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Using data on Wages Council coverage from the United Kingdom New
Earnings Survey, the authors examine the impact of mandated minimum wages
onwage dispersion and employmentin the United Kingdom in the 1980s. They
find evidence that a dramatic decline in the toughness of the regulation
imposed by the Wages Councils through the 1980s—a decline, that is, in the
level of the minimum wage relative to the average wage—significantly contrib-
uted to widening wage dispersion over those years. There is, however, no
evidence of an increase in employment resulting from the weakening bite of
the Wages Council minimum pay rates. Instead, consistent with the conclu-
sions of severalrecent U.S. studies, the findings suggest that the minimum wage
had either no effect or a positive effect on employment.

ebate about the employment effects of

minimum wage legislation revived in
the United Kingdom during the campaign
prior to the election of April 1992, when the
Labour Party proposed introducing a na-
tional minimum wage if it won the election
(which it did not). Further fueling the de-
bate, the incumbent U.K. Conservative Gov-
ernment, in its 1993 Trade Union Reform
and Employment Rights Bill, abolished the
existing system of minimum wages, the Wages
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Councils that (in 1990) set industry-based
minimum rates of pay for approximately 2.5
million low-paid workers.'

Similarly, interest in minimum wages was
stimulated in the United States by the in-
crease in the U.S. federal minimum wage in
the late 1980s, a development that spawned a
number of studies on the economic effects of
minimum wages. The debate has become

The data used in this paper will be supplied to other
researchers on request to Stephen Machin, Depart-
ment of Economics, University College London, Gower
Street, London, WCIE 6BT, U.K.

The industry-based system of minimum wage legis-
lation that existed under the Wages Councils is clearly
different from the U.S. situation, in which a federal
minimum wage exists but minimum wages may exhibit
inter-state variation (see Neumark and Wascher 1992).
It is unclear whether the Labour Party’s proposals
would have simply involved a national minimum rate or
would have retained variation across industries.
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particularlyinteresting because some of these
recent U.S. studies (for example, Katz and
Krueger 1992; Card 1992a,b) wused
microeconomic data sources and, in contrast
to earlier time-series studies (see Brown,
Gilroy, and Cohen [1982] forasurvey), failed
to find the conventional negative relation-
ship between employmentand the minimum
wage. It is clear that these results have, in
some sense, shifted the focus of the debate: in
the past, studies were divided between those
estimating large employmentlossesand those
estimating small losses, whereas the focus
now is on whether minimum wage laws have
negative effects or no effects on employ-
ment.

In this paper, we investigate the effects of
minimum wages on wage dispersion and
employment in the United Kingdom using
data on workers covered by Wages Councils.
Specifically, we evaluate the consequences
for employment of the weakening of the
Wages Council system (that is, the failure to
upgrade minimum wages in line with average
wages) in the 1980s. We believe that this
subject bears close scrutiny now that the gov-
ernment has abolished the remaining Wages
Councils, leaving the United Kingdom the
only European Community country with no
formal (or implicit) system of minimum wage
legislation in operation.

The U.K. Wages Councils

The Wages Councils have their origins in
the trade boards that were established in
1909. The system expanded until, by 1962,
there were 60 Councils covering 3.5 million
workers (Low Pay Unit 1983). After 1962,
many Councils were abolished and amalgam-
ated, and by 1990 there were 26 Councils
covering around 2.5 million workers. The
industries of largest employment covered by
the Councils were Catering, Retailing, and
Clothing Manufacture.

The Wages Councils set legally enforce-
able minimum pay rates for the workers un-
der their jurisdiction, together with holidays
and holiday pay, overtime premia, and other
terms and conditions of employment. (Pre-
cise definitions of the occupations of workers
covered by particular Councils are contained

in various U.K. Wages Inspectorate publica-
tions.) Each Council consisted of an equal
number of representatives of employers and
workers, together with a maximum of three
independent members nominated by the
governmentwho had a casting vote if the two
sides failed to agree. Typically, the Councils
met annually to decide on pay rates for the
next 12 months.

