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Weeks 1-2: Labor Supply and Labor Demand 

I. Intro to Labor Economics 
A. Labor economics is interesting for two main reasons. 

1. The enormous total value of labor - something like 70% of 
national income comes from sale of labor. 

2. The strong emotional commitments people have to their 
beliefs about how labor markets work. 

B. Upshot: Emotional preconceptions strongly color the way we see 
the most important market in the world! 

C. Economics, as always, begins by putting these preconceptions 
aside, and trying to think about matters analytically. 

D. First pass: labor economics is simple.  It's a market like any other, 
and can be analyzed with the same supply-and-demand tools. 

E. But: The implications of the basic supply-and-demand model are so 
strong that it is useful to systematically reconsider our pre-scientific 
views. 

F. Also, there are a number of ways labor markets actually do work in 
ways more complicated than S&D alone can explain. 

II. Individual Labor Markets, I: Basics of Labor Supply 
A. Consider the market for barbering services, where barbers are self-

employed. 
B. On the x-axis, we have the number of hours worked or "sold"; on 

the y-axis, we have the price of an hour of labor, generally known 
as the "wage." 

C. How does the supply of barbering services relate to the market 
wage? 
1. Number of people in the occupation. 
2. Number of hours people in the occupation work. 

D. It is clear that the number of people in the barbering occupation will 
increase as the market wage rises, especially over a longer time 
horizon. 

E. The second effect is more complicated.  Economists call this the 
labor/leisure trade-off, with "leisure" being the amount of your time 
you decide NOT to sell on the market.  (Note that labor might be 
fun and leisure might be unpleasant on this definition!) 

E. Since you have 168 hours in a week, when you pick your hours of 
labor L, you simultaneously pick your hours of leisure (168-L). 
1. While employers rarely let people "pick their own hours," 

people can choose their occupations and employers to try to 
match their desired labor/leisure mix. 

II. Individual Labor Markets, II: More on Labor Supply 



A. What determines the number of hours a barber wants to sell?  If we 
mechanically apply the law of supply to labor, we discover that the 
higher the "price" of labor, the more labor people want to sell.  This 
is known as the substitution effect. 

B. But there is a major complication: Normally, sellers of a good 
consume little of their own product.  Orange growers, for example, 
spend less than 1% of their income on oranges.  However, sellers 
of labor consume an ENORMOUS amount of their own product; 
even the most extreme workaholic consumes 50% of his own hours 
in leisure. 

C. Why is this important?  An increase in the price of what you sell 
makes you richer, enabling you to afford more of everything.  If you 
already consume a lot of what you sell, then as the price of your 
product rises, your tendency to buy more of everything (including 
your own product) as you get richer may overpower your tendency 
to sell more of your product as its price rises.  This is known as the 
income effect. 

D. Somewhat shocking implication: For products that are a large 
percentage of their budget - such as their own time - suppliers 
might actually sell LESS as the price rises, not more as 
economists usually assume.  Individual supply curve might be 
"backwards-bending." 

E. Implausible?  Suppose your real wage was $10 an hour.  How 
many hours a week would you work?  What about $5?  $1?  $.10?  
Almost everyone's labor supply curve will "bend backward" at some 
point. 

F. Still, for one occupation, the effect of a higher wage on the number 
of people in the occupation will almost surely ensure that the labor 
supply curve has its usual upward slope. 

III. Individual Labor Markets, III: Basics of Labor Demand 
A. Continuing with the barbering example, what determines labor 

demand? 
B. Simple: The higher the price of barbering services, the less people 

will buy. 
C. So how does the market for barbering services work?  It looks like 

any other commodity market, with the wage and quantity of hours 
fluctuating in response to supply and demand. 

D. Only unusual thing to note: When demand goes up, some barbers 
may actually cut back their hours.  Total hours sold will still go up, 
though, because more people will decide to become barbers. 

E. Most workers are not self-employed, however.  Rather, consumers 
buy final products from firms, and it is the firms, rather than 
consumers, who demand labor.  For example, consumers buy 
oranges, and orange-growing firms hire orange-pickers to pick the 
oranges.  How does labor demand work then? 



F. Before we can analyze labor demand in this familiar sort of market, 
we must understand two concepts: marginal physical productivity 
and marginal value productivity. 

G. Concept #1: How many additional oranges does one more worker-
hour allow the firm to produce?  This is called the marginal 
physical product of an hour of labor, or MPP. 

H. Concept #2: What is the market price of an orange?  Multiplying the 
price of an orange times the MPP gives us the dollar value one 
worker-hour adds, the marginal value product, or MVP. 

I. Ex: If an additional worker produces 30 oranges in an hour, and the 
market price of an orange is 50 cents, then the worker's MPP=30 
oranges and his MVP=$15.00. 

V. Individual Labor Markets, IV: More on Labor Demand 
A. Question: What determines an employer's willingness to pay for 

another hour of labor? 
B. Put yourself in the shoes of an employer in the orange industry.  

You will keep buying more labor until it is no longer profitable.  It is 
profitable to hire a worker so long as his marginal value product 

exceeds his wage: MVP²w.  If the value a worker produces in an 
hour is greater than or equal to the hourly wage, he is profitable to 
employ! 
1. Ex: If a worker's MVP=$15, then employers want to hire him 

if the market wage is $15 or less. 
C. Imagine employers adding more and more workers to their 

workforce until it ceases to be profitable.  They finally stop hiring 
more once the last worker's marginal productivity is exactly equal to 
his wage. 

D. Amazing conclusion: labor demand is entirely determined by 
workers' marginal productivity.  Using this concept we can trace 
out the whole labor demand curve. 

E. If the product price goes up, labor demand rises.  If product price 
falls, labor demand falls.  Similarly, if workers' MPP rises (and 
product price stays the same), labor demand rises.  If MPP falls 
(and product price stays the same), labor demand falls. 

VI. Individual Labor Markets, V: Market Equilibrium 
A. If wages are below the equilibrium level, there is a shortage of labor 

and wages get bid up; if wages are above the equilibrium level, 
there is a surplus and wages get bid down.   

B. What about shifts? 
C. In a single occupation, labor supply responds to changes in 

expected ways.  Ex: 
1. What happens to supply of orange-pickers if a new strain of 

poisonous fruit fly appears? 
D. Shifts in labor demand are trickier, because you have to consider 

both the product market and the labor market.   



E. One worker essentially has no effect on product price.  So if one 
worker grows more productive, he gets paid proportionally more. 

F. But if all workers in an industry get more productive, matters are 
more complex. 

G. E.g. suppose all orange workers get faster.  In the product market, 
this means that the supply of oranges increases, so the price falls.  
But in the labor market, does labor demand rise or fall? 

H. It all depends on demand elasticity in the product market.  If the 
demand curve is relatively flat (elastic), then when the quantity of 
oranges rises a lot, the price of oranges only falls a little.  Thus, 
MVP rises and labor demand increases. 

I. But if the demand curve is relatively steep (inelastic), then when the 
quantity of oranges rises a lot, the price of oranges drastically falls.  
Thus, MVP falls and labor demand falls! 

J. There are definitely cases where all-around increases in worker 
productivity have actually hurt workers in that industry.  Agriculture 
is the most prominent example. 

K. There are other cases where an occupation only came to exist due 
to rises in worker productivity.  Computers are probably a good 
example. 

VII. Basic Empirics of Marginal Productivity 
A. After all of this theory, how about some empirical evidence?  

Workers may be paid for productivity, but what makes workers 
productive? 

B. There is no way to predict individuals' wages or income perfectly, 
but there are better and worse ways of guessing.  Regression is a 
standard statistical technique that people use to make the "best 
guess" about what one thing will be given some other things. 

