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An Introduction to the Effect of
Regulation on Employment and Wages
James Bailey

Does regulation kill jobs or create them? Push wages up or push them
down? In fact it can have any of these effects, depending on how it is
written and where it is applied. In this chapter, I first use economic
theory to distinguish among certain common types of regulation and
explain their varying effects on wages and employment. I then summarize the empirical literature from economics and adjacent fields
that attempts to determine whether the effects predicted by simple
economic theory hold true in the real world, measure how large these
effects are in practice, and quantify the net effect of all US regulations
on wages and employment.
In short, the literature finds that the directional predictions of simple
economic theory generally hold true, but that the estimated size of these
effects varies widely. Several attempts to quantify the “cumulative”
cost of US regulation have produced estimates in the neighborhood of
$2 trillion per year, but in fact these studies only estimate the cost of
about a quarter of all federal regulations.

What Is Regulation?
A typical regulation states a set of actions that certain types of individuals or firms must or must not take. Take, for example, chapter 2, section
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1420.3, from Title 16 of the Code of Federal Regulations—“requirements
for four-wheel ATVs”—which begins,
Each ATV shall comply with all applicable provisions of the
American National Standard for Four-Wheel All-Terrain Vehicles (ANSI/SVIA 1–2017), ANSI-approved on June 8, 2017.
The Director of the Federal Register approves this incorporation by reference in accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain a copy from Specialty Vehicle
Institute of America. . . .
In short, the regulation is adding design requirements to a manufacturing process, presumably with the goal of enhancing consumer safety.
In some cases regulations do not constitute binding constraints
that actually affect producers, either because they are not enforced or
because producers would have done things that way without being
told to. But in the typical case regulations do matter, and do change
the decisions made by economic actors.
Different types of regulations have different effects, and the scope,
scale, and variety of regulation can be bewildering even to experienced researchers and to those in regulated industries. To keep things
simple, rather than attempting to discuss every possible type of regulation, in this chapter I focus on a few major types of regulation that
have clear ties to labor markets. These include common general regulations (cost-increasing regulations, bans, and entry barriers) that can
have spillover effects on labor markets, as well as labor-specific regulations that target labor markets directly (minimum wages, mandated
benefits, and employment regulations).

What Does Basic Economic Theory Predict about
How Different Types of Regulation Affect Wages and
Employment?
Cost-Increasing Regulations
A typical cost-increasing regulation, such as the ATV rule described
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above, directs producers to change their products in costly ways, often
for the purpose of benefiting a third party such as consumers or the
environment. In basic economic terms, an increase in the cost of production is a leftward shift in the supply curve, which leads to higher
prices, reduced production, and lower revenue for producers. In the
case of consumer-safety regulation, these effects may be partly offset
by an increase in demand, to the extent that consumers see the regulated product as higher quality. But apart from unusual cases in which
producers were making a systematic error and producing goods below
the profit-maximizing quality, the effect of cost-increasing regulation
on a market remains the same: higher prices, reduced production,
lower revenue.
What does this mean for wages and employment? In general, as revenue falls, the marginal revenue product of workers falls, and therefore
so do wages and employment. However, certain workers in occupations related to regulatory compliance may become more valuable and
see their wages and employment rise, as long as the regulation is not
so onerous that it shuts down the industry entirely.

Bans
Sometimes regulations do simply shut down an industry, either intentionally or as an unintended consequence of cost increases.1 In such
cases the effect on wages and employment is clearly negative:2 all workers in the industry lose their jobs, though most will become reemployed
as they move to other, next-best jobs.

