FEATURE

A FRESH LOOK AT
LABOUR MARKETS

Minimum wage decisions should take into account all costs to the employer
and all benefits to the employee, argues John Humphreys

conomic liberals are sometimes
accused of ‘treating labour just like any
other commodity.”! This is a curious
accusation. Of course, every market is
different in some way, but all markets are same in
one important way—they all follow the laws of
economics.

Economists study how the economy works.
Similar to physical scientists exploring scientific
‘laws,” economists observe economic ‘laws and
use this information to understand the workings
of markets and government.

Another similarity to scientific laws is that
economic laws exist irrespective of whether we
like them or not. You can’t argue with a chemical
reaction. It is pointless saying that gravity is unfair
because it acts equally on rich and poor. And all
the good intentions in the world will not turn lead
into gold.

The same is true with economics. The simple
reality is that when something has a higher price,
there will be relatively less quantity demanded.?
This ‘law of demand’ exists despite the hopes,
dreams or intentions of any economist. Neither a
passionate plea for justice, nor political activism,
nor tears of concern can change this law.

In saying that the law of demand applies to
the labour market, an economist is not making a
moral statement. This is not to say that the law of
demand should exist. That would be like arguing

minimum wage were set at $100 per hour, then
few people would be employed. If the minimum
wage were set at $1 per hour, then more people
would be employed.

How much unemployment?

Minimum wage has benefits and costs. The
benefit is that some people (often from wealthy
families®) get a higher income. The cost is that by
imposing a price floor, some people who want to
work cannot get a job. But how many of these
people are there?

Economists have been exploring the links
between wage levels and employment for decades,
and there are literally thousands of studies
investigating the relationship. These studies
generally try to determine the wage elasticity of
labour demand. If the elasticity is zero (perfectly
inelastic), then there is no relationship between
wages and employment. If the elasticity is -1,
then a 10% increase in wages will lead to a 10%
decrease in employment.

Most studies suggest that the elasticity is
somewhere in between these two positions,
though the exact level is open to debate. For
example, in their Australian study, Philip Lewis
and Garry MacDonald suggest a wage elasticity of
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about whether gravity should exist. Noting that
the law of demand applies to the labour market
ust like any other commodity’ is simply an
objective observation of reality.

Despite the emotional appeal of saying ‘the
labour market is special,” most people intuitively
know that the law of demand still applies. If the
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labour demand is -0.8.* That is, if average wages
were increased by 10%), then employment would
decrease by 8%.

However, wage elasticity of demand does not
directly address the issue of the minimum wage.
If the minimum wage increased by 10%, it does
not mean that all wages would increase by 10%.
To determine the impact of minimum wages,
we need to instead look at the ‘minimum wage
elasticity of labour demand.’

An influential 1982 paper by Charles Brown,
Curtis Gilroy, and Andrew Kohen (BGK) surveyed
the available literature for America and concluded
that the minimum wage elasticity for low-skilled
workers was between -0.1 and -0.3, and that range
has become the conventional wisdom.’> So, if the
minimum wage were increased by 10%, low-
skilled employment would decrease by somewhere
between 1 and 3%.

In 2007, David Neumark and William
Wascher reviewed more than 100 elasticity
estimates—mostly American—and concluded
that most of the credible new minimum wage
research continues to support a small negative
elasticity.®

In a famous exception, David Card and Alan
Krueger found that there was no employment
effect in a natural experiment of minimum wage
changes.” However, their seminal study included a
range of problems. In addition to some concerns
about data and methodology, they used a short
time period and considered only one industry.
As Richard Burkhauser and Joseph Sabia note in
their review of the literature, the results from the
Card and Krueger study ‘appear to be outliers.™
Neumark and Wascher note that the studies that
fail to find a negative elasticity often had too short
of a time frame.’

Studies from all over the world show a large
range of results, depending on the size of the
minimum wage and other factors. A Swedish
study covering hotels and restaurants found a
minimum wage elasticity of between -0.6 and
-0.8; British studies found a range from -0.1 to
-0.4; Canadian studies found -0.1 to -0.5 for
youths; a New Zealand study found -0.2 to -0.3
for youths; a New York study estimated between
-0.6 and -1.4 for youths; and a French study found
an elasticity above -1 for some groups.'
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Countries with a relatively high minimum
wage could expect a bigger elasticity. Excluding
non-wage regulations, Australia has one of the
highest minimum wages in the world by any
measure'' (see Figure 1 over), and about 20%
of the Australian workforce has an income on or
near the minimum wage."” Consequently, you
could expect Australia’s minimum wage elasticity
to be relatively high.