C. For example, given that someone is a male 16-year-old living in 
Nebraska, what would your best guess of his annual income?  No 
guess will hit the nail on the head, but all guesses are not created 
equal! 

D. What are some of the obvious factors linked with higher value-
productivity of workers? 
1. Education 
2. Experience 
3. Innate ability (strength, intelligence...) 
4. Character (punctuality, honesty...) 

E. It is a lot easier to measure some things than others!  Education is 
easy to measure; experience can be roughly approximated by (age-
education-5).  (Innate ability and character are harder). 

F. So what is our best guess of a person's Income (from labor) given 
their education and experience? 

G. Using the NLSY for 1992, I get:  

Annual Labor Income= 
-29,645 + 3318*Years of School + 728*Years of Experience 



H. We'll refine our guess further throughout the semester. 
VIII. Compensating Differentials 

A. Do people always choose the highest-paying occupation open to 
them?  No.  "Man does not live by bread alone." 

B. Conversely, does everyone refuse to do the truly miserable jobs 
(like garbage man)?  No. 

C. Easy to analyze this using S&D: the funner the job, the more labor 
supply increases; the more horrible the job, the more labor supply 
decreases. 

D. The result: Fun jobs pay less; yucky jobs pay more.  Economists 
call this pattern "compensating differentials."  (aka "equalizing 
differences")  Wage differences compensate people for job-related 
joy and misery. 

E. This only works holding everything else constant.  7-11 workers 
have low wages and high risk; professors have above-average 
wages and a lot of fun.  But what are the other options of the 
people in these jobs? 

F. This simple principle is amazingly general.  It works for: 
1. Safety 
2. Job security 
3. On-the-job amenities (free or discounted meals) 
4. Non-wage income 
5. More! 

G. This also means that if you happen to really like something that 
most people hate, you get more money and more fun! 
1. Ex: Economists have much better job prospects than 

mathematicians, even though the latter are smarter and train 
for more years. 

IX. What (Else) Do Employers Do? 
A. A long tradition of thinkers see employers as parasites who 

"exploit" their workers. 
B. Economists, in contrast, regard employers as "middle men" 

between workers and consumers.   
C. Middle men in the wheat market buy wheat from farmers, package 

it, and then sell it to consumers.  Calling is "exploitation" is folly: 
middle men save farmers and consumers from the inconvenience 
of doing this themselves. 

D. But employers don't just buy and re-sell labor.  They do much more: 
E. Extra Employer Activity #1: Often labor themselves - directly in 

small business, indirectly by planning and organizing production, 
thinking up new ideas, etc. 

F. Extra Employer Activity #2: Serve as implicit lenders to workers.  It 
usually takes time before a worker's product reaches a market, as 
anyone who starts up a new business learns.  Employers usually 
start paying workers almost immediately.  In essence, they are 
giving workers money now for a product that can only be sold in the 



future.  To make employers do this, there has to be an implicit 
interest payment; the amount employers pay you for your product 
today is less than the amount they later sell it for. 
1. As with lending in general, economists see mutual gains to 

trade from this implicit loan, where others cry "exploitation."  
G. Extra Employer Activity #3: Implicit insurance.  If a business goes 

bankrupt, do workers have to return their wages?  No.  Employers 
pay you a specific amount for a product, and then "spin the wheel" 
and see how well they do with it.  If they get lucky, they earn more 
than they paid you; if they get unlucky, they earn less.  This is 
essentially no different from any other insurance contract, where 
you pay someone a fixed amount, and then they bear the risk. 

X. Aggregate Labor Markets, I: Labor Supply 
A. If you add up everyone's labor supply curves, and abstract from 

differences between workers, you can draw the Aggregate Labor 
Supply curve.  This curve shows the total number of hours people 
will choose to work at given wages. 

B. For a single labor market, occupational choice basically guarantees 
that labor supply slopes upwards.  But for the labor market as a 
whole, that doesn't really work.   

C. Exceptions probably aren't enough to reverse this conclusion: 
1. Non-workers entering the labor force 
2. Immigrants 

D. Depending on the relative strength of the substitution and income 
effects, then, the Aggregate Labor Supply curve could be positively 
or negatively sloped. 

E. Empirically, males in the past did sell far more hours of their time 
than they do today.  It definitely looks like the income effect was 
greater than the substitution effect in their case: as real wages 
increased, men have worked less. 

F. Women sold far fewer than they do today, but this is a clear case 
where fun and "leisure" are different!  Big effect for women: 
development of machines to do household tasks leaves them with 
surplus time, which more and more have chosen to sell. 

G. For most purposes, it is more or less reasonable to assume that the 
Aggregate Labor Supply is vertical. 
1. Typical hours of work have stopped falling for the past 

couple decades. 
2. Intuitively, how many adult males want less than a 40-

hour/week job? 
H. Throughout this course, then, the Aggregate Labor Supply curve 

will normally be drawn as vertical.  
XI.  Aggregate Labor Markets, II: Labor Demand 

A. Aggregate Labor Demand just shows the quantity of labor-hours 
people want to buy at a given real wage.  It is just the sum of all 
employers' labor demand curves. 



B. This takes us near complicated macro issues that are best avoided.  
Easy way out: Make the plausible assumption that the central bank 
adjusts the money supply to keep the price level constant. 

C. Since Aggregate Labor Demand depends solely on the MVP of a 
unit of labor, and MVP=P*MPP, Aggregate Labor Demand is 
directly proportional to MPP. 

D. Thus, at the aggregate level, higher average productivity ALWAYS 
translates into higher demand for labor, and vice versa for lower 
average productivity.  Productivity gains are sometimes bad for 
workers in specific occupations, but are always good for workers in 
general.  

XII. Aggregate Labor Markets, III: Market Equilibrium 
A. Aggregate Labor Supply is determined by workers' labor/leisure 

trade-offs.  Aggregate Labor Demand is determined by workers' 
productivity.  So what determines average wages and 
employment? 

B. If the wage is below the intersection of ALS and ALD, employers 
want to hire more workers than are willing to work.  They 
accordingly bid up the wage. 

C. If the wage is above the intersection of ALS and ALD, more 
workers are willing to work than employers want.  Workers bid 
down the real wage. 

D. At the intersection of ALS and ALD, the quantity of labor hours 
employers desire to buy and the quantity of labor hours employees 
desire to sell are equal. 

E. What happens if... 
1. Workers get stronger? 
2. Someone invents a new productive technique? 
3. Someone invents the dishwasher? 
4. A new law bans the use of some machinery? 
5. Workers slack off more on the job? 

XIII. Application: Multinational corporations and Third World Labor 
A. Using what we've learned, what can we say about low wages in the 

Third World? 
B. How about: on average, workers are much more productive in the 

rich countries than in the poor countries. 
1. Of course, this may be more the fault of bad economic 

policies than individual workers. 
C. What can we say about bad working conditions? 
D. How about: when people are poor, they are more willing to trade-off 

fun for income? 
E. What would banning foreign employers from countries accomplish? 

XIV. Fundamental Labor Fallacies 
A. Fallacy #1: Make-work.  Many variants: "Reduce the work-week to 

create more jobs," "NAFTA costs us jobs," "New machines 
destroyed jobs," "Immigrants are taking our jobs." 



B. The essence of the fallacy: Focusing on effort instead of result.  
Bastiat calls this "Sisyphism," after the legendary Sisyphus.  If 
people figure out a way to accomplish the same result with less 
labor, this means that there is more labor to accomplish some 
other goal. 
1. Partly, this is just a special case of the broken window 

fallacy, of measuring wealth by inputs rather than output.  
Saving one person's job may make that person better off, but 
it also means wasting valuable labor. 

2. Additional confusion: a decline in labor demand only leads to 
involuntary unemployment if real wages cannot fall. 

3. Unemployment is frequently just a symptom of shifts in labor 
demand, not a lower level.  Unemployment and job search 
go together, and job search is vital for prosperity. 