Entry Barriers
To the extent that regulatory compliance is a fixed cost, larger firms
will be better able to bear it. Larger firms may even lobby for cost-increasing regulations in the hopes of raising rivals’ costs more than
their own and thereby gaining a relative competitive advantage.3
But while a typical regulation applies to all firms, at least on paper,
entry barriers are an important exception. Regulatory entry barriers
explicitly apply only to new firms—incumbents may be exempted
through grandfathering or may have already paid the fixed cost of
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entry. Examples of entry barriers include the need to obtain a business license and the need to gain the approval of a state board before
starting a business.
The obvious effect of such entry barriers is to reduce entry—that is,
to reduce the number of new firms in the affected industry or region.
What is less obvious is how this affects wages and employment. Do
entry barriers work like the typical regulation—shifting supply leftward, reducing the marginal revenue product of most workers, and
so reducing employment and wages? Perhaps. But while entry barriers raise costs for new firms, they do not raise costs for existing firms,
which instead become more profitable because the reduced competition allows them to charge higher prices. Incumbent firms gain more
“monopsony” market power over workers, which they can use to push
down wages and employment, but they also gain more “monopoly”
market power over consumers. A textbook monopoly raises prices and
cuts back production. Reduced production generally leads to lower
employment, and this monopoly employment effect is in the same
direction as the monopsony employment effect, so we can be confident that entry barriers lead to lower employment.
But entry barriers’ effect on wages is ambiguous. The monopsony
effect pushes wages down, but the monopoly effect can push them
up, though the monopoly effect is itself ambiguous. Monopolies may
lead to lower wages because the lower production drops the demand
for labor, or to higher wages because of “rent sharing,” in which the
more-profitable monopoly leads to workers with a higher marginal
revenue product and employers better able to pay high wages (think
of 1960s-era Detroit automakers).
This latter effect is especially pronounced in the case of occupational
licensing, where the entry barrier targets workers directly rather than
targeting the products they make or the firms that employ them (see
chapter six in this volume for a more in-depth discussion of occupational licensing). If a certain type of workers, say cosmetologists, must
go through a costly licensing process before they are able to legally
work in their field, this situation functions as a reduction in the supply
of cosmetologists, reducing their numbers but increasing their wages.
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Occupational licensing is not merely an entry barrier but also a
form of regulation that targets workers specifically. Given our subject
(employment and wages), occupational licensing and other types of
labor-specific regulations deserve a closer look.

Labor-Specific Regulations
While most regulations affect workers only unintentionally, a large
minority of regulations do target labor. Among the 41 titles of the Code
of Federal Regulations are Title 20, “Employees’ Benefits,” and Title
29, “Labor”; many other titles also include regulations targeting labor.
According to 2019 data from Quantgov,4 the Department of Labor was the
sixth-largest regulatory agency out of 130 federal regulatory agencies.5
Labor-specific regulations generally affect wages and employment
through one of three mechanisms: they target wages directly, they target
employee benefits or working conditions, or they target employment
or the demand for workers directly. Each of these mechanisms affects
wages and employment differently and so merits separate analysis. But
economic logic ties wages, benefits, and employment together. Employers aim to offer a compensation package (including cash wages and
nonwage benefits) that is generous enough to attract the employees they
want but not so generous that it exceeds the revenue the employees
add through their work. When regulations attempt to improve workers’
wages, benefits, or job security, they can sometimes improve workers’ bargaining power and make workers better off at the expense of
employer profits and consumer prices. But profit-maximizing employers are always looking for ways around these regulations, leading to
trade-offs across wages, benefits, and employment.
Minimum wages.
Minimum wages increase wages for some workers but lead employers
to reduce job benefits in an attempt to bring total compensation back
down to the desired, profit-maximizing level. Curtailed benefits could
include benefits directly funded by employers, such as health insurance
and retirement matching, but also other perquisites of the job, such as
flexible hours. Minimum-wage jobs may not have many such benefits
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to cut, however. Therefore, minimum wages will be partly paid for
through lower profits—but if the profitability of a worker falls below
zero, the job may simply be cut.
Mandated benefits.
A similar logic applies to regulations that mandate employee benefits
such as health insurance or workers’ compensation. Employers attempt
to reduce the total compensation package to its profit-maximizing level
by cutting wages or other benefits. To the extent that they are unable
to do so, or to the extent that employees value the mandated benefit
below its cost of provision, employment will fall.6
Employment regulation.
Employment-targeting regulations take two common forms. One
tries to make the jobs of existing employees more secure through
protections against arbitrary firing.7 This functions as an employee
benefit—employers can offer slightly lower wages or other benefits
and still attract employees—with the twist that it makes employers
more cautious about hiring in the first place. The other type of employment regulation aims to increase the total number of employees rather
than to make individual employees more secure in their jobs. These
regulations may be motivated by a desire to “create jobs” (think of the
mandatory full-service gas stations in Oregon and New Jersey), or by
the belief that the additional workers will improve product quality or
consumer safety (think of the requirement that a copilot be present on
flights). In general, this type of regulation increases the demand for
workers and so increases both employment and wages, unless the costs
imposed by the regulation are so great as to shut down production.

