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I11. FULL-COMPLIANCE EMPLOYMENT: PRESENT VERSUS TRADITIONAL IMPLICATIONS

Aside of allowing for partial compliance with the minimum wage law and relating
between compliance (full or partial), erforcement and the minimum wage rate, the
present analysis of monopsonistic behavior differs from the traditional one in
1ts employment implications. Whereas traditional theory predicts that the higher
the minimum wage above the “competitive" wage level the lower will be full-com-
pliancé employment, Proposition 2(a) suggests that increases in the minimum wage
will still raise full-compliance employment. The explanation for this discrepancy
lies in the implicit traditional assumption-that full-compliance is arbitrarily
granted (regardless of economic incentives), as a result of which the minimum
wage becomes the supply price of labor as well as its margina1 cost. However,
when full-compliance is viewed as a profit-maximizing decision (which accounts
for the risk of being penalized for not complying), the minimum wage 1ine no lon-
ger reflects a labor supply curve, and coincides with the EMCL curve only if the
expected penalty rate is unity. This rate of enforcement, whﬁch assures full-com-
pliance when the minimum wage is set at the “competitive" wage level (E* in Figure
1), is insufficient to maintain full-compliance when the minimum wage is raised

above that level, as equilibrium at MRPL=M is obtained above the labor supply

curve {E' in Figure 2b), and not on an infinitely elastic (minimum wage adjusted)
labor supply curve as implied by traditional theory. To restore full-compliance,
employment must be raiséd (via increased enforcement) to include all units of
labor wiiling to work at the higher minimum wage. Expanding employment beyond the
“competitive” levei implies that a monopsonist will: be paying labor more than its
marginal value. This, however, is not inconsistent with profit-maximizing behavior
under uncertainty, as it is the only possible way to reduce expected penalty fol-

lowing an increase in enforcement.
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from which it follows thit w(Lfc) % PQL(Lfc.Ki=$-A 1. This result is 11lus-
trated in Figures 2a{M<w(L)) and 2b{M>w(L)), where Ak=1 (EMCL coincides with M)
implies over-enforcement (equilibrium still at E*) or under-enforcement (equi-
librium at E'),.respectively. The proof of part (b) follows immedihtely from

equation (3), upon observing that Ak = l-eh(Lfc,K). where h(L .K) 0 as M = w(E)
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Notice that when M>w([), Ak>1 is just a necessary (not sufficient) condition for
inducing a monopsonist's full-compliance with the minimum wage law, whereas, by
CE's conclusion, Ak>1 will be sufficient to eliminate a competitive fim's incen-
tive for noncompliance. It is also interesting to .note that when M<w{([), a penalty
whith pays labor back only a fraction (k<l) of the difference between the minimum
and the actual wage might constitute an incentive for fullucompli&nce.
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Recall that a monopsonist chooses between various degrees of compliance through

the choice of L* that maximizes expected profits. Thus, full-compliance will

fc

only be adopted if profit maximization requires the choice of L*=L ~, where

w(LfC)=M. Since LfC is positively related to M, a higher minimum wage implies

a higher level of employment at a full-compliance equilibrium (i.e., a full-
compliance equilibrium will always assure employment to all units of labor sup-
plied at the minimum wage). To prove part (b), suppose that Ak is just suffi-
cient to induce ; full-compliance equilibrium. Increasing the minimum wage, hol-
ding Ak constant, would reduce employment, as differentiation of (2) with res-
pect to L and M yields dL*/dM=Xk/A<Q {(this can easily be verified in Figure 1,
by holding Ak at unity, and raising the M=EMCL line to intersect the MRPL curve
at E'). However, full-compliance equilibrium at the higher minimum wage reguires
a higher level of employment (Proposition 2(a)), which can only be assured by

: \ . o 7
increasing the level of enforcement (Proposition 1).

PROPOSITION 3: {a) The minimum va]ﬁe of the expec;ed penalty rate needed to
assure a monopsonist's full-compliance with the minimum wage law is greater than,
lower than or equals unity, as the statutory minimum wage is set above, below

or at the "competitive" wage level, respectively. Also, {(b) when the statutory
minimum wage is set above or below the "competitive" wage level, (minimum) full-
compliance enforcement will be lower or higher, respectively, the lower the ela-
sticity of labor supply around the minimum wage.

