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1. Introduction

Substantia evidence exists on large wage differentials across workers with the same
observable productive characteristics (human capital, experience, etc.) but with different appearance
(race, gender, etc.). In addition, wage differentials are often accompanied by unemployment rate and
job duration differentials. For example, among young male high school graduates the average hourly
wage for blacks is about 15% lower than the equivalent for whites. And the unemployment rate of
blacks is twice that of whites (17% vs. 9%).! Two common explanations for these phenomena are
unobserved productivity differences and discrimination. The main difficulty isto empiricaly distinguish
between these explanations, since standard reduced form wage regressions cannot separately identify
unobserved productivity and discrimination effects (Eckstein and Wolpin, 1996). Using readily
available data there is a need for a structural model that distinguishes between the effects of
unobserved productivity and discrimination by identifiable parameters.?

In this paper we andlyze an equilibrium labor market search model that contains both
discrimination and skill differences among workers of different appearance.®> We follow Becker's
(1957) theory of discrimination by assuming that there exists a positive fraction of firmg/managers that
have a disutility taste parameter toward workers with a certain appearance, called type B workers.
These workers may dso have alower productivity (skill level) than the other type of workers, type A.

Workers search for jobs while unemployed and while they are working. Job offer rates are lower for

! See table 1 below. The empirical literature on the economics of discrimination is vast and largely
emphasi zes the earnings gaps as surveyed by Cain (1986). In the case of racial differences Donohue and Heckman
(1991) emphasized the convergence pattern of the black-white wage gap between 1960 and 1980. Chay and Lee
(1997), and the literature cited there, indicated that convergence stopped in the 1980's with the mean wage gap
remaining between 15 and 20 per cent. Most recent discrimination research has focused on better controlling for
productivity differences between blacks and whites. Neal and Johnson (1996) found that a large portion of the
black-white wage gap can be explained by differencesin skill as measured by AFQT scores. However, Chay and
Leefound asubgtantial gap remains even under their attempt to control for unmeasured productivity differences.

2 Alternatively, the availability of firm data on productivity matched with worker data on wages helps to
differentiate between these two explanations (see e.g. Hellerstein and Neumark 1995).

3 The mode is based on the Mortensen (1990) equilibrium search model. Bowlus (1997) used this model
to study male-female wage, turnover and duration differentials. Bowlus, Kiefer and Neumann (1998) used the same
framework to study black-white wage and duration differences.
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less productive and disliked workers (type B). Employers maximize utility (afunction of profits and
any disutility) by choosing awage for workers depending on their skill and appearance. In equilibrium
the utility from each type of worker is equalized across like firms. The steady state earnings
digtributions and unemployment durations are solved endogenoudy for workers of different appearance
and skill.

Using the analytical solutions for these distributions, we show that the disutility taste
parameter, the fraction of firms with this parameter and the skill differential can be identified using
standard labor market survey data. Thisis possible because unobserved productivity differences and
discrimination affect the earnings distributions in distinctly different ways. That is, the presence of
discrimination implies the existence of kinksin the earnings distribution, while productivity differences
imply a particular stochastic dominance between the earnings distributions of the worker types. Even
without productivity differences, the model predicts wage and unemployment differentials that are
congstent with the main facts presented for blacks and whites. That is, the mean wage offer and mean
earnings of type B workers are lower than those for type A workers, and the unemployment rate and
mean unemployment duration are higher for type B workers.

The empirica rdlevance of thismode depends on the possibility of identifying the parameters
related to discrimination and skill differences from standard available data as well as matching the main
facts. We use data on black and white male high school graduates from the National Longitudinal
Survey of Youth (NLSY). The data consist of workers' unemployment durations, job durations, and
wages. The unemployment and wage differentials in the sample are consistent with evidence from
many other sources including the evidence on AFQT scoresin Neal and Johnson (1996).

Matching first moments from this data with predicted moments from the model we estimate
the structural parameters. The estimated parameters fit the mean unemployment and wage differentials
observed in the NLSY sample and are consistent with the model. Both discrimination and skill

differences are important in explaining the black-white wage and unemployment differentials. We
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estimate that the productivity level of blacksis 9% lower than that of whites. This number is strikingly
close to the 7.4% productivity difference estimated using standard earnings functions with AFQT
scores as done by Nedl and Johnson. Given that AFQT is not a full measure of ability differences, our
results are quite plausible. Furthermore, we estimate that 50% of the firms have disutility from
employing blacks, and their disutility factor is 33% of the white productivity level.

The combination of search and discrimination in our model is most closely related to Black
(1995). In Black's equilibrium search mode afraction of firms refuse to hire some workers on the
basis of appearance. Thisleadsto alower reservation wage for those workers and hence alower mean
wage. Our model deviates from Black'sin two important ways, first the disutility from hiring type B
workersis allowed to be low enough such that all employers hire type B workers albeit at a possibly
lower rate, and second workers are alowed to search both on and off the job. Both aspects are
important for our results.

In our model we assume that the fraction of firms that have disutility from certain workersis
afixed proportion of the potential employers. Hence, there is no infinite number of potential firms that
do not have this disutility and, therefore, the Arrow (1972) critique of Becker (1957) does not hold.
That is, there is no infinite supply of firms that can enter the market and in the long run make the
proportion of firmswith adisutility effectively zero. Moreover, the presence of search frictionin the
mode alowsfirmsto have monopsony power, and therefore, the discriminatory behavior survivesin
equilibrium.

In the next section we describe the model and section 3 discusses its properties and their
relation to the data. In section 4 we discuss identification, the data and show the estimation results.
Since the estimates imply discrimination is a factor, we conduct an analysis of equal pay policiesin
section 5. In comparing worker types of equal productivity we find that equal pay policies do not
necessarily eliminate the wage differential. If discriminatory hiring practices are in place, equa pay

policies may reduce but cannot eliminate the wage differential between type A and B workers.
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However, if the equal pay policy is supported by equal offer rates and employment rates for the
different worker types, wages and unemployment will be equalized. Thisresult isin contrast to the
result by Coate and Loury (1993) who use aversion of the statistical discrimination theory studied
initidly by Arrow (1973). Intheir model affirmative-action policies may imply that equally productive
workers are perceived by employers to be unequally productive.*
2. TheMode

There are M workers divided into two types. (1-0)M are type A and OM are type B. The
worker types differ by appearance aswell as productivity. Type A (B) workers have productivity level
P, (Ps), where P, > P, since we assume that type A workers may have a higher skill level. Firmsare
managed by owners, and they maximize utility that depends on profits and the owner/manager
preferences over the types (A and B) of workers. A fraction vy, of the ownersmanagers have alinear
disutility d when having a type B worker (labelled as disutility firms) and 1-y, firms do not have a
disutility (labelled as non-disutility firms). The number of firmsis normalizedto 1. 6 and vy, are
exogenoudly given.

The arrivd raes of offersfrom the firm types vary across worker type and state of employment.
We assume that both firm types respond to productivity differences by searching lessintensively for
the lower productivity type. We also assume that disutility firms search less intensively for type B
workers than non-disutility firms because of their distaste for type B workers. In the model these rates
aredl exogenous® Thearriva rate of offersto unemployed (employed) type A workers from both firm
typesis A, (4,), and it is assumed that workers search more intensively while unemployed than while

employed, A, > A,.

*Thereis alargetheoretical literature on discrimination. Coate and Loury (1993) provided a nice survey
of this literature and the results on affirmative-action policies.

®Robin and Roux (1997) endogenize the arrival rates in the Mortensen (1990) model. This important
extension complicates the model but, given their work, is not expected to change our main results given the way
we set the arrival rates below.
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The differencein arrival rates between type A and B workers due to productivity differences
is governed by a proportional factor |, O<p<1. Firms put less effort into their search for less
productive workers, hence, only if P,=P; do we set p=1. This last case implies a modd of
discrimination only. The difference in arrival rates between type A and B workers due to disutility is
governed by a proportional factor k, O<k<1. Disutility firms put less effort into their search for type
B workers, the workers they didike. Then, only if d=0 (or y,=0) do we set k=1, resulting in amodel
with pure productivity differences. If k=0, disutility firms do not search for and, therefore, do not hire
type B workers. If k=1, the search intensities for type B workers by disutility and non-disutility firms
arethesame. Ingeneral, the arrival rate of offers to unemployed (employed) type B workers by non-
disutility firmsis pA, (UA,) and by disutility firmsis pkA, (pkA,). For simplicity the job destruction
rate, 8, is assumed to be the same for all workers and firms.°
Firms

Managers maximize utility (U) by setting wages for type A and B workers taking the
reservation wages and wage offer digtributions as given. Firms are dlowed to only post one wage offer
for each worker type. That is, wage offers can be conditional on worker type but not on the state or
current wage of aworker. Utility is additive in worker type. For non-disutility managers U, is equal

to the firm's profit function.

