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A bstract

This paper presents a partial equilibrium m odel of ethnic or gender pay
d®erentials, n the presence of anti-discrim ination policy. Policy consists of
Jegislation allow Ing workers to take Jegal action aganst the discrin inating
an ployer. It is shown that legislation on fair recruitm ent has an unam bigu-
ous eé®ect In reducing pay di®erentials, whereas legislation against unequal
pay and unfair diam issalhas an am biguous e®ect and m ay In som e circum —
stances even produce the perverse consequence ofw idening pay d®erentials
n some m s.
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1. Introduction

T here is an enorm ous applied literature attem pting to m easure the In pact of race
and sex discrim nation In the JBbourm arket (see Caln (1986) for a survey), and
also wellknown theoretical work on the sources of discrin nation (Becker (1971),
Can (1986)). A considerable body of research has also exam ned the in pact of



anti-discrin hation legislhtion htroduced from the 1960s onwards in m any coun-
trdes. M ost authors have concluded that the introduction of anti-discrim nation
legislation caused a perm anent reduction In pay di®erentials between m ales and
fem ales and between m aprity and m inority ethnic groups (see Fream an (1973),
Card and K rueger (1989) for the USA and Zabalza and T zannatos (1985) for the
UK ) There has been som e digoute about the size of the policy e®ect, since other
factors such aswelfare reform , incom es policy and changes In ndustrial structure
also occurred around the sam e tin e Butler and Heckm an (1977), Borooah and
Lee (1985), Chiplin, Curran and Parslkey (1980)), but the consensus view is that
Jkegishtion was e®ective.

H ow ever, although the em pirical literature indicates that legishtion m ay have
raised the fam ale/m ale and black/white pay ratios by asmuch as 10 percentage
points, it also dam onstrates that substantial d®erentials ram ain, even after ac-
counting for d®erences in relative endowm ents of education and skills, and that
there hasnot been the steady reduction n d®erentials that wem ight expect from
a®ective anti-discrin lnation policy. The reason for thism ay lie m the nature of
the Jegishtion. Th the USA , explicit sex discrin lnation In pay was m ade illegal
by the 1963 EqualPay A ct, and m ore broadly de ned discrin nation on grounds
of s=x, race, colour, religion ornational origin wasm ade illegal in pay, prom otion,
hiring and ~ ring by the 1964 C ivilR hts A ct. Th Britat, policy developed 1n a
sin ilarway. The 1970 Equal Pay A ct (nhot in plem ented until 1975) m ade form al
sex discrin hation 1 collective pay bargains illegal. This was followed by the
1975 Sex D iscrim nation A ct and 1976 Race R elations A ct, with a broad scope
very sin ilar to the Am erican C il R ights A ct. The British Equal O pportunities
Comm ission and Comm ission for Racial Equality, and the system of Em ploy-
m ent Tribunals, perform an enforcam ent function sim ilar to that of the Equal
Em ploym ent O pportunity Comm ission in the USA ! Iterestingly, in view of the
argum ents we present below , som e of the clearest evidence (Leonard 1984,1989)
of the e®ectiveness of anti-discrin nation policy relates to the em ploym ent e®ects
during the 1970s of at 1 ative action in plam ented by U S executive orders, which
put pressure on govemm ent contractors to m ect targets for the an ploym ent of
disadvantaged groups (see Lecnard (1985) for an hnteresting analysis of the be-
haviour of the U S govermm ent body charged w ith policing these orders -theO £ ce
of Federal C ontract C om pliance Program m €s) .

1Em ploym ent Tribunals were known as Tndustrial T ribunals prior to August 1998; see Boum
and W hitm ore (1996) foran account of B ritish Jaw and its sim ilaritiesw ith Am erican legislation.