2

= w(l) Proposition 2(a) implies that

To prove part (a) notice first that when M

Lfc % [, for which w(Lfc) E PQL(LfC,K). However, at full-compliance equilibrium

"1t should be noted that Proposition 2(b)} wuuld .ot hold under perfect competi-
tion conditions, since, as pointed out by CE, an increase in M must not necessa-
rily raise the incentive for noncompliance.




wise around the point R, indicating a higher employment-wage (compliance) combi-
nation at the new equilibrium. In particular. when ik is raised to unity, the
EMCL curve coincides with the M 1ine, determining a full-compliance equilibrium
at E(C,w(L)). Simitarly, when Ak is reduced to zero, EMCL=NMCL, and there is a

c]
strict noncompiiance equilibrium at Eq(Lo,.w(ly)}.
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PROPQOSITION 2: (a) The higher the statutory minimum wage .the higher will be a
monopsonist's level of employment at a full-compliance equilibrium. Therefore,
(b) in the absence of over-enforcement, a higher statutory minimum wage must be

accompanied with a higher level of enforcement to maintain a monopsonist's full-

compliance with the minimum wage law.

“For simplicity, the Jabor supply curve, and crnseqient)y the NMCL and EMCL curves,
are drawn in Figure 1 (and in the following Figure 2) as straight lines. Qbviously,
the second-order condition for maximum profits (footnote 2) does not restrict the
analysis to the case of w"(L)=0,



-4

unit of labor (EMPL), Ak[M-(1+é)w(L)].3 A necessary prerequisite for the monupso.-
nist to reveal some compliance with the minimum wage law (i.e., choosing L*>L,)
is that EMPL<0 at L, - otherwise compliance would not help to reduce expected
penalty.” This is satisfied as long és M is set below (1+é)w(Lo). and providing,
of course, that the government maintains some positive level of law enforcement

(Ak>0). Since EMPL varies inversely with L, it must also be negative at an equi-

Aibrium of partial or full compliance.

PROPOSITION 1: Given partial compliance with the minimum wage law, an increase

in enforcement will always raise a monopsonist's level of employment and com-

pliance.

Totally differentiating (2} with respect to L and Ak yields dL*/d{Ak)=EMPL/AkA,
where A<0 is thé second-order condition for maximum profits.(footnate 1). Given
some compliance (AkQO. EMPL<0), the sign of‘this derivative is positive, s0 that
an increase in Ak (providing that compliance is less than complete) would necess-
arily raise L* and w{L*). This result is illustrated in Figure 1, for a minimum
wage set at the "competitive" wage level: M=w([)=PQL(E,K). Given an initial en-
forcement level of O<ik<l, for which MRPL=EMCL produces a partial-compliance eq-

uilibrium at E*(L*,w(L*))},® an increase in Ak would rotate the EMCL curve clock-

JEMCL can also be written as AkM+(1-Ak)(1+é)w(L), which impliies that (1) EMCL is
greater than, less than, or equals the expected price of labor, w(L)+Ak[M—w(L)]=
AkM+{1-Xk)w(L), and (2) EMCL varies positively, negatively, or stays constant

with changes in L, as Ak is less than, greater than, or equals unity, respectively.

“When Akgl, this would also constitute a sufficient incentive for some compliance,
as it implies that MRPL=NMCL>EMCL at L,, and, by footnote 3, EMCL increases or
stays constant as L rises. When Ak>1, equilibrium at L*>L, requires aiso that MRPL

decreases faster than EMCL.
"The EMCL curve is constructed by adding to NMCL, at each L¢l, a fraction (Ak)of

the difference between M and NMCL. At L>L, the EMCL curve coincides with NMCL,as
the penalty function (and consequently EMPL) is not defined over w{L)>M.



the miniﬁum wage would expose the monopsonist, with a probabiiity of O<igl, to
the risk of being detected and convicted,! in which case it would have to pay
back - for each unit of labor services - a multiple k>0 of the difference bet-

ween the legal minimum wage and the wage actually paid.

The monopsonist's compliance decision is now revealed via the choice of L* that

maximizes expected profits (defined over w{L)<M):

E(m) = (1-x) [PQ(L,K)-w(L)L-c(K)] + A{PQ(L,K)-w(L)L-c(K)-k[M-w{L)]L}
| = PQ(L,K)-{w(L)+Ak[M-w(L)] }L-c(K) (1)

which requires, as a first-order condition, that

E%fﬂ)= PQL(L,K)-{(1+é)w(L)+Ak[M-(1+é)w(L)]} = 0 (2)
where e=1/"w(L L >0ldenotes the elasticity of labor supply with respect to the
wage rate.?