It should be noted that the method of
setting wages in'the Wages Councils changed
in recent years. Prior to the Wages Act of
1986, a Council generally set a number of
minimum hourly wages for different types of
workers within its jurisdiction. The Wages
Act of 1986 restricted the Councils to setting
asingle basic minimum, and removed young
people under the age of 21 from the coverage
of the Wages Councils.? These changes were
justified on the grounds that the Wages Coun-
cil had hindered employment. For example,
Tom King, the then Employment Secretary,
stated,

The Government’s overriding concern is to pro-
mote employment and to remove any excessive
burden on employers. The present system inhib-
its the creation of more jobs and this is especially
true in the case of young people. The present
power of Wages Councils also undoubtedly im-
posed complex and unnecessary burdens on busi-
ness. (Employment Gazette, August 1985, p. 291)

Furthermore, as noted above, the govern-
ment recently abolished the remaining 26
Councils. It is thus important to carefully
evaluate the economic impact that the mini-
mum rates of pay had while the system was in
operation.

Literature on the Employment Effects of
Minimum Wages in the United Kingdom

In the early 1990s pre-election debate sur-
rounding the likely effects of a U.K. national
minimum wage, many estimates of the em-
ployment consequenceswere produced, rang-
ing from the government’s claim that two

2The limited evidence we have suggests that not
much use has been made of this provision to cut the pay
of young workers. This finding is reminiscent of Katz
and Krueger’s (1992) finding that employers have not
made much use of the U.S. youth subminimum. The
reasons for this disuse are unclear.
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million jobs would be lost to the more mod-
erate estimates of employment reductions by
Bazen (1990) and Gregg (1990). As Gregg
(1992) himself admitted, however, all these
estimates share one large weakness. Each
begins by calculating the effect of the intro-
duction of the minimum wage on the average
level of wages; it then evaluates the economic
consequences of the computed increase in
aggregate wages by entering that value into
one of the macroeconomic models of the
economy. For this procedure to be a legiti-
mate one, all sections of the labor market
need to be similar.

There is good reason to believe that they
are not. For example, using the methodology
described above, the rise in women’s pay
relative to men’s that followed the Equal Pay
Act of 1970 would have been predicted to
reduce employment, since it led to a rise in
average wages. Yet, far from falling, women’s
employment continued to rise much asithad
before (see Manning 1992). The macro-
economic models are simply not designed to
analyze changes in relative wages such as those
produced by the Equal Pay Act and minimum
wage legislation, and any conclusions based on
the use of such models must be suspect.

A more microeconomic study is needed to
properly evaluate the likely effects of mini-
mum wage legislation. In the case of Britain,
the natural focus for such an examination is
the Wages Council system. Yet, research on
the Wages Councils system is very limited.
Craig et al. (1982) considered the effect of
abolition of some Councils in the 1970s and
concluded that the activities of the Wages
Councils they studied had no adverse em-
ployment effects. On the other hand, Mor-
gan et al. (1985) investigated the effect of
minimum wages on employment in a time
series study of the clothing industry between
1950 and 1981, and they claimed to find evi-
dence ofanegative effectfor men and asmaller,
less robust, effect for women. (Canning and
Tarling [1985] argued that Morgan et al.’s
conclusionswere verysensitive to specification.)

Evidence on the Economic Impact
of the Wages Councils

The main source of data on individuals
covered by the Wages Councils is the annual

New Earnings Survey. This source reports
average earnings (both weekly and hourly),
the distribution of earnings, and the num-
bers of men and women who were found to
be covered and were paid adult rates.® Data
are provided only for those Wages Councils
that covered more than 100 workers in the
sample in any given year, and our analysis
thus focuses on the larger Councils. To the
information provided in the New Earnings
Survey, we added the basic minimum hourly
wagein force at the time of the survey (see the
Data Appendix). Data on the ten Wages Coun-
cils used in our sample are presented in
Table 1.

