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EXECUTIVE SUMMARY

wo consistent themes have echoed throughout the current debate over the future of the minimum

wage: minimum-wage workers today have been left behind by the overall growth in wages; and,

mandated wage increases are desirable because most minimum wage workers are adults and have
families to support. Both of these assertions are based on simplistic views of the workforce. Neither
stands up to close scrutiny, as this paper by David Macpherson and William Even demonstrates.

Have Minimum Wage Workers Been Left Behind?

In 1974 the minimum wage stood at $2.00 and equaled 45 percent of average wages in the economy.
By 1993 the minimum wage had increased to $4.25 but had fallen to 35 percent of average wages. This
erosion in the relative economic status of minimum wage workers has propelled the debate over mini-
mum wages and even led to demands that the minimum be explicitly linked to other wages, rising when-
ever economy-wide wages increase. What this simple analysis neglects, however, are the massive
changes that have taken place in the American workforce.

Over the last 20 years the baby boom generation has aged out of the entry-level workforce and .
moved into its prime earnings years (working to raise average wages, since age and earnings are posi-
tively associated). At the same time, American women have entered the workforce in greater numbers
than ever before (working to lower average wages, since women earn less on average than men). Ac-
counting for both of these effects is complicated by the increase in the fraction of the population with
higher education (working to raise average wages)—those with college degrees now represent 24 per-
cent of the workforce, compared to only 15 percent twenty years ago.

This concentration of more experienced and better educated workers in their peak earnings years has
skewed measurement of average wages. Since workers’ earnings rise with labor force experience, espe-
cially when they have college degrees, the effect has been to raise average wages. This effect is so
strong that measured average wages would have risen even if each and every wage classification in the
economy had remained unchanged over the last twenty years.

Consequently, had we in 1974 linked the minimum wage to the average wage, we would have seri-
ously over-indexed the minimum wage by 1994. This strict indexing would require a minimum wage of
$5.51 today, $1.26 over its current level. Controlling for just the three factors identified above—age,

gender and education changes—demonstrates that we would have over-indexed the minimum wage by
at least 120 percent.

As attractive as indexing the minimum wage to other wages appears, this report demonstrates that
simplistic comparisons between wage levels in different segments of the economy ignore not only im-
portant economic effects—notably changes in supply and demand conditions—but that such compari-
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sons suffer serious flaws from a failure to account for the massive changes in the characteristics of the

workforce. The post-war baby boom—arguably the most
significant demographic event of the 20th century—must Beneficiaries of a Higher
rank first among these omissions. Minimum Wage:
Worker Living with Parent(s) 32.7%
Who Benefits from a Higher Minimum Wage?
enel! rHgher 8 Married Female Dual Eaner ~ 16.3%
Discussion of the distributional effects of the minimum Single Femal 12.6%
wage have most often taken place in the context of the age gle remate o
of the workers. Recently, however, the debate has shifted to | Single Male 9.3%
the family status of the workers. This paper provides the Married Male Dual Earner 6.2%
dlstrlbutlgn of higher earnings from an increased minimum Other Relative 49%
on these lines. .
Married Male Sole Earner 5.0%
_ Almost one third of the added earnings from a $5.15 Single Mother 4.4%
minimum wage would flow to workers (teen and other i
workers) living with their parents. Single parents would re- Married Female Sole Earner 38%
ceive less than 5 percent. In contrast, single individuals Related Sub Family Member 3.7%
without children living at home (not including those living Unrelated Sub Family Member * 0.8%
with their parents) would receive more than 20 percent of

the increased income. For every dollar of higher earnings that this minimum wage increase would be-
stow on single parents, $4.50 would go to single individuals and $6.80 would go to children and other
workers living in their parents’ home. In fact, children and other workers living with their parents
would receive more than twice as much extra income as would all families dependent on a single mini-
mum wage worker.

Conclusion

As Macpherson and Even show in this paper, simple comparisons between the minimum wage and
other wages in the economy suffer by virtue of their simplicity. Any such comparisons must take into
account the vast changes in the American workforce. We must adjust for changes in the composition of
the workforce in much that same manner as we adjust for inflation. A policy which blindly indexed the
minimum wage to other wages in the economy over the last two decades would have markedly over-in-
dexed that wage.

" The same data set that made it possible to understand the compositional changes in the workforce
also provides the framework in which to analyze the distribution of benefits from a higher minimum
wage. Although it has become fashionable to portray the minimum wage as a means of helping family
heads, it is clear that few of the benefits flow to these parents, and even fewer flow to families depend-
ent on the earnings of a single minimum wage worker.