There are clearly two phases ofpolicy here. The ™ rst, and sin pler, phase dealt
w ith openly discrim natory practices that could be ended by m eans of a sinple
court or tribunalorder (orby the threat of such an order) . Thebulk of these clear—
cut exam ples of discrin ination were aln ost certainly ended w ithin a short tim e of
the Jegislation being enacted, and they acoount for the sharp perm anent reduction
of pay d®erentials that we observe In tin eseries data at that tine. A fter this
" rst phase, m ost ram aining discrin jnatory practices are indirect or disguised
som eway, and com e w ithin the scope of the broader de nitions of discrin ation
used by the hater Jegislhtion (and which hinge on ill-de ned concepts ke com -
parable worth). In this phase of policy, digoutes relate m ostly to discrin natory
treatm ent which m ay be received by individual em ployees, w ithin an ostensibly
non-discrim natory systam ofm anagem ent practices adopted by their en ployers.
Thus judgem ents tend to deal m ore with arguable individual cases than with
explicit contractual temm s a®ecting Jarge num bers of workers, and, when success-
ful, they arem ore likely to mvolre ndividual redress and com pensation than the
sin ple banning of discrin matory practices. From the an ployer's point of view,
anti-discrin hation policy has therefore becom e m ore an issue of an additional
(and uncertain) potential cost, than a direct constraint on possible en ploym ent
practice.

n general, attam pts to analyse the e®ects of anti-discrin nation policy have
not been backed by any theoretical analysis of theway that di®erent form s ofanti-
discrim hation Jegislhtion m ight a®ect the behaviour ofem ployers. O urain in this
paper is to give an analysis of these e®ects. W e Interpret policy in the second-
phase sense described above, so that the prim ary consegquences to the em ployer of
successiii] anti-discrin nation action are viewed as additional costs Iinked to the
hdividual com plahant, rather than direct ntervention In general em ploym ent
practice. These costs can be substantial. The rate of application to ldustrial
Tribunals (@nd the cormregpponding success rate) under the UK Jegislhtion have
been rather lower than In the USA , and the potential penalties for em ployers
were alo relhtively low up to 1995, when the lim it on com pensation am ounts
(previously $11,000) wasran oved . Even 50, In a 1992 survey ofcases (D epartm ent
of Em ploym ent, 1994), the m edian total cost to an aen ployer of a trdbunal case
(hcluding tim e, fees and com pensation) am ounted to $1500 and $ 2300 for sex
and race discrin nation cases regpectively, com pared to only $49 as the m edian
cost to an an ployee. These ™ gures considerably understate the true costs, since
they exclude the costs of prelin hary Itemal grievance procedures, the cost of



cases that do not reach trdbunal, and ntangible costs associated with adverse
publicity and loss of reputation . M oreover, potential costs to em ployers are rising
over tim e, as trdbunals m ake mcreasing use of high com pensation orders.

For analytical purposes, we nesd to dentify three separate channels of pol-
Icy. One is equal pay policy, which ain s to penalise any arrangam ent lvolving
d®erent rates of pay for work of \com parable worth" supplied by m en bers of
d®erent gender/racial groups. The second and third are fair recruitm ent policy
and fair digm issalpolicy, which penalise any attam pt to favour particular groups
n hiring and ~ ring respectively. Tn practice, these three strands of policy m ay be
In plam ented sim ultaneously w ithin a shgle piece of legislation, but in termm s of
their econom ic e®ects they are potentially quite dif®erent.

2.A sinplem odel

Ourm odel is aln ost the sin plest possible. There isa shgle m , operathg as a
m onopsonist n the Jabour m arket, and secking to m axin ise pro ts. A llworkers
are assum ed dentical except for their race or gender characteristics and purely
random productivity variations? n tem s of the dem ographic characteristics,
workers a1l nto two groups: the \advantaged" and \disadvantaged". Them odel
dealsw ith partial equilibrium , in the sense that interactionsw ith other ™ mm s and
strategic behaviour are not considered? W e are not egpecially concemed here
w ith the sources of discrim ination between the two groups, and a range of d®er—
entm odels is available In the literature for rationalising discrin hatory behaviour
by enployers (Cain, 1986). W e allow for two possibilities, chosen m ainly for their
sim plicity. O ther approaches (such as Becker's (1971) m anagerial utility m odel)
w i1l Jead to m ore com plex analysis but qualitatively sim ilar results. O ur conclu-
sionsw ill have force n any m odelw here costs are am ajor elem ent of em ploym ent
and wage-setting decisions.

