
THE ECONOMICS OF 
DISCRIMINATION 

Reading: Textbook Chapter 12 



Wage Differentials 

¨  Fact: different people earn different wages 
¨  This seems obvious, but it is surprisingly difficult to explain 
¨  Explaining why different people earn different wages is a 

classic question in labour economics 
¨  Typically, we can only explain about 30 or 40 percent of 

observed wage variation on the basis of observable 
characteristics of workers and firms 

¨  We call the differences in the wages earned by people with 
different characteristics wage differentials 



Explaining wage variation 

¨  Many factors that might generate wage differentials 



Economic discrimination 

Labour market discrimination is defined as a situation in which 
persons who provide labour market services and who are 
equally productive are treated unequally in a way that is 
related to an observable characteristic such as race, ethnicity or 
gender. 
 
The study of labour market discrimination comes from the 
observation that there are long- lasting differences in the 
average wage rates or income among groups of workers, who 
are presumed to be equally productive or have equally 
productive capacity i.e. wage differentials. 



Could observed wage differentials be 
evidence of discrimination? 

¨  After we control for the effect of education, training, labour 
market experience, hours worked, occupation, industry, and lots 
of other things, we still see that 
¤ On average, women earn 75-80% as much as men 

n About 64% for women 55+ 
n About 86% for women under 24 
n About 70% on average in USA 

¤ African American men earn about 80% as much as 
Americans of European ancestry 

¤  In Canada, Aboriginal men earn about 11% less than men 
of European ancestry 

¤ Gay men earn about 20% less than straight men (but this is 
bcs of the straight male marriage premium) 

¨  Is this evidence of discrimination? 



Theories of discrimination: Employer 
discrimination 
¨  Employer discrimination occurs when employers have 

preferences for hiring certain “types” of workers 
¨  A prejudiced employer incurs a psychic cost d > 0 that raises 

the cost of hiring a member of minority group B to  wB + d and 
will hire B workers only if wA －wB ≥d. 

¨  B workers are employed by the least prejudiced firms; A and B 
workers will be segregated into different firms. 

¨  If discriminating tastes are widespread and there are many B 
workers seeking employment, some B workers will have to find 
jobs at discriminating firms. 

¨   A wage differential wA > wB will arise if and only if the 
fraction of discriminating employers is sufficiently large that 
the demand for B workers when wA = wB < the supply. 

 



Employer discrimination 

¨  If there are enough non-discriminating employers, then 
discrimination is competed away. 

¨  discrimination should not survive in the face of market forces 
because non-discriminating employers should out-perform 
discriminating employers because they are willing to hire the 
cheaper but equally productive inputs. 

¨  non-discriminating employers should expand and discriminating 
ones contract, until discriminatory wage differentials are 
eliminated all firms earn zero profits 



Employer discrimination 

¨  Does this mean that labour market discrimination cannot 
persist? 



Employee discrimination 

¨  Maybe some people only like to work with certain types of co-
workers 

¨  Suppose some members of the majority group A are 
prejudiced against group B members and do not like to work 
with members of the minority group, if forced to do so they will 
act as if their wage was 

 wA - dwwA =(1- dw)wA where dw >0 is a prejudice 
 coefficient. 

¨  We should get segregation by occupations but not necessarily 
a wage differential unless workers A and B are forced to work 
together 

¨  Implication is segregation, not wage differentials 



Customer discrimination 

¨  With consumer discrimination, prejudiced consumers in group A 
get less utility if they purchase from a group B member than 
from a group A member. They act as if the price was p(1+dc ). 

  

¨   The effect of such discrimination on wages is eliminated if B 
workers can serve only B customers and unprejudiced A 
customers, or if B workers are employed in occupations without 
consumer contact. 



Statistical discrimination 

¨  Labour markets are plagued by incomplete information 
¨  Employers want to hire the “best person for the job,” but this 

can be a difficult thing to assess on the basis of interviews, 
resumes, etc. 

¨  What the employer really cares about is a potential 
employee’s productivity 

¨  But, this isn’t fully observable 
¨  Instead, the employer can observe things that may be 

correlated with productivity 
¤  Education, experience, references, etc. 

¨  Employers might have low demand for particular “types” of 
workers because being that type might be associated with low 
productivity on average 

¨  This is called statistical discrimination 



Statistical discrimination 

¨  Consider two groups of workers, A and B. Each group is 
equally skilled on average.  

¨  However, the firm is not able to easily identify the specific skill 
levels of individuals in group B 

¨  If productivity depends on matching the worker skill to job 
requirements, the expected productivity of group B workers 
will be lower because the matching process will not work as 
well. 

¨  Group B wages will be lower than Group A on average. 

¨  Why might it be more difficult for firms to observe skill levels 
of some groups than others? 



Statistical discrimination 

¨  As a result, the wages of group B members may be less 
responsive to performance because firms have difficulty 
“seeing” their productivity.  

¨  This would weaken the incentive of group B members to invest 
in skills. 



Evidence 

¨  Oreopoulos (2009) sent thousands of in response to online job 
postings across multiple occupations in Toronto  

¨  Resumes were constructed to plausibly represent recent 
immigrants the three largest countries of origin (China, India, 
and Pakistan) and Britain, as well as non-immigrants with and 
without ethnic-sounding names.  

¨  Applications were also randomized with respect to where 
applicants received their undergraduate degree, whether their 
job experience was gained in Toronto or Mumbai (or another 
foreign city), whether they listed being fluent in multiple 
languages (including French). 



Results 



Results 

¨  Canadian applicants that differed only by name had 
substantially different callback rates. 



Evidence 

¨  Discrimination in professional sports has been used to study 
both consumer and employee discrimination 

¨  Kahn and Sherer (1988) have found that home attendance at 
NBA games is positively correlated with the fraction of white 
players. 

¨  Price and Wolfers (2007) study NBA refereeing and find that 
more personal fouls are called against players when they are 
officiated by an opposite-race refereeing crew than when 
officiated by an own-race crew. 



Policy responses 

¨  Discrimination raises problems of inequity and inefficiency. 
¨  Many countries also have responded to these perceived inequities 

by enacting equality promoting legislation.  

¨  In the United States, legislations have taken the form of 
“affirmation action” legislations which focus on “equality of 
opportunities” rather than “equality of outcomes”. 

¨  More recently however, there have been reactions and limitations 
to affirmative action perceived as “reverse discrimination”. 

¨  In Canada, both federal “employment equity” legislation and 
mostly provincial “pay equity” (“comparable worth”, “pay 
fairness”) mostly provincial legislation (especially Quebec and 
Ontario - pro-active pay equity legislation that apply to the 
private, as well as public sectors.  