For our investigation, we need a measure
of the toughness of minimum wage legisla-
tion—that is, a measure of how “high” the
mandated minimum is and how consistently
the minimum iskeptat thatlevel. One option
is to use the real minimum wage, but that
measure does not accurately reflect the strin-
gency of regulation if real average hourly
earnings change. For example, if real aver-
age hourly wagesrose, the proper interpreta-
tion of an unchanging real minimum wage
would be that the legislation had become less
tough. A suitable normalized measure, we
believe, is the minimum wage as a proportion
of average earnings.* In what follows, we refer to
this proportion as our “toughness” measure.

5This aspect of the data means that we are unable to
consider the potentially important effects of minimum
wage legislation on youths. This inability might be
thought a disadvantage, as many U.S. studies conclude
that the minimum wage has a very limited effect on the
adult labor market and any important effects are to be
seen in the youth labor market. But it is important to
note that the Wages Council rates in the United King-
dom are high in relation to average earnings even for
adult workers. Large numbers of adult workers are paid
the minimum rates (Department of Employment
1988:4), and the empirical findings we present below
suggest that changes in minimum wages can explain a
significant part of the changes in pay dispersion among
adult workers. All this information suggests that the
Wages Councils do have an important effect on the
adultlabor market, although we acknowledge that they
still may well have a different effect on the youth labor
market.

“Our results when we used a real basic minimum
wage measure, however,-were qualitatively similar to
those we obtained using the ratio of the minimum wage
to average earnings.
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Table 1. Data on Wages Councils in the Sample.

Average  Average  Average

Years in Average Average Change in Change in Change in
Name of Wages Council Sample Employment Toughness® Toughness Dispersion Employment
Catering—Licensed i
Non-Residential (Female) 1979-85 143 0.894 -0.013 0.071 0.024
Catering—Licensed
Non-Residential (Male)® 1979-90 160 0.715 -0.007 0.024 0.039
Catering—Licensed ’
Residential (Female) 1979-90 206 0.831 -0.015 0.004 0.026
Catering—Licensed
Residential (Male) 1979-90 265 0.651 -0.007 -0.001 0.032
Catering—Unlicensed (Female) 1979-83 109 0.858~- -0.031 0.077 —-0.085
Clothing Manufacture (Female) 1982-90 661 0.736 -0.023 0.008 -0.046
Hairdressing (Female) 1979-90 192 0.704 -0.002 -0.030 -0.003
Retail Trades—Food and
Allied (Female)® 1980-90 967 0.825 -0.004 0.056 -0.031
Retail Trades—Food and
Allied (Male)® 1980-90 807 0.563 0.007 0.028 0.007
Retail Trades—Non-Food (Female)  1980-90 1486 0.707 -0.011 0.016 -0.017
Retail Trades—Non-Food (Male) 1980-90 956 0.514 -0.004 0.004 0.001
Dressmaking (Female) 1978-82 294 0.798 -0.008 0.010 0.020
Ready-Made and Bespoke
Tailoring (Female) 1978-82 238 0.796 0.018 0.029 -0.038
Made-Up Textiles (Female) 1979-82 111 0.742 -0.016 0.010 -0.032

Source: See Data Appendix.

Note: All changes data are average changes of the log of the relevant variable. Data are weighted using

employment numbers as weights.

aToughness = Ratio of minimum wage to average wage in Council.
"Data are not reported in the New Earnings Survey for the Retail Trades—Food and Allied Council (Male and
Female) for 1981 and Catering-Licensed Non-Residential (Male) in 1984 (growth rates are halved across adjacent

years for these observations).

Figure 1 shows how the median toughness
measure in our sample has changed over
time. As can be seen, the system became less
tough through the 1980s. This pattern iswhat
we would expect given the Conservative
Government’s hostility to the Wages Council
system, which resulted in failure to increase
minimum wages in line with average earn-
ings. Our empirical analysis considers the
relationship between our toughness measure
and each of two economic outcomes: wage
dispersion and employment.

