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INTRODUCTION

� EconomicTheory provides insightsinto in-
dividualandsocialbehavior

� Helps in formulatingandevaluatingsocial
policy

� LaborEconomicsanalyzesthebehavior and
relationshipbetweenemployersandemploy-
ees

� Employmentrelationshipis oneof thefun-
damentalsinteractionsin our livesandsoci-
ety

� Labormarketisaspecial market: non-pecuniary
aspectsareimportant,legislationandinsti-
tutionsarealsoof greatrelevance.

2



� It is still a market though:

1. Several institutionsarein placeto facili-
tatecontactbetweenemployeesandem-
ployers

2. Information aboutquantitiesandprices
is exchanged

3. Contractsarethemeansto closetransac-
tions(formal or informal)

� Workers are allocated to firms, industries,
occupationsand regions, and get paid for
their work. Usually by the hour, week or
month.Thiscomesto emphasizetheimpor-
tanceof theselection processandthemoti-
vationon thejob.

� LaborEconomicsis primarily concern with
thebehavior of employersandemployeesin
responseto incentives: wages,prices,prof-
its,andnon-pecuniary aspectssuchaswork-
ing conditions.
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POSITIVE ECONOMICS

� Positiveeconomics:analyzes“what is.” Iden-
tifying, understanding andmeasuringlabor
market relationships.

� Peoplerespond to benefits(pecuniary and
non-pecuniary), andcosts(foregoneoppor-
tunitiesandactual costs).

� Two importantassumptions:

1. Scarcity: resourcesarelimited, thereis a
costto every transaction.

2. Rationality: agentsare objective maxi-
mizers. Importanceof consistency and
adaptability.

� ModelsandPredictions:judgethe models
by their predictionsnot for their assump-
tions. Modelshave to simplify reality and
still capturethemainissues.
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� Example:low andhigh wages andthequit
rate. Other things equal peoplewould like
to go to higher paying firms. Employers
might want to do the samein somesense.
Canwe thenassociatelow wageswith high
turnover andvice-versa?Maybe

� Thepredictionsemergefrom:

1. Scarcity andRationality

2. Holding otherthingsequal

3. Assumptionsaremicro,prediction is ag-
gregate.
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NORMATIVE ECONOMICS

� Normative economics is focusedon “what
shouldbe.”

� Therearetwo typesof transactions:

1. Voluntaryandmutually beneficial. La-
bormarketcanhelpandcanleadtoPareto
Efficiency.

2. Someonemight lose. Needfor redistri-
butionandmandatorytransactions.

� If thetransactionsarePareto improving they
canbe supportedunambiguously:because
eithereveryonewins, somegain somestay
thesame,or somegainsomelosebut losers
lose less than gainersgain, and somehow
they will compensatetheformers.
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� Sometimesthemarket fails,andthegovern-
mentcanplay a role,why doesit fail?

1. Ignorance

2. Transaction barriers: laws, regulations.
Lack of fundsto financemoves or train-
ing

3. Taxation

4. Non-existenceof markets
� NormativeEconomicsandGovernmentPol-

icy:

1. Lawsandregulationscanberepelled.

2. PublicGoodsprovided

3. CapitalMarket imperfectionsovercome:
job trainingandmoving funds.

4. Market substitutes
� Thegovernmentalwayshasto asseswhatis

wonandwhatis lost

� Efficiency vs. Equity
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APPENDIX: An introduction to OLS Regression Analysis

� SimpleIntroduction toStatisticalandEcono-
metricAnalysis

� Why do we needthesetools? TestingHy-
pothesisusingdataontherelevantvariables.
For example,wewant to testthehypothesis
that the higherthe wagethe lower the vol-
untaryturnover.

� First we needdata. We canthenmake the
hypothesismore precise: Holding all else
constant,a firm’s quit rate is inversely re-
latedto thewageit pays.

� Wecandefinethequit ratesto bethedepen-
dentvariable,andthewageratesasthe in-
dependentvariable. UnivariateRegression
Analysis.
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� Wecanplot thedata.It is across-sectionof
firms.

Y � a
�

bX (1)

wherea is the interceptof the line, mean-
ing the value of Y when X � 0, and b is
the slope,that is, the vertical distancethe
line travels for a unit changein the value
of the variablein the horizontal axis. The
slopewill bepositiveor negativedepending
onwhether theline is upwardor downward
sloping.
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� Wewantto summarizetherelationship.
� One way of doing it is by using Ordinary

LeastSquaresregressionanalysis.

1. Thisprocedureplotsthebestline trough
thevariousdatapoints.

Qi � α0
� α1Wi

� εi (2)

whereQi is thedependent variable,Wi is
theindependentandεi arerandomerrors
uncorrelatedwith wagesthatcanfollow
a givendistribution.

2. The parametersdescribingthis line are
estimated,not exactly but with someer-
ror.

3. Thecriterionusedis tominimizethesum
of the squareof the distancesbetween
theactualandestimatedvalues.

4. Given a distributionalassumptionabout
the errorswe canconstructstandard er-
rorsandconfidenceintervalstoknow how
accurateare our estimatesand test the
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hypothesisathand.
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5. With thedatain theexampleweestimate
that

Qi � 45 � 2 � 5Wi (3)

with standard errorsof 5.3 for the inter-
ceptand.625for theslope.Theratio of
thevalueof theparameterto thestandard
errorgivesusa senseof theaccuracy of
the estimate. We want that value to be
morethan2.
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� Multivariate Regressionallows us to take
more than wages into accountin the rela-
tionshipdescribed.

� Many otherthingscaninfluencequit behav-
ior:

1. employeebenefits

2. working conditions

3. firm size

4. ageandlevel of trainingof employee
� If any of thesevaries systematically with

wageratesacrossfirms we would be esti-
matingtherelationshipincorrectly.

� Assumefor a momentthat the only other
relevantvariableis theageof theworkforce
onagivenfirm.

� Older workers are less likely to quit their
jobs becauseof ties to co-workersbecome
stronger, andthepsychological costsof chang-
ing costsbecomelarger(moving).
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� We would beestimatingthefollowing rela-
tionship:

Qi � α �0
� α �1Wi

� α �2Ai
� εi (4)

whereAi isadichotomousvariablewith value
1 if theaverageageof theemployeesin the
firm is largerthan40.

� Thetheorywould predict α�2 � 0
� Wecanestimatetheseparametersusingmul-

tiple regressionanalysis
� Problemof omittedvariables: If therealre-

lationshipis Qi � 50 � 2 � 5Wi � 10Ai, but we
estimateQi � a0

�
a1Wi

� εi, then the pa-
rameterof interestwould be estimatedas

� 4 whenwesaidthetruevalueis � 2 � 5
� The bias comesfrom the positive correla-

tion betweenageandwages.
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