Un(WA’WB) = (PA_WA)InA(WA) * (PB_WB)InB(WB) 1)

wherew is the wage offered to type i workers by the firm and |} (w) is the steady-state labor stock of
typei workers for a non-disutility firm offering wage w, (i=A,B). For disutility managers U, is equal

to profits minus the disutility (d>0) they receive from employing type B workers:

Uy(WpWg) = (PA_WA)IdA(WA) + (PB_d_WB)IdB(WB)' )

®This assumption is relaxed when we estimate the model.
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We assumed issmal enough such that disutility firms receive positive net utility from employing type
B workers.
Workers

Workers maximize utility over an infinite horizon in continuous time by adopting a reservation
wage strategy that is state dependent. The reservation wage while employed is the current wage, w.
That is, the optimal strategy of an employed worker isto accept any outside wage offer greater than
the current wage. The reservation wage while unemployed is solved by equating the value of
unemployment with the value of being employed at the reservation wage. The vaue of being
unemployed depends on the value of non-market time and the value of future possible states. These
include receiving and accepting an offer from a non-disutility or disutility firm. 1f no offer isreceived
or if an offer is rgjected one continues to receive the value of being unemployed. Thus, the value of

unemployment for atype A worker, V2, is given by

(L+BdiVy = bdt + A (1-y,) dtE,max (Ve (w),V,;)

3
+ AoYqAtESmax (Ve (W), V) + (1-A,dVy) @)

where 3 istherate of time preference and b is the common value of non-market time. It is the sum of
the value of non-market time, the probability of getting ajob offer from a non-disutility firm and the
expected vaue of that offer, the probability and the expected value of getting an offer from a disutility
firm, and the probability and value of remaining unemployed.

Likewise the vaue of being employed isafunction of the current wage and possible transitions
such as accepting an outside offer and moving to another firm or having ajob destroyed and moving
to unemployment. The value of being employed at wage w (independent of firm type) for atype A

worker, VA(W), is given by



(1+pd)VEW) = wdt + Ay (1-yy) dtE | max(VE(W),VE W)
+ dyYgOtE S max(VEW), VW) + StV (4)
+ (1-(A,+0) dO) VE(wW).

It isthe sum of the current wage, the probabilities and expected values of job offers from non-disutility
and disutility firms, the probability and vaue of losing ajob and the probability and value of remaining
employed at wage w.

The vaue functionsfor type B workers differ from equations (3) and (4) because of arrival rate
differences and possible wage offer differences. They are given by

(1+Bd)VS = bdt + pAL(1-y,)dtE, max(Ve (W), V) +

(5)
MkAgYGEE, max(VE (W), V) + (1-(Ao(L-vg) kA ) d) V)

and

(1+pd)Vew) = wdt + pa,(1-y ) dtE | max(Ve (w), Ve (w))
+ kALY OtE Smax(VE(W), Ve W) + ddtV,] (6)
(LA (L-yg) HKA, v, +8) dt) VE(W).

Because expectations are taken over wage offers, the worker’ s value functions are a function
of the wage offer distributions of the firm types. Let Fi(w) (F}(w)) be the endogenously determined
wage offer cumulative distribution function (cdf) of non-disutility (disutility) firmsfor typei (i=A,B)
workers. These need not be the same, and in generd are not, across the worker types. The reservation
wage while unemployed for aworker of typei isthe value of r; that solves the equation, Vi(r,)=V{,. For

the value functions given here, r, and rg are given by (see Mortensen and Neumann (1988))

b }(ko—kl) ((1—vd)(1—Fn’:(w))+vd(1—Fd’;(w))) i
B+0+A, (LY (L-F (W) + vo(1-F'(w)

A

()



and

b+ }“(AO‘Al)(l-Yd)(l—Ff(w))+uk(xo—xl)vd(1—Ff(w)) dw
B B+8+pAy(L-y)(L-F (W) + ukA,y,(1-Fg W)

s

(8)

For the sake of simplicity, without loss of generality, we assumethat 3 isequd to zero.
Equilibrium

We use the following standard equilibrium conditions (e.g. Mortensen (1990)) to solve for the
steady state equilibrium wage offer distribution and labor supply:

a) The reservation wages of the two worker types are utility maximizing given their respective

wage offer distributions.

b) The flows of workersin and out of each state are equal.

) U,, isequdized across non-disutility firms and, given the reservation wage strategies of both

worker types and the wage offer strategies of the disutility firms, U, is maximized.

d) U, is equalized across disutility firms and, given the reservation wage strategies of both

worker types and the wage offer strategies of the non-disutility firms, U, is maximized.

Because the utility functions are additive in worker types and firms are setting type-specific
wage offers, the equilibrium can be solved asif the workers were in separate markets. That is, one can
solve for the steady state flows and equilibrium wage offer distributions for type A and B workers
Separately.
Flow Conditions

In steady State the flows of workersin and out of unemployment and employment at each firm
type must beequal. The flow of type A (B) workers into a firm offering wage w, (ws) must be equal
to the flow out. Let UE' be the steady-state number of typei unemployed workers and G'(w) be the

fraction of typei workers earning w; or lessin steady-state (i=A,B), that is, G'(w) is the earnings cdf.
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Because the arrival rates are the same, the type A labor supply stocks are equal (I5(wy)=14(w,)=1*(w,))
and the flow condition for each firm typeis the same:

AQUE A+ 4,G Aw,)((1-8)M-UE*) =
S AW + A, (1-y ) (L-F W) AW,) + A v4(1-F4 (W)l Aw,).

9)
Theleft hand side of equation (9) represents the inflow of type A workersto afirm paying w, and the
right hand side the outflow. Disutility and non-disutility firm’s labor stocks of type B workers are not
equal at a given wage because of arrival rate differences. The equilibrium flow conditions that
determine the labor stocks of type B workers in non-disutility and disutility firms are, respectively,
given by

HAUE B+ A, G B(wg)(6M-UE B) =

81,5y + 1A, (L-y,) (1 F S, Bw) + A,y (1 F )l Ew) (10)

and

HKALUE B+ kA, G B(wg)(6M-UE ®) =

1 2W,) + Ay (L) (L-F Bl Ewg) + KAy (L-FEwo))l Ewy). (1)

UE", UE®, G*(w,) and GB(wg) can aso be solved from flow conditions. Equations (12) and

(13) equate the flows out of and into unemployment for type A and B workers, respectively.

Ao(1-Y)(L-F A J)UE A+ v (1-F4\r J)UEA = 8((1-0)M-UE A (12)

M AG(1-v)(1-F.(r ) UE B+pkA,y (1-F(rp)) UE B = 8(6M-UEB) (13)

The flow conditions that relate the offer distributions and the earnings distributions are given in (14)
and (15). The left hand side of each equation gives the steady-state number of workers who receive
acceptable wage offers below w from unemployment, and the right hand side contains the number of

workers with wages below w who exit to unemployment or to higher paying firms.
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ALY )(Fl W) -F 2 ) +AgYo(Fq Wy -F (r NIUE A =
G AW)((1-0)M-UE A) +[A,(1-v ) (1-F, (w,)) + (14)
A, o(1-Fo W)l G Aw,)((1-6)M-UE #)

[ Ag(L-Y ) (F (W) -F o (rg)) +HkA, Y 4(F 4 (Wg) ~F £ (r o)) ] UE B =
5G B(W)(OM-UE B) + [uA,(1-y,)(1-F (Wg)) + (15)
HkA;v4(1-Fg'(Wg))] G Bwg) (OM -UE ®)

Together equations (9)-(15) imply expressions for the labor stocks, unemployment levels and
earnings digtributionsin terms of the wage offer distributions of the firms. We turn our attention now
to the solution of the equilibrium wage offer distributions for type A and B workers. The separability
of the production function and the supply of Iabor enables us to analytically solve the equilibrium wage
distribution for each type of worker independently.

Wage Distribution: Type A Workers

Let FA(w,) be the fraction of all firms paying w, or lessto type A workers

FAW,) = (1-yg)Fawy) + y4Fq(wy). (16)

Because the utility from type A workers is equal across the firm types, the wage offer distributions for
type Aworkersarethe same, i.e. Fi(w,)=F3(w,)=F*(w,). In addition, no firm offers a wage below the
reservation wage, since these offers would aways be refused, i.e. FA(r,)=0. Substituting these
conditions into equations (9), (12) and (14) and solving for the labor stock function yields

(1-6)Mx,(1+x,)

| A - A = | A =
n (W) a (W) W (1+xg) (L+x,(1-F A(WA)))2

(17)

where k=10 and x,=1,/8. F*(w,) is solved from the condition that utility is equalized across

managers, that is
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Pyt DI AT = (Pyr-w)l Awy). (18)

Substituting in the labor stock function and solving for FA(w,) yields

1+x l+x, P,-w, 1
FAWY) = —2 - () (") rycw<wh, (19
Kq Ky PaTa

where wh, is the highest wage paid to type A workers.” The reservation wage, r,, is solved for by

substituting F*(w,) into equation (7) and wh, from FA(wh,)=1. The resulting expressions are

i (1+k)%b + (kKK P,

(20)
A (1K) + (Ko-K,)K,
and
wh, = P, - ( )2 (P ). (21)
+Kl
The earnings distribution, G*(w,), can be solved from equation (14) and is given by
A 1., PaTa®
GAW,) = (G221 ryswyswh, (22)

Ky FaA™Wa
Figure 1 presents the earnings distribution function of type A workers. The convexity of this function

implies that the density is monotonicaly increasing.®

7Thewage offer digtribution equilibrium is the same as in Mortensen's (1990) model with homogeneous
firms and workers.