The ~ rst source of discrin hatory behaviour in our m odel is a possble dif-
ference In lBbour supply elasticities between the two groups. The conventional

2This is not an in portant restriction. If there are several classes of worker with di®erent
productivity characteristics, then each form s a separate lBbourm aket which can be analysed in
the sam eway.

3There is no dovious reason why our conclusion should be a®ected by strategic teractions
between mn s, and indeed Pudney and Shields (1999) establish closely related results in a
d®erent context, using a m odelw ith C cumotN ash oligopsonist ™ mm s.



theory of price discrin hation then suggests that the group w ith the lower supply
elasticity will tend to receive lower wage o®ers in the absence of fully e®ective
antidiscrin nation policy. A second source of discrim nation is m isperception
of average Jevels of mdividual productivity In the two groups. W e assum e that
m an bers of each group In fact have dentical Jevels of productivity on average,
but that the m anagem ent of the ” m m ay be prejudiced, n the sense that they
believe that there is a systam atic productivity di®erentialbetw een the two groups.
W age di®erences stamm Ing from such perceptions would tend to be elin mated In
the Jong run @ rrow , 1972) unless there are either signi cant adjustm ent costs or
technological dit culties n dentifying the productive contribution of ndiriduals
and thus refiting m istaken perceptions. These are both plausible reasons for the
persistence of this type of prejudice.

The m is assum ed to operate under the sin plest possible ™ xed-coet cients
technology. O n average, each worker produces a  xed expected output g per pe-
riod and requires a ~ xed set of com plam entary puts costing an am ount ¢ per
period. The an ployer is prejudiced in the sense that he believes the average levels
of productivity are g and o for m anbers of the advantaged and disadvantaged
groups respectively, where g > . There m ay be between-ndividual wage vari-
ations refecting variations in perceived individual productivities, but on average
the wage rates o®ered by the  m to the advantaged and disadvantaged groups
arew and w” respectively. Supplies of labour to the  m are given by the finc-
tions sw) and s w"). The coet clent of pay discrin hation Becker, 1971) is
o= w=w” i 1, and we also de ne a cet clent of an ploym ent discrim Ination as
1 = =F ; % where land T are the m 's levels of anploym ent from the two
groups and % is the size ratio of these two groups I the relevant part of the
workng population.

Thus, In the absence of anti-discrin nation policy, the ™ m believes that its
optin alpolicy would be the follow ing:

max| L;Tw;w™) =1 ci wl+ T'lF i cj w'] 1)
subfctto 16 sw) and I' 6 sfw”). Provided g and ¢ are both greater than
c, and the two Iabour supplies are strictly positive at sut ciently Jow values of
w and w”, the optinum w ill hvoke m xed en ploym ent, with the labour supply

constraints holdng as strict equalities. The optinum can then be represented as
the follow Ing m axin isation problam :

rvr;ggci w;,w')=sw)gi ciwl+ sSSwHKEiciw'] 22)



The optin alwage levels then solve the Pllow Ing ™ rst-order conditions:

w
2w) = —— 223)
gi cjw
o R — ea)
diciw”?

where 2 and #* are the supply elsticity functions.

In the presence of anti-discrin hation policy, if a = m does choose to prac-
tise discrim nation, then there will be som e probability that action is taken or
threatened under the anti-discrim nation Jaw . W hether it nvolves extemal Jegal
action or is restricted to lntemal grievance processes, and whether successful or
not, such action would be costly to the™ m , 50 the expectad level of this cost isan
additional elam ent In the ™ m s' cost function. Equalpay policy is assum &d to pe-
nalise deviations of | from 0, and fair recruitm ent and dism issal policies penalise
deviationsof ! from 0. The m isassum ed to be risk-neutral, o these uncertain
penalties enter the  mm 's expected pro t objctive as additional expected costs.
W e are concemed here only w ith cutcom es Involving a potential case-gpect ¢ cost
(although the argum ent can be extended to cover the possibility that judgem ents
m ay apply to more than one an ployess). W e are not concemed w ith the an all
m Inority of cases where trdbunals are able to dentify and correct discrin nation
fully by decree. W enow tum to the problam ofm odelling the discrin nation costs
htroduced by legiskhtion.