Australia has one of the highest
minimum wages in the world.

In Australia, perhaps the best available estimate
comes from the work of Andrew Leigh, who
looked at a natural experiment when the Western
Australian minimum wage was increased six times
between 1994 and 2001. He found an implied
elasticity of between -0.2 and -0.4, with an
average of -0.3." This effect was particularly acute
for young people and less relevant for people aged
above 35. While a minimum wage elasticity of
-0.3 is relatively high by international standards,
it is consistent with the relatively high minimum
wage in Australia.

A similar result was found by Don Harding
and Glenys Harding using a survey of employer
attitudes. Based on answers to questions about
previous business decisions and hypothetical future
decisions, they estimated an implied minimum
wage elasticity of between -0.2 and -0.4." The
Harding and Harding paper lends support to the
robustness of the conclusions in Leigh.

Even oncewe have an estimate for the minimum
wage elasticity, it is difficult to determine the total
impact on employment because the minimum
wage elasticity will be relevant only for marginal
changes in the minimum wage.

A reduction in the minimum wage would lead
to more employment. However, as the minimum
wage is lowered, the minimum wage elasticity
would also decrease. While a 10% reduction in the
minimum wage may lead to 300,000 extra jobs, it
does not follow that an additional 10% reduction
in the minimum wage would lead to an additional
300,000 extra jobs.” The benefit from reducing
the minimum wage will steadily decrease until the
minimum wage becomes effectively irrelevant.
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Figure 1: Minimum wage (as % of median full-time wage) in 2008
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Source: OECD Employment and Labour Market Statistics

If we assume that the minimum wage elasticity
halves for every 10% reduction in the minimum
wage, then abolishing the minimum wage would
create about 600,000 new jobs.

Recent changes in Australia

Last year, there were two big decisions that
affected the cost of employment. In July 2009, the
Australian Fair Pay Commission (the commission)
decided to leave the minimum wage unchanged,
allowing the real minimum wage to decrease due
to inflation. At the same time, the government
introduced its new labour market regulations,
strengthening unfair dismissal laws and increasing
union privilege.

These two decisions will have offsetting effects.
A freeze on the minimum wage will reduce the cost
of employment (and increase employment), while
additional non-wage benefits will increase the cost
of employment (and reduce employment).

The decision to not increase the minimum
wage saved jobs. If the commission had increased
the minimum wage by 4.1% (as they did in
2008), then using the minimum wage elasticity
provided by Leigh, employment would have
declined by about 1%, which equates to more
than 100,000 jobs. The commissioners deserve
some of the credit for Australia’s relatively low
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levels of unemployment during a year of declining
GDP per person.

In contrast, the new government regulations
are likely to cost jobs.

Although minimum wage laws impose a
visible cost on employers by driving up wage
rates, all labour market regulations impose costs
on employers. From an employer’s perspective,
what matters is the total cost of employing a
worker—including the minimum wage, other
minimum benefits, unfair dismissal laws, and
union privilege.

For workers earning well above the minimum
wage, changes to non-wage benefits should not
change their employment prospects. An increase
in non-wage benefits (such as union privilege and
job security) will lead to relatively lower wage
benefits so that the cost of employment remains
unchanged.'® But for workers on or near the
minimum wage, an increase in non-wage benefits
will mean an increase in the cost of employment
and, consequently, fewer jobs. To estimate the
consequences of new labour market regulations, it
is necessary to estimate a ‘wage equivalent’ impact
of the non-wage elements.

For unfair dismissal laws, the costs include
potential legal action, the efficiency cost of
maintaining unproductive workers, and the



efficiency costs of choosing workers based on trust
instead of competence. The best estimate is based
on a 2002 survey of small and medium businesses
done by Don Harding, which estimated that
unfair dismissal laws increased average cost per
employee by at least $296 (in 2002 dollars)."”
Adjusted for inflation, this is about 1.2% of the
minimum wage. Following the Leigh minimum
wage elasticity, unfair dismissal laws decrease
employment by 0.35% (or 38,000 jobs).'®

The 2006 reforms to relax unfair dismissal laws
would have significantly reduced this cost, while
the recent reforms to strengthen unfair dismissal
laws will bring some of the costs back.