Summary of Predictions
Table 1 summarizes the predictions made above. For the sake of simplicity, I only include the effect on employment and wages in the typical
case, ignoring the other effects of regulation (on employee benefits,
prices, profits, etc.) and ignoring the contrary effects on small subgroups (such as compliance workers benefiting while most workers are
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Table 1. Effect of Various Regulations on
Employment and Wages (Basic Theory)
Type of regulation

Employment

Wages

“Typical” cost-increasing
regulations

D

D

Bans

D

D

Typical entry barriers

D

?

Occupational licensing

D

C

Minimum wages

D

C

Mandated benefits

D

D

Make-work regulations

C

C

harmed) or unusual cases (such as make-work regulations being so
costly they shut down the industry).8
In short, regulations almost always harm employment on net, while
their effects on wages are more mixed. But in order to fully evaluate
the costs and benefits of a regulation, we need to know more than just
how it affects employment and wages.

Remember: Bad Jobs Exist
We have now examined the simple economics explaining how various regulations affect employment and wages. A noneconomist may
assume I intend to argue that the regulations that kill jobs and cut
wages are bad, while the regulations that create jobs and raise wages
are good. But neither of these inferences is necessarily true. To draw
conclusions about the overall costs and benefits of regulation, we need
to look a bit deeper.
Bad jobs exist. When regulation kills a bad job, most people are made
better off. When regulation creates a bad job, most people are made
worse off. By “bad jobs,” I don’t simply mean menial or low-paying
jobs, but rather jobs that destroy more value than they create. Most
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jobs involving manual labor or low pay are not bad in this sense; for
instance, sanitation and food preparation generally create great value.
Instead, one archetypal bad job might be manager in a lead paint factory. The job may have paid well and carried some status, and lead paint
was a product that many people were willing to pay for. But it also contributed to a mass poisoning that made the world a dumber and more
violent place,9 and these costs almost certainly outweigh the benefits
of lead-paint-factory jobs and longer-lasting paint. The regulation banning lead paint certainly reduced employment in the short run, and this
should be counted as a cost of regulation, but a job-killing regulation
may nevertheless be worthwhile if it brings sufficient benefits to others.
Conversely, a job-creating regulation is not necessarily a good one.
Besides the manager of a lead paint factory, another archetypal “bad
job” may be that of the bureaucrat who must approve beneficial activities. Suppose an activity is generally beneficial and carries no special
risk to consumers or the environment, yet a regulation requires it to
receive bureaucratic approval before proceeding.10 The regulation may
create bureaucratic jobs, and the recipients of those jobs will appreciate the salary, but the regulation that created their jobs can only delay
or deny benefits to others. Everyone would be better off if the regulation were repealed, even if the bureaucrat received the same salary
for doing nothing.11
While the labor-market effects of regulations are important, they are
far from the only cost or benefit of regulations, and do not themselves
constitute sufficient grounds for accepting or rejecting a regulation.
There’s a reason why this study of labor-market effects is only one
chapter in a larger work on regulation.

What Has Empirical Research Found Regarding
Regulation, Wages, and Employment?
Now we’ve seen what basic economic theory has to say about which
types of regulations push employment and wages up or down. In this
section, we turn to the empirical literature on specific regulations to
see whether this theory holds in the real world, and to measure just
how big the effects of regulation are.
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Entry Barriers
The most generic and universal form of entry barrier is the process that
every new business must go through to legally form. The World Bank’s
Ease of Doing Business index has measured the intensity of this barrier
in almost every country since 2003.12 According to the 2019 report, in
New Zealand starting a new business requires only a single step that
takes less than a day, while in other countries such as Haiti and Venezuela, starting a new business requires at least a dozen steps that may
take several months to complete, and costs several times the average
annual income.13 The scholars who created the initial version of this
index confirmed that higher entry barriers lead to less product market
competition and a higher share of employment in the unofficial economy.14 This reduction in (legal) employment matches what economic
theory predicts (as discussed above), as well as the findings of other
empirical work—specifically, that new firms create a disproportionate share of new jobs.15 But the large literature using the Ease of Doing
Business index has generally not studied the effect of business entry
restrictions on wages.
The literature on occupational licensing has reached a near-consensus
that occupational licensing reduces employment while increasing wages
for workers in the licensed profession. From economists Milton Friedman and Simon Kuznets in their classic study of professional licensing
to the authors of more recent work, researchers consistently find slower
employment growth and higher wages in licensed professions.16