About the Data

The data for this study are drawn from the 1974 through 1978 May Current Population Survey (CPS)
and the 180 monthly CPS Outgoing Rotation Group (ORG) files for January 1979 through December
1993. An important advantage of the data sources are the large sample sizes. The approximate annual
sample sizes are 40,000 for the May CPS and 180,000 for the CPS ORG files.

Carlos Bonilla
Employment Policics Institutec Foundation
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introduction

In 1974 the federal minimum wage equalled 46 percent of average wages in the economy, falling to
35 percent in 1994. This relative declme has led to numerous initiatives that would link the minimum
wage to other wages in the economy. ! Even proposals which do not explicitly link minimum and aver-
age wages, such as President Clinton’s call for a minimum wage of $5.15 an hour, have been defended
as measures which simply reverse a growing tide of inequality that has hurt lower-paid workers. (A

$5.15 minimum wage today would raise the ratio of minimum to average wages by about 5 percentage
points.)

On the surface, linking entry-level wages to other wage levels seems to a be a valid proposition. The
economy has historically demonstrated an ability to support a minimum wage that was a larger fraction
of average earnings than it is today. Consequently, the casual observer may not expect the restoration of
that historic relationship to cause the adverse employment consequences that opponents of higher mini-
mum wages warn of. But, in its blind devotion te averages, this simplistic view of the wage structure

fails to capture the fact that in a non-stable workforce the average wage is artificially skewed by changes
in the composition of that workforce.

How can changes in the composition of the workforce skew simple measures of average wages? To
anticipate the results presented later in this paper, consider the effects on average wages of the post-war
baby boom, arguably the most significant demographic event in American history. In 1974, the leading
edge of the baby boom was just reaching its late 2052, while the bulk of the baby boom had just entered
the workforce. In that year roughly 25 percent of the workforce was aged 16-24 while 36 percent was
aged 35-54. By 1993, however, the population had aged greatly. Now, 44 percent of the workforce was
aged 35-54 and in its peak earnings years, while 16-24 year olds had shrunk to only 18 percent. This ag-

ing of the population changed the skill and experience level of the total workforce and markedly af-
fected the measure of average wages.

When the bulk of the workforce moves into peak earnings years, the undeniable effect is to raise the
average wage. (Note that this would be true even if absolute wages had remained unchanged in the inter-
vening years.) Yet such a demographic shift tells us nothing about the relative well-being of other work-
ers. If the population seems “richer” simply because it is older and earning more — both absolutely and
relative to young workers — then an argument to index the minimum wage to average wages is effec-

] In 1995 Senators Ted Kennedy and Paul Wellstone introduced a bill (S203) to raise the minimum wage to
$5.75, arguing that it would restore the minimum wage to “roughly half the hourly wage.” Senator Wellstone
reserved the option to re-introduce a bill he had introduced in the prior Congress (§562) which would have
explicitly linked the minimum wage to equal half of average wages. (Congressional Record, January 11,
1995, page S$801). The state of Massachusetts this year considered a measure (H4070) that would have
linked the state’s minimum wage to 50 percent of average non-agricultural wages in the state.

2 In 1974 the minimum wage was at its highest level relative to average wages.
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uvely an argument to speed up the aging process, that younger workers are entitled to the higher wages
that older workers have earned through their continued presence in the workforce.

In this paper we examine the relationship between the minimum wage and average wages in the econ-
omy, but do so by controlling for the changes in the American workforce, changes in the age and gender
distributions as well as the educational attainment of the workforce. These changes in the workforce re-
flect changes in “labor quality” and will be referred to as such in this paper.

Had we begun indexing the minimum wage to average wages in 1974 we would now have a mini-
mum of $5.51 (it currently stands at $4.25). However, due to changes in labor quality, this would be a
significantly over-indexed entry-level wage. Controlling for just the three factors identified earlier —
age composition, education and gender changes — would reduce that indexed value from $5.51 to
$4.82. That is to say, the minimum wage, under strict wage indexing, would be $1.26 higher than today,
with 55 percent of that higher amount representing an over-indexing of the minimum wage. Sixty-nine
cents of this increase would arise solely from ignoring the changes in the workforce. In effect, we would
have over-indexed the minimum wage by 120 percent. The minimum wage, compared to its relative
value against other wages, would be far too high. Moreover, even though the $4.82 minimum wage is
derived from the constant labor quality index, it cannot be assumed that this level is the “proper” one for
the minimum wage. Any determination along these lines must also reflect changes in the relative de-
mand and supply conditions for workers at this pay level, a topic beyond the scope of this paper.