8This result is inconsistent with data on wages. The model would therefore need to be modified to
empirically implement its full estimation. One possibility is to introduce firm heterogeneity in the form of
additional types (e.g., Bowlus, Keifer and Neuman (1998)). Extending the model to include discrete firm
heterogeneity does not affect the main results of this paper, and therefore, for simplicity, we maintain the single
productivity level assumption.
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Wage Distribution: Type B Workers

To solve for the type B wage distribution we follow Mortensen (1990) and show the
distribution must be segmented for al 0<k<1 with disutility firms only offering low wages and non-
disutility firms offering higher wages.® Formally we state it in proposition 1.

Proposition 1: If O<k<1, then there exists an equilibrium that satisfies:

Mk (1+KB)6M
IdB(WB) = = . Bl Mg < Wg < Wh, (23)
(1) (L +pki, v4(1-Fg (Wg)) +HK, (1-v,))?
VRN (1+KB)6M
InB(WB) = B 0 ! B VVhdSWBSVVhB (24)
(1K) (1+px, (1-v)(L-F (Wp)))?
1+x® 1+ P.-d-w, Z
:(Kl - :(Kl PB 5 W2 ngWBgth
Fowy = b BT TerCTe (29
LR (l+uK1(l_Yd) R )2 wh,<w, <wh
KK, KK, Pg-wh, =BT B
and
Pg-d-rg 2
P rBEyE g rcwg<wh,
k, k2 Pg-d-Wg
G8(w,) = L 8 (26)
B K o (1+ky) Py-why 2
T 1) Pw, e
K, Ko 1 d B~ ''B

wherewhy is the highest wage offered to type B workers; wh; is the highest (lowest) wage offered to

type B workers by disutility (non-disutility) firms; k% = ux;(1-y,) + pkx;y, (i=0,1); and FB(wy) isthe

®The assumption of a proportional reduction in the offer arrival ratesis more restrictive than needed for
this proposition to hold. A sufficient and more general condition for segmentation is k, <k, where k; (k) isthe
disutility firm’s reduction in the type B worker’ s offer arrival rate while employed (unemployed).
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market wage offer digtribution, the fraction of al firms paying w;; or less to type B workers (F3(wg)=(1-
Y Fa(We) +YdFa(We))-

Proof: See Appendix A.

Figure 1 presents the segmented type B earnings distribution. The shapes and locations of the
type A and B distributions are different, due to both discrimination (d and y,) and the productivity
differentid, but in different ways, which enables us to identify these parameters. In figure 1 we have
depicted the type A digtribution as stochadticaly dominating the type B distribution. In the next section
we prove that thisis a property of the equilibrium.

3. Equilibrium Properties™
Wage differentials

Wage differentias between type A and B workers, as well as unemployment rate and duration
differences, can be generated in this model through three main mechanisms: productivity differences,
search intensity differences and discrimination. In this section we present several propositions
describing the main features of the equilibrium in section 2. The first key result is that the type A
earnings distribution stochastically dominates the type B distribution.

Proposition 2: If P;<P,, O<p<1, and O<k<1, thenry < r,; GA(W)<GBWw) for al w; and the

mean wage offer and mean earnings for type B workers are lower than those for type A

workers.

Proof: See Appendix A.

The relationship between the earnings distributions is depicted in figure 1. The lower wages

for type B workers stem from their lower productivity level, lower arriva rates, and the influence of

10 The wage distribution is also segmented if there is discrete firm heterogeneity. The segments are
ordered according to net productivity levels (productivity - disutility). In this case a disutility firm with high
productivity level may offer a higher wage than a non-disutility firm with alow productivity level.

M The properties of this section hold in the presence of discrete firm heterogeneity.
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disutility firms on the shape of the wage offer distribution. The latter implies that type B workers have
lower wages even if their arrival rates and productivity levels are the same as type A workers. Arriva
rate differences do imply an added effect of hindering the movement of type B workers up their wage
offer distribution relative to type A workers. This, in turn, drives the earnings distributions further
apart.

Because discrimination is a common explanation for wage differentials, proposition 3
establishes the effects of the disutility parameter, d, and the fraction of disutility firms, vy, on the wage
differential.

Proposition 3: The wage differential between type A and B workersis positively related to d

and vy

Proof: See Appendix A.

Thus, the wage differential is a function of the disutility parameter, unlike in Black's (1995)
model where only the fraction of disutility firms matters and the competitive framework where no
differentia emerges only segregated firms. Here complete segregation, i.e. firms with only type A
workers, occursonly if por k equals zero. Aslong ask and P are greater than zero, the labor stocks
of dl firmsare composed of both type A and B workers. If kislessthan one, then the fraction of type
B workers a disutility firmsis less than 0, the population proportion, and the fraction at non-disutility
firmsisgreater than 6.2 Of course, the productivity differential also affects the wage differential. A
widening of this differential widens the wage differential. In addition proposition 4 characterizesthe
ordering of the productivity and wage differentials.

Proposition 4: If the only difference between types A and B is the productivity level, then the

mean wage differential between the typesis lower than the productivity differential.

210 maki ng these compositional comparisons we assume that the placements of the firm in the type A
and B wage offer distributions are the same. That is, FA(w,)=F®(wg) for all firms. Without this assumption it is
not possible to make comparisons across firm types with respect to labor stock composition.
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Proof: See Appendix A.
Thisisagenera point that says that search selection for jobs implies that mean wage differentials are
lower than the difference in productivity.
Unemployment differentials

The different job offer arrival rates to type A and B workers generate differences in
unemployment rates and average unemployment and job durations. If the search intensities for the
worker types differ, the effective arriva rates of job offers are different across the worker types. The
arrival rate of offerswhile unemployed for type A workersis Ao, whileit is pAy(1-y4)+ukAqy, for type
B workers. Since dl wage offers are accepted during unemployed search and the arrival processes are
Poisson, unemployment durations are exponentia with means /A, and 1/(pAy(1-v4)+kAqy,) for type
A and type B workers, repectively. If O<k<1 or O<p<1, the mean duration of unemployment is higher
for type B workers. Unemployment rates, ue, and ue;, are found by solving equations (12) and (13)
for UE* and UE® and dividing by (1-6)M and 6M, respectively. A comparison of the two yields the

following relationship:

_ H )"o(l_Yd) +H k)"oYd )"0 B
ueg = > = ue,. (27)
S+UAH(L-vy) +UKAgyy  O+A,

Job spell durations are also governed by exit rates. The average exit rates for type A and type B

workers are, respectively, given by

wh

" o1+
[ (642, F A g, - 2=

1

In(1+x,) (28)

and
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\NhB
[ (B, (L-F ) KA,y (L-F (W) g Bg) g
e 5 (29)
= o(Lrxy) In(1+1<?)
Ky

where g'(w) is the probability density function of the earnings distribution, G'(w), for type i workers
(i=A,B). Theexpresson (1+x)*In(1+x)/x isincreasing in x. Therefore, since k, > x5, the average exit
rate for type A workers is greater than that for type B workers. A higher average exit rate implies
shorter average job spell durations for type A workers. Thus, the modd is able to generate not only
wage differentids but also many of the duration and rate differentials often found in conjunction with
wage differences. Note, however, that if there are no search intensity differences (k=1 and p=1), the
mean durations, average exit rates and unemployment rates are equal.
Profit differentials

Because of the presence of d, the total utility a disutility manager receives from hiring type B
workersislower than that received by non-disutility managers.®® Thisistrue even if the arrival rates
arethe same (k=1). Sincethe utility from hiring type A workers is the same across the firm types, this
resultsin alower level of utility overal for disutility managers.** Profits for non-disutility firms are the
same as the utility of a non-disutility manager posting wage offers (w,, W), and therefore, profits are
equalized across non-disutility firms. Profits for disutility firms do not equa the utility of their
managers because of the disutility. Across the firm types profits are the same from type A workers,

but not from type B workers. Proposition 5 characterizes the properties of the profit functions.