Labor-Specific Regulations
Minimum wages.
There are at least as many articles on the minimum wage as there are
labor economists; a search on EconLit reveals 3,140 written since 1945.
To sum up an immense and varied literature too quickly: economic
theory works, but the employment effects are smaller and slower than
you might think after looking at a typical textbook supply and demand
graph. A substantial minority of papers find that a minimum wage
is not associated with any significant dis-employment. Specifically, a
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minimum wage increase is more likely to slow the hiring of new workers than it is to cause layoffs of existing workers.17
Mandated benefits.
Benefit regulations include mandates that employers cover health insurance18 and mandates that employer health insurance cover specific
treatments.19 Studies consistently find that many benefit regulations
reduce wages. As economic theory predicts, though, the effect of benefit
mandates on employment is more mixed.20 In some cases benefit mandates seem not to harm employment at all.21 This could be due to firms
finding regulatory loopholes,22 or to the logic of the model by Lawrence
Summers (former Harvard president and US Secretary of the Treasury),
where the cost of the benefit is fully passed back to employees in the
form of lower wages (so employers have no incentive to reduce hiring)
while employees fully value the benefit (so all continue working, since
they perceive their total compensation to be the same).
In other cases, though, benefit mandates do seem to have affected
employment. Some regulations attempt to benefit a specific group (such
as maternity benefits, which target younger women), and these can lead
to lower employment for that group without necessarily lowering overall employment. In a 2014 study I found this to be true for older men
in the case of prostate cancer screening,23 but the most extreme example is likely the Americans with Disabilities Act. The act intended to
protect and promote employment by adding antidiscrimination protections for disabled workers and requiring employers to offer “reasonable
accommodations” for disabilities. But despite the explicit antidiscrimination parts of the law, employers reacted strongly; economists Thomas
DeLeire, Daron Acemoglu, and Joshua Angrist estimate that the act
reduced the employment of disabled workers by at least 10 percent.24
Summarizing empirical work on specific regulations.
Table 2 summarizes the empirical estimates for certain types of regulations. These generally accord with the theoretical predictions
summarized in table 1 about how different types of regulation affect
employment, and the empirical research gives us an idea of how strong
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these effects are. Before we start celebrating the excellent predictive
track record of economic theory, however, I must advise some caution
about the state of the empirical evidence. It is challenging to find empirical work estimating the effect of some types of regulation on wages or
employment, which is why these types of regulation are not included
in the table, and why there is only a question mark for the effect of
entry barriers on wages (the paper cited does not attempt to measure
the effect on wages, only on employment). Other types of regulation
have the opposite problem: there are many estimates available but they
don’t all agree, either because of disagreements over the proper estimation methodology (as for the minimum wage) or because even within
a category of regulation there can be a variety of effects (as for various mandated benefits). Still, economic theory is looking good overall:
Where empirical work exists it generally confirms the direction predictions of economic theory, and at worst it finds no effect rather than an
effect in the opposite direction of the prediction.
Table 2. Estimated Effect of Certain
Regulations on Employment and Wages
Type of regulation

Employment

Wages

Source

Typical entry barriera

D 14%

?

Djankov et al.