2.1.Equalpay policy

An egqualpay action agahnst the m proceeds In stages: ~ rst the worker must
bring his or her grievance to the mm 's attention; at this stage it may or m ay
not be rexolved. The next stage is a form al application to an ndustrial tribunal
nvolying a m andatory conciliation phase; this involres a new set of Jegal costs for
the m . Fially, the case m ay or m ay not proceed to judgem ent; if successfiil,
the judgem ent w ill in pose further costs. W e willwork w ith a speci cation that
does not depict this com plex process I detail, but our speci cation is consistent
w ith the com plex sequentialnature of the Jegalprocess, provided the probabilities
of action and the cost consequences of those actions are degpendent on the actual
degree of pay discrin lhation, | practised by the ™ m . W e w rite the expected cost
of such action as an amount P (, ) per worker. Shce every anployee from the



disadvantaged group has this associated cost, the addition to the m 's expected
total costs produced by equalpay legislation is:

Costaddition = ' P ()] 25)

where p 2 [0;1] is an arti cial variable htroduced to represent the severity of
equal pay enforcem ent. The assum ption here is that the in pact of all stages of
the grievance procedure are scaled up in proportion as enforcam ent severdity rises
from 1= 0 (complete neglect, equivalent to an absence of legishtion) tou= 1
(fullenforcem ent) . N ote that the cost addition (2 .5) isproportionalto I¥ and thus
equal pay policy penalises the disadvantaged group In the sense that it in poses
a costuP (,) on the an ploym ent of an additionalworker from the disadvantaged
group, w ith no analogous cost for the advantaged group . The anti-discrin natory
htention of the policy stem s from the fact that P (, ) ncreases w ith the degree
of pay discrim lnation. Note that, In practice, equal pay legishtion treats the
advantaged and disadvantaged groups sym m etrically, so that cases m ay also be
brought by m em bers of the advantaged group . H ow ever, such cases are relatively
rare, and to sim plify the analysis (@t no essential cost In term s of generality), we
assum e that there is a zero probability of actions being mnitiated by m em bers of
the advantaged group.

2.2 .Fair recruim ent policy

Assum e that the  m has a random process of lJabour tumover, at a uniform
expectad rate of ¢ sgparations per b peryear. W e postpone to section 3 consid-
eration of the possibly m ore realistic case w here discrim ination has a distortionary
e®ect on tumover rates. Every tin e a vacancy is  lled by a m en ber of the ad-
vantaged group, there is som e probability that a protest or Jegal action will be
lodged. W e assum e that the soength of such cases (@nd thus the costs of these
actions) is related to the coet cient of en ploym ent discrin lnation, !, forthe mm .
Thus the total additional expected costs stemm Ing from fAir recruitm ent policy
are:

Costaddition = expected noofvacancies lled
£ proportion Jlled from advantaged group
£ expected cost of action per vacancy



= 1+ I)¢g

£C. (1

1+ ¥ ¢)
where C, (1) is the expected cost per relevant vacancy. Ifwe de ne the finction
R (1) = ¢Cy,(Y) and ntroduce a factor A representing the severity of enforcem ent,
the resulting cost addition is:

Costaddition = 1 AR ()] 2 6)

Fair recruiim ent policy di®ers from equal pay policy, since the additional cost
elam ent tends to penalise em ploym ent from the advantaged rather than disad-
vantaged group.