Minimum Wages and Wage Dispersion

For two reasons, it is important to check
first to confirm that our measure of tough-
ness is a suitable measure of the bite of the

Wages Councils. First, our measure may sim-
plybe aninappropriate indicator of the tough-
ness of Wages Council regulation. Second,
some commentators have expressed the view
that the Wages Councils were ineffective, as
their regulations were not strongly enforced.
If that is true, a change over time in tough-
ness, as shown by our measure, may have had
little or no economic effects on the industries
concerned.

One test of the suitability of our toughness
measure is the following. Most, if not all,
models of minimum wages would predict
thatas the minimumwage is raised, the tough-
ness measure will rise and the distribution of
earnings will become compressed. If our
toughness measure is suitable, we would there-
fore expect to find a negative correlation
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Figure 1. Median Toughness of Wages Councils’
' Minimum Wage Regulations,
1979-1990.

between toughness and the dispersion of
earnings. The measure of dispersion that we
use is based on the standard error of the
estimate of average earnings, which is pro-
vided in the New Earnings Survey (see the
Data Appendix for more details). Figure 2
presents data on the median measure of
dispersion in each year. As can be seen, the
distribution of earnings in the Wages Coun-
cil sector became more unequal over the
sample period.

Column 1 of Table 2 presents a simple
regression of dispersion on toughness. The
strongly significant negative coefficient on
the toughness variable is a first indication
that our measure of toughness is a suitable
one.Itshould be remembered, however, that
we are considering a period when earnings
inequality increased across the economy, not
just for those covered by Wages Councils. In
addition, there may well be important cycli-
cal effects on wage dispersion. Column 2
includes a trend to allow for a general rise in
inequality, GDP growth to allow for cyclical
effects, and dummy variables for gender and
whether the Wages Council covers only
manual workers. The coefficient on tough-
ness is still estimated to be significantly nega-
tive. Asastill stronger test, we included dummy
variables for each individual Wages Council.
These results are presented in column 3. The
coefficienton toughness remains significantly
negative. Finally, we estimated our model in
first-differenced formand included dummies
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Figure 2. Median Hourly Wage Dispersion
Among Industries Covered by Wages Councils,
1979-1990.

for the different Wages Councils (which is
equivalent to assuming that they have differ-
ent trends in dispersion). This test is a very
strong one, since any measurement error will
be magnified by first-differencing, which will
tend to increase the standard error on the
coefficient on toughness. Yet, as shown in
column 4, the coefficient on toughness is still
estimated to be significantly negative.

We conclude that our measure of tough-
ness is a good measure of the bite of the
Wages Councils in this period. We have also
shown that the decline in the bite of the
Councils has contributed to the rise in wage
inequality in these industries.

Minimum Wages and Employment

We now turn to the employment effects of
the Wages Councils. We clearly cannot hope
to explain the level of employment in differ-
ent Wages Councils in terms of the levels of
the minimum wage. Many variables that can-
not be included in our regressions account
for lower employment levels in small Wages
Councils (such as Coffin Furniture and Cer-
ement Making) than in larger ones like the
Retail Trades. Still, we might be able to ex-

®Using a robust regression estimator (which down-

- grades the importance of outlying observations) gave

very similar results: in a specification comparable to
column (4), the coefficient (standard error) was
-0.407 (0.197).



324 INDUSTRIAL AND LABOR RELATIONS REVIEW

Table 2. Wage Dispersion and Minimum Wages in U.K. Wages Councils, 1979-1990.
(Standard Errors in Parentheses)

Log of Wage Log of Wage Log of Wage  Change in Log of
. Dispersion Dispersion Dispersion Wage Dispersion
Equation (1) (2 3) 4
Constant 3.065 3.320 3.710 -0.049
(0.033) (0.106) (0.133) (0.087)
Log Toughness -1.451 -0.912 -0.395 —-0.369
(0.089) (0.137) (0.187) (0.201)
Trend 0.012 0.014
(0.005) (0.004)
GDP Growth 0.077 0.136 0.390
(0.667) (0.552) (0.518)
Female Council -0.180 -0.312
(0.041) (0.060)
Manual Council -0.057
(0.033)
Wage Council Dummies Included No No Yes Yes
R? 0.688 0.746 0.838 0.091
N 122 122 122 108

Note: The equation in the fourth column is estimated with all variables in first-differences. All other equations

are estimated in levels.

plain ckhanges in employment by changes in
the toughness of minimum wage legislation.
In particular, to control for Council specific
fixed effects in our employment equations,
we can estimate our models in first-differ-
ences.’