Occupational licensing

D 20%

 C 18%

Minimum wageb

D 1%

C 10%

Mandated benefitc

D 2%

D 2.8%

Kleiner and
Krueger
Wolfson and
Belman
Bailey

a
To be precise, Djankov et al. find that employment shifts to the unofficial economy, but
do not test whether it falls overall.
b
The minimum wage estimate is from a meta-analysis that summarizes 37 other studies, many of which estimated dis-employment effects larger or smaller than the pooled
1% estimate.
c
The effect size is particularly likely to vary with the specific benefit; Lahey finds that
employment falls with no effect on wages, while Gruber finds that wages fall with no
effect on employment.
Sources: Simeon Djankov et al., “The Regulation of Entry,” Quarterly Journal of Economics
117, no. 1 (2002): 1–37; Morris Kleiner and Alan Krueger, “Analyzing the Extent and Influence of Occupational Licensing on the Labor Market,” Journal of Labor Economics 31, no. 2
(2013): S173–S202; Paul Wolfson and Dale Belman, “15 Years of Research on US Employment and the Minimum Wage,” Labour 33 (2019): 488–506, https://doi.org/10.1111/
labr.12162; James Bailey, “Who Pays the High Health Costs of Older Workers? Evidence
from Prostate Cancer Screening Mandates,” Applied Economics 46, no. 32 (2014): 3931–41.
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Aggregate effect of labor-specific regulations.
The research on how specific labor regulations affect wages and employment is generally excellent—researchers have used the latest empirical
methods to carefully identify the effect of the regulations they study.
This excellent research is made possible by the nature of the regulations being studied, which tend to target only some groups or to be
enacted in only some states, leaving other groups or states to serve as
controls. But not every specific regulation can be studied this way, and
it is particularly difficult to determine the effect of aggregate regulation
with as much certainty. Do mandated benefits and other labor-market
regulations merely change who gets hired, or do they really reduce
overall employment?
Here the evidence is more suggestive than definitive, but there is a
lot of it. Europe generally has more labor-market regulation than the
United States, together with higher unemployment.25 Moreover, the
labor force participation rate of prime-age men in the US has fallen from
a peak of 94.7 percent in 1967 to 86.4 percent in 2019.26 In other words,
the proportion of men aged 25–54 who have no job and are not trying
to get one has more than doubled. The causes of this change remain
poorly understood and much debated,27 but it has occurred alongside a huge expansion of federal regulation (as measured by number
of words and restrictions in the Code of Federal Regulations);28 of occupational licensing;29 and of health insurance benefit mandates (which
increased more than fortyfold since the 1960s30).
If all this regulation has increased the cost of hiring faster than the
value employers see in new employees, we would expect employment
to fall. The growth in US nonemployment has been concentrated at
lower skill levels,31 which may be because employer demand has grown
more at higher skill levels (the “job polarization” discussed by economist Didem Tuzemen and many others noting a growing wage and
employment gap by skill and education level). Alternatively, it could
be because regulatory costs bind more at lower levels—an employer
can simply cut wages for high-wage workers if regulation makes them
more costly to employ, but for a worker who is already at the minimum wage and with minimal benefits, the employer’s only choice is
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between cutting employment or accepting the loss in profits. This is
one reason why regulation often has “regressive effects”—that is, it
hits lower-income workers harder.32