2 3. Fair dism issal policy

A ssum e that workers have to be diam issed random Iy (on disciplinary or redun-—
dancy grounds, say) at a uniform average rate %, but that com plaints for unfair
dign issal on grounds of discrin lnation are only m ade by m an bers of the disad-
vantaged group. Agann, the strength of such com plaints and the consequent cost
is assum ed to depend on the degree of apparent em ploym ent discrin ination, 1,
practised by the mm . Thus:

C ost addition

expected no. of digm issals
£ proportion of diam issals from disadvantaged group
£ expectad cost of action per dign issal

ol

= %+ I E

£ Cq(*
1+ T a*)

where C4 (1) is the expectad cost per relevant disn issal. Now de ne the function
D (1) = %C4(t) and ntroduce a factor A representing the severity of enforcem ent.
The resulting cost addition is:

Costaddition= I ED ()] 2.7)

Like equal pay policy, fair diam issal policy in poses an additional m arginal cost
on an ploym ent from the disadvantaged group.



24.0ptm alwage-setting under anti-discrin ination policy

Putting these additional costs nto the pro t function, the m isperceived) level of
expected pro t for the ndividual m is:

l=sw)lgiciwi ARM)I+ W) iciw' jpuP ()i AD ()] (8)

whith is to be m axin ised with respect to w and w”, subject to the Hentities
= w=w"j land ! = =7 %,

Ttisevident from (2.8) that the additionalcosts in posed by anti-discrin nation
legislation are com plex in thelr e®ect. Equalpay and fair diam issal legislation n-
troduce new per capita costsuP + AD associated w ith any Increase In an ploym ent
from the disadvantaged group - tending to reduce dem and for labour from that
group and thus reduce w® and worsen the pay d®erential. On the other hand,
these additional costs declne asw™ and I are raised, thus giving an o®setting di-
rect lncentive In favour of equalpay. The position ism odi ed by &air recruitm ent
policy, which tends to o®set further the declne n dam and for \disadvantaged"
Jebour produced by the introduction of P and D .

The rstorder conditions for pro tm axin isation are:

ﬂ — 0 . . . 7 1) . (14 AR O%1y)y. A0
v sw)kiciwiAR®); (*+%AR(*); AD (*)]
isw) i L (VZ )UPO(,) = 0 29)
w

@: x0 nfn o X {p 0 2 X 0 X
rerla i W) diciw P ()i AD (})+AR(*) (P + %)+ (X + %AD ()

N Y R 210)

w

The solution of equations 2 .9) and 2 .10) de nesthe m 'spro tmaxin iIshg
wage o®ers, v and w”, to the advantaged and disadvantaged groups respectively.
W enow consider how the optin al degree of pay and em ploym ent discrim ination,
= =" land &= s@e)=5s" (") ;| %, respond to ncreasing degrees of severity
of the three types of policy, starting from an hitialposition ofno policy 1= A =
A=0).



For equal pay policy, the follow ng com parative statics derivatives are of n-
terest:

0
ae 1 de de”
— = = — 6+
du wr d du
1 , 3 , i
= _— i ]ew“w“ + (? + l)]ew“w QIawu+ QIEW“W + (? + l)Qlaww QIew“u
(241)
dé 1 . e :
— = = d—; @+%Ha”
h & an . , .
= E i SOQIEW“W“ + SIIO(é + :l/z)elaw“w QIewu + SOQIEW“W + sno(é + 1/2)Q|3ww QIew“u
(242)

where¢ = € =€ i €2, isa strictly positive determ inant, and subscripted
temm s ke ©,, are cross derivatives of the pro t function. The tem s s, &, &°
and & are the values of the supply finctions and their derivatives, evaliated at
the optimum . Sim ilar expressions to 2.11) and (2.12) apply to &ir recruim ent
and diam issal policy. Note that, In general, it is possble for € and & to vary in
opposite directions, if the two groups have very di®erent labour supply regoonses.

To exam ne the e®ects of ntroducing anti-discrin nation policy, we neaed to
evaliate d€=dn and dé=dy at thepointpu= A= X = 0. D ®erentiation establishes
the follow Ing results:

Cow ="k cj welj 280 < 0 (213)
€ w:=0 214)

€ aws = 80K | ¢ 'l 2687 < 0 215)
Cun = i %PO@) < 0 (216)



Com= 1 &P @)+ WPO@) @+ ,) (217)
€= i €R@®+ @+ HR'®)] < 0 (218)
€5 = 0@+ HR@) > 0 (2.19)
€5 =1 6D @) < 0 2 20)

€.z = 80 [(@+ %D @) D (1)] 221)

Taking the signs of the cross-derivatives (2.13)-(2 21) In conjunction w ith the
oom parative statics derivatives 2 11)-(2 12) ory, A and A , we have the ©llow ing
results:

Fair recruitm ent policy: de=dA and dé=dA arenegative; in otherwords, the
degrees of both pay and em ploym ent discrin nation are unam biguously reduced
by the (m arginal) ntroduction of fair recruim ent policy.

