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Chapter 10

Raising the Wage Floor

Working at Minimum Wage
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Figure 10.1US Department of Labor Poster
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10.1 Nominal Wages and Real Wages
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Figure 10.2Nominal Federal Minimum Wage in the United States

The figure shows the federal minimum wage in the United States. When introduced in 1938 the minimum wage was
set at $0.25 per hour. The minimum wage, since 2009, is $7.25 per hour.

Source: US Department of Labor.
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Figure 10.3Real Minimum Wage in the United States

The minimum wage was at its highest in real terms in the 1960s, and the current minimum wage it is still well below
that level.

Source: US Department of Labor and Bureau of Labor Statistics. Estimates for 2008 and 2009 are based on 2.5 percent
annual inflation (equivalent to the average of the previous two years).
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Figure 10.4Labor Market Equilibrium

The market for unskilled labor is in equilibrium at an hourly wage of $4 and a total of 40,000 hours. In this diagram,
we assume that the price level is 1, so the real wage equals the nominal wage.
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Figure 10.5Labor Market Equilibrium after 10 Percent Inflation

If there is 10 percent inflation, the price level increases from 1 to 1.1, the real wage is unchanged, and the nominal
wage increases by 10 percent.
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10.2 The Effects of a Minimum Wage
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Figure 10.6Labor Market with a Minimum Wage

With a minimum wage of $5, the supply of labor is 50,000 hours, but firms demand only 32,000 hours of labor, so the
labor market is not in equilibrium.
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Figure 10.7A Reduction in the Real Minimum Wage

A 10-percent increase in the price level leads to a reduction in the real minimum wage to $4.55 and an increase in
employment from 32,000 to 35,600.

%F"A?MJ=���������-=<M;LAGF�AF�L@=�-=9D�)AFAEME�29?=�
�L@=�J=9D�EAFAEME�O9?=�G>
������AK�KLADD�@A?@=J�L@9F�L@=�=IMADA:JAME�O9?=�G>��������/G�HML�L@=�K9E=�HGAFL
9FGL@=J�O9Q
�L@=�=IMADA:JAME�FGEAF9D�O9?=�@9K�AF;J=9K=<�LG������
�:ML�L@AK�AK�KLADD
:=DGO�L@=�FGEAF9D�EAFAEME�O9?=�G>��������$GO=N=J
�A>�L@=�HJA;=�D=N=D�O=J=�LG
AF;J=9K=�:Q����H=J;=FL�GJ�EGJ=�>JGE�L@=�:9K=�Q=9J
�L@=�EAFAEME�O9?=�OGMD<
:=;GE=�;GEHD=L=DQ�AJJ=D=N9FL��/@=�EAFAEME�O9?=�OGMD<�:=�:=DGO�L@=�E9JC=L
O9?=��!;GFGEAKLK�K9Q�L@9L�L@=�EAFAEME�O9?=�OGMD<�FG�DGF?=J�:=�W:AF<AF?X�AF�L@AK
;9K=�

%L�AK�=P9;LDQ�L@AK�HJG;=KK�G>�AF;J=9KAF?�HJA;=K�L@9L�DA=K�:=@AF<"A?MJ=�������-=9D
)AFAEME�29?=�AF�L@=�0FAL=<�.L9L=K����K�L@=�HJA;=�D=N=D�AF;J=9K=K
�L@=�EAFAEME
O9?=�:=;GE=K�OGJL@�D=KK�AF�J=9D�L=JEK��9F<�@9K�D=KK�G>�9F�=>>=;L�GF�=EHDGQE=FL��

�@9HL=J����-9AKAF?�L@=�29?=�"DGGJ

�����/@=�!>>=;LK�G>�9�)AFAEME�29?= ���



!N=FLM9DDQ
��GF?J=KK�9;LK�LG�AF;J=9K=�L@=�EAFAEME�O9?=�LG�:JAF?�AL�:9;C�AF�DAF=
OAL@�AF>D9LAGFV9DL@GM?@
�9K"A?MJ=�������-=9D�)AFAEME�29?=�AF�L@=�0FAL=<�.L9L=K�
K@GOK
��GF?J=KK�@9K�9DDGO=<�L@=�J=9D�EAFAEME�O9?=�LG�<=;DAF=�KM:KL9FLA9DDQ�>JGE
ALK�@A?@�HGAFL�AF�L@=�D9L=�����K��/@=�J=<M;LAGF�AF�L@=�J=9D�EAFAEME�O9?=�9DKG�D=9<K
LG�9�J=<M;LAGF�AF�MF=EHDGQE=FL
�9K�K@GOF�AF"A?MJ=�������!>>=;LK�GF
0F=EHDGQE=FL�G>�9�-=<M;LAGF�AF�L@=�-=9D�)AFAEME�29?=��

Figure 10.8Effects on Unemployment of a Reduction in the Real Minimum Wage

The reduction in the real minimum wage to $4.55 leads to a decrease in unemployment.

Efficiency Implications of a Minimum Wage
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Figure 10.9Deadweight Loss from Minimum Wage

With no minimum wage (a), all the possible gains from trade in the market are realized, but with a minimum wage
(b), some gains from trade are lost because there are fewer transactions.
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10.3 Minimum Wage Changes

LEARNING OBJECTIVES
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Figure 10.10Effects of Increasing the Real Minimum Wage

An increase in the value of the hourly real minimum wage from $5 to $6 leads to a decrease in employment from
32,000 hours to 24,000 hours (a) and an increase in unemployment (b).
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Figure 10.11The Employment Effect of a Change in the Minimum Wage

If labor demand is relatively elastic (a), a change in the minimum wage has a big effect on employment, while if
labor demand is relatively inelastic (b), the same change in the minimum wage has a much smaller effect on
employment.
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Figure 10.12The Unemployment Effect of a Change in the Minimum Wage

If the labor supply is relatively elastic (a), a change in the minimum wage has a big effect on unemployment, while
if the labor supply is relatively inelastic (b), the same change in the minimum wage has a much smaller effect on
unemployment.
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10.4 The Minimum Wage and the Distribution of Income
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Figure 10.13The Wage Bill

The wage bill is equal to the rectangle under the demand curve. For example, if the real wage is $4 per hour and
employment is 40,000 hours, then the wage bill is 160,000.
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Figure 10.14Effects of an Increase in the Minimum Wage on the Wage Bill

If labor demand is relatively elastic (a), a change in the minimum wage leads to a reduction in the wage bill: the
original wage bill is A + B, and the new wage bill is A + C. If labor demand is relatively inelastic (b), the same change
in the minimum wage leads to an increase in the wage bill.
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10.5 Empirical Evidence on Minimum Wages
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Figure 10.15Models and Data

We construct an entire framework based on the supply and demand curves for labor (a), but at any time we observe
only a single data point: the wage and the level of employment (b).
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Figure 10.16Inferring Labor Demand from Data

We may be able to infer a demand curve for labor by looking at what happens to the quantity of hours worked as the
minimum wage changes.
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Figure 10.17Difficulties Inferring Labor Demand from Data

When the demand curve for labor is shifting at the same time as the minimum wage is changing, it is more difficult
to see the effects of the minimum wage.
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Figure 10.18Teenage Unemployment in the United States

The figure shows the federal minimum wage in the United States, adjusted for inflation, together with the teenage
unemployment rate.

Source: US Department of Labor and Bureau of Labor Statistics.
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