2 Thisrel ationship is easiest seen by comparing the utility of a disutility and a non-disutility manager
offering wage wh, to type B workers. The disutility manager has a lower per worker utility because of the presence
of d and, if k<1, alower [abor stock of type B workers as well.

141t arrival rates were tied to total utility then this ordering may give some justification, besides
prejudicial behavior, for disutility managers to offer lower arrival rates to type B workers.
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Proposition 5: The profit function of disutility firmsis non-decreasing in w for rg<wg<wh,.

Disutility firms earn lower profits than non-disutility firms.

Proof: See Appendix A.

Thislast result isagenerd finding in the discrimination literature - that is disutility firms make
lower profits. Arrow (1972, 1973) criticized Becker's (1957) model for not being sustainable in the
long run because with free entry non-disutility firms can buy out disutility firms. Note that the key
assumption here is that there exists a positive fraction of the population of firms that have disutility
from type B workers. If there are infinitely many non-disutility firms, then this assumption would not
hold.

4. Identification, Data and Estimation

In this section wefirst show that we can differentiate between discrimination and unobserved
productivity differences by identifying al of the underlying parameters using NLSY data. We examine
the data and show that they are consistent with recent work on discrimination. Using moments of this
data we provide estimates of the model’ s parameters.

Identification

The ability to differentiate between unobserved productivity differences and discrimination in
our model is possible because each affects the earnings distributions of type A and B workers
differently. To see this it is helpful to examine the pure productivity case (d=0) and the pure
discrimination case (P,=P;) separately. The earnings distributions for type A and B workers are shown
in figures 2 and 3 for the pure productivity and pure discrimination cases, respectively. Notethat in
the pure productivity case the locations of the distributions differ, but their shapes are smilar. Thisis
not true in the pure discrimination case. Here a kink emerges in the type B earnings distribution at
GB(wh,). Thuswhile the earnings distributions for type A workers are the same under the two cases,

they substantialy differ for type B workers.
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In the pure productivity case (figure 2) the distance between the two distributions is governed
by the difference in P, and P;. In addition, p determines the curvature of the type B distribution
relativeto the type A distribution. Thelarger the reduction in search intensity, the less convex the type
B digribution is. In the pure discrimination case (figure 3) the distance between the two distributions
is influenced by the disutility parameter d as it affects the reservation wage of type B workers, the
highest wage paid to type B workers, and the lower portion of the type B earnings distribution, i.e., all
wages paid by disutility firms, including the location of the kink point. Thekink is also directly related
to the fraction of disutility firmsin the market, v4. And finaly the curvature of the lower portion of the
type B earnings digtribution relative to the type A distribution is influenced by k, the reduction in search
intengity for type B workers by disutility firms.

The differing shapes of the type B earnings distributions lead to strong predictions regarding
trends in the wage differentia as one moves up the earnings distribution. That is, as one examines
higher percentiles of the earnings distribution different predictions emerge as to the direction the
differential ismoving. These are outlined in proposition 6.

Proposition 6: In the pure productivity case with p=1 the wage differential between type A and

B workersincreases as the earnings percentile increases. 1n the pure discrimination case with

k=1 the wage differentia increases as the earnings percentile increases until G®(wh,), after

which it decreases.

Proof: See Appendix A.

When both unobserved productivity differences and discrimination are present (figure 1), it is not
possible to sign the direction of the wage differential. However, it is clear that only if discrimination
is present can the wage differential fall.

Because of these differential effects wages can be used to identify the productivity and
discrimination parameters. They can aso help with the identification of the arrival rate parameters.

However, the main source of identification for the arrival rates comes from information on durations
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and trangitions across ates. Type A worker’ s durations and transitions are governed by, and therefore
can identify, the main arrival rate parameters of A,, A, and 8. The rates, durations and transitions for
type B workers are functions of their effective arrival rates piy(1-v4)+ukAqyq and pA,(1-y ) +ukAd v 4
and 6. Thus, differences in rates, durations and transitions across the types identify the parameter
combination pY(1-vy4(1-K)). Since pand vy, can be identified from wage data, kisthen recoverable from
any duration or transition difference across type A and B workers.”®

We have shown that unobserved productivity differences and discrimination affect the earnings
digribution differently in our modd and can therefore beidentified. 1t should be noted that a necessary
condition for identification is that there exist some firms with no disutility for type B workers, that is
vq4< 1. Otherwisg, if 4 = 1, one cannot distinguish between two cases: (i) a market with unconstrained
unobserved productivity differences and d=0 and (ii) a market where d is positive and equa to the
productivity differencein the first case. However, these extreme cases are of no particular interest.

An dternative specification iswhere type B workers are of two productivity types - P; and Pg -
d, while type A workers are only of onetype. This case isnot equivalent to ours as the productivity
differences now al reside with the workers and are not specific to any firm. It resembles the pure
productivity case with P; replaced by the expected productivity of type B workers and, therefore, does
not result in akinked distribution. To retain the kinked distribution feature it is necessary to assume
that type B workers are only less productive at a certain fraction of firms, y,. In this case worker
productivity isfirm specific. An explanation is needed as to why type B workers are less productive
at some firmsthan others, when type A workers are equally productive at all firms. One possibility is
the claim of customer discrimination. In this case the analysis would be the same asin our model. An

aternative explanation is to assume segmented markets for type A and B workers with some low

% For the case of an extended model with discrete firm heterogeneity, identification is still possible. The
main conditions are that the unobserved productivity differences are the same for al firms and the disutility
parameters are the same for al disutility firms asin the current model.
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productivity firms only offering wagesto type B workers. However, this leads to segregated firms and
is not consistent with a single market endogenously producing wage differentials.
Data

For estimation we use standard labor market wage, duration and trangition data from the NLSY
covering the period between 1985 and 1988. To maintain a more homogeneous sample in line with
our model we restrict our sample to black and white males who graduated from high school between
1978 and 1984 and have not pursued further education nor served in the military over our sample
period. Each respondent must have been interviewed in 1986 and must either be employed in afull-
time job (> 35 hours per week) in the private sector in April 1985 or, if unemployed, have found a
private sector full-time job before December 1988 and must not have spent more than half ayear's
time (> 26 weeks) out of the labor forcein each year between 1985 and 1988. These latter restrictions
are common in the search literature when only 2 labor market states are modelled as they ensure a
sample that is actively participating in the labor force. For each respondent we collect his state of
employment in 1985, wage, job duration, transition following the job duration (either job-to-job or
employment to unemployment) and any unemployment durations prior to or following the job duration.
A complete description of the data and information collected is given in Appendix B.

Table 1 contains acomparison of mean vauesfor each of these components across blacks and
whites.” For this group of young black and white males several differentials emerge. Black males
have an unemployment rate that istwice that for white males with a mean unemployment duration that
is 2 months longer. Their mean job duration is shorter and a higher fraction of their jobs end in

unemployment. In addition, the mean weekly earnings for black malesis 85% that of white males.

®GED recipients have been dropped.

Y Appendix B contains a description of how these means are calculated.
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Thus, within the framework of our model we define white males as type A workers and black males
astype B workers.

The datain the NLSY exhibit a black-white wage differential that is consistent with other
studies (see footnote 1). Note that our sample is fairly homogeneous given the age and graduation
restrictions and our direct control for gender and education. As stated in the introduction standard
reduced form wage regressions cannot separately identify unobserved productivity differences and
discrimination effects. One approach in the reduced form literature has been to look for proxies for
productivity differencesin the data. With respect to the NLSY Neal and Johnson (1996) have, for
example, sudied the relationship between wages and AFQT test scores. They found that AFQT scores
are a significant determinant of wages and explain 63% of the black-white wage differential after
controlling for education.’® Table 2 presents analogous results for our sample. In column 1 of table
2 we report the overal black-white wage differential to be explained using log wages.® Age
differences are controlled for in column 2. This does not lead to areduction in the black-white wage
differential for our sample. In column 3 weinclude AFQT scores and their square.®® Even though our
samples differ? it is worth noting how close our results match those of Neal and Johnson. After
controlling for AFQT scoresthey found blacks ill earn 7.2% less than whites, down from 19.6% with
controls for age and education. In our sample controlling for AFQT scores reduces the black-white

wage differentiad from 16.9% to 9.5%. Tresating the test scores as a measure of skillsthat trandate into

B FQT explain 75% of the black-white wage differential in the absence of education controls. Since we
control for education, we compare our findings to those in Neal and Johnson with education controls.

¥For the regressions in table 2 we combine all weekly wage observations in our sample.

ZAsin Neal and Johnson we use age-adjusted AFQT scores from the 1989 version. On average blacks
in our sample score 39.44 points lower on the AFQT than whites. Neal and Johnson reported nearly the same
vauefor their sample at 39.25. The scores used in the regressions have been standardized to have a zero mean
and a standard deviation of one.