There are no equivalent studies regarding
the costs to business of union privilege. If union
privilege makes no difference to employment
contracts, then it will not produce any cost to the
employer. However, the fact that union employees
continue to pay for union services suggests that
unions do provide a benefit.

One method for estimating the costs of union
privilege is to assume that union fees roughly
represent the benefits provided by the union,
and that those benefits come at the cost of the
employer. This measure may overestimate the costs
of union privilege by counting the cost of the non-
privilege benefits of unions (social, informational,
coordination), and it may underestimate the costs
by not factoring in the uncertainty to the employer,
spillovers to non-union labour, or the fact that the
relative impact of unions is greatest for people on
low incomes. While this is an imperfect measure,
it at least provides some basis for calculating the
costs of union privilege.

Full-time union membership is available for
about $500 per year," and approximately 20%
of workers are unionised,” meaning that union
privilege adds about $100 per year to the cost of
employment. If we factor in a consumer surplus
of 50% for union members,?! then this estimate
rises to about $150 per year, or about 0.5% of the
minimum wage. Following the Leigh minimum
wage elasticity, union privilege will decrease
employment by 0.15% (or 16,000 jobs).

Under the new labour market regulations
the benefits to unions have increased, including
the right to enter a business with no union
representatives and the right to force a business
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into ‘good faith’ negotiations. This may increase
the cost of union privilege. The consequences of
these changes depend on how effective they will
be at providing a benefit to employees (and a
consequent cost to employers). At the moment,
this is impossible to accurately assess whether
these reforms will have much of an impact,
but if the government succeeds in doubling the
union benefits for minimum wage workers, the
consequence would be 16,000 fewer jobs.

The difficulty for the government is that it must
either admit that its reforms make no difference
or take the blame for thousands of people losing
their jobs if it wants to take the credit for the
benefits of its labour market reforms.

To estimate the consequences of
new labour market regulations,
it is necessary to estimate a
‘wage equivalent’ impact of the
non-wage elements.

The future of labour market reform

Labour market reform has been a slow and
ongoing process in Australia, with the last three
decades seeing incremental changes towards a
more flexible system. There have been occasional
calls for more drastic reform to reduce regulation
and increase employment, but the sensitivity of
the topic lends itself to small changes. Below are
three moderate suggestions for shifting labour
market policy towards a system that encourages
more employment.

Reporting the minimum cost of employment
It is not clear whether the labour market changes
that occurred over the last year have increased
or decreased the total cost of employment. This
lack of information is an impediment to good
decision-making.
To increase policy transparency, the
government should provide annual information
clearly outlining the benefits (to the employees)
and cost (to employers) of labour market
regulations, including union privilege and unfair
dismissal laws.
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If the government changes labour market
regulations, the ‘wage equivalent’ impact of those
changes should be estimated, and that information
should be factored into decision-making about
the level of the minimum wage.

Targeting after-tax income

Each year, a national wage body determines the
federal minimum wage for Australia, generally
providing a modest increase. Most of that increase
is then eaten up in income tax, consumption tax,
and inflation so that low-income earners receive
little net benefit.

An alternative approach is to target ‘after-tax’
income instead of ‘pre-tax’ income.

By targeting the pre-taxincome, the government
is committed to pursuing a wage-based policy to
assist low-income earners. Switching to an after-
tax income target, the government opens up the
possibility of using either a wages policy (increasing
the minimum wage) or the tax-transfer system to
achieve its goal.

Both sides of politics agree on the
concept of a two-tier labour market,
where people on lower incomes are
offered relatively greater protections.

This would involve only a moderate reform
to the current income setting arrangement.
The current approach to wage setting could be
maintained, but then the government would have
the option to ‘buy out’ the minimum wage increase
by offering low-income earners the equivalent
benefit in tax cuts and/or transfer payments. This
would mean no change in the minimum wage, but
low-income earners would still get the same after-
tax benefit as determined by the commission.