In conjunction with the Earned Income Tax Credit (EITC), a $5.51 minimum wage would translate
into an effective minimum wage of between $6.53 and $6.77 (for families with one, or more than one,

child respectively). In 1996 these effective minimum wage rates would increase (due to scheduled in-
creases in the EITC) to $6.53 and $7.20, respectively. :

In addition, this study takes issue with the efficacy of a policy that increases the minimum wage to
improve income distribution. We demonstrate that the majority of benefits from a higher minimum wage
accrue to children living with their parents. Only a small portion of an increase to $5.15 would accrue to
single parents (less than 5 percent) or to married couples with a single earner (less than 9 percent).

Finally, this study also takes issue with the desirability of automatically raising the minimum wage
with an indexing mechanism. Assuming that the objective of minimum wage policy is to balance the
anti-poverty effects against the potential loss of employment, we argue that the discretionary balance be-

tween higher wages and employment losses can be overwhelmed under a policy of minimum wage in-
dexing.

A Comparison of the Minimum Wage Since 1974 With and Without Indexing

In Figure 1, the minimum and average wages are presented for the years 1974 through 1994. Be-
tween 1974 and 1993, the minimum wage increased from $2.00 per hour to its current level of $4.25.
Over the same period, the average wage in the economy rose from $4.35 to $12.11. In Figure 2, we pre-
sent the ratio of the minimum to average wage (RMA) for each year between 1974 and 1993. The ratio
started at .46 in 1974 and, due to six separate increases in the minimum wage between 1974 and 1981,
the RMA was virtually unchanged. Between 1981 and 1989, the minimum wage was frozen at $3.35
and the RMA fell to .32. Between 1989 and 1993, the minimum was increased to its new level of $4.25,
generating an RMA of .36 in 1994.

To understand the consequences of indexing the minimum wage to the average wage in the economy,
we calculate what the minimum wage would be for each year since 1974 if the RMA were held at its
1974 value of .46. The results, presented in Figure 3 and contrasted with the actual minimum wage, indi-
cate that the minimum wage in 1993 would be $5.51 if indexing had started in 1974.

[




Figure 1
The Minimum and Average Wage for the U.S. Workforce

Dollars per Hour
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Figure 2

The Ratio of the Minimum to the Average Wage
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during the 1970s and 1980s.
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One consequence of
the decline in the RMA
that occurred during the
1980s is that the percent-
age of workers earning the
minimum wage declined
precipitously during the
decade. In Figure 4a, the
percentage of workers
earning the minimum
wage is presented for the
years 1974 through 1993.
In 1974, 6.0 percent of the
work force was earning
the minimum wage, and
14.7 percent was earning
the minimum wage or
less. The 8.7 percent earn-
ing less than the minimum
could arise from workers

in industries not covered by minimum wage laws, non-compliant firms in covered industries, or meas-
urement error in the wage variable. Despite the fact that the RMA. was stable from 1974 to 1981, those
earning the minimum fell to 4.5 percent by 1981, and the percent earning the minimum or less fell to
10.3 percent. This decline in the percentage of workc:< earning the minimum or less might indicate that
the earnings commanded by workers at the bottom end of the skill distribution was rising faster than av-

erage wages in the econ-
omy during this period.
Alternatively, it may indi-
cate that the number of
workers at the bottom of
the skill distritution was
shrinking during the
1970s. This might be due
to a declining labor force
participation rate among
the less skilled, or the
movement of the leading
edge of the baby boom
movinig out of its teenage
years.’

Between 1981 and
1993, the percentage of
workers earning the mini-
mum wage fell to a mea-
ger 1.9 percent of the

3 Juhn (1992) presents evidence that the labor force participation rate has fallen among less educated males




work force. The percent- Figure 3
age earning the minimum
or less fell to 4 4 percent. The Minimum Wage if Indexed to the Average Wage
This tremendous decline
in the percentage of the - %6
work force earning the )
minimum wage could be S Bt
due to either the decline in Minimum if Indexed to Average g™

. . . M’w@' 1
the minimum relative to T e ' / o
the average, a decline in -

the number of workers at
the bottom end of the skill
distribution, or further im-
provements in the earn-
ings commanded by
workers at the bottom end
of the skill distribution.
Given the wealth of recent
evidence indicating the de-
mand for less-skilled

workers fell during the 1980s, however, it is not likely that the last explanation is the source of the de-
cline.” Figure 4b shows this data in terms of the number rather than percentages of workers.

Dollars per Hour

To isolate the effect of a declining RMA on the percentage of workers earning the minimum during

the 1980s, we calculate the percentage of workers that would earn the minimum if it had been indexed
beginning in 1974. For ex-
ample, in 1993, the mini-
murn wage would have
been $5.51 if indexing
had begun in 1993.To
compute how many peo-
ple would be at the mini-
mum with indexing, we
calculate the percentage
of workers in 1993 that
have an hourly wage
greater than or equal to
the actual minimum of
$4.25, but less than or
equal to the indexed mini-
mum of $5.51. A similar
calculation is made for
each year back to 1974.
The results are in figures
5a-b.