ZINeal and Johnson used only those workers who graduated from high school before 1981, include all
levels of final education, and examine wages from 1990 and 1991.
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productivity differences through a production function and assuming workers are paid their margina
products produces an estimate of a 7.4% average unobserved productivity differentia between white
and black high school graduates.

It is not clear if the AFQT scores measure ability or other ethnic and cultural differences
between individuals. However, even if we agree to the Neal and Johnson approach of using AFQT
scores as ameasure of pre-labor market factors affecting productivity, thereis still a substantial wage
gap that has to be accounted for. In the next sub-section we estimate the productivity differences
jointly with discrimination without using the AFQT data. It isof interest then to compare our estimates
to those from the regression estimates using AFQT scores.

Estimation

Using the data described above we estimate the structural parameters of our model. The
egtimation is based on matching first moments of unemployment and wages to the moments predicted
by the model.?? This is a Smple way to demonstrate the identification of the discrimination and
productivity parameters and to check whether the model can match the observed wage and
unemployment differentials. At this stage the specification of the model is not rich enough to be
interesting to fit the entire densities of wages and durations by maximum likelihood, asin Bowlus,
Kiefer and Neumann (1995,1998) and van den Berg and Ridder (1998). However, because we are
matching means, moving to a more complicated setting with firm heterogeneity is unlikely to have
much effect on our results. This is because in the presence of firm heterogeneity the means of the
earnings and wage offer distributions can be written as functions of the homogeneous means evaluated

at the average productivity leve plus aterm involving the productivity distribution itself (Bontemps,

Z2n across-country study Ridder and van den Berg (1998) also used moments (from aggregate data) to
estimate the Mortensen (1990) model and showed that for many countries the results are similar to those found
using maximum likelihood on panel data.
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Robin and van den Berg, 1997). 2 In addition Bowlus, Kiefer and Neumann (1998) showed that the
parameter estimates related to durations and transitions, i.e. the arrival and destruction rate parameters
are not sensitive to specifications of the productivity distribution.?

Using the mean moments from table 1 instead of densities, we set up ajust identified system
of equations® In order to match the black unemployment rate as well as the black mean
unemployment duration we alow the job destruction rate 6 to vary across worker type in the
estimation. To start we identify A, from the mean unemployment duration for whites. As stated
before, any difference in unemployment rates, durations or transitions can identify p(1-v4(1-k)). We
use the difference in mean unemployment durations to estimate this parameter combination. Equation
(27) shows that we can estimate 6, and &z from the unemployment rates of whites and blacks,
respectively. The fraction of completed white job spells that end in a transition to unemployment is
used to estimate A,. We could have also used the mean job duration for whites. However, we found
that it was difficult to find a parameter set that could match al of the remaining moments if we used
job spell durations.?

Turning to the wage moments we simplify the model by assuming that a minimum wage is
effective. The main reason isthat without measurement error in wages the lowest observed wages are
the consistent estimators for the reservation wages. This assumption isnot compatible with r, > rg and,

therefore, we adopt the minimum wage model. The only difference from the model aboveisthat the

Z\We thank Gerard van den Berg for pointing out this result to us.

2Bowlus, Kiefer and Neumann (1998) estimated the Mortensen (1990) model using the empirical
cumulative density function of wages and found the arrival and destruction rate parameter estimates were
unchanged from those estimated using the model’ s implied analytic solution for the distribution of wages.

Bgince we do not intend to test the quality of the fit we do not report standard errors. The calculation
of standard errorsin this case is complicated by our use of percentile wage differentials in our set of moments and
would require the use of bootstrapping to recover the covariance matrix for the moments.

Bowlus, Kiefer and Neumann (1998) also found the model has a difficult time matching the mean of
the job duration distribution in conjunction with the other relationships in the data.
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minimum wage, w, isnow the lowest wage offered by firms and is known a priori. We set the weekly
minimum wage at $134.00. P, isidentified from the mean earnings of whites. Four remaining wage
moments are used to identify Pg, d, vy, and l. They include the mean earnings of black workers, the
mean wage offer of black workers, and the median and 75th percentile wage differentials between
black and white workers of 0.831 and 0.862, respectively, from the earnings distributions. Note that
the differential is decreasing as the percentile increases. From proposition 6 we know that this type
of relationship isonly consistent with the modé if discrimination is present in the labor market. And,
findly, given pand vy, we can recover k from our estimate of p(1-vy4(1-k)). Thefollowing restrictions
on the parameters are imposed: Pg>d+w, P,>w, d>0, O<y <1, O<p<1, O<k<1, A,>0, A,>0, 6,>0 and
05>0.

Estimation of the parameters allows us to distinguish between the competing hypotheses for
the observed wage differential. On the one hand, if d=0 and k=1 or if y,=0, then the differences
observed in table 1 between black and white males can be attributed to productivity differences only.
On the other hand, if P,=Pg and p=1, then discrimination is the only source for differences between
blacks and whitesin the sample.

Column 1 of table 3 shows the parameter estimates that result from the above process. The
parameter estimates indicate that productivity, discrimination and search intensity differences play
sgnificant rolesin the determination of the wage differential. The productivity level of blacksis 91%
that of whites. In linewith thisall firms search dightly lessintensively for blacks with pat .95. We
find that 50% of the firms are disutility firms with a disutility level (d) that is 33% of the white
productivity level. Disutility firms are aso found to substantially reduce their search efforts for black
workerswithk at .47. It isinteresting to note that while disutility firms make up 50% of the market,
they employ only 10% of black workers (G®(wh,)=.101). The arrival rates while employed are high

enough that most blacks are able to move out of disutility firms and into higher paying non-disutility
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firms. However, they have a much higher job destruction rate than whites and therefore spend more
time in unemployment.

In columns 2 and 3 of table 3 we present the estimates assuming models of pure discrimination
and pure productivity differences, respectively. When the restrictions P,=P; and p=1 are in place, the
disutility parameter fals but the fraction of disutility firms rises substantialy. In contrast, when d=0,
v~=0 and k=1, the productivity differential increases only dightly but the reduction in search is now
much larger with g at .73. Given the particular specification of the modd and the equilibrium
digtributions, this latter case is equivaent to the case with no productivity differential (P,=P;) and al
firms are disutility firms (y,=1). That is, we can match perfectly well both cases to the same set of
moments. However, testing which of the models is a better approximation of reality, requires more
elaborate econometric methods.

Our egtimate regarding the unobserved productivity differential of 9% is close, but larger than,
the 7.4% cd culated using the regressons with AFQT scores. This unobserved productivity differential
edtimate explains 60% of the black-white wage differentid in the data. In percentage termsthisis very
close to what the AFQT scores explain in both our data and in Neal and Johnson (1996).

5. Equal Pay Policies

Aswe have seen, even if worker types are equally productive, the presence of disutility firms
in the labor market generates wage differentials if firms are free to set wage offers conditional on
gppearance. Thisdifferentia iswidened if, in addition, the disutility firms search lessintensively for
type B workers. In this section we examine the effects of imposing equal pay restrictions on the firms.
That is, each firm must post and pay only one wage. To focus and simplify we do so within the pure
discrimination model (P,=Pz=P and p=1). There are two cases. The first case is where the offer
arrival rates are equal across firms (k=1). The existence of disutility firms does not justify this case

as possible without policy intervention such as anti-discriminatory hiring legidation. The second case
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iswhere search intensities are different (k<1). In each case we restrict the job destruction rates to be

equal (5=5,=5,).



27

Equal Pay When Offer Rates Are Equal

Because the arrival rates are equal, the labor supply behavior of the worker typesis the same.
The only difference between the firm typesis their expected utility per worker: P for a non-disutility
firm and P(1-0)+(P-d)0=P-6d for adisutility firm. Likethe wage offer distribution for type B workers
in section 2, the equilibrium wage offer distribution (for both type A and type B workers), F(w), is

segmented with the disutility firms offering lower wages than the non-disutility firms.

i 1+K1)(P—6d—w); r<wswh,
Fw) - K, x, P-6d-r (20)
1ok, (1+K1(1—Yd))( P-w 3 wh, <wswh
K, K, P-wh,
where
1+ (1-vy)
wh, = P-6d - (— "% > )2 (P-0d-r) (31)
1
wh-P- (L Y(P-wh) 32)
l+K1(l—Yd)
and
(1+x,)%b + (ky-K, ), (P-0d)
r =
(L+K))% + (KKK, )

(1+K1)2(K0_K1)K1(1_Yd)2d -
((l +K1)2 + (Ko _Kl)Kl) (l +K1(l _Yd))z

In this case blacks and whites face the same wage offer distribution as well as the same arrival rates
and therefore have the same reservation wage and mean wage offer and earnings. The wage
differentia is eliminated under equal pay.