Equalpay and fair dism issalpolicy: dS=dn, dé=dp, d=dA and dé=dA can-
not be unam biguously signed, so the mtroduction of equal pay and fair digm issal
policiesm ay either reduce or increase pay and em ploym ent d®erentials. The rea—
son for the ambiguity of these e®ects is that §,,-, and $,-z cannot be signed.
Consider the Jatter. There are two counteracting term s: 0@ + %) D (@) is a
positie d®erential eé®ect stamm ing from the fact that the dian issal cost D (1)
ncreases with the degree of discrin ation; the seoond tem is ; 8D (*) which
is a negative level e®ect stemm Ing from the fact that the m arginal disadvantaged
an ployee brings an extra cost ofD (1). The relative sizes of the level and gradient
ofD (1) (and sin ilarly of P (, )) determ nes which of these counteracting term s is
dom mant. This is an issue mvolring the detailed design and in plam entation of
Jegal processes and penalties.

These are al®o in portant in plications for the policy m ix. Equal pay and fair
digm issal policies are relatively easy to In plam ent, shce they a®ect workers who
are already an ployees of the ™ m , and therefore have good access to the kind of
hform ation required to support a com plaint of discrim nation. The drawback is
their possible ne®ectiveness or even perverse eé®ects. In contrast, actions under
fAair recruim ent policy are clearly anti-discrin natory, but in practice they require
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hdividualswho havenotbeen hired by the” 1 tom akea com plaint. A soutsiders,
such individuals are generally 1 a m uch weaker position to produce evidence to
support their com plants.

2.5.A num erical exam ple

W e have dem onstrated that, even I this sin ple m odel, no unam biguous result
on the Inpact of equal pay and fair dign issal policy is availkble. To show that
this am biguity ism ore than a theoretical curiosity, we illustrate the result with a
sim ulation basad on a particular speci cation of the supply and cost relationships.
Param eter values are Intended to be plausible, but are essentially arbitrary. The
results have not been found to be very sensitive to anything but the speci cation
ofP (:),R (:) and D (:).

The Jlevel of ndividual productivity, g, is set at 1, and the perceived produc-
tivity di®erential, (g o )=qg; is 10% . Non-lBbour unit cost is ¢ = 0:1. Labour
supplies are:

sw) = w?® 222)

S W)= 04w 2 23)

and the population dem ographic ratio is% = 8 (@pproxin ately equal to the ratio
s=s" In an egquilbrium where pay equality is In posed exogenously). W e use two
variants of the m odel, based on altemative form s for the functions P ,R and D .
Each of these is speci &d as a probit for the probability of anti-discrin hation
action, multplied by a speci ed form for the expectad cost to the ™ 1 peraction.
W e m ake two altemative functional form assum ptions, df®ering in term s of the
responsiveness of the costs to the coet cients of discrim mation | and t.

(1) Fat costs

P()=120(o+ 1.) (224)

R()=120(o+ 11) (225)

D ()= 020( o+ 11) (2 26)
(i) Stesp costs

P()=5L10(o+ 1,) 227)

R(I)=5F©0(o+ 11) (228)
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D((®*)=05[Fl0(o+ 1%) 229)

where (= j2and 1 = 05;0© (:) is the standard nom al distrdbution fnction
and [x]denotesm axfx;0g.