Equation (2) implies, that labor services should be employed up to the point
where the marginal revenue product of labor (MRPL) equals the expected marginal

cost of labor (EMCL). The latter is composed of two components: the "natural”

marginal cost of labor {NMCL), (1+é)w(L), and the expected marginal penalty per

T — e T i SR el ——

‘Notice that being a sole employer in a given labor market does not imply that a
noncomplying monopsonist is detected with certainty, since the minimum wage law
covers labor employed in the economy as a whole, while the enforcement agency
audits only a given proportion (A) of all labor-employing firms {competitive and
monopsonistic). |

2The second-order condition is

%EJ = PQ (L.K)-(1-ak) {2w' (L)+w"(L)L] < O

which, assuming that w"(L)L/w'(L)>-2, will Le satisfied for all Akgl, as well as
for 1 < )k < 1_{PQLL(LIK)/[ZW'(L)"'W"(L)L]}.



Adopting CE's formulation of the penalty funct%on, the preselt paper derives se-
veral conclusions concerning monopsonistic partial ‘and full compliance Qith the
minimum wage law. It is found that given partial compliance with the minimum wage
law, increased enforcement will always increase compliance, that in the absence
of over-enforcement, a higher minimum wage must be accompanied with a higher le-~
- vel of enforcement to maintain full-compliance, and that contrary to the tradi-
tional theory of monopsonistic behavior, a higher minimum wage will always raise
full-compliance employment. In addition, the minimum value of the expected penalty
rate (on iliegal profits) needed to assure full-compliance is shown to be greater
than (and positively related to the elasticity of labor supply), less than {(and
negatively related to the elasticity of labor supply) or equals unity, as the mi-

nimum wage is set above, below or at the "competitive" wage level, respectively.

1. THE ECONOMICS OF MONOPSONISTIC COMPLIANCE

Consider a profit-maximizing labor market monopsonist who can hire labor services,

L, at the wage rate w(lL), where w'(L)>0. Suppose also that the monopsonist can uti-
lize a fixed flow of capital services, K, at the cost of c(K), that output, Q(L,K),
can be sold at the price P, and that the marginal product of labor, the only vari-

able input in production, is positive and strictly decreasing; i.e., QL>0, QLL<0.

Suppose now that the monopsonist is obliged by law to pay a minimum wage M>w(l,),
where L, denotes the equilibrium level of employment in the absence of government
intervention. However, full-compliance with the minimum wage Taw will not come
about voluntarily, as the monopsonist may decide, in the absence of sufficient
inducement, agaiﬁst compiiance with the Taw, or choose to comply only partially,

by paying a wage which is higher than w{(L,) but lower than M. Paying less than




ON MONOPSONISTIC COMPLIANCE WITH THE MINIMUM WAGE LAW

. 1. INTRODUCTION

The determinants of noncompliance with the federal minimum wage law have been
the subject of three recent contributions to the minimum wage literature by
Ashenfelter and Smith (1979), Grenier (1982), and Chang and Ehrlich (1985; here-
after CE}). Considering a competitive firm faced with the ctoice of paying either
the statutory minimum wage or the free market wage, the pajers examine, under
alternative penalty schemes, the role of enforcement, the elasticity of labor

demand, and the disparity between the minimum and free market wages in generating

incentives for noncompliance.

A crucial feature of the competitive firm's decision problem analyzed in these

papers is that being a price taker the firm can only choose between full-compliance
{at the statutory minimum wage) and noncompliance at all (at the free market wage).
This "all or nothing" rigidity is relaxed when one considers a monopsonized labor
market, as a monopsonist firm can choose to comply only "partially"” with the mini-
mum wage law, by paying & wage which is lower than the minimum but higher than

that which would have been paid in the absence of such a law. Also, whereas a com-
petitive firm's compliance decision is a two-stage process, involving the relative
evaluation of the maximum profit levels corresponding to full and noncompliance
states, a monopsonist's compliance behavior is simply a reflection of its (expec-

ted) profit-maximizing employment-wage determination.