To illustrate the effects of equd pay, we return to our empirical example in section 4. Intable

2 we presented estimates of the pure productivity model alowing k to vary and the &'s to differ. Here
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we have assumed k=1 and 6,=65. To account for this aspect we impose these additional restrictions
and egtimate the pure discrimination model without equal pay. The resulting parameter estimates are
the same as those in the origina pure discrimination case (column 2, table 2) with the following
exceptions: 6,=.0047, d=55.73 and y,=.9150. If we now impose equal pay on the firms, the mean
earnings of whites falls from $270.17 to $264.46 and the mean earnings of blacks increases from
$230.26 to $264.46.2" White workers are hurt by the equal pay legidation while black workers gain.
Interestingly both firm types are indifferent to the policy change. The increase in wages they must now
pay to black workersis exactly offset by the decrease in wages to white workers.

Equal Pay When Offer Rates Are Not Equal

When diautility firms practice discriminatory hiring (k<1), imposing an equal pay policy does
not necessaxily result in an dimination of the wage differential. Suppose we take an extreme example
of disutility firms refusing to hire type B workers (k=0).2 Then, in the absence of equal pay legidation
the equilibrium is the same as in section 2 with k set equal to 0. With disutility firms not offering
wages to type B workers, the non-disutility firms now operate in the entire wage range for type B
workers from r to whg. The resulting wage offer distribution for type B workersis

1+K1(1—yd) ) 1+K1(1—yd) P-wg
K, (1-vy) K, (1-vy) P-rg

1
2

F B(WB) = ) g <Wy<whg (34

where

_ (1+K1(1_Yd))2b + (Ko_Kl)Kl(l_Yd)ZP
(1+K1(1_Yd))2 + (Ko_Kl)Kl(l_Yd)z

(35)

B

%"These calcul ations were done assuming 6=.14, the fraction of blacksin the NLSY sample. Increasing
0 lowers the mean earnings and offers.

%The solution to the case of equal pay when 0<k<1 is currently unsolved. However, the example of k=0
is sufficient to show equal pay policies do not always eliminate the wage differential within this framework.
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and

1

wh, =P - (————
1+K1(1—yd)

B

)Z(P—I’B). (36)

Inthis casethe disutility parameter, d, does not enter into the wage offer distribution. All differences
between type A and B workers are driven off the effective arrival rate differences.

Requiring the non-disutility firms to pay the same wage to both worker types, results in the
following: (i) the reservation wage of type B workersis still lower than that of type A workers due to
the lower effective arrival rates of offers; (ii) it is possible that some non-disutility firms specidizein
hiring an all type B work force by offering wages in the [rg,r,) range; (iii) disutility firms only offer
wages abover, since they wish to only attract type A workers; (iv) disutility and non-disutility firms
dlocate themsdves dong the type A wage range so as to equalize utility among hiring type A workers;,
and (v) non-disutility firms allocate themselves aong the type B wage range (above r,) so as to
equalize the utility generated from hiring type B workers.

Condition (ii) is only true if it is possible to generate as much utility in this range as that
generated by offering r, and attracting both type A and B workers. Simulations show this only occurs
when 0 and y, arelarge. Sincethe wage differential remains even without this feature, we assume for
smplicity that the conditions for wages in this range to be offered are not met. Because of (iv), type
A workers face the same wage offer distribution as they do in the unequal pay case. Given thetype A

distribution and (v), the resulting wage offer distribution for type B workersis

1+x,(1- 14k, (1- -W\;
1( Yd) a 1( Yd) ( P W)2 ry < W< WhB (37)
K, (1-vy K (1-vy) P-r,

FBw) =

wherer , is given by equation (20) and whg equals

why =P - (—~
1+K1(1—yd)

B

)Z(P—I’A). (38)
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It is straightforward to show that why is less than wh, (equation (21)). So that while the mean wage
offer of type B workers has increased, due to the infeasibility of offering wages below r,, it is still lower
than the mean wage offer of type A workers.

Hence, equd pay policies reduce but do not eiminate the wage differential. In this case, type
A workers are indifferent regarding equal wage policies, while type B workers prefer equal pay.
Diautility firms are aso indifferent seeing the same utility from type A workers, but non-disutility firms
reject the equa pay policy since they have to pay type B workers a higher wage and still attract the
same labor stock.® 1t is possiblein this case for equal pay to have no effect on the wage distribution.
In the presence of a binding minimum wage, the lowest wage paid to both worker types under equal
pay isill the minimum wage. Replacingr, and ry with win equations (34) and (37) shows equal pay
brings about no change in the type B wage offer distribution. Because we have a minimum wagein
our empirical examplein section 4, imposing equa pay would not change the mean earnings of whites
and blacks if disutility firms refused to hire blacks (k=0).* Thus, the equal pay legidation would be
completely ineffective.

Findly, so far theimpaosition of equa pay has not affected the unemployment rate gap between
type A and B workers. If in the example with k=0 we had not assumed conditions were such that the
lowest wage paid to type B workerswasr ,, but rather r; (<r,), then the policy would have lowered the
unemployment rate gap. The unemployment rate for type B workers would have remained unchanged,

but the rate for type A workers would have increased to

d
8+, (1-F(r ) (39)

2 Note, again, that the separability of the production function is a key assumption regarding the
segmentation of the labor market.

% This minimum wage result is special to the k=0 case.
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since F(r,) isnow greater than zero. That is, there are some wage offers made by non-disutility firms
to type A workers that are rejected.

6. Conclusions

In this paper we anayticaly solve for the equilibrium wage distribution of a search model
where workers have different skills that are perfectly correlated with their appearance. Firms are
heterogeneous with respect to their preferences regarding worker’ s appearance and, given the search
friction, firms offer different wages to workers of potentially the same quality. As a result, the
equilibrium earnings function includes the mean effects of skill differences, appearance differences
(race or sex) and an "unobserved" variance that is due to search frictions.

We show that it is possible, using standard labor market survey data, to identify these three
different effects. In particular, the disutility parameter, which affects a fraction of firms and is the
reason for the existence of discrimination, is distinguishable from the unobserved productivity
differentia. Thisisbecause the two sources have different effects on the earnings distributions of the
discriminated workers. The presence of discriminatory behavior results in a kinked earnings
distribution where the wage differential is a function of the preference parameter. This parameter
cannot be estimated without a complete specification of the relationship between the preferences of
firms and their strategies regarding the wages of workers. We show the model fits well the main
features of the data including earnings and unemployment gaps between blacks and whites. Our
estimates for the productivity differential between blacks and whites are fairly close to those obtained
using ability test scores (AFQT). Furthermore, the estimated disutility level and fraction of disutility
firmsare plausible.

Estimating a statistical discrimination model (for example, Sattinger (1998)) for the labor
market based on the same data is an important aternative to the Becker model estimated here. The
guestions are whether such amodel is empirically distinguishable from amode of pure productivity

differences, whether it can fit the observed wage and unemployment gaps between blacks and whites,



32

and whether it can be tested against the Becker model. Such work would benefit the anti-discrimination

policy debates.



Figure 1. Earnings Distributions of Type A and B Workers
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Figure 2. Pure Productivity Case
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Figure 3. Pure Discrimination Case
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Table 1. NLSY Moments for Male High School Graduates - 1985-1988

Whites Blacks
Unemployment rate - April 1985 0.089 0.173
Unemployment duration in weeks 20.96 30.12
Fraction completed job spellsending in 0.421 0.596
unemployment
Mean weekly earnings - April 1985 270.17 230.26
Mean weekly offers 236.78 197.47
Job spell durations in weeks 215.53 168.30

Table 2. NLSY Earnings Regressions (dependent variable: log weekly wage)

€))

)

©)

black -0.1660 -0.1694 -0.0950
(0.0314) (0.0309) (0.0382)

age 0.0370 0.0379
(0.0089) (0.0089)

AFQT 0.0527
(0.0089)

AFQT? -0.0384
(0.0178)

Constant 5.5302 4.6549 4.6471
(0.0176) (0.2108) (0.2117)

R? 5.2% 8.4% 11.0%

Note: Standard errors are in parentheses.
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Table 3. Parameter Estimates Using Moments from NLSY

Parameter Discrimination & Pure Discrimination Pure
Productivity 2 Productivity
€ ©)
Ao 0.0477 0.0477 0.0477
Ay 0.0326 0.0326 0.0326
Oa 0.0047 0.0047 0.0047
Og 0.0069 0.0069 0.0069
w 134.00 134.00 134.00
P, 289.66 289.66 289.66
Py 263.58 289.66 259.76
U 0.9515 1 0.6959
d 97.08 64.49 0
Yq 0.5053 0.7280 0
k 0.4683 0.5822 1
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Appendix A. Proofs

Proof of Proposition 1:
Let w3 (Wl be a utility maximizing wage for non-disutility (disutility) firms. Then by equations (7),
(8), and utility maximization,
(Py-weh | 2w > (Pg-wg)l S(wg) A
(Pg-d-Wg)lg(Wg) > (Pg-d-wg)l(wg) |
implying