The Overall Effect of Regulation
We’ve now considered the evidence on many specific types of regulation. But what does all this add up to? If a country or state engaged in
a wholesale, across-the-board program of regulation or deregulation,
how would this program affect labor markets? Perhaps surprisingly,
only a handful of researchers have attempted to answer this question; as economists Mark Crain and Nicole Crain put it, “For the most
part, the volume of regulations and their complexity have discouraged
attempts by government agencies and private researchers to generate
a comprehensive estimate of regulatory costs.”33
The basic approach of most studies has been to compare the state
of the labor market across more- and less-regulated countries, states,
or industries. Some analyses are cross-sectional, making these comparisons at a single point in time; the challenge here is that states and
countries differ in many ways besides their level of regulation, and
controlling for all of these differences is difficult. Other time-series or
panel analyses focus on changes in regulation over time, so that a state
or country can be compared to itself before the regulatory change as
well as to other polities.
An article in the Journal of Economic Growth measures total regulation in the US over time by counting the number of pages in the Code
of Federal Regulations.34 While its primary focus is on total output and
total factor productivity, the results also imply that increased regulation in the postwar era led to slower wage and employment growth.
The advent of RegData has for the first time allowed researchers to
easily quantify how the level of federal regulation varies by industry
in the US.35 In a 2017 study with Diana Thomas, I find that doubling
the level of regulation in an industry leads to a 6.3 percent decline in
new hires,36 and a 2018 article finds a similar result using a similar
approach.37 Entrepreneurship scholars David Lucas and Christopher Boudreaux also find reduced net job creation in more-regulated
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industries, but find that this effect is moderated by state economic freedom.38 Also using RegData to compare industries, economists Bentley
Coffey, Patrick McLaughlin, and Pietro Peretto estimate that in 2012,
the economy was 25 percent smaller than it would have been in the
absence of regulatory growth since 1980,39 which translates to $13,000
less in per capita income. (The authors do not provide estimates for
how much of this is due to declines in labor income as opposed to
other income sources.)
While RegData’s original goal was to quantify federal regulation
in the United States,40 its creators are in the process of expanding it to
cover other countries and the regulatory codes of US states. Using a
preliminary measure of US state regulatory codes, policy analyst Mark
Febrizio finds very large dis-employment effects: “a 10 percentage point
increase in [regulatory] restrictions is associated with a 11 to 13 percentage point decrease in employment growth.”41
Crain and Crain use a cross-country measure of regulation from the
World Economic Forum’s Global Competitiveness Report 2006–2013 to
create an Economic Regulation Index. They find that GDP per capita
falls by 8.1 percent for each one-point increase in the Economic Regulation Index; because the US has 26 percent more regulation than the
“benchmark” lowest-regulation countries of the Organisation for Economic Co-operation and Development, they translate this to mean that
US GDP would increase by $1.4 trillion (about 8 percent) if US regulation were cut to benchmark levels. After adding the costs of some
other types of regulation not captured by the first index, they conclude
that the annual cost of regulation in the US is about $2 trillion, which
translates to about $10,000 per worker. Like the authors of several of
the studies using RegData, they find that this cost is disproportionately
borne by small firms.42
Wayne Crews states, “regulatory costs are unknowable in an elemental sense, and estimates of them are not observable or calculable—much
as the economic calculations necessary to enable central economic
planning are impossible.”43 Still, Crews does his best to calculate the
incalculable, and estimates that regulation causes a $1.9 trillion hit to
US GDP, though he cautions that this is more of a lower bound: “This
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figure is based on a nonscientific, disclaimer-laden, fusion amalgam of
GDP losses, and compliance costs derived from available official data
and other sources. Even so, this assessment is more representative and
inclusive than official estimates and more ‘conservative’ in that burdens conceivably are considerably more.”44 As with other GDP-based
estimates, it is not clear how much of this reduction to income occurs
because of lower wages or employment and how much because of
other factors.
The Council of Economic Advisers (CEA) attempts to quantify the
aggregate economic effects of the net deregulatory stance of the Trump
administration. The CEA’s main estimation strategy is to sum up the
impact estimates of previous government reports on major recent
(de)regulatory actions. The council concludes that if this regulatory
approach is continued, it will raise US GDP by up to 2.2 percent over a
decade, raising real income by $3,100 per household. Much of this effect
occurs through the channel of lower consumer prices rather than higher
nominal wages or employment. Unlike some researchers, the CEA has
also attempted to quantify the nonpecuniary benefits of repealed regulation, and concludes that they amounted to $600 per year, so that the
total net benefit of deregulation is $2,500 per household.45
In sum, research on the overall effect of regulation has produced a
variety of estimates. This is partly because it has employed a variety of
estimation strategies and data sets and partly because it has estimated
the effect of regulation on different outcomes (GDP, productivity, new
hires, etc.). Perhaps most importantly, different researchers considered
different counterfactuals. Despite titles and abstracts that sometimes
imply otherwise, none of these researchers has actually attempted to
sum up the overall cost of all regulation—and they have been wise not
to, as we have no real examples to study of a country cutting all or even
most regulation.46 Instead, their estimates are based on counterfactuals such as cutting regulation to the level the US had in 1980, or to the
level of the current lowest-regulation countries in the Organisation for
Economic Co-operation and Development (each roughly a 25 percent
cut); or they measure the effects of smaller actual deregulations such
as the net reduction in federal regulation since 2017.
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While it would be nice to know the net effect of all US regulation on
GDP, employment, and wages, from a practical standpoint it is more
important to know the likely effect of changes to regulation at the margin,
because a greater-than-25-percent cut to regulation seems unlikely.47
This marginal effect will depend above all on which regulations are
actually passed or repealed: this chapter has shown that different types
of regulations have very different effects, this mix of regulations will
vary with the political times, and for any given administration the best
strategy is likely to involve measuring the effects of the specific regulations it has passed and repealed, as the CEA has done.48