In column 1 of Table 3 we present the
results of a simple regression of employment
change on the change in toughness. The
coefficient on toughness is somewhat impre-
cisely determined, but sizable and positive.
The negative effect predicted by competitive
models of the labor market is not observed in
these data; indeed, we can formally reject the
hypothesis that the coefficient is in the —0.1
to —0.2 range, which is the conventional wis-
dom in the U.S. time series studies cited by
Brown etal. (1982). In column 2 the change
in toughness variable is instrumented using
the change in the real minimum wage as an

%We first-difference instead of including separate
Council intercepts to control for time-invariant
unobservables (“within-groups”) because the error term
in the latter displayed serious first-order serial correla-
tion. On the other hand, we were unable to reject the
null hypothesis that the error term in the first-
differenced equation was white noise.

instrument. This procedure tests whether
the observed employment effects come from
variation in the minimum wage or, instead,
from variation in the average wage. Again,
the estimated coefficient is positive and very
similar in magnitude to that reported in col-
umn 1. In column 3, which simply incorpo-
rates the real minimum, the coefficient is
again positive, albeit slightly smaller.

In the remaining columns a number of
extravariables are appended to the column 1
specification. In column 4 we include GDP
growth to capture the effects of the aggregate
economyand dummies for each Wages Coun-
cil. As remarked above, this is quite a strin-
gent test: specifying in first-differences allows
for separate intercepts in each Council, and
including the Wages Council dummies al-
lows each Council to have its own trend in
employment.” Nevertheless, the coefficient
on toughness remains positive, although
slightly reduced in significance.?

"We also allowed a role for gender and manual
dummies, but neither was significant.

8In a robust regression comparable to that in col-
umn 4, the toughness coefficient is somewhat larger
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Table 3. Employment and Minimum Wages in U.K. Wages Councils.
(Standard Errors in Parentheses)

Independent Variable (1) (2) 3) 4) (5) (6)
Constant -0.006 -0.008 -0.008 -0.078 -0.112 -0.107
(0.013) (0.014) (0.014) (0.101) (0.101) (0.098)
Change in Log Toughness 0.327 0.304
(0.225) (0.234)
Change in Log Toughness
(Instrumented by Change in Log Real 0.277
Minimum Wage) . (0.286)
Change in Log Real Minimum Wage 0.219
(0.227)
Change in Log Toughness (Catering) 0.986
(0.393)
Change in Log Toughness (Retail) 0.689
(0.632)
Change in Log Toughness (Clothing) 0.273
(0.583)
Change in Log Toughness (Hairdressing) -0.446 -0.451
(0.379) (0.377)
Change in Log Toughness (Catering, 0.748
Retail, and Clothing) (0.288)
GDP Growth 0.294 0.659 0.691
(0.666) (0.675) (0.667)
Wages Council Dummies Included No No No Yes Yes Yes
R? 0.020 — 0.009 0.087 0.153 0.144
Number of Observations 108 108 108 108 108 108

Finally, we investigated whether the em-
ployment effects differ across Wages Coun-
cils (as would be suggested by both competi-
tive and monopsony models of the labor
market). To thisend, we classified our Wages
Councils into four broad groups: Catering,
Retail, Clothing, and Hairdressing. We then
allowed the coefficient on toughness to differ
across these groups. The results are presented
in column 5.

For Catering, toughness has a significant
positive association with employment; for
Retail and Clothing the estimated effect is
positive but insignificant; and for Hairdress-
ing it is negative but insignificant.® We are

and also more precisely determined (at 0.682 with a
standard error of 0.213). Hence, downgrading the
influence of possible outliers appears to strengthen the
positive nature of the reported results.