A similar scheme was suggested in 1998 by
Peter Dawkins, John Freebairn, Michael Keating,
Ross Garnaut, and Chris Richardson.”?> The
so-called ‘five economists plan’ suggested a
temporary freeze on the minimum wage, matched
with tax cuts and transfer payments for low-
income earners. The ‘Reform 30/30’ proposal
also took advantage of a potential trade between
minimum wages and the tax/transfer system.*
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The benefits of such a trade are significant.
If the government chose to ‘buy-out’ the
minimum wage increases for three years, 300,000
new jobs could be created.* A ‘buy out’ of $10
per week tax cut for low-income earners would
provide more than $1,500 annual benefit to low-
income earners to ensure they were better off.
The budgetary cost would be about $1 billion
per year, while the budgetary savings (from less
welfare and more tax) might be up to $2 billion
per year.”

Two-tiered labour market

Both sides of politics agree on the concept of a
two-tier labour market, where people on lower
incomes are offered relatively greater protections.
Under current labour market regulations, people
earning more than $108,300 a year can make
individual agreements without concern for award
conditions. In effect, they can ‘trade-off” some of
their benefits.

A two-tiered labour market makes sense
because of the different impacts of non-wage
benefits. For people earning well above the
minimum award wage, non-wage benefits are a
substitute for wages. For these people, allowing
trade-offs between wage and non-wage benefits
should make them better off, as they can arrange
their rewards to match their preferences.

The argument that employers will take the
opportunity to lower total benefits for people
earning more than the minimum award wage is
not sustainable because employers are not obliged
to pay a premium on the award: they would
have already reduced total benefits if they had
really wanted to. For people earning well above
the minimum award wage, the impact of labour
market inflexibility is purely negative. Having
a ‘no disadvantage test’ is unlikely to make any
difference but could be maintained for peace
of mind.

However, for people earning on or near the
minimum wage, allowing trade-offs between wage
and non-wage benefits may lead to lower total
benefits. Under the current system, employers do
not have the right to reduce effective total (cash
and non-cash) benefits: If given the chance, they
may use non-wage flexibility as an excuse to lower
total benefits.



The current cut-off in the two-tiered labour
market was set arbitrarily and without reference
for the underlying reason for the system. The
cut-off should occur slightly above the rate of
the minimum total benefits, including wage and
non-wage elements. There is no reason to restrict
flexibility for workers on higher incomes.

Factoring in the benefits of leave, minimum
wages, unfair dismissal laws, and union privilege,
the cut-off point should be closer to $40,000 per
year for a full-time worker. The exact level could
be determined each year by the government after
it has determined the minimum total cost of
employment.

Second-tier flexibility should also be expanded
to cover all elements of labour regulations,
including union privilege and unfair dismissal
laws. Professionals earning $90,000 or so per year
and wanting to ‘cash in’ their unfair dismissal
protection should be allowed to do so. The
government would maintain the assumption of
unfair dismissal laws, union privilege, and other
non-wage benefits, but for people well above
the minimum wage, there should be avenues for
employees to adjust their employment contract
in their own interests, so long as nobody is
worse off.

Conclusion

Labour market regulation was one of the original
pillars of the so-called ‘Australian settlement.” The
other pillars were protectionism and the White
Australia Policy. While we were able to move
relatively quickly against protectionism and racist
immigration policy, labour market reform has
been achieved more slowly.

The evidence for a wage-employment link is
overwhelming; with the best Australian estimate
suggesting that a 10% reduction in the minimum
wage would lead to a 3% increase in employment
(about 300,000 jobs). It is impossible to know the
exact number of unemployed due to the minimum
wage, but it may be in the order of 600,000 people
out of work.

A focus on the minimum wage is too narrow.
When employers consider the costs of employment,
they factor in both the minimum wage and also
non-wage benefits, including the impacts of unfair
dismissal laws and union privilege.
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The last year saw two contradictory moves in
labour markets, with the Fair Pay Commission
freezing minimum wages (lower employment costs
and saving jobs) while the government increased
non-wage benefits (increasing employment costs
and losing jobs).

Several moderate reforms can be considered
to improve labour market performance. First,
the government should increase transparency by
calculating a ‘total minimum cost of employment,’
including the impact of all labour market
regulations such as unfair dismissal laws and
union privilege. Second, the government should
consider the option of ‘buying-out’ the annual
minimum wage adjustment by instead offering
tax cuts and/or transfer payments. Finally, the
government should maintain the current two-
tiered labour market, but with increased flexibility
for people on the upper tier and with a cut-off
point set according to economic principles.
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