C. Fallacy #2: Subsistence wages.  Many variants: "Employers pay 
whatever they want," "The workers are exploited," "Without unions 
and regulation, workers would still live in poverty." 

D. The essence of the fallacy: Employers have to compete for 
workers; employers care about their own profits, not the profits of 
employers in general.  If the real wage is too low, then each 
employer can get richer by raising wages a little bit and attracting 
more workers. 
1. Lenin: "The capitalists will sell you the rope you are going to 

use to hang them." 
E. Why then were wages once low in the West, and still low in the 

Third World?  Two words: marginal productivity.  When workers' 
productivity is low, employers won't pay a lot to hire them. 
1. Immigration restrictions are also a big part of the explanation 

for why wages can be so much lower in some countries than 
in Western countries.  Otherwise, many would move to get 
higher wages. 

F. How can real wages rise for everyone?  Worker productivity has to 
increase.  Efforts to "create jobs" by restricting machinery, or union 
activity such as slow-downs are directly counter-productive. 

XV. Time Allocation, Opportunity Cost, and Comparative Advantage 
A. What is the "cost" of an hour you spend doing nothing?  Most 

people would say "zero," but economists point out that you could 
have been working. 
1. If you can pick your hours exactly, then you should value an 

hour of time at your wage. 
2. If you want to work more hours than your employer permits, 

then you should value an hour of time at less than your 
wage. 

3. If you want to work fewer hours than your employer permits, 
then you should value an hour of time at more than your 
wage. 



B. This all comes back to "opportunity cost."  If you spend an hour 
"doing it yourself" to save $5, is that smart?  Probably not. 

C. It often makes sense to hire people to do things you are quite able 
to do yourself, because this frees up your time for what you do 
best. 

D. Tyler on time: You can probably make your life a lot better if you 
always factor in your opportunity cost of time when you make 
decisions. 

E. In international trade, economists call this the principle of 
"comparative advantage."  But it works just as well for individuals. 

F. Warning: If you like doing something, the time you spend on it 
"costs" you less; if you hate doing something, the time you spend 
on it "costs" you more.  Be sure to count this! 



Shifts in Labor Demand 
 

Product 
Demand 
Elasticity 

MPP P MVP=MPP*P Labor 
Demand 

Workers' physical productivity rises. 

relatively 
elastic 

¬ ® a little ¬ ¬ 

relatively 
inelastic 

¬ ® a lot ® ® 

Workers' physical productivity falls. 

relatively 
elastic 

® ¬ a little ® ® 

relatively 
inelastic 

® ¬ a lot ¬ ¬ 

Product demand rises. 

any no change ¬ ¬ ¬ 

Product demand falls. 

any no change ® ® ® 
 

 
  



Prof. Bryan Caplan 
bcaplan@gmu.edu 
http://www.bcaplan.com 
Econ 321 
 
Weeks 3-4: Labor Market Regulation and Labor Unions 

I. Unemployment As a Labor Surplus 
A. Intuitively, we often think of "unemployment" as a situation where 

people who are willing and able to work are somehow denied the 
chance to do so. 

B. At the equilibrium wage, there are neither labor shortages nor 
surpluses; unemployment is voluntary (not in the sense that it is 
cause for celebration, but in the sense that people do not want to 
work more at the market wage for jobs they are able to do). 
1. Analogy: Voluntary datelessness. 

C. So how is involuntary unemployment possible?  Only if the 
prevailing wage is too high!   

D. This is no different from any other surplus good.  "Surplus" means 
"surplus at the current price." 

E. More generally, there are only three possibilities: 
1. Market wage=equilibrium wage; the labor market clears. 
2. Market wage<equilibrium wage; there is a labor shortage. 
3. Market wage>equilibrium wage; there is a labor surplus. 

F. Note: there is no case where workers are both "under worked" and 
"underpaid."  If they are under worked, they are overpaid; if they 
are underpaid, they are overworked. 

G. This simple application of S&D runs contrary to almost all popular 
beliefs about labor.  But there can be little doubt that it is correct. 

H. The general solution to all involuntary unemployment boils down to: 
reduce the market wage until the surplus disappears. 

I. The "buy-back-the-product" fallacy.  Does reducing wages "reduce 
demand"?  Of course not.  Lower wages may mean less income for 
employees, but also mean more income for employers. 

II. Unemployment on the Free Market: Wage Fairness and Unionization 
A. Economists standardly assume that unregulated markets clear.  

Could this assumption be wrong in labor markets? 
B. Case 1: Wage fairness.  There is good evidence that workers 

regard wage cuts as "unfair."   
1. Review: real versus nominal wages. 

C. Perceived unfairness hurts morale, which typically leads to lower 
productivity.  So employers are reluctant to cut wages when labor 
demand decreases or labor supply increases. 

D. The result: if equilibrium wage is below prevailing wage, jobs will be 
"rationed."  Qualified, willing labor remains unsold because workers 
are overpaid. 



E. Interesting: employees seem to resist nominal wage cuts much 
more fiercely than real wage cuts.  Nominal wage cuts hardly ever 
happen; real wage cuts are far more common. 

F. How serious would the problem of surplus labor be under laissez-
faire?  It would definitely exist, but the historical record suggests 
that it would be fairly mild.   

G. Case 2: Unionization.  Unions are basically labor cartels; their goal 
is to push wages up by restricting competition between workers.  
Unions are "price-fixers." 

H. The natural side effect is to create labor surpluses.  Ideally (from 
the union's point of view), the surplus workers won't belong to the 
union anyway, so none of the members suffer.  In practice, though, 
the unemployment often spills over onto union members. 

I. In economic terms, what are "scabs"?  They are workers who 
undersell the cartel.  If enough scabs exist, unions have little 
success. 

J. Assuming the government prevents violence and threats of 
violence, it is difficult  - though not impossible - for unions to keep 
wages up.  They succeed best when: 
1. Labor demand and labor supply are highly inelastic.  Small, 

highly skilled craftsmen are a good example. 
2. The social stigma of "being a scab" is very high. 

K. Under laissez-faire, involuntary unemployment created by unions 
would again exist, but not much of it.  As long as employers can 
legally hire non-union workers, and non-union workers feel 
physically safe to accept such offers, market forces sharply check 
the power of unions.  

III. Unemployment on the Free Market: Corrective Government Policy 
A. Is there anything government could do about the preceding 

problems?  In principle, yes. 
B. For real wage rigidity, intervention could help by pushing wages 

down.  If workers blame the government instead of the employer, 
presumably they don't blame the employer for being "unfair." 

C. For nominal rigidity, the government has an easier solution: print 
more money to raise the price level until the nominal wage clears 
the market.  If workers are clueless, they may never "see what hit 
them." 

D. Similarly, unions might be banned, much as other cartels are illegal 
under the antitrust laws. 

IV. Government Policy in the Real World, I: The Minimum Wage 
A. In the real world, government policies bear little resemblance to the 

kinds of "corrections" economic theory points toward. 
B. It is almost impossible to find governments that try to force wages 

down.  Instead, governments around the world deliberately push 
wages up and prevent market adjustment. 

C. Classic example: the minimum wage. 



D. Suppose the equilibrium wage is $10/hr.  If the government 
imposes a minimum wage of $15/hr., there will be unemployment.  
Employers will want to hire fewer people than want to work at the 
market wage. 

E. Simple question for proponents: Why not $1,000,000/hour? 
F. Interesting: Unions of skilled workers often support the minimum 

wage strongly.  Altruism for unskilled workers, or masked self-
interest? 

G. In the U.S., the minimum wage itself is fairly low (less than 5% of 
the U.S. workforce earns it).  In other countries like France, the 
minimum wage affects a large percentage of the workforce. 