The sinulation hivolves num erical optin isations over a grid of values fory, A
or &, to m axin ise the pro t function. This is done separately for each m tum,
w ith the other two enforcem ent param eters set to zero. The shapes of the Cat
and stegp expectad cost curves are shown I gure 1, which plots P (, ). The | ;u
Jocus resulting from the sinulation is plotted n ~gure 2, and the | ;A locus in
“gure 3. Pbots for ! rather than |, are qualitatively sim ilar, and plbts for A are
sin ilar to those for u; they are not presented here. Flat and stesp costs clearly
give rise to qualitatively di®erent e®ects of policy on actual discrin nation. If
the costs to the  mn of dealing with discrin nation com plaints are steeply rishg
w ith the degree of discrin nhation, then equal pay and fair dign issal policy will
tend to dim inish the practice of discrim lnation. On the other hand, if costs are
sioni cant even at low levels of discrin mation and relatively hsensitive to the
m agnitude of discrin nation, such policy m ay be largely ine®ective, or even have
the perverse e®ect of increasing pay and recruim ent df®erentials. On the other
hand fair recruitm ent policy is unam biguous In its tendency to reduce the optin al
degree of discrim nation.

Note that sinulations (not reported here) n which y, A2 and A are restricted
to be equal (so that all three types of policy are usaed together and enforced to the
sam e degree) also digplay divergent e®ects of enforcem ent on pay and em ploym ent
discrin ination between the cases of °at and stegp costs.

3. Extemality and tumover e®ects

It is quite reasonable to expect discrim mhation to have som e In pact on quit rates.
A worker who perceives hin self or herself to be unfairly treated m ay quit rather
than stay on and ~ght a discrin hation case - I other words use the \exit"
rather than \voice" route (Fream an 1980). W e have taken account of this to som e
degree already, since the Jabour supply function s™ W”) refects the e®ect of the
Jower wage o®ered to m em bers of the disadvantaged group . H owever, there m ay
be two further e®ects. One is an extemality n JBbour supply, with the supply
of bour to the m from the disadvantaged group being reduced as a direct
consequence of discrin nation: thus F = s w™;!; . ), where s is lcreasihg In
w” but decreasing In ! and , . A second possble e®ect is on tumover rates. An
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an ployer m ay be able to sustain a steady-state average num ber of an ployees at
=gs"w";t;, )by®erngawagew” tom en bersofthe disadvantaged group, but
thism ight also be associated w ith a higher rate of tumover than forw orkers from
the advantaged group . T he assum ption here is that ifw orkers perceive than selres
to be discrin hated against, they m ay consequently have a weaker attachm ent to
the” m and thushave a low er expected Job tenure. This n tum raises the average
Jevel of hiring and training costs form em bers of the disadvantaged group.

A ssum e as before that there is a uniform tumover rate ¢ (equal to the recip-
rocal of expected Job tenure) for workers from the advantaged group. W orkers
from the disadvantaged group have a tumoverrateof ¢ + £(1;, ), wheret issom e
hcreasing function of the two indices of discrim tnation, satisfying the condition
+(0;0) = 0. Let the hiring/training costs per head be h and rede ne the cost ¢ to
nclude baseline tumover cost h¢ . Then expected pro t is:

' = sWw)liciwiAR()]
+sw; )i ciw i puP () AD () ht(*;,)] (@J)

T here are three new e®ects here: (1) Iabour supply from the disadvantaged group
Isdecreased, tending to push up thewage and reduce the degree of discrin hation;
(11) there isan additional tumover cost elem ent associated w ith the em ploym ent of
am an ber of the disadvanatged group, thus tending to reduce labour dem and and
nhcrease the degree of discrim nation; (iii) this additional tumover cost declines
as the degree of discrin hation is reduced, thus giving an additional centive
to reduce the degree of discrim hation. There are agaln o®setting factors to be
considered, and the e®ect of d®erential tumover m ay be either to reduce or
ncrease the optin al degree of discrin ination, depending on the stespness of the
lbour supply and d®erential tumover functions s” (:;1;,) and £(1; ).