Figure 4a

Percentage of Workforce Earning the Minimum Wage or Less

4 See Levy and Murnane (1992) for a review of relevant studies.
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Figure 4b

) Millions of Workers

Number of Workers Earning the Minimum Wage or Less

The consequences of in-
dexing the minimum for
the percentage of workers
earning the minimum is
quite striking. If the 1993
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minimum wage were in-
creased from the legislated
$4.25 to an indexed value
of $5.51, the percentage of
workers earning the mini-
mum wage would increase
from 1.9 to 14.0 percent.
"The percent earning at or
below the minimum
would increase from 4.4 to
16.5 percent. This implies

that the number of people
earning the minimum
would rise from 2.0 mil-

lion to 14.7 million. The

number at or below the minimum would increase from 4.6 million to 17.3 million. This considerable in-
crease in the number of workers at or below the minimum has important implications for the cost of in-
dexing the minimum. For example, we estimate that increasing the minimum wage from $4.25 to $5.51

would cosi firms $20.3 bil-

Figure 5a
Percentage of Workforce at Actual versus
Indexed Minimum Wage
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lion per year. This as-
suraes that increasing the
minimum wage does not
cause any employment
losses, that minimum
wage workers are em-
ployed 4.2 weeks per
month at their reported
weekly hours, and that
those earning less than the
minimum wage realize a
wage increase equal to the
increase in the ininimum
wage. Alternatively, if we
assume that only those
earning the minimum
wage would realize an in-
crease in earnings and that
all those below the mini-

mum are unaffected, the cost of increasing the minimum wage falls to $14.7 billion.

The Impact of Improving Labor Force Quality on an Indexed Minimum.

To illustrate the significance of improving labor force quality on the average wage, we compute what
wages would be for each year since 1974 if labor force quality were frozen at its 1974 level, but the
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wage structure underwent
the observed changes. To
control for labor force
quality, we divide the la-
bor force into 7 age
groups, 4 education
grougs, and the two gen-
ders.

Before turning to the
results of our simulation,
it is useful to consider
how the labor force has
changed over time and
how the wages of the vari-
ous sub-groups compare.
The results are presented
in figures 6 through 8.

In figure 6a, it is clear
that the percentage of the

work force that is female has been rising over time. It started at 41.1 percent in 1974 and rose to approxi-

Figure 5b

Number at Actual versus Indexed Minimum Wage

Millions

Number at Minimum
© " Indexed to Average g

mately 47.9 percent by 1993. This has contributed to a decline in the average wage in the economy

since, as seen in figure 6b,
women earn less than men
on average. The impact of
increased female participa-
tion on the average wage,
however, has been damp-
ened somewhat by the fact
that women’s wages have
risen relative to men over
the past two decades. Be-
tween 1974 and 1993,
women’s wages rose from
66 to 77 percent of men’s
wages. Several recent stud-
ies have examined the ex-
planations for the
convergence of male and
female wages over time.

In figure 7a, it is made
apparent that the average

5 The seven age groups are 16-19, 20-24, 25-34, 35-44, 45-54, 55-64, and 65 or over. The education groups

Figure éa
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are according to years of education: less than 12, 12, 13-15, and 16 or more.

6 See, for example, O’Neill and Polachek (1993) and Blau and Kahn (1994), Wellington (1993), and
Macpherson and Hirsch (forthcoming).
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Figure 6b

Male and Female Wages

Dollars per Hour

$16

level of education in the
economy 1S improving.
Between 1974 and 1993,
the percent of the labor
force with less than 12
years of education fell
from 30.7 to 13.4 percent
and the percent with ex-
actly 12 years of educa-
tion fell shghtly from 36.2
to 34.5. In contrasy, the
percentage of workers
with 13-15 years of educa-
tion rose from 18.5 to
28.2 and the percent with
16 or more years of educa-
tion rose from 14.7 to
24.2 percent. This has
very clearly contributed to
an increase in the average

wage in the economy since, as shown in figure 7b, wages rise with education. It is also worth noting the
growing returns to a college degree. Between 1974 and 1993, a high school drop-out’s wage fell from
56 to 43 percent of a college graduate’s wage. This is consistent with the aforementioned evidence that
the returns to skill are increasing over time. Moreover, the rising returns to education will magnify the
effect of improving educational levels on the average wage in the economy. '

In figure 8a, the age dis-
tribution of the population
is presented for four
groups: 16-24, 25-34, 35-
Hdorce 54, and 55 or over. The im-
ey R e , pact of the baby boom and
8 College subsequent baby bust is ap-
| Graduate parent in the diagram. Be-
tween 1974 and 1993. the
percent of the work force
24 or under feli from 24.9
to 16.4 percent. Also, the
High School percent of workers aged
¥ Graduate 35-54 rose from 36.1 to
44.8 percent. The other
two age groups were rela-
tively stable over the pe-
riod, changing less than 3
percentage points each.
The declining numbers of
young (16-24) workers
and the rising numbers of experienced (35-54) workers has clearly contributed to an increase in the aver-
age wage since, as illustrated in 8b, wages tend to rise with age.