H. Even though most governments deliberately try to push wages up, 
at the same time many also try to erode real wages by inflating.  
(Whether they think of it in these terms is another matter). 

I. Yet reducing unemployment with inflation often fails.  Employed 
workers catch on and negotiate cost-of-living adjustments, leading 
to spiraling inflation. 

J. In some cases, one arm of the government actively tries to undo 
the harm done by the other arm.  One branch raises the (nominal) 
minimum wage, the other tries to reduce the (real) minimum wage 
via inflation! 
1. What does the real minimum wage look like when inflation is 

always positive? 

 



V. Government Policy in the Real World, II: Pro-Union Laws 
A. It is much more common for governments to encourage 

unionization than it is to make it illegal.  Pro-union efforts by 
governments take a variety of forms. 

B. One of the most common is to "look the other way" in the face of 
union violence against strike-breakers, employer property, etc.  
Laws limiting union liability serve the same function. 

C. Some more explicit regulations: 
1. Require employers to "recognize" and "bargain in good faith" 

with any union that gains the support of a majority of workers 
in a firm. 

2. Making it illegal to fire workers for striking or union 
organizing. 

3. Banning "yellow dog" contracts, where employees are non-
union as a condition of employment. 

D. When governments strictly enforce pro-union regulations, levels of 
unionization - and unemployment -  can reach high levels. 

E. Other countries with the same laws on the books may escape most 
of the bad effects by weak enforcement. 
1. Alternate book title: "Why U.S. Unemployment Is So Low" 

VI. Additional Labor Market Regulations 
A. There are numerous other laws that work much like the minimum 

wage.  Even if their short-run effect is to increase labor demand, 
the long-run effect is exactly the opposite. 

B. What happens if the government adopts the following measures, 
while forbidding wages to fall?  (Alternately, if strong unions prevent 
wages from falling). 

C. Case 1: Mandated benefits.  What if the government mandates new 
benefits (safety, health, family leave, etc.) and forbids wages to 
fall? 

D. Case 2: Regulations against lay-offs and firing.  How will employers 
respond if they know that they must continue employing workers 
they don't need?  Are bad at their job? 

E. Case 3: Plant-closing laws.  What if the government penalizes firms 
for (or forbids) closing plants? 

F. Case 4: Employment lawsuits.  What if employees can sue their 
employers for discrimination, harassment, unfair termination, etc.? 

G. Case 5: Mandatory overtime.  What if employers are legally 
required to pay "time-and-a-half" for overtime? 

H. How do these results change if wages are flexible? 
I. Related regulation: Unemployment insurance, welfare, and so on 

reduce the supply of labor.  If they are generous enough, they can 
"convert" involuntary unemployment into voluntary unemployment.  
This in turn reduces downward pressure on wages. 
1. How can this be graphed?  

VII. Application: European Unemployment 



A. Labor market regulations in Europe are typically very strict.  Over the 
last twenty years, the average U.S. unemployment rate has been 
roughly 6%, versus 9% for Europe.   

B. Most economists blame European countriesô stricter labor market 
regulations. 

C. What have European labor policies been like? 
1. High legal minimum wages.  (E.g. 34% of median in U.S. vs. 

60% in France). 
2. High unemployment/welfare benefits with long durations. 
3. Firing/layoff regulations. 
4. Mandatory benefits (vacation, sick leave, maternity leave, etc.)  

(How does the interaction between mandatory benefits and 
nominal and real rigidity work?) 

5. High unionization rates with strong legal support for unions.  
(Note: In some countries like France, non-union workers still 
have their wages determined by union negotiations). 

D. Apologists for European labor marker were quick to note that in March 
2009, U.S. unemployment surpassed Europeôs.  But: 

1. This was only a blip.  European unemployment is once again 
more than 2 percentage-points worse than ours. 

2. You should expect more flexible labor markets to respond more 
rapidly to negative shocks.  The key question is long-run 
performance. 

 
E. What happened since?  What youôd expect.  U.S. has recovered, EU 

has not.  And European exceptions have relatively free labor markets. 



 
 

VIII. Occupational Licensing 
A. Most econ textbooks discuss labor unions at length, but at least in 

the United States, occupational licensing is much more important.   
1. Almost 30% of American workers now need a license to 

legally do their jobs.  Only about 12% belong to unions ï and 
more than half of them are government employees. 

B. Licensing clearly raises the wages of licensed workers; they make 
about 15% more than youôd otherwise expect.  (Roughly as big a 
bonus as unionized workers get).  

C. People often claim that occupational licensing raises quality and 
protects the public, but: 
1. For many licensed occupations ï barber, interior decorator, 

athletic trainer ï this argument fails the laugh test. 
2. The average study of the effect of licensing on quality finds a 

moderately negative effect on quality.  (Not so surprising: 
Licensing inhibits innovation). 

3. Higher quality is often not worth the extra price.  Markets (or 
government certification!) let consumers decide for 
themselves.  Licensing makes everyone pay full price. 

D. Unregulated markets have simple mechanisms to ensure quality: 
1. Reputation 
2. Guarantees 
3. Lawsuits (much less important, but a useful last resort) 

E. We already heavily rely on these mechanisms ï see eBay and 
Amazon Marketplace.  Why canôt we rely on them in labor markets? 

F. Medical licensing: Is this really such a hard case after all? 
1. Medical licensing clearly raises medical prices. 



2. Many medical tasks now performed by doctors could easily 
be performed by less-trained (and cheaper) workers.  The 
same goes for other medical professionals. 

3. HMOs and insurance companies make reputation work 
much effective than youôd initially think. 

IX. Regulation Under Slavery 
A. A great deal of supposedly "pro-labor" regulation is actually 

counter-productive.  Would the same hold under slavery? 
B. For the most part, no.  Under slavery, the popular intuition turns out 

to be exactly correct. 
C. Example #1: A minimum wage for slaves.  If enforced, this means 

that slaves get more than subsistence.  At the same time, it 
decreases the demand for slaves, which reduces the incentive to 
hunt for additional slaves. 

D. Example #2: Worker health and safety regulation for slaves.  Due to 
regulation, slaves have more safety and health, and still receive the 
same subsistence earning they would have gotten anyway.  This 
also reduces the demand for slaves, which hurts the slave trade. 

E. Example #3: Banning or regulating the punishments that owners 
can inflict on slaves. 

F. Example #4: Boycotting products of slave labor. 
G. With sufficiently strict regulation, slave-owners will want to free their 

slaves!  Thus, the "Why not a minimum wage of $1,000,000?" 
argument can be easily answered under slavery: "The higher the 
better." 

X. Slavery and "Wage Slavery" Compared 
A. Socialists and defenders of slavery alike have frequently derided 

free labor markets as "wage slavery," equating the condition of 
slaves and free laborers. 

B. This had cache in the emerging industrial economies like the U.S. 
and Britain in the 19th century. (E.g. Dickens)  It remains a popular 
way of thinking about life for workers in the Third World. 

C. As workers - free or slave - become more productive, labor demand 
rises.  The difference:  
1. Free laborers capture the benefits of rising labor productivity 

for themselves.   
2. Under slavery, in contrast, it is slave-owners who capture the 

benefits of rising labor productivity.  Slave-owners don't have 
to worry that slaves will leave them for a better-paying offer. 

D. Free workers also get to make their own trade-off between income 
and safety and comfort.  When a master decides to send his slave 
to mine diamonds, he only maximizes his expected income.  A free 
worker makes a trade-off between expected income and safety and 
comfort. 

E. The toned-down version of the "wage slavery" story is that free 
workers are "exploited."  It is easy to see how slaves are exploited: 



They get less than their free market wage.  In what sense are free 
workers exploited? 