The extension of the com parative statics analysis of section 2 4 to this case is
straightforw ard but very tedious. R ather than repeat the analysishere, we Instead
lustrate the robustness of our earlier conclusions by extending the num erical
exam ple to nclude extemality and tumover eé®ects. The m odel ussd here is
dentical to (2 22)-(2 29)except for the Iabour supply and tumover cost functions
which now becom e:

u q

14+
Sw;t;,)=01 1; 25

h+(t; )= 001 (1 + ) 33)
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The results for equal pay policy is plotted In ~ gure 4. A lthough the exter
nalities In supply and d®erential tumover costs have the e®ect of reducing the
sim ulated degree of discrim nation (from 205% to 102% in theabsence ofenforce-
m ent), there ram ains a sharp qualitative d®®erence between the \°at" and \stesp"
cost gpect cations, In term s of the In plied relationship between the optin alde-
gree of pay discrim nation and the severity of policy enforcem ent. It ram alns at
Jeast theoretically possible for equalpay and fairdism issalpolicy to have perverse
e®ects.

4. Conclusion and im plications for policy design

Our main conclusion is that the Inpact of equal pay and fair dign issal policy
on the optinum degree of discrin hation for an em ployer depends critically on
the way the legal system works. If the costs to the m of dealng with dis-
crin nation com plaints rise stesply with the degree of discrin ination, then equal
pay and fair digm issal policy will tend to reduce the extent of discrim nation.
On the other hand, if costs are signi cant even at low Jevels of discrin nation
and relatively lnsensitive to the m agnitude of discrin lnation, such policy m ay be
largely me®ective, or even have the pearverse eé®ect of Increasing pay and recruit-
m ent df®erentials. This \®at cost" case is a real possibility. Tn Britan over the
period 1976-95, only 7.5% of discrim nation cases brought before ndustrial tri-
bunals resulted in a judgem ent In favour of the com plainant and, even allow ing for
out-of-court settlam ents and errors In tribunal decisions, this suggests that even
non-discrim natory an ployers run som e risk of costly anti-discrin hation action
being taken against than . T he theoretical possibility of non-e®ectiveness of equal
pay and fair dign issal policy is also consistent with the ndings of much of the
an pirical literature, at Jeast for the second phase of policy follow ing the mnitial
Jegishtive In pact. Tn term s of policy design, there is strong support In our results
for the use of a generally cheap and pem issive legal systan which nevertheless
has the power to award high Jevels of com pensation In cases of extram e discrin -
nation. Thus, n the UK , the ram oval of the $ 11,000 com pensation lim it which
was in posed on industrial tribunals prior to 1995 seam s a sensible reform |, provide
tribunals resort to high com pensatory awards only n them ost serious cases.
Our second  nding is the unam biguous nature of the e®ect of fair recruit-
m ent policy. Public support and assistance for com plamnants on grounds ofunfair
recruitm ent is unam biguously anti-discrin natory, although dit cult to m ake ef-
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fective. It is tem pting to go further than this, and clain support from our results
for at m ative action based on an ploym ent quotas. By pushing the em ployer
tow ards the target em ploym ent ratio, such policy would clearly decrease pay dif-
ferentials in ourm odel -a result that is consistent w ith em pirical evidence on the
an ploym ent e®ects of U S at m ative action (Leonard 1984, 1989). However, the
problam s of in plam entation are serious. Crude a* m ative action cannot easily
handle d®erences n quall cations and abilities. A + ym ative action in the form
of em ploym ent quotas would only coincide w ith the dea of fair recruitm ent pol-
icy that is used here if the quotas corregpond to the relevant population ratio
%. However, this ratio should be de ned as the ratio of the num bers of potential
workers In the two populations having the sam e set of productivity characteristics.
In practice, at m ative action m ay f&all far short of this deal.

Our nalconclusion relates to the conduct of en piricalwork. W e have dem on-
strated that anti-discrin nation legislhtion is not a shngle hom ogeneous policy.
There are three ssparate strands of policy relating to hiring, ~ ring and pay, and
these m ay have quite di®erent e®ects. C onvincing em pirical work therefore needs
to dentify policy in pacts n corresgoonding detail. Tt isdit cult to seehow thiscan
be done w ithout going beyond the usual wage and am ploym ent data, and look-
Ing at statistical evidence on individual m s' experience of intermal and extemal
grievance processes related to com plaints of discrdn nation.
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