Figu 7a
Educational Attainment of U.S. Workforce
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In the American econ- Figure 7b
omy, however, all of these
forces have changed simul- Wage Rates by Educational Attainment
taneously. Not only has
the portion of the work- Dollars per Hour
force with higher educa- RO T e e -I.6" N

. . or More Years
tion increased, so has the
overall age structure.
Since increases in age
widen the gap between the
earnings of education
groups, these two effects
magnify each other. To de-
termine the effect of these 5 |
compositional changes on
the wage rate, we calcu- :
late a “constant quality” U S T S S SR SR
wage rate. Such a calcula- 74 76 78 80 82 84 86 88 90 92
tion permits us to isolate
the effect of age, gender -
and education changes, as well as the interaction among these components, from changes in the underly-
ing wage structure.

13 to 15 Years

. wiE

12 Years

e

Less than |2 Years

To perform the calculation, we estimate what the average v age rate for the entire economy would be
in a given year if the aver- '

age wage for each sub- Figure 8a

group of the population Age Distribution of U.S. Workforce
were equal to the ob-
served wage for that year, :
but the relative size of the oy chare of Workforce
sub-groups were frozen at
the 1974 level. That is, de-
fine wj as the wage rate
for group i in year ¢t and
njr as the percentage of the
workforce in group i dur-
ing year t. Then the aver-
age wage for the economy

There are 56 groups (2
sexes times 4 education groups times 7 age groups) for which average wages arc computed. To calculate
the constant quality wage rate, we hold the relative size of the 56 groups at their 1974 levels. That is, the
constant quality wage rate is calculated as:
15

Q
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A comparison of actual and constant quality wages is provided in figure 9. (Given that the constant
quality wages are calculated holding labor quality at the 1974 level, the actual and constant quality
wages are both $4.40 in that year.) By 1993, the average wage in the economy had risen to $12.11
whereas the constant quality wage rate rose to only $10.61.

Finally, we index the 1974 minimum wage to the constant quality average wage. This series is con-
trasted with the legislated minimum and the minimum indexed to the actual wage in figure 10. Between
1974 and 1993, indexing to a constant quality wage rate causes the minimum to increase from $2.00 to
$4.82 between 1974 and 1993; indexing to the average wage causes an increase to $5.51 by 1993.
Hence, a failure to account accurately for the effect of improving labor market quality on average wagcs
would have caused the minimum to increase by $.69 more than desired, over-indexing by 120 percent.

To determine the cost of over-indexing, we calculate how much it would cost employers to increase
the minimum from $4.25 to $4.82, and from $4.82 to $5.51. The calculation imposes the same assump-
tions as earlier (i.e., no employment effects). If those earning between $4.25 and $4.82 have their wages
increased to $4.82, it would cost employers $3.5 billion per year. On the other hand, increasing the mini-
mum wage to $5.51 increases the cost to 14.7 billion. Thus, the $.69 increase in the minimum that would

have resulted from a failure to account for improving labor force quality would have cost employers an
additional $11.2 billion annually.’

In summary, improving labor force quaiity has been an important source of the growth in average
wages over the past 20 years. Indexing the minimum wage to the average wage would cause the balance
between employment losses and income distribution to be distorted whenever demographic changes dis-

tort the average. Moreover, the cost to business of relatively modest increases in the minimum wage are
quite substantial.

Who are the Beneficiaries of a Higher Minimum Wage?

One of the most often-cited arguments in favor of increasing the minimum wage is that it would bene-
fit the “working poor.” While it is true that a worker earning the minimum wage would have a fairly low
standard of living if that were one’s only source of income, there may be less concern for such workers
if there are other earners in the family. Hence, to understand the validity of the argument that an increase
in the minimum wage would help combat poverty, it is important to determine what types of people
hold minimum wage jobs, and what types of households they reside in.

To address this issue. we first calculate the age distribution of minimum wage workers (those earning
the minimum wage) for 1993. The resulits, presented in figure 11, reveal that the majority of minimum
wage workers are young. In fact, 35.3 percent of minimum wage workers are between 16 and 19 years

of age, and an additional 20.4 percent are between 20 and 24 years of age. Thus, 55.7 percent of the
minimum wage work force is 24 or younger.