F. Ex: Western observers look at "sweatshops" in poor countries and 
cry "exploitation."  This is both false and harmful for Third World 
workers: 
1. False: Investing in the Third World is not especially 

profitable; otherwise everyone would do it.  (How much do 
you invest in the Third World?) 

2. Harmful: If boycotts reduce the demand for Third World 
products, labor demand for Third World labor falls. 

XI. Why the Standard History of Labor Is Wrong 
A. Most history books tell a story something like this: 

1. In the days before the minimum wage, unions, etc., life was 
terrible for workers because employers paid them whatever 
they felt like paying them. 

2. But then government became more progressive, and 
changed the laws. 

3. Life is now better for workers because employers' greed has 
been tamed. 

B. This makes no sense at all.  Why? 
C. Employers compete with other employers; they care about their 

own profits, not the profits of employers in general.  Workers have 
always earned their marginal productivity. 

D. Why then were workers paid less in the past?  Their marginal 
productivity was lower!  As technology progressed, the marginal 
productivity of workers increased, and labor demand accordingly 
went up. 

E. Suppose government had imposed strict regulations when 
productivity was low?  The result would have been higher wages for 
the lucky, but permanent unemployment (and probably starvation) 
for the rest. 

F. The problem of workers in the Third World isn't lack of regulation, 
but low productivity.  Of course, low productivity can be a product of 
a crummy political system, but you can't solve that problem with 
labor market regulation. 
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Weeks 5: Immigration and Immigration Restrictions 

I. Immigration and the Labor Market 
A. What happens to the Aggregate Labor Market when people from 

another country come here to work?   
B. Letôs start with the admittedly unrealistic assumption that all 

workers are identical.  Then immigration: 
1. Increases Aggregate Labor Supply. 
2. Has no effect on Aggregate Labor Demand.  (Thereôs no 

reason why immigration would affect MPP, and the central 
bank continues to target P, so MVP=MPP*P stays the 
same).  

C. Conclusion: Immigration reduces native wages. 
D. Does this mean that immigration is bad for humanity?  Absolutely 

not.  Immigrants clearly gain from immigration; otherwise they 
wouldnôt come. 
1. If immigrants have a low standard of living here, imagine 

how awful it was in their country of origin. 
E. Does this mean that immigration is bad for Americans?   Not for 

American employers of labor ï including everyone who owns stock 
or a retirement stock, or who hires a nanny, housekeeper, or elder 
care professional.   

F. Immigration also helps anyone who owns a home or land - more 
people means higher housing prices. 
1. Most estimates say that if immigrants raise population in an 

area by 1%, housing prices go up by roughly 1%. 
2. Note: What is the nationality of almost all the owners of U.S. 

real estate?  
II. Immigration and Comparative Advantage 

A. In the real world, native workers and immigrant workers are far from 
identical. 
1. Most obvious difference: Current immigrants tend to be 

either low-skilled or high-skilled compared to Americans.  
Potential immigrants tend to be very low-skilled compared to 
Americans.  

2. Slightly less obvious difference: Holding overall skill 
constant, natives usually speak much better English. 

B. These facts imply that immigration can actually raise American 
wages.  Why?  Comparative advantage: People with different skills 
produce more total output if they specialize and trade. 

C. Simple example: Many highly educated American women stay 
home with their kids because it is so expensive to hire a nanny.  



Many women in Mexico know how to take care of children, but have 
little education.   

D. Suppose that in a day, American and Mexican women can produce: 

 American Woman Mexican Woman 

Computer Programs Written 4 .1 

Children Cared For 2 2 

E. Both sides can increase production by immigration and 
specialization!  Have ten Mexican women switch from writing 
computer programs to childcare (-1 program, +20 childcares), and 
one American woman switch from childcare to computer programs 
(+4 programs, -2 childcares).  The world is richer by 3 programs 
and 18 childcares. 

F. How can we show this in an Aggregate Labor Market diagram?  
Thanks to comparative advantage, trade effectively raises MPP.  
Suppose that post-immigration, computer programs and childcare 
have equal prices.  Then immigration effectively changes the 
productivity table to: 

 American Woman Mexican Woman 

Computer Programs Written 4 2  
(by trading childcare  

for programs) 

Children Cared For 4  
(by trading programs  

for childcare) 

2 

G. Implication: immigration increases both ALS and ALD.  Therefore: 
1. The effect on average native wages is now ambiguous. 
2. The effect on world living standards is clearly positive. 

III. The Distributional Effects of Immigration on Native Wages 
A. Since workers arenôt identical, some natives can lose even if most 

gain, and some natives can gain even if most lose. 
B. Natives tend to lose when theyôre selling the same skills that 

immigrants are selling.  Natives tend to gain when theyôre buying 
the same skills that immigrants are selling. 
1. People often claim that economics professors favor 

immigration because we donôt have to worry about foreign 
economists coming here to ñtake our jobs.ò  True or false? 

C. In recent decades, the United States has had two main kinds of 
immigration: 
1. Legal high-skilled immigration. 
2. Illegal low-skilled immigration. 

D. Economists have estimated the effects of this immigration on native 
wages.  Letôs look at two sets of estimates: 
1. Borjas and Katz, for Mexican immigration from 1980-2000. 
2. Ottaviano and Peri, for 1990-2006. 

E. Borjas and Katz break workers into four educational/skill 
categories.  Key assumption: Natives and immigrants with the 



same education level are identical.  Estimates of the total effect of 
immigration on native wages: 

Worker Type Short-Run  Long-Run 

High school dropouts -8.4% -4.8% 

High school graduates -2.2% +1.2% 

Some college -2.7% +0.7% 

College graduates -3.9% -0.5% 

All native workers -3.4% 0.0% 

F. Borjas is probably the most respected critic of immigration in the 
world.  But his estimates are shockingly positive compared to what 
normal people think.  Even dropouts only lose 4.8% total (not per 
year). 

G. Ottaviano and Peri assume that native and foreign labor are 
different, even if they have the same level of education.  Natives 
have a comparative advantage in language skills, foreigners have a 
comparative advantage in non-language skills.  Estimates of the 
total effect of immigration on native wages: 

Worker Type Short-Run  Long-Run 

High school dropouts -0.7% +0.3% 

High school graduates -0.6% +0.4% 

Some college 0.0% +0.9% 

College graduates -0.5% +0.5% 

All native workers -0.4% +0.6% 

H. Notice: On Ottaviano and Periôs more reasonable assumptions, 
native workers enjoy long-run gains from immigration.  Even native 
drop-outs slightly gain.   
1. The only workers who lose from immigration are earlier 

immigrants.  They suffer quite a bit materially, but donôt 
forget that immigrants are often eager to reunite their 
families. 

IV. Immigration Restrictions and Their Effects 
A. Wages are very low in many populous Third World nations.  Tens 

of millions of people would be overjoyed to come to the U.S. and 
take what Americans see as "bad jobs." 

B. Why donôt they come?  Because it is: 
1. Virtually impossible for low-skilled workers to come here 

legally (unless they already have close family members in 
the U.S.). 

2. Very expensive for low-skilled workers to come here illegally.  
Smugglers (ñcoyotesò) charge rural Mexicans two years 
income (about $3000) to take them across the border.  Fees 
for more distant countries are vastly higher. 

C. Immigration restrictions probably have more effect on labor markets 
than all other government policies combined.  They clearly ñworkò in 
the sense that they drastically reduce immigration.   

D. What are the other effects of immigration restrictions? 



E. Effect #1: Drastically reducing world output.  Immigration laws 
prevent workers from moving to the most productive locations in the 
world to do whatever they do best.  Rough estimates say that world 
output would DOUBLE under open borders. 

F. Effect #2: Drastically increasing world poverty.  Merely moving from 
a Third World country massively increases workersô income.  
People from the poorest countries typically gain 1000% or more.  
One immigrant can keep a large extended family alive back home. 