9The same pattern of results emerged if we only
looked at the Wages Councils that remained in the
sample in 1990: the coefficient (standard error) on the

unable to reject the null hypothesis that the
coefficients on the change in toughness for
Catering, Retail, and Clothing are equal (p-
value of F-test = 0.596). Hence, column 6
reports a model imposing equality of these
coefficients butallowing Hairdressing to have
its own effect (the null hypothesis of equal
coefficients for Hairdressing and the other
industries can be rejected: p-value of F-test =
0.014). The coefficient on the change in
log (toughness) is estimated to be positive
and ssignificantfor Catering, Retail, and Cloth-

change in log toughness in a change in log dispersion
equation was —0.513 (0.209); the coefficient (standard
error) on the change in log toughness in Catering in
the change in employment equation was 1.142 (0.434);
and the coefficients for Retail, Clothing, and Hair-
dressing were insignificant. Similarly, comparable esti-
mates based on a balanced panel of Councils from
1982-1990 were-0.612 (0.206) for dispersion and 0.985
(0.482) for Catering in the employment change equa-
tion.
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Figure 3. Changes in log(Employment)
and log(Toughness) in Catering
Between 1979 and 1990.

ing, and negative but statistically insignifi-
cant for Hairdressing.

This analysis provides no evidence that the
activities of the Wages Councils acted as a
restraint on employment in Britain in the
1980s." If anything, it is easier to make the
argument that minimum wages were good
for employment. This effect appears to be
particularly strong in the catering industry,
as can be seen most easily by plotting employ-
mentchange against change in toughness for
this sector (see Figure 3).

Monopsony: A Possible Explanation?

The U.S. studies that have reported find-
ings similar to those reported here have of-

fered little in the way of theoretical explana-
tion. Card (1992a:52) said that his findings

are clearly inconsistent with a conventional com-
petitive model of the low-wage labor market. An

We also carried out some other robustness checks.
Following Neumark and Wascher (1992), we experi-
mented with omitting the even-numbered years from
the sample (to crudely reduce serial correlation prob-
lems in first-differenced models). The coefficient on
log(toughness) remained positive, but the loss of half
the sample meant it was also rather imprecisely deter-
mined. Second, we also included the log of toughness
dated (¢ - 1) in the employment equation, but its
inclusion did not alter the results qualitatively. It is
clear that none of these additional checks produced a
negative relationship between toughness and employ-
mient.

alternative model that is often raised in theoreti-
cal discussions of the minimum wage is one in
which employers of low-wage workers have mar-
ket power and act as monopsonistic purchasers of
labor.

Katzand Krueger (1992:17) say that “amodel
in which the employers of low-wage workers
are assumed to have market power and act as
monopsonistic buyers of labor is potentially
consistentwith the findings presented.” Many
labor economists, however, are skeptical of
the relevance of monopsonyin modern labor
markets. In this section we try to make a
stronger case for the potential relevance of
monopsony to modern labor markets.

A monopsonistic labor market is one in
which an employer possesses some market
power in setting wages, so that the supply of
labor to the firm is a positive function of the
wage paid. Profit maximization requires that
the marginal product of labor be equated to
the marginal cost of labor, which is above the
wage (the average cost of labor). As is well
known, minimum wage legislation may be
able to raise both wages and employment,
since a minimum wage may reduce the mar-
ginal cost of labor even though it increases
the average cost. Employment is maximized
ifthe minimum wage issetatwhatwould have
been the market-clearing wage if the labor
market were competitive. Raising the mini-
mum wage above this level would then re-
duce employment.

The crucial assumption in this model is
that the supply curve of labor to the firm is
not perfectly elastic. Why might it be inelas-
tic’ The traditional example of a
monopsonistic labor market—the one de-
scribed in most labor economics textbooks—
is a company town where employment in a
geographical area is dominated by one (or a
few colluding) large employers. It is gener-
ally argued, however, that company towns
have become increasingly rare as workers’
access to transport has improved and given
them a greater choice among employers, and
it is further argued that most low-paid work-
ers are now employed in small firms. Not-
withstanding some more recent examples of
monopsony that are sometimes given, such
asthe existence in many U.S. towns of asingle
hospital that provides the only employment



MINIMUM WAGES, WAGE DISPERSION, AND EMPLOYMENT 327

possibilities for nurses (Sullivan 1989), the
general impression given is that monopsony is
primarily of historical interest and is irrelevant
to the analysis of modern labor markets.