(Pe-Wa) Io(Wg) - (Pg-d-wg) I £(wg) "2
> (Pg-wWa)l 2(Wg) — (Pg-d-w)lS(we) v Wy, Wy, '

Under the assumption of proportional arrival rates equations (10) and (11) give us 1(wg) = k*18(wg).
Thus equation (A.2) becomes

(Pa-wg) | S(wg) - (Pg-d-wgkl 2(wg)

- Py WOILEWS) - (Py-d-wKl ). (A3
Define X(Wg) equal to the left hand side of equation (A.3)
X(wg) = (Pg-w)l Bwg) - (Pg-d-wkl J(wg). (A.4)
The derivative of X(Wg)
X(wg) = ((Pg-wg) (1—k)+kd)InB/(w;) - (1K1 Ewh >0 (A.5)

is strictly positive because by utility maximization we have (Pg - wg) 18'(Wg) = 18(wg). Suppose the

wage offer distribution is not segmented, i.e. 3 nge(v_vg,v_vg] where  w" (wp) isthe lower

(upper) support of the non-disutility firm’s set of utility maximizing wage offers. Then by equation

(A.5)
(Pg-wi)l y (WD) - (Pg-d-w)l (W) A6
< (Py-Wg)l  (Wg) - (P -d-wg)l S(wg)  wg>w? -

which violates equation (A.2). Thusthe distribution is segmented with disutility firms offering wages
in the lower range:
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FoWwg) = Frwg) =0 wg <
FdB(WB) > 0; FnB(WB) =0 rg < W <
Fewy) = 1; Fo(wg) >0 why < w <

B
Fowg) = Fowg) = 1wy > why

5

(A7)

5

wherewhy isthe highest wage offered to type B workers and wh, is the highest (lowest) wage offered
to type B workers by disutility (non-disutility) firms.

Substituting the conditions in equation (A.7) into equations (10), (11), (13) and (15) and solving for
the labor stocks yields equations (23) and (24). The equalization of utility within manager type
conditions are given by

(Pg-d-rg) IdB(r g = (Pg-d-wp) IdB(WB) (A-8)

and

(Pg-why)l 2(why) = (Pg-wg)! S(wy). (A.9)

Substituting in the labor stock functions from equations (23) and (24) yields the wage offer
distributions for disutility firms

FB( ) 1+K? ( l+K? ) (PB—d—WB)i wh (A.10)
W) = - 2 M <Wo< .
a7B MK, Y4 ukx,y, Pg-d-rg B=7BT T
and non-disutility firms
l+px,(1-v,)  L1+px,(1-v,) ., Pp-w,
Fowg) = =% - (=) (—E_2)F why <wy<whg (A11)
HKl(l—Yd) HKl(l—Yd) PB_th
where wh, is given by the solution to F&(wh,)=1
Trpw,(1-vy)
why = Pg-d - (————= )?(Pg-d-ry) (A.12)
1+x;
and wh; is given by the solution to F(whg)=1
1
why = Py - (=)2(PB_\th)' (A.13)

Topry(1-vy)

The reservation wage for type B workers is solved for by substituting the wage offer distribution
expressions (A.10) and (A.11) into equation (8) and is given by:

. xb + yPg zd
- - A.l14
XY ey oyy)y (A-19
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wherex = (1+5)%, y = Wk (K - 1) (1- v + Kyo)? and 2= p® iy (155~ k) ((1- va+ Kyg)® (THury (1-
Ya)?- (A-yaF (A+8)Y). The market wage offer distribution, the fraction of all firms paying w; or less
to type B workers (FB(wWg)=(1-v o) F3(Wg)+YF5(Wg)), is then given by equation (25) and the type B
earnings distribution from equation (15) is given by equation (26).

Proof of Proposition 2:
For the reservation wage ordering to be true the following must hold

xb +yP zd (1+x,)%b + (x,-K, )k, P
= B _ 2< 1 : 0 WA, (A.15)
Xty (X+Y)(1+HK1(1‘Yd)) (1+K1) +(K0_K1)K1
where x, y and z are defined as in the proof of proposition 1. Rearranging termsyields:
y(1+K1)2(PB—b) =X(Ky—K,) K, (Po-b) +y(xy-K,) K, (Pg-P,)
(e)” = o)y (A.16)

zd

< .
(Lepk,(1-vy)?

Given O<p<1, O<k<1, and A,>A,, zis positive; the denominator of the left hand side is positive; and
the first term in the left hand side is negative because P;<P, and
X(KpK)K, — (1+K%,)2y =

(koK) Ky (1-H(L-v4(1-K)) (1 (1+2x,) (1-y4(1-K) +1) > 0. (A.17)

Thus, the right hand side is positive and the |eft hand side is negative and the inequality holds.

For stochastic dominance definew* such that G(w*)=«. Then using the earnings distributions for type
A and B workers given in equations (22) and (26), we have

1
Wy = P,—(P,-1,) O<a<l
A A \Fa™lA (1+0m1)2 (A.18)
and
1
Pg-d-(Pg-d-rg)( B)2 O<a<G B(th)

. l+ox;

Wy = 1+K? (A.19)
Pg—(Pg-wh,)( )? GB(th)gocgl.

(Lopy(1-y,) (L+ax))

It is straightforward to show

o

Wg < Wy v ac[0,1] (A.20)

if P,=Pg. Sincethe derivative of w* with respect to P is positive and Pg<P,,
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Wg <w, Vac[0l] => GAw) < GBWw) V¥ we[rgwh,]. (A.21)

The mean earnings result follows directly from the stochastic dominance of the type A worker’s
earnings distribution. Mean wage offers are given by the following expressions for type A and type
B workers, respectively,

wh wh,

A
Eq (W) =Yg [ Wefa Wadw, + (L-v,) [ wf (w,)aw,
r r
A wh, A (A.22)
= f W, f A(w,)dw,
L\
and
wh wh
ky ’ (I-vy
E2w)=—2 [w.flw)dw, + —— % [ w.f (w.)dw..
o (W) de+l—Yd£ ofa ()M kvd+1—vdm{d o) 429

Equations (A.22) and (A.23) contain the expected wage offer from each firm type multiplied by the
probability of an offer from that type. Solving equations (A.22) and (A.23) yields the following

K1(3+2K1)PA+(3+3K1+Ki)I’A

EAw,) - A.24
and
B B B B2.
2x.)P
EOB(WB) _ K1 (3+2x7) B+(3E:3K1+Kl )rB+
3(1+1y)?
(A.25)

Ik, 7,0 (LK, (1) +rKK Y~ 2L+, (L-y ) (L +K5))
3P (L, (1) (LKD)

Sincerg <1y, k5§ < x,, Py < P, and the expression in E2 containing d is negative, EA(w,) > E3(Wg).
QED.

Proof of Proposition 3:
The mean of the type A earnings distribution is

Wi P.x, +r
EAw,) = f w,gAw)dw, = A=A
N

Ton, (A.26)
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Sincethismean isnot afunction of d or vy, only the mean of the type B earnings distribution needs to
be examined to determine what happens to the wage differential. The type B mean is given by the
following expression:

1+K? MK, (1-v,)Pg . s |
I-vgtkyg (rpx(1-v9)?  (1+xD)?

k M kKle(PB_d) Ly
‘ (1-y4+kyy) (1+K?) 1+pxy(1-vy)

ke, (1+17) (2+ 2, (1-v,) +HKK; ¥,

+ Ya(l-vg) 5 (P5-d).
(L-yg+kyg) (Lrp)* (Lrp, (1-y4)?

EP(wg) = (1-vy)

+

(A.27)

From equation (A.14) we havethat r; isdecreasingind. Thus E®(wg) is decreasing in d, and the wage
differentiad isincreasing in d. The derivative of E®(wg) with respect to v, is also negative. To seethis
note that if y,=0, then the expression in (A.27) reduces to that in (A.26). If y,=1, (A.27) becomes

(PB—d)ukKl +g

EB(WB) = Lo ke
1

(A.28)

It is straightforward to show that (A.28) issmaller than (A.26). Equation (A.27), the expression for
the mean earnings of type B workers, fals between (A.26) and (A.28) approaching (A.28) as v
increases. Thus the wage differential isincreasing in y4. QED.

Proof of Proposition 4:
Under the assumptions k=1, p=1 and d=0 mean earnings for type A and B workers are given by

Ei(w) = el i=A,B
) = =A, (A.29)

wherer; equals

. (1+x,)?b+ (kK K, P,

: i =A,B. A.30

(LK% + (KK Ky (A-30)
Substituting r; into equation (A.29) we have
EBwy) P

> — A.31

EAw,)  Pa (A-3D

if and only if P, > P which istrue by assumption. QED.