G. Effect #3: Reducing average American income.  Low-skilled 
Americans who donôt own a home or other assets may gain from 
immigration restrictions, but only a small minority of Americans are 
in this category. 

H. Effect #4: Shielding American eyes from the sight of severe 
poverty.  Conditions in many populous Third World countries are 
awful, so we should expect immigrants to keep coming here even if 
their living standards seem very low to us.  Open borders would 
drastically reduce global poverty, but make remaining poverty much 
more visible. 

V. Arguments for Immigration Restrictions 
A. All First World countries severely restrict immigration.  

Economically, however, these policies are a disaster.  Why would 
anyone favor them? 

B. Argument #1: Immigration restrictions prevent American poverty. 
C. Response: The net effect of immigration on Americansô standard of 

living is probably positive.  (See above). 
D. Argument #2: Immigration restrictions protect American taxpayers. 
E. Response: Immigrants donôt just collect benefits; they also pay 

taxes.  Estimates of the net fiscal effect of immigration vary, but no 
major study finds a large negative effect on American taxpayers. 

F. Implausible?  Remember: 
1. A lot of government spending ï like the military and interest 

on the national debt ï is ñnon-rival.ò  Immigration means we 
can average these expenses over a larger number of 
taxpayers. 

2. Government spends far more on the old than the poor.  
Immigrants tend to be young, so even the low-skilled collect 
a lot less than youôd think. 

3. Adult immigrantsô own governments have already paid for 
most of their education, so our taxpayers donôt have to. 

G. Argument #3: Immigration restrictions protect American culture. 
H. Response: Markets provide strong incentives to learn English.  The 

vast majority of second-generation immigrants are fluent.  And 
Americaôs cultural centers have unusually high foreign-born 
populations. 

I. Argument #4: Immigration restrictions protect American liberty. 



J. Response: Immigrants are no more than modestly less pro-liberty 
than natives ï and they have low voter turnout.  Immigrants also 
probably reduce native support for the welfare state, because 
people donôt like paying taxes to help out-groups. 

VI. Alternatives to Immigration Restrictions 
A. Even if the preceding complaints are valid, there are certainly 

cheaper, more humane solutions than immigration restrictions. 
B. Immigration and American poverty: If immigrants are reducing the 

living standards of low-skilled Americans, thereôs no need to reduce 
immigration.  We could simply charge immigrants an admission fee 
or extra taxes, then use the revenue to compensate low-skilled 
Americans. 

C. Immigration and American taxpayers: If immigrants arenôt paying 
their way, we could restrict immigrantsô eligibility for various 
government benefits. 

D. Immigration and American culture: If immigrants arenôt learning our 
language and/or culture, we could make passing grades on 
language or ñcultural literacyò tests a condition of entry. 

E. Immigration and American liberty: If immigrants are bad voters, we 
could restrict their right to vote. 

F. If any of these alternatives to immigration restrictions seem unfair, 
theyôre clearly less unfair than preventing people from coming at all. 

VII. Why the Standard Story of Immigration Is Wrong 
A. The standard story of immigration: In earlier times, when America 

was underpopulated, free immigration was a good idea.  Once the 
economy matured, however, immigration restrictions became 
necessary.  Without these restrictions, our economy and our 
society would collapse. 

B. This story makes little sense.   
C. Most of the United States remains virtually empty, so why arenôt we 

still ñunderpopulatedò?  Wages are much higher now than they 
were in the 19th-century, so economically speaking weôre more 
underpopulated than ever. 

D. Immigration restrictions werenôt imposed because the ñeconomy 
matured.ò  They were imposed because of racial and ethnic 
prejudice: first against the Chinese and Japanese, then against 
Southern and Eastern Europeans.   

E. At the time, most Americans favored immigration restrictions 
because they were convinced that these unpopular racial and 
ethnic groups were ñinferiorò and would remain so.  But most 
Americans were wrong.   
1. Chinese, Japanese, and Southern and Eastern Europeans 

have been at least as successful as the rest of the 
population. 

2. Even if most Americans were right, there was no reason to 
restrict immigration.  Comparative advantage implies 



mutually beneficial trade even when one side is worse at 
everything. 

F. Open borders would not lead to ñeconomic collapse.ò  In fact, there 
are strong reasons to expect open borders to lead to the most rapid 
economic growth in human history. 

G. Thereôs no good reason to think that open borders would lead to 
ñsocial collapseò either. 
1. Immigration would probably improve our fiscal outlook by 

attracting large numbers of young taxpayers to help support 
our growing retired population. 

2. Immigrants would have a strong incentive to learn English, 
and make our culture more innovative. 

3. Even if immigrants wanted to vote, few would vote to ñkill the 
goose that lays the golden eggs.ò 

H. Open borders would however lead to massive economic and social 
changes.   
1. World poverty and inequality would plummet, but weôd have 

to actually see a lot of the poverty and inequality that remain.   
2. There would be a massive expansion of housing and 

industries.  New cities would spring up almost overnight ï 
like in China today. 

3. At least initially, immigrants would live in very crowded 
housing and work in jobs we consider awful.   

4. Low-skilled labor would be so cheap that many American 
natives would hire household servants, drivers, nannies, etc. 

I. Something to think about: Getting rid of immigration restrictions is a 
lot like getting rid of Jim Crow laws.   
1. Like Jim Crow, immigration restrictions deprive vast numbers 

of people of their basic right to sell their labor to any willing 
buyer.   

2. Ending immigration restrictions, like ending Jim Crow, will 
lead to massive economic and social changes.   

3. The friends of Jim Crow predicted the collapse of civilization 
if these laws were repealed.  Friends of immigration 
restrictions predict the same if we open our borders today.   

4. The doomsayers were wrong then, and theyôre wrong now. 
The end of Jim Crow ultimately led to a richer and better 
world.  Thereôs every reason to think that the end of 
immigration restrictions will have the same effect on a far 
larger scale. 
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Weeks 6-7: Human Capital 

I. Present Discounted Value (PDV) 
A. What determines the sale value today of a future payment - positive 

or negative? 
1. Ex: If you issue a certificate that pays $1, 10 years in the 

future, what could you sell it for today?   
2. Clearly the answer is not $1!  No one would pay $1, because 

they are foregoing 10 years worth of interest.  
B. But how much less?  Just figure: "How much money would I have 

to put in the bank today in order to have $1, 10 years from now?"  
With a constant interest rate, that comes out to: $1/(1+n)10.  If e.g. 
the interest rate is 10%, then you would need $1/(1.1)10= $1/2.59= 
$.386.  $.386 is what economists call this asset's present 
discounted value (PDV). 

C. Similarly, a future cost is less harmful than it seems on its face.  If 
you learn you will need a $1000 operation 30 years from now, ask: 
"How much money must I put in the bank today in order to have 
$1000 three decades from now?"  If the interest rate is 5%, then the 
answer is $1000/(1.05)30=$231.38. 

D. One step harder: What is the total amount people will pay for a 
whole set, or "bundle," of future benefits and costs?  Just add up 
what they would pay for each item separately.  That sum is the 
income stream's PDV. 

E. In the real world, people have to make educated guesses about 
both future payments and future interest rates.  We can think of 
something's current market price as its expected PDV. 
1. Important: When economists say people "maximize profits," 

what they actually mean is that they are maximizing PDV.  
(For 1 period, they are equivalent). 

F. You can apply the PDV formula to virtually anything: houses, land, 
buildings, stock, bonds, animals, etc.  E.g. what is the PDV of a 
chicken? 

G. General rule: The lower the interest rate, the more the future 
counts. 

II. Rate of Return on Investment 
A. Once you know an asset's PDV, you can calculate your rate of 

return on this investment. 
B. Ex: If you get $100 in dividends from a stock worth $10,000, and 

the stock's value doesn't change, what was your rate of return?  
1%.  If you get $100 in dividends from a stock worth $10, what 
would you rate of return be then?  1000%. 



