are given by AUR = 10%

Aur

5%
The unemployment ratio shows a smaller arithmetic increase for the same reduction in employment.

b. Employment falls to 800; there is a discouraged worker effect so L = 950

950-800
UR =s——==="=158%
950
950-800
ur = —— = 17.5%
2000

The arithmetic changes are given by AUR = 5.8%
Dur 2.5%

I

The unemployment ratio shows a smaller arithmetic increase for the same reduction in employment.

2 Kaitz argued the positive effect for non-white males aged 18 to 19 may have captured an improvement in
employment opportunities as white males aged 16 to 17 were replaced by older non-white youths in response to a
change in minimum wages. It may, however, indicate a non-compliance effect as whites, in general, are replaced
by non-whites for whom compliance rates are likely to be lower. The equation for white females aged 18 to 19
exhibited many strange results such as a large positive coefficient for the variable representing the number of
agricultural workers. It is not clear how agricultural employment should have an effect on teenage female
employment specifically, and this result casts doubt on the particular estimated equation.

3 The uneven results obtained by Kaitz may be due to the fineness with which he partitioned the data. All
survey-type data subject to sampling error and the magnitude of this error increases as the sample size is reduced.
By defining very age/sex/colour-specific cohorts, Kaitz reduced his samples to a very small size for some. Welch
(1978) notes that the standard error for the estimate of the employment of males aged 16 to 19 (“Negro and other
races”) was such that a quarter-to-quarter change of some 6 to 9 per cent lay within two standard deviations of
no change at all (p. 35). This constitutes very noisy data and may have biased some of Kaitz’s results.

4 These results are taken from Kaitz’s estimates with quarterly data over the period 1954-68. When he used annual
data over the period 1948-68, he found the minimum wage coefficient to be insignificant. There are two reasons
for questioning this later work: (a) the period 1948-68 is very long and encompasses such phenomena as the
Korean War and post-World War 11 adjustments. These may distort the early part of the sample; (b) where one is
speaking of low-wage labour it is likely that the adjustment processes (hiring and firing, etc.) are very rapid and
the use of annual data may obscure much of the adjustment process. We are sceptical of annual results which show
such divergence from the quarterly results over a similar time period.

5 He states, “...interest resides solely in provincial differences in unemployment rates” (Maki, 1978, p. 4).
6 The Labour Force, Statistics Canada, Cat. No. 71001 (various issues).
7 Varies for each population group and is described when the specific results are discussed.

8 The existence of a systematic error component — the legal coverage is greater than or equal to the effective
coverage — will lead to identification problems with respect to the intercept term as well as the usual problems of
inconsistent slope coefficients arising from errors in the variables.

9 We wish to thank an anonymous referee for raising this point.
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Motes

10 The ripple, as we have seen, is the effect that minimum wage increases have on wage rates of workers earning

higher than the minimum. Suppose the latter arc semi-skilled and minimum wage earners are unskilled and they
are substitutes for each other at the margin. Based on the assumption of a comparative static competitive system,
Figure 4-l1a shows the upward ripple effect on the wage from W, to W, after a minimum wage imposed on
unskilled workers has increased the demand curve for semi-skilled workers to D,. (The minimum wage W,, is
shown in Figure 3-1b and does not affect workers in Figure 3-1a directly because the market wage therein of W,
is higher than the minimum.) This shift takes time to manifest itself. Hence, there is a delayed action or lag effect
on the employment of unskilled workers. The latter were earning W, in Figure 4-1b before the minimum wage
increase. The short-term effect of this increase (to W,,) is to reduce the number of jobs from Q, to Q,. In the long
run, the delayed demand demand shown in Figure 4-1a has its analogue of the demand decrease in Figure 4-1b.
After this lagged effect, the number of jobs for the unskilled falls further to Q,.

Figure 4-1
The Ripple Effect on Wages in a Competitive Product Market

(a) Semi-skilled workers (b) Unskilled workers

Teenage female employment fell by 11.8 per cent.

This is in contrast to the reserve labour hypothesis or the theory of labour as a quasi-fixed factor (See Oi, 1962;
and Miller, 1971). Both of these theses refer to skilled labour where the adjustment (hiring and firing) costs are
high and so inventories are held in the form of underutilized labour. The labour force characteristics which prompt
this behaviour are rarely shared by teenagers and so we expect teenagers to experience marked fluctuations in
employment rates.

It should be noted that those advocating differentials are implicitly accepting that minimum wages cause adverse
employment effects. A legitimate question, then is: should we have minimum wage rates at all?

This is a strange techniquc in itself. That one would wish to test an hypothesis with an equation that one a priori
expects to be an incomplete specification of the model strikes us as rather suspect. If the correct specification
should turn out to be equation (3) (accept Hypothesis 2), then the coefficients of equation (1) could not be
accepted, and thus Hypothesis | is neither confirmed nor rejected with any degree of confidence.

The issue of a youth differential is also related to the problem of on-the-job training and human capital formation.
This topic has recently received some attention (Leighton and Mincer, 1979) and will be discussed in more detail
in the next chapter.
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CHAPTER 5

I Curiously enough, the acceptance of a minimum wage on these grounds was made by the critic of utilitarianism,
John Stuart Mill. See West (1978).

2 Fantl and Whittingham (1970) found a substitution (in Ontario) towards 20 to 24 year olds. Welch and
Cunningham (1978) found substitution away from the very young. Presumably some differential would reduce this
bias.

3 Differentials for new workers learning the trade.

4 Most negative income tax schemes are designed to tax basic government support incomes by much less than
100 per cent. This results in increased incentives to work compared to conventional social security (insurance).

CHAPTER 6

1 Ontario, Ministry of Treasury, Economics and Intergovernmental Affairs (1978), p. 10.
2 Kosters and Welch (1972).

3 “The Canadian Tourism Industry,” a report by the Sector Task Force to the minister of Industry, Trade and
Commerce, July 1978.

4 George Stigler, Address to the Annual Meeting of the History of Economics Society, Riverside, May 1977.
5 See especially the version by Niskanen (1971).
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