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INTRODUCTION

e EconomicTheoly providesinsightsinto in-
dividual andsocialbehaior

e Helpsin formulating and evaluatingsocial
policy

e LaborEconomicsanalyzesthebehaior and
relationshigpetweenemployersandemploy-
ees

e Employmentrelationshipis oneof the fun-
damentalsnteractionsn ourlivesandsoci-
ety

e Labormarketis aspecidmarket: non-pecumiary
aspectsareimportant,legislationandinsti-
tutionsarealsoof greatrelevance.



e It is still amarketthough:

1. Severd institutionsarein placeto faali-
tatecontactbetweeremplo/ees andem-
ployers

2. Information aboutquantitiesand prices
IS exchanged

3. Contractsarethemeando closetransac-
tions (formd or informal)

e \Workers are allocatal to firms, industries,
occupationsand regions, and get paid for
their work. Usually by the hour, week or
month. Thiscomego emphasietheimpor-
tanceof the seletion processaandthe moti-
vationonthejob.

e LaborEconomicsgs primarily concen with
thebeharior of employersandemployeesin
responseo incentves: wages prices,prof-
Its, andnon-pecuniey aspectsuchaswork-
Ing conditions.



POSITIVE ECONOMICS

e Positveecoromics:analyzes“whatis.” lden-
tifying, understading andmeasurindabor
market relationships.

e Peoplerespoml to benefits(pecuniay and
non-pecunigy), andcosts(foregoneoppor
tunitiesandactua costs).

e Two importantassumptions:

1. Scaraty: resouresarelimited, thereis a
costto every transadon.

2. Rationality: agentsare objectve maxi-
mizers. Importanceof consisteng and
adaptaility.

e Modelsand Predictions:judge the models
by their predictionsnot for their assump-
tions. Models have to simplify reality and
still capturethe mainissues.



e Example:low andhigh wages andthe quit
rate. Other things equal peoplewould like
to go to higher paying firms. Employers
might want to do the samein somesense.
Canwe thenassociatéow wages with high
turnover andvice-versa?Maybe

e Thepredidionsemegefrom:

1. Scaraty andRationality

2. Holding otherthingsequal

3. Assumptionsaremicro, predidion is ag-
gregate.



NORMATIVE ECONOMICS

e Normatve economis is focusedon “what
shouldbe”

e Therearetwo typesof transations:

1. Voluntary and mutually beneficial. La-
bormarketcanhelpandcanleadto Pareto
Efficiency.

2. Someonamight lose. Needfor redistri-
bution andmandatorytransations.

e If thetransationsarePargo improving they
can be supportedunambiguously:because
eithereveryone wins, somegain somestay
thesame pr somegain somelosebut losers
lose lessthan gainersgain, and somehav
they will compensatéheformers.



e Sometimeshemarket fails,andthegovern-
mentcanplay arole, why doesit fail?
1. Ignorance

2. Transation barrigs: laws, regulaions.
Lack of fundsto financemoves or train-

Ing
3. Taxdion

4. Non-existenceof markets

e Normatve EconomicsandGaovernmentPol-
ICy:
1. Laws andregulationscanberepelled.
2. PublicGoodsprovided

3. CapitalMarket imperfedionsovercome:
job trainingandmoving funds.

4. Market substitutes

e Thegoverrmentalways hasto assesvhatis
won andwhatis lost

e Efficiengy vs. Equity



APPENDIX: An introduction to OL S Regression Analysis

e Simplelntrodudionto StatisticandEcono-
metric Analysis

e \Why do we needthesetools? TestingHy-
pothesisgusingdataontherelevantvariables.
For example,we wart to testthe hypothesis
that the higherthe wagethe lower the vol-
untaryturnover.

e First we needdata. We canthenmalke the
hypothesismore precise: Holding all else
constant,a firm’s quit rateis inversay re-
latedto thewageit pays.

¢ \We candefinethequit ratesto bethedepen-
dentvariable,andthe wageratesasthe in-
dependentariable. Univariate Regression
Analysis.




e \We canplot thedata.lt is across-setion of
firms.
Y =a-+DbX (1)

wherea is the interceptof the line, mean-
Ing the value of Y when X = 0, andb is
the slope, that is, the vertical distancethe
line travels for a unit changein the value
of the variablein the horizontd axis. The
slopewill bepositve or negative dependhg
onwhethe theline is upward or downward
sloping.



¢ \We wantto summarizeherelationship.

e Oneway of doingit is by using Ordinary
LeastSquaresegressionanalysis.

1. This procedue plotsthe bestline trough
the variousdatapoints.

Qi = o+ oW & (2)

whereQ; is thedependetvariable W is
theindependenands; arerandomerrors
uncorelatedwith wagesthat canfollow
a givendistribution.

2. The paranetersdescribingthis line are
estimatednot exadly but with someer-
ror.

3. Thecriterionusedsto minimizethesum
of the squareof the distancesbetwea
the actualandestimatedralues.

4. Given a distributional assumptiorabout
the errorswe canconstructstandad er-
rorsandconfideneintervalsto know how
acairate are our estimatesand test the
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hypothesisat hand.
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5. With thedatain theexamplewe estimate
that

Q =45-25W (3)

with standad errors of 5.3 for the inter-
ceptand.625for the slope. Theratio of
thevalueof theparaméerto thestandad
errorgivesus a senseof the accuray of
the estimate. We want that valueto be
morethan?2.
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e Multivariate Regressionallows us to take
more thanwages into accountin the rela-
tionshipdescribed.

e Many otherthingscaninfluencequit beha-
lor:
1. employee benefits
2. working conditions
3. firm size
4. ageandlevel of training of employee
e If ary of thesevaries systematicly with

wage ratesacrossfirms we would be esti-
matingtherelaionshipincorredly.

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

e Older workers are lesslikely to quit their
jobs becaiseof tiesto co-workersbecome
strongerandthepsychologial costsof chang-
Ing costsbecomdarger(moving).
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e \We would be estimatingthe following rela-
tionship:

Qi = 0+ oW + a%A + € (4)

whereA; iIs adichotomouwariablewith value
1 if theaverage ageof theemployeesin the
firm is largerthan4o0.

e Thetheorywould predid a5 < 0

e \We canestimateghesgyaraneterausingmul-
tiple regressionanalysis

e Problemof omittedvariables: If therealre-
lationshipis Q; = 50— 2.5\M — 10A;, but we
estimateQ;, = ag + ayW + €, thenthe pa-
rameterof interestwould be estimatedas
—4 whenwe saidthetruevalueis —2.5

e The bias comesfrom the positive correla-
tion betweemgeandwages.
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