C. Ex: If you get no dividends from a stock but it rises in price from 
$400 to $500, what was your rate of return?  25%. 

D. In general, the rate of return for a year is: 

priceasset  initial

priceasset in  change  incomenet +
 

E. Basic economic logic suggests that equally risky assets must have 
the same expected rate of return.  Otherwise, people would sell the 
asset with the lower rate of return and buy the asset with the higher 
rate of return, until their rates of return are equal.   

F. Of course, two gambles can have the same expected return, even 
though one turns out to pay much more than the other.  For 
example, it is not surprising that some people win at blackjack and 
others lose.  But if there are two casinos next to each other, and 
one gives better odds, something strange is going on. 

III. Slaves As Investments 
A. What slave-owners like about owning slaves is that the slave can't 

easily say "no."  The owner can threaten violence or death to make 
the slave do as he is told. 

B. But the slave owner still can't give the slave nothing.  In order to 
take advantage of the slave, it is still necessary to provide the slave 
with his "subsistence" (food, shelter, etc.). 

C. They must also pay some costs of ñenforcementò - guarding and 
monitoring the slave. 

D. So what is the most a slave-owner would pay to buy a slave?  The 
logic of PDV directly applies: The sale price will equal the PDV of 
the slave's lifetime earnings, minus the PDV of his subsistence, 
minus the PDV of enforcement.  

E. Similarly, suppose a slave-owner is weighing whether to train his 
slave to be a metal smith.  This means foregone earnings - the 
slave could have been working instead of training.  But it also 
means higher earnings for the master in the future.  The profit-
maximizing slave-owner will pick the level of training that 
maximizes the slave's PDV. 

F. Or suppose that a slave-owner is deciding whether to allow his 
slaves to have children (who are also legally slaves).  If a slave has 
a child, the mother will bring in less income for a while, and the 
enslaved child will have little productive value for many years; but 
eventually the master will have two slaves instead of one.  The 
profit-maximizing slave-owner picks whichever PDV is higher.   

G. What is the rate of return on a slave?  If a slave sells for $3000, 
produces $300 in net income, and falls to $2850 in value, the rate 
of return is (300-150)/3000=5%. 

H. In an economy with slavery, you would expect investments in 
slaves would earn the same typical return as anything else. 

IV. You As An Investment: Human Capital Theory 



A. Putting aside the moral repugnance of slavery, the same logic 
applies to your management of the person you own - yourself!  This 
insight is known as human capital theory. 

B. There are various things you can do with your time.  Which is the 
best investment?  Compare PDV! 

C. Ex: Should you get another year of school?  Add up the PDV of 
your foregone earnings during school and the extra income you 
expect to get after you've completed the schooling. 
1. Note: Since you forego earnings first, and get a raise 

afterwards, education makes less and less sense as interest 
rates rise. 

D. What else can you do for your career, and how do you decide if 
they are good investments? 
1. Plastic surgery 
2. Speech classes 
3. An Armani suit 
4. A fancy car to impress clients 

V. Application: The Rate of Return on Education 
A. Are you wasting your time in college?  Let's do PDV calculations to 

find out. 
B. Assumption 1: One additional year of school will raise your average 

salary by $2500/year during your working life; finishing four years of 
college gives you $10,000 during your working life. 

C. Assumption 2: You forego $15,000 worth of labor income for each 
year of college. 

D. Assumption 3: You have to pay $10,000 for school and extra 
school-related expenses. 

E. Assumption 4:  The interest rate will be 8% during your lifetime. 
F. Assumption 5:  You are 18 years old now and will work until you are 

68. 
G. Conclusion: Putting all this into Excel, we find that going to college 

has a PDV of $7136 more than the alternative. 
H. What if: 

1. The interest rate rose to 9%?  PDV falls to -$3978.  You'd be 
better off quitting school and putting your earnings and 
tuition in the stock market. 

2. Your wage without college rises to $17,000 (but the marginal 
benefit of college stays the same)?  PDV falls to -$18. 

3. The benefit of college were $10,000 for your first 20 years of 
work, but $30,000 for all remaining years?  PDV rises to 
$41,241. 

VI. General Versus Firm-Specific Training 
A. People get experience on-the-job, but there are two basic kinds: 

1. General 
2. Firm-specific 



B. General skills are skills that you can use in other firms or even 
other industries.  Typing is a good example. 

C. Firm-specific training, in contrast, really only has value in a specific 
firm.  A good example is learning the names of your co-workers.  
You're more productive on that job, but if you quit this knowledge is 
valueless. 

D. Will employers invest in general skills?  At first glance, there seems 
to be little point.  After they invest in you, you will be more 
productive in both your current and alternative jobs.  They will have 
to give you a suitable raise to retain you. 

E. On second thought, though, this only means that if you want 
general training from your firm, you will have to pay for it by working 
for less.  Internships are a standard example. 

F. What about firm-specific training?  By definition, such skills won't 
help you get a better offer elsewhere.  So if a firm gives you some 
firm-specific training, your productivity rises, but market forces don't 
force them to give you a corresponding raise.  You are more likely 
to get firm-specific training without a dock in your pay. 

G. However, the difference between general and firm-specific training 
may be weaker than it seems.  Why?  Firms have reputations for 
giving raises, and often even have formal pay scales.  If one firm 
pays employees the full value of their firm-specific training, and 
another doesn't, the latter will not be able to attract employees in 
the first place.   
1. If this argument is right, then employees will have to accept 

lower pay for all costly training, but receive their full MVP 
wherever they work. 

H. In the real world, firms often seem to initially overpay (you get your 
full salary even during the first few weeks or months when you are 
using up other employee's time by asking questions).  Ideas? 

VII. Application: Understanding the Life Cycle 
A. Most people have a standard life pattern: get school when you're 

young, then work until retirement.  (Alternate pattern involves taking 
breaks from the labor force to have children). 

B. Human capital theory sheds considerable light on this pattern.  Why 
don't people work for 20 years, then go to college, then go back to 
work for 20 more years?   
1. Because then they would only get to reap the benefits of 

education for 20 years instead of 40. 
2. Opportunity cost of time is lower when you're younger, so 

you give up less income. 
C. Why retire?  After a point, you become a less and less productive 

worker, and your wage will reflect that.  It makes more sense to 
work doing your most productive years, and enjoy leisure when it's 
cheaper. 



D. Work-hour patterns fit this story too.  People work the most hours 
during their peak-earning years (mid-40's to early 50's). 

VIII. Accounting for Compensating Differentials 
A. But isn't there any difference between how you regard yourself and 

how a slave-owner regards a slave?  Yes!  As discussed earlier, a 
free worker can factor "fun" and discomfort into their calculations. 

B. How can you quantify this?  Simple.  Ask yourself, "How much extra 
would someone have to pay me to do this unpleasant task rather 
than something else?"  Or, "How much would I be willing to give up 
for the extra fun of this other job?" 

C. Then, when you calculate PDV, add or subtract these numbers 
from your income in the appropriate time period.   

D. For example, suppose you expect to suffer in an Internet start-up 
for five years.  You figure it would take $30,000/year to compensate 
your for your suffering.  Afterwards, you earn $10,000 extra for the 
next 20 years in an atmosphere with a normal fun level.  With a 
10% interest rate, the PDV is -$39,627! 

E. Or suppose you are considering relocating from Rochester, NY to 
Fairfax, VA.  You figure that you would be willing to pay $7000 to 
live in Fairfax rather than Rochester.  If it costs $10,000 to move, 
and you have to take a $6000 pay cut for 10 years, should you 
move?  No, sorry, the PDV of the move is -$2855. 