In figure 12, we provide an alternative perspective on the distribution of beneficiaries by classifying

workers according to family status. In this example, we break the minimum wage work force into the fol-
lowing 12 sub-groups.

7 If one makes the alternative assumption that those earning below the minimum will receive a wage increase

equal to the size of increment in the minimum, the cost of raising the minimum is $6.1 billion for an increase
to $4.83, and $20.3 billion to $5.51.
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In 1993, 42.2 percent of
minimum wage workers
were children and workers
of any age living with par-
ents. The next largest cate-
gory of minimum wage
workers (12.9 percent)
were married women with
employed husbands. Single
women and men without
children in the household
comprise 12.7 and 7.5 per-
cent of minimum wage
workers. Single mothers
and single fathers consti-
tute only 3.8 and 0.4 per-
cent of minimum wage
workers.

In figures 13a-c, the
beneficiaries of a minimum
wage increase are pre-
sented according to both
family type and the level of
the minimum wage. In 13a,
we present the conse-
quences of increasing the
minimum wage to the mini-

Single Male
Single Female

Single Mother-
Single Father

Married Male,
Sole Earner

Married Female,
Sole Earner

Married Male,
Duat Earner

Married Female,
Dual Earner

Child at home
Other relative

Related Sub-

Family Categories

Male living by himself, or male living with roommate(s). The room-
mates may or may not be related to the male. He cannot be living
with his parent(s).

Female living by herself, or female living with roommate(s). The
roommates may or may not be related to the female. She cannot be
living with her parent(s).

Single female living with one or more of her own children.
Single male living with one or more of his own children.

Married male with spouse present. Spouse is not employed.
Married female with spouse present. Spouse is not employed.
Married male with spouse present. Sl.)ouse is also employed.
Married female with spouse present. Spouse is also employed.
Child living at home with one or both parents. May be of any age.

Relative other than own child living with primary family. Examples
would include Cousins, Uncles, Aunts, Nephews, Grandchild, etc.

Member of blood-related subfamily. An example would be if an

Family Member Uncle had a child and they were living with the primary family.

Unrelated Sub-

Member of unrelated subfamily. For exampie, if a maid had a child

Family Member and they were living with the primary family.

mum, indexed with respect to the constant quality wage of $4.82. In figure 13b, the calculation is pre-
sented for an increase to $5.15. Figure 13c presents the calculation for an increase to $5.51. Each calcu-

lation adjusts for the fact
that work hours differ
across the various sub-
groups and that the num-
bers of workers between
the legislated and pro-
posed minimum differs.

Assuming no employ-
ment effects, a minimum
wage increase to $4.82
would cost employers $3.5
billion per year. Of this
cost, 34.6 percent would
go to children and other
workers living with their
parents. The next largest re-
cipient groups would be
married women whose hus-
bands work (15.3 percent),

Figure 8b

Dollars per Hour .

Wage by Age Group

- Over 55.
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Figure 9 single women without chil-
The Effect of Changing Labor Force dren (12.7%). and single

Composition on the Average Wage geg%ltg?:gtlzh;?tigrs

$14 would receive only 4.4 per-
[ cent of the benefits.
| 2 ..................................
Average Wage If the minimum wage
U R - were increased to the
gl @i Average Wage with $5.15 currently proposed

Constant Qualtty Workforce by the Clinton Administra-

____ S tion, the cost increases to
R v $7.7 billion. The distribu-
tion of beneficiaries by
family type is quite similar
S S S T T S NN S B AT SN SN RN U S RN to that mentioned above.
The largest groups of bene-
ficiaries are workers living
wiih their parents (32.7%),
married women whose

husbands are employed
(16.3%), single women without children (12.6%) and single men without children (6.2%). Again, single
mothers receive only a small portion of the benefits (4.4%).

Note: "Constant quality workforce” assumes constant distribution by age, education and gender.

Finally, if the minimum wage had been indexed to the average wage beginning in 1974, the current
minimum would be $5.51. The cost of increasing the minimum to $5.51 would be $14.7 billion annually
assuming that those currently earning less than the minimum receive no wage gains from the higher
minimum. The distribution of earnings gains across the different types of families is virtually unchanged
from the increase to $5.15, though obviously, the dollar values of the gains are larger for each group.

Does Indexing Satisfy the Objectives of Minimum Wage Policy?