In addition to traditional monopsony
models, however, there are more sophisti-
cated versions of the theory. The most popu-
lar version is probably that of dynamic
monopsony. The ancestry of this theory can
be traced forward from the work of Mortensen
(1970) and Salop (1973 1979) to a more
modern expositionin Burdettand Mortensen
(1989). The basicidea of dynamic monopsony
is that employers who pay higher wages face
lower quit rates (since their workers are less
likely to receive better offers from elsewhere)
and find it easier to recruit new workers.
Hence, there will be a positive relationship
between the wage offered and the labor sup-
ply to the employer, which is, of course, the
key distinguishing feature of the monopsony
approach.

The implicit assumption underlying this
approach is that workers have imperfect in-
formation about the job opportunities of-
fered by different employers. In contrast, the
competitive model presumes that workers
possess perfect information, so that any em-
ployer who cuts wages beneath the market
rate will instantaneously lose all its workers.
In a dynamic monopsony model, such an
employer also loses workers, but slowly. In
contrast to traditional monopsony, modern
monopsony is likely to be relevant in labor
markets with many small employers, since
information about job opportunities is apt to
be less easy to find in such markets than in
labor markets dominated by a few large em-
ployers. Hence, we believe modern
monopsony may be relevant to contempo-
rary labor markets.

In applying this kind of monopsony model
to adult workers in the United Kingdom
Wages Council sectors, it would be rash to
conclude that a national minimum wage
would raise employment in the whole
economy. Although modern monopsony
models suggest the supply curve of labor
facing the individual employer (or industry)
will not be perfectly elastic and that workers
will receive wages beneath their marginal
product, they do not predict that an appro-

priately designed minimum wage will neces-
sarily have desirable employment conse-
quences. First, employment gains will occur
only if the economy-wide labor supply curve
is not inelastic, and since the empirical evi-
dence on this issue suggests that labor supply
elasticity is higher for women than men (see
Blundell and Walker 1988), any beneficial
employment effects will be more likely to
occur forwomen than for men. The evidence
of Green, Machin, and Manning (1992) that
employer-size wage effects are higher for
women than men suggests, in terms of the
Burdett-Mortensen model described above,
a larger gap between wages and marginal
products for women, and hence more scope
for desirable employment consequences for
women than for men from a minimum wage.

Second, if workers differ in their produc-
tivity, a minimum wage will lead to employ-
ment losses for those workers whose mar-
ginal productivity lies beneath the minimum
wage. Whether such losses for these groups
would be outweighed by the employment
gains of those workers attracted into the
labor market by higher wages is obviously a
question of vital importance, but unfortu-
nately one on which we have little evidence
on which to base an answer. Since, however,
under dynamic monopsony workers are paid
less than their marginal product, it is likely
that not all returns to increases in productiv-
ity are captured by workers, with the conse-
quence that skill enhancement will have a
low rate of return. The introduction of a
minimum wage could ameliorate some of
these problems, since the rise in wages would
increase workers’ incentive to increase their
productivity by acquiring skills.

Third, it remains highly unlikely that mod-
ern monopsony is relevant to all sectors of
the labor market. For example, where wage
setting processes are based on formal mecha-
nisms (in the union sector, for example), a
minimum wage seems less attractive. In such
a situation, as in the competitive case, the
question of spillover effects arises. If a mini-
mum wage raises wages and employment in
the nonunion sector, then clearly the im-
provementin labor market opportunities for
workers displaced from the union sector is
likely to raise union wages.
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Hence, although modern monopsony
theory suggests that a minimum wage policy
mayraise employment, some important quali-
fications are necessary. In particular, the
potential for desirable effects may differ con-
siderably for different groups of workers and
differentsectorsin the economy. The design-
ers of a minimum wage policy should be very
careful to recognize this fact. For example, in
considering our empirical findings, one
should recognize that the effects of the Wages
Councils on the employment of adults (with
which this paper has been concerned) may
have been very different from their effects on
the employment of young people.