F. In sum, human capital theory does not say that workers care only 
about money income.  Rather, it provides an accounting framework 
for managing your life. 

G. Something to consider: Do you actively dislike school compared to 
work?  Then you should count your "pain and suffering" as one of 
the costs of attending school. 

IX. Education Subsidies: The Failure of Externality Arguments 
A. Externalities are non-excludable benefits and costs.  The basic 

logic of selfishness then goes: 
1. If benefits are non-excludable, then each individual 

beneficiary gets them whether or not he pays for them. 
2. If beneficiaries get the benefits whether or not they pay for 

them, then they won't pay for them. 
3. If providers receive no pay for providing benefits, they won't 

provide them. 
4. Thus, due to non-excludability, potential social benefits don't 

materialize. 
B. Even if a good is partly excludable, less than 100% of the potential 

social benefits will normally be realized. 
1. Caveat: Inframarginal externalities 

C. It is easy to see why people see externalities of pollution clean-up.  
But where are the externalities of education? 

D. Most externalities arguments for education amount to the absurdity 
that anything beneficial is an externality.  "We all benefit from 



education."  How is that different from "We all benefit from steel."  
Yes, there's a benefit, but doesn't the market pay people to provide 
that benefit?! 

E. The sophisticated externality arguments focus on non-job-related 
aspects: crime ("Uneducated youth turn to crime,") and political 
culture ("An educated electorate votes better,") are probably the 
leading contenders. 

F. The crime argument is again weak.  We could just as easily 
increase the severity of punishment.  (More on this later!) 

G. The political education argument is stronger; there is no clear way 
to pay people for being smart voters.  But you certainly could just 
restrict the franchise to people with a certain education level!  Same 
effect, and no subsidy needed. 

X. Education Subsidies and Credit Market Imperfections 
A. A quite different argument concedes that education is a private 

good, but focuses on "credit market imperfections."  In essence, the 
problem is that it is difficult to credibly promise to repay an 
educational loan.  With a house, they can repossess the house if 
you default.  But they can't repossess your brain if you default on a 
student loan. 

B. Still, the problem is less serious than it sounds.  The IRS doesn't 
take excuses for failure to pay taxes; why couldn't lenders be given 
a comparable level of legal authority to attach your wages if you 
default?   

C. Even under the current legal regime, your parents or other relatives 
or an employer could cosign for you.  Or schools might loan you 
money themselves, and refuse to release transcripts for former 
students who default. 

D. Economists who take credit market perfections seriously normally 
point to the measured rate of return to education.  They say that it 
is unusually large, indicating a failure of credit markets to equalize 
rates of return on different investments. 

E. If you assume that foregone earnings are the only cost of 
education, then on NLSY data the rate of return to education is 
12.6% (controlling for no other variables). 

F. But this number is surely too high: 
1. It costs resources to educate people.  Counting these costs 

would definitely reduce the rate of return. 
2. This is an estimate of the average, not the marginal rate of 

return.  (The marginal rate would be lower.  Can you explain 
why?) 

3. It does not control for intelligence, which is highly correlated 
with education. 

G. (There's another big problem with return-to-education estimates 
we'll deal with after the midterm). 

XI. Intelligence and Human Capital 



A. We all have an intuitive notion of what is means to be "intelligent."  
Empirical research on intelligence is one of the best-developed 
areas of psychology. 

B. In practical terms, researchers usually measure intelligence with IQ 
(Intelligence Quotient) or related tests.  These tests have come 
under angry attack on a number of grounds.  We'll briefly consider 
each in turn: 
1. Cultural bias 
2. "There is no one thing that constitutes 'intelligence.'" 
3. Imperfection 

C. Complaint #1: "Cultural bias."  There are large group differences in 
performance on IQ tests.  Jews do about 1 SD better than average, 
blacks about 1.2 SDs worse.  Critics blame this on cultural bias - 
supposedly, the tests measure familiarity with middle-class 
lifestyles rather than ability.  Unfortunately for this argument, it has 
been carefully tested and shown to be wrong.  If you use IQ tests to 
predict performance on practical tasks ï like ability to drive a tank 
through an obstacle course ï IQ tests actually overstate the 
performance of members of groups with low average IQs.     

D. Complaint #2: "There is no one thing that constitutes 'intelligence.'"  
Everyone is good at some things and bad at others, or so the claim 
goes.  Still, the fact is that for a wide range of mental problems, 
people who are good at some are usually (not always) good at all of 
them, and vice versa.  Think about the SAT Verbal versus Math 
scores.  There are some people who are great at Verbal and 
terrible at Math, but there are a lot more who are great at both or 
terrible at both. 

E. Complaint #3: Imperfection.  There are several varieties of this 
complaint.  One is that the same person has received very different 
test scores at different times.  Another is that world-renowned 
geniuses (Feynman is a common example) got low IQ scores.  All 
this may be true, but it's irrelevant.  IQ scores are more reliable 
than anything else, and if you tested 100 geniuses their average 
score would be very high. 

F. Intelligence is a lot like "strength."  There is some ambiguity, but at 
root we know what we mean, we know there are real differences, 
and we know that people who are strong by one measure are 
usually strong by other measures, too. 

G. There is a second debate about the extent to which IQ is hereditary 
or environmental.  There is no time to resolve this here, but 
evidence from carefully-constructed twin and adoption studies finds 
that the variance is about 80% genetic.  Unclear where the 
remaining 20% comes from - it doesn't seem to be family 
environment. 

H. Why do I bring all this up?  Because controlling for IQ sharply 
reduces the measured return to education to a mere 7.5%.  (1 extra 



percentile of IQ bumps you up .7%; a year of education is thus 
worth about as much as 11 percentiles of IQ). 

I. This is actually the central argument of the much-maligned book 
The Bell Curve by Charles Murray and Richard Herrnstein: The 
market pays a lot for intelligence.  Intelligence isn't the whole story, 
but it is on par with education in explanatory power. 

XII. Personality, Culture, and Human Capital 
A. Another well-developed field in psychology is the study of 

personality.  To my knowledge, unfortunately, there is little cross-
over between this literature and labor economics. 

B. My hypothesis: What the main personality tests call 
Conscientiousness is probably another important determinant of 
income.  Ignoring it probably leads us to over-state the effect of 
education.  (In contrast, IQ and Conscientiousness are roughly 
unrelated). 
1. Note for the curious: In the popular Myers-Briggs personality 

test, Conscientiousness is captured by the Judging-
Perceiving axis. 

C. Curious about your personality?  You can take the Myers-Briggs 
test at: http://www.keirsey.com/cgi-bin/keirsey/newkts.cgi and the 
Five-Factor test at: http://cac.psu.edu/~j5j/test/ipipneo1.htm 

D. Sowell presents a great deal of historical evidence on the economic 
importance of culture.  This is a complicated issue, though, 
because culture is hard to measure.  Many leap to the conclusion 
that unexplained group differences must stem from "discrimination." 

E. We'll deal with discrimination later.  But: Let us suppose, as I guess 
most Americans do, that religious discrimination is no longer 
important in the U.S. 

F. What are the labor income differences for different religions, 
controlling for education, experience, and intelligence? 

 

Religious Background Earnings Residual 

None 0 

Protestant 232  

Baptist - 615  

Episcopalian 2,388  

Lutheran - 97 

Methodist - 912  

Presbyterian - 1,572  

Roman Catholic 1,588  

Jewish 11,939  

Other - 483  

 
G. Maybe this reveals massive discrimination in favor of Jews, mild 

discrimination in favor of Episcopalians and Catholics, and mild 

discrimination against Presbyterians and Methodists, but I doubt it.  



Rather, I'd say that much of this represents various cultural 

differences that have made some denominations more 

economically prosperous than others. 



G.  



 



 