In recent debates regarding the desirability of increasing the minimum wage, it becomes clear that the
overriding objective of minimum wage legislation is to fight poverty. However, the efficacy of such ieg-
islation in fighting poverty is controversial for at least two reasons. First, a higher minimum wage can
cause employment losses. Thus, while some workers will benefit from a higher wage rate, others will
lose their jobs. This point has received a good deal of attention in the past several years among econo-
mists, and there is a good deal of disagreement on the magnitude of the employment effects.®

A second controversy regarding the efficacy of a higher minimum wage in fighting poverty is that
many minimum wage workers are members of families that are not in poverty. For example, Horrigan
and Mincy (1992) demonstrate that when families are categorized into income quintiles based on family
income, minimum wage workers are evenly distributed across the five quintiles. Hence, a higher mini-
mum wage is not very effective at targeting low income families.

8 Some recent studies on the impact of the minimum wage on employment include the work by Katz and
Krueger (1992), Card (1994a, 1994b), Neumark and Wascher (1992), Neumark and Wascher (1995), and
Taylor and Kim (1995).




When considering the Figure 10

desirabiiity of indexing The Effect of Changing Workforce Quality

the minimum wage to the on an Indexed Minimum
average wage in the ecor-

omy, one must consider g6 Dollars per Hour _,

the trade-offs faced when Minimum Indexed to Average Wage |
increasing the minimum. s | .. ...... Mnimumindexedto

Presumably, the task of Constant Quality Wage

legislators is to balance Al . /_
the positive effect on earn-

ings for less skilled work- 31 D ol Legislated Minimum = © *
ers against the possible
employment !osses. Index-
ing to average wages in |
the economy may keep a
balance between these b e e
concerns, if the populs 74 76 78 80 8 84 8 8 90 92
tion is stable in its charac-
teristics and demand
changes are uniform '

across different workers. That is, if there is an increase in labor demand in the entire economy, then the
employment losses from a given level of the minimum wage would be reduced. Thus, to keep the appro-
priate balance, legislators would choose to increase the minimum. This automatically occurs with index-

ing to the average wage, since an increase in the demand for labor will cause the average wage to rise in
the economy.

Figure 11
Similarly, if there is an _
increase in labor supply in The 1993 Age Distribution of Minimum Wage Workers
the economy, the employ- :
ment losses from a given
level of the minimum Rl
wage are enlarged. To '
compensate, legislators.
should cut the minimum.
Again, this automatically e 2024
occurs with wage index-
ing since the increase in la-
bor supply causes a
reduction in the average

age 55-64
55%

wage.
age 45-54
At the same time, it is =s777-;:4 63%
i 3 35-44
important to recognize e

114%
that indexing will fail to

balance the competing
concerns of employment vs. earnings under several circumstances. First, the above discussion presumes
that changes in the average wage reflect equal changes in labor supply or demand for all skill levels. If,
however, labor demand is rising for high skill workers but falling for low skili workers, it is entirely pos-
sible that the average wage will be unaffected. Nevertheless, obtaining the appropriate balance between
employment losses and income distribution would necessitate a cut in the minimum wage. In fact, therc
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Figure 12
The 1993 Distribution of Minimum Wage Workers
by Family Type

Waorker Living with Parent(s)
422%

Marnied Female
Oual Earner

Single Father
04%
129%

08%
Related Sub-Family Member
3.2%
Marned Female Sole Earner
35%
Single Femate Smgle}?;;r.her

127% Married Male Sole Earner

38%
Single Male Other Relative
75%  Married Male Dual Eamer O
53%

Unrelated Sub-Family Member

is substantial evidence that
the demand for low skill
workers fell during the
1980s while it increased
for high skill labor.

A second situation in
which indexing to the aver-
age wage fails is if the sup-
ply and demand of low
skill workers are un-
cnanged, but the qualifica-
tions of the more skilled
workers improve over
time. This causes the aver-
age wage in the economy
to rise over time but there
is no change in the bal-
ance between employment
losses associated with a
minimum wage increase.

Thus, if average labor force quality is rising but the number of low skill workers is unchanged, mini-
mum wage indexing will generate an undesirable increase in the minimum wage.

Summary and Conclusions

The consequences of indexing the minimum wage to the average wage in the economy have been ex-
amined. If indexing had begun in 1974 and the ratio of the minimum to average wage been maintained
at .46 since then, we esti-
mate that the minimum
wage would currently be
$5.51. Assuming that this
higher minimum wage
Worker ing with Parer(s) generates no employment
346% losses, this would cost

Figure 13a

The Beneficiaries of a Minimum Wage Increase to $4.82
(Total Cost=$3.5 Billion per Year)

Marnied Female businesses between 14.7
Oual Earrer and 20.3 billion dollars an-
nually. Moreover, it
Single Father would increase the per-
Unrelated Sub-Family tember centage of the work force
Related Sub-Family Member that earns the minimum
Sngle Female e Fem:::,.. - wage from 5.9 to 14.0 per-

127% 5% cent of the work force.