Conclusions

We have looked at the effect of the U.K.
system of minimum wage legislation, the
Wages Councils, on adult employment and
pay dispersion. We have found that the tough-
ness of the regulation imposed by the Wages
Councils declined in the 1980s, and that this
change contributed to rising wage inequality
in the covered industries. Contrary to con-
ventional expectations, however—and con-
sistent with findings of recent similar U.S.
studies—we find no evidence thatan increase
in adult employment resulted from the de-
cline in the effectiveness of the Wages Coun-
cils. On the contrary, adult employment ap-
pears to have declined as a result of the de-
creasing effectiveness of the Wages Councils,
an effect that seems to be particularly strong
in the catering industry. The current U.K.

government recently introduced legislation
abolishing the Wages Council system, and
one of its key arguments for doing so is that
the system exerted a detrimental effect on
employment. Our results suggest that there is
no supportive evidence for this view and that
abolition of the Councils may do no more
than substantially increase wage inequality.

Our empirical findings are similar to those
of some recent U.S. studies that are unable to
detect any evidence that minimum wages
have negative employment effects. If any-
thing, our results are even more striking than
those of the U.S. studies, because in some of
our specifications we find that some of the
Wages Council minimum rates were associ-
ated with higher employment. Also, unlike
the U.S. researchers, we have outlined a pos-
sible theoretical explanation for these find-
ings. Specifically, we have proposed that in
low-wage labor markets such as the Wages
Council sector, monopsony power may ac-
count for some of the observed positive rela-
tionship between minimum wages and em-
ployment. We have argued that one should
not think in terms of traditional monopsony
based on large employers, butrather in terms
of a modern version of monopsony in which
labor market frictions make the supply.of
labor to an individual firm at least somewhat
inelastic. The congruity of a monopsony ex-
planation with the empirical results reported
here, as well as with some similar recent U.S.
research, suggests that the implications of
monopsony deserve more attention than they
have recently received.

DATA APPENDIX

The data we used were constructed in the following
way.
Toughness. This variable is computed as the mini-
mum basic hourly rate as set by the Wages Council
divided by average hourly earnings (excluding over-
time) in the relevant Wages Council. For years before
1986, when the Wages Councils often set different basic
rates for different types of workers, we used the rate
that was quoted in various Incomes Data Services Re-
ports, which was generally the lowest adult rate. Infor-
mation on the average hourly earnings comes from the
New Earnings Survey.

Dispersion. The New Earnings Survey provides stan-

dard errors of the estimates of average earnings as a
percentage of their means. We multiplied these figures
by the square root of the sample size to obtain a
measure of the dispersion in earnings.

Employment. The New Earnings Survey reports the
sample sizes on which its estimates are based. Thus, for
each year we have information on the number of
workers reported by employers to be covered by differ-
ent Wages Councils. Since .the New Earnings Survey is
arandom 1% sample of all workers, this value would be
an accurate measure of employment in the Wages
Council industries if non-response were random and
employers were always aware of the relevant Wages
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Council. Those conditions are unlikely to be met; but
because we use employment growth rates, any fixed
effects in non-response or incorrect response will be
netted out.

We also checked our employment numbers with
those reported for comparable industry groups in the
Department of Employment Historical Supplements.
The industry employment series we compared with the
Wages Council employment series from the New Earn-

ings Survey were (a) Retail trades (Food) [SIC 6410]
for women with Retail Trades (Food and Allied) for
women (correlation coefficient = 0.9078); (b)
Clothing [SIC 453/456] for women with Clothing
Manufacture for women (correlation coefficient =
0.7990); and (c) Hotels and Catering [SIC 66] for
men with Catering Licensed (Residential and Non-
residential) for men (correlation coefficient =
0.6919).
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