Proof of Proposition 5:

Since profits from type A workers are equalized across disutility firms we only need to concern
ourselves with the profits from type B workers. For k=0, disutility firms do not hire type B workers
and thus profits do not vary with respect to w,. For k>0, we need to show
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(Po-W)l s (Wg) < (Pg-Wel S(Wg) ¥ W, Wy € [rgwhy], Wg<wg. (A.32)

By utility equalization we have

(Py-d-We)l'(Wg) = (Py-d-Wy)l(Wg) 7 We,wg € [rpwhy. (A-33)

Solving for (Ps-wg')I%(Wg") and substituting into the profit condition yields

d(Swgy) - 17wg) >0 Y Wg, Wy € (rgWhyl, Wy<w (A.34)

which is positive because I%(w) isincreasing in w.

To prove the second statement we need to only compare the profits of the two firm types at wh,, since
profits are equalized across non-disutility firms and increasing in the wage for disutility firms. For
profits to be greater for non-disutility firms the following must hold

(Pg-why)l 2(why) > (Pg-why)l (wh,). (A.35)

It does because the labor stock is greater at non-disutility firms due to their higher offer arrival rates.
QED.

Proof of Proposition 6:
For the pure productivity case with p=1 the wage differential for the o-percentile is given by

W  Pg-(Py-rp)(l+ax,)?

= = . A.36
we P (PyTo)(lrax,) (A-30)
The derivative of the c-percentile wage differential with respect to « is
WOL
oLt
Wy 2(L+ak,)Kk, (Pgra-Parg) (A.37)
Ja (L+ax,)?Py-P,+1,)?

which is negative because Pgr ,-P,rs = (1+x,)?0(Pg-P,) < 0 by assumption. Hence under the pure
productivity case the wage differential between type A and B workers gets larger as o increases.

For the pure discrimination case with k=1 the wage differential for the «-percentile is given by



P-d-(P-d-rg)(1+ax,) 2

0<a<G B(wh,)
L TRy
B +
W_ _ o P 1+k, 5 (A.38)
(1, (1-vy) (A +axy) G Bwh)<a<l
)<<l

P-(P-r )(1+ax,)?

The derivative of the wage differential with respect to o for a<GB(wh,) is

awg
Wa  2(Lrak)k (P-d)r,-Pry) (A.39)
Ja (1+ax,)?P-P+r,)?

which is negative because (P-d)r,-P; < 0. Thusfor percentiles below GB(wh,) the wage differential
isincreasing. The derivative of the wage differentia with respect to « for o> GB(wh,) after substituting
in for why and smplifying is

B 2L e P11 (Y2 1))

— +0k, )k, P(r y T g+ -

Wy VAR T e (1) (A.40)
do ((l+on<l)2P—P+rA)2

which is positive because r > and y,<1. Thus for percentiles above G®(wh,) the wage differential
is decreasing. QED.
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Appendix B. Data Description

To be in our sample a respondent must be a black or white male, have been interviewed in
1986, graduated from high school after 1977 and before 1985 (GED recipients are dropped), not gone
on to any further education before 1989, and not served in the military between 1985-1988. The
respondent must either be employed in afull-time job (> 35 hours/week) in the private sector in April
1985 or if unemployed have found a private sector full-time job before December 1988 and must not
have spent more than hdf ayear'stime (>26 weeks) out of the labor force in each year between 1985-
1988.

For each respondent who meets these criteria we collect the following. The state -
unemployment or employment - they are in the first week of April 1985.3 If employed we collect the
wage on the current job and the duration of the job (we know the exact starting date so there is no | eft
censoring). |If the job ends prior to December 1988, the transition to unemployment or another job
isnoted and, if thetrangition is to unemployment, the duration to the next full-time job is recorded. If
the respondent is unemployed in April 1985, we record the wage on the first full-time job after April
1985, the job duration, the transition and the unemployment duration if available. All durationsarein
weeks and al wages are converted to weekly wages (al wages are in 1985 dollars). Because of
problems with measurement error we treat as missing all wage responses that do not fall within upper
(95th percentile) and lower (5th percentile) bounds collected from the U.S. March Current Population
Survey outgoing rotation groups. We dso treat as missing any wage observations below the legidated
minimum wage of $3.35*40 hours = $134.00.

The means in Table 1 are calculated as follows. the unemployment rate is the fraction of
respondents in the sample who do not have a job in the first week of April 1985; the mean
unemployment duration is the mean of the unemployment durations following the job spdlls; the
fraction of completed spells ending in unemployment is the number of respondents employed in April
1985 that transition to unemployment before December 1988 divided by the total number of
respondents employed in April with jobs that end prior to December 1988; the mean earningsis the
mean of weekly wages from jobs that are ongoing in April 1985; the mean wage offer is the mean of
the weekly wages of jobsthat Sart after April 1985; and the mean job duration is the mean of job spell
durations ongoing in April 1985.

3 April 1985 was chosen to produce unemployment rates consistent with annual averages.

%2 |f the job does not end prior to December 1988, it is treated as censored.



46
References

Arrow, Kenneth (1972) "Some Mathematical Models of Race in the Labor Market," in A.H. Pascal,
ed. Racial Discrimination in Economic Life. Lexington, MA: Lexington Books, 187-204.

-------------- (1973) "The Theory of Discrimination,” in O.A. Ashenfelter and A. Rees, eds.
Discrimination in Labor Markets. Princeton, N.J.: Princeton University Press, 3-33.

Becker, Gary S. (1957) The Economics of Discrimination. Chicago: The University of Chicago Press.

Black, Dan A. (1995) "Discrimination in an Equilibrium Search Model," Journal of Labor Economics
13(2), 309-334.

Bontemps, Chrigtian, Jean-Marc Robin, and Gerard J. van den Berg (1997) “Equilibrium Search with
Productivity Dispersion,” Tinbergen Institute discussion paper Tl 97-081/3.

Bowlus, Audra J. (1997) "A Search Interpretation of Male-Female Wage Differentias,” Journal of
Labor Economics 15(4), 625-57.

Bowlus, Audra J,, Kiefer, Nicholas M., and George R. Neumann (1995) "Estimation of Equilibrium
Wage Didtributions With Heterogeneity," Journal of Applied Econometrics 10, S119-32.

-------------- (1998) "Equilibrium Search Models and the Transition from School to Work," mimeo.

Cain, Glen G. (1986) "The Economic Analysis of Labor Market Discrimination: A Survey," in O.
Ashenfdter and R. Layard, eds. Handbook of Labor Economics Volume One. Amsterdam:
North-Holland, 693-785.

Chay, Kenneth Y. and David S. Lee (1997) "Changes in Relative Wages in the 1980s: Returns to
Observed and Unobserved Skills and Black-White Wage Differentials,” mimeo.

Coate, Stephen and Glen C. Loury (1993) “Will Affirmative-Action Policies Eliminate Negative
Stereotypes?,” American Economic Review 83 (5), 1220-1240.

Donohue, John H., 11l and James Heckman (1991) "Continuous V ersus Episodic Change: The Impact
of Civil Rights Policy on the Economic Status of Blacks," Journal of Economic Literature 29
(4), 1603-1643.

Eckstein, Zvi and Kenneth |. Wolpin (1996) “Estimating the Effect of Racial Discrimination on First
Job Wage Offers,” Tel Aviv University.

Hellerstein, Judith K. and David Neumark (1995) “Sex, Wages and Productivity: An Empirical
Analysisof Isragli Firm-Level Data,” Michigan State University working paper.

Mortensen, Dde (1990) "Equilibrium Wage Distributions: A Synthesis," in J. Hartog, G. Ridder and
J. Theeuwes, eds. Panel Data and Labour Market Studies. Amsterdam: North-Holland, 279-
296.



a7

Mortensen, Dale and George R. Neumann (1988) "Estimating Structural Models of Unemployment
and Job Duration in Dynamic Econometric Modelling," proceeding of the Third International
Symposium in Economic Theory and Econometrics, Cambridge University Press.

Ned, Derek A. and William R. Johnson (1996) "The Role of Premarket Factors in Black-White Wage
Differences," Journal of Political Economy 104 (5), 869-895.

Ridder, Geert and Gerard van den Berg (1998) "Estimating Measures of Labor Market Imperfection
for Five OECD Countries, Using Aggregate Data in an Equilibrium Search Framework,”
mimeo.

Rohin, Jean-Marc and Sebastien Roux (1997) "Equilibrium Search with Decreasing Returns to Scale
and Hiring Costs. Theory and Estimation,”" mimeo.

Sattinger, Michael (1998) "Statistica Discrimination with Employment Criteria," International
Economic Review 39(1), 205-237..

Van den Berg, Gerard and Geert Ridder (1998) "An Empirical Equilibrium Search Model of the Labor
Market," Econometrica, forthcoming.