Single Mother
44%

Under restrictive condi-

Single Male Married Male Sole Eamner . . .
88% 46% tions, minimum wage in-
Other Relative . . .
Married Male
arned Ml 2% dexing can maintain a .
56% balance between the posi-

tive effects of a higher
minimum wage on income distribution and the negative effects associated with employment losses. One
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case in which indexing
will create an imbalance
between the two effects is
when labor force quality is
improving over time. In
particular, minimum wage
indexing will cause the
minimum wage to increase
too much when labor force
quality is improving. Be-
tween 1974 and 1993, we
estimate that failure to ac-
count for the effect of im-
proving labor force quality
on the average wage
would have caused the
minimum wage to over-ad-
just by at least $.69. More-
over, the additional $.69
would have cost busi-

Figure 13b

The Beneficiaries of a Minimum Wage Increase to $5.15
(Total Cost=$7.7 Billion per Year)

Worker living with Parents
NT7%

Married Female
Dual Earner
163%

Single Father

04%
Unretated Sub-Family Member
08%

Related Sub-Family Member
37%

Married Female Sole Earner
38%
Single Mother
44%
Marned Male Sole Earner
5.0%

Single Male
9.3%

Married Male Other Relative
Dual Earner 49%

6.2%

nesses between 10.2 and 14.2 billion dollars annually.

The effect of increas-
ing the minimum wage on
poverty in the United
States could be quite mini-
mal. In fact, we estimate
that 42 percent of mini-
mum wage workers are
workers living with their
parents. An additional 13
percent are married
women whose husbands
are employed, and 21 per-
cent are single women or
single men without chil-
dren in the household.
Only 3.8 percent of mini-
mum wage workers are
single women with chil-
dren. Hence, increasing
the minimum wage may
very well increase the in-

Figure 13¢

The Beneficiaries of a Minimum Wage Increase to $5.51
(Total Cost=$14.7 Billion per Year)

Worlker living with Parents
31.0%

Married Female
Dual Earner
17.0%
Single Father
04%
Unrefated Sub- Family Member
. 08%
Single Female Related Sub-Family Member
12.7% 315%
Married Fermale Sole Earner
38%
Single Mother
. 43%
Single Male Marrled Male Sole Earner
9.8% 53%
Married Male Other Relative
Dual Earner 4.8%
6.7%

comes of high and low income families by similar amounts.
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ABOUT THE DATA

The data for this study are drawn from the 1974 through 1978 May Current Population Survey (CPS)
and the 180 monthly CPS Outgoing Rotation Group (ORG) files for January 1979 through December
1993. An important advantage of the data sources are the large sample sizes. The approximate annual
sample sizes are 40,000 for the May CPS 1 180,000 for the CPS ORG files.

The sub-sample of the CPS data employed here includes wage and salary workers that are 16 or
older. Observations with missing data on usual weekly earnings, usual hours worked per week, educa-
tion, gender, or age are deleted from the sample. For hourly workers, the hourly wage rate is calculated
as the maximum of two available wage measures: the hourly wage reported by the worker, or the hourly
wage calculated by dividing usual weekly earnings by usual hours worked per week. The reason we do
not rely solely on the hourly wage rate reported is that it excludes tips, commissions, and overtime and
thus, average hourly earnings would be understated. We take the maximum of the two measures to re-

duce measurement error.” Also, we are forced to impute an hourly wage rate for salaried workers that
are not paid by the hour. '

Prior to the 1989 CPS, weekly earnings are top-coded at $999. Since 1989, earnings are top-coded at
$1,923. For workers at the cap, we assign a mean earnings estimate based on the assumption that the up-
per tail of the earnings distribution follows a Pareto distribution. The parameters of the Pareto distribu-

tion are estimated separately by year and gender. The source for these estimates is Hirsch and
Macpherson (1994).

All estimates of wages and employment are calculated using the weights available in the CPS. For
1979 forward, the ORG earnings weights are utilized. For the years 1974 through 1978, the population
weights are used, since earnings weights are not included. A potential incompatibility exists between the
population weights and the earnings weights when calculating employment level estimates since the
population weights are not adjusted for missing values on eamnings and hours but the earnings weights
are altered for this problem. As a solution, we generate employment estimates from the 1974 to 1978
CPS using population weights but make no deletions for missing observations on weekly earnings or
weekly hours. To calculate the earnings estimates, we use population weights appropriately inflated to re-
flect the deletion of observations with missing data on earnings or hours.

9 Card (1992a) utilizes the same technique in his minimum wage study.
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