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Abstract

This article shows that firms’ balance sheets play a crucial role in explaining the
relationship between minimum wage policies and employment dynamics. Using a bor-
der discontinuity approach and establishment-level information on firms in the United
States, we show that changes in the minimum wage do not affect employment. How-
ever, this average effect masks important corporate-level heterogeneity. The effect of
changes in minimum wage policies on employment is indeed negative and meaningful
for establishments that belong to financially constrained firms. We provide causal ev-
idence about this relationship using the change in the federal minimum wage during
the 2007-2008 financial crisis and an exogenous measure of financial frictions based on
ex-ante heterogeneity in the long-term debt structure as a unique laboratory.
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1 Introduction

Minimum wage policies have been at the center of recent policy debates in the United
States. One of the primary concerns in this debate relates to the impact of minimum
wage changes on employment. A considerable amount of research has been conducted
in economics to shed light on this matter, finding mixed results. For example, |(Card
and Krueger| (1993)) analyze the effect of an increase in New Jersey’s minimum wage
and show that fast-food restaurants in this area increased employment by 13 % relative
to stores in Pennsylvania. (Cengiz et al.| (2019) find that the overall number of low-
wage jobs remained essentially unchanged over the five years following a minimum
wage change. On the other hand, Clemens and Wither| (2019) find a negative effect
on employment following the federal minimum wage increase during the 2007-2008
financial crisis.

The causal chain presented in this context lacks acknowledgment of the potential role
that firms and their balance sheet characteristics may play in the matter. However,
there are compelling reasons to believe that firms play a crucial role in this setting.
Firms are the key decision-makers when it comes to firing or retaining employees, and
exhibit heterogeneity in terms of their available resources and constraints. In line with
this argument, recent empirical evidence emphasizes the importance of firms’ balance
sheet characteristics in comprehending aggregate employment dynamics (Giroud and
Mueller}, 2017, 2019). Understanding the role of firm characteristics in this context
can aid policymakers in designing more effective minimum wage policies and can help
reconcile previously mixed findings in the economic literature. Our paper aims to help
fill this gap in the literature by analyzing whether financial frictions can contribute to
explaining employment dynamics following minimum wage adjustments.

In a groundbreaking paper, |Bernanke| (1983)) contends that the destruction of bank-
specific intermediary capital curtailed certain borrowers’ ability to secure credit, in-
tensifying economic downturns. While this perspective has frequently been utilized to

account for the prolonged decrease in output after financial crises, financial deficiencies



can also present a plausible explanation for the increase in unemployment subsequent to
a minimum wage hike (Clemens and Wither} 2019). Financially constrained firms may
find it indeed more difficult to absorb the costs of a minimum wage increase and face
short-term liquidity needs. Exposure to high minimum wage can also increase a firm’s
distress risk (Favilukis et al., 2020; |Arellano et al.; |2019)), pushing firms to adjust to
this additional risk by reducing the number of employees. Furthermore, in contrast to
physical capital, labor cannot be used as collateral, which presents certain challenges for
its financing. Hence, any impediments to securing external funding can significantly
impact a firm’s employment choices (Almeida et al., 2009; Benmelech et al., 2019).
Despite the clear theoretical link between financial frictions, minimum wage changes,
and employment decisions, there has not been any study analyzing this relationship
empirically.

In order to advance our research, we first analyze the effect of changes in the mini-
mum wage on employment. To do so, we collect information on the establishments that
belong to a public corporation in the United States and the corporate balance-sheet
characteristics of the firms to which they belong. The structure of our database allows
us to compare establishments that belong to the same corporation, but are located in
different states and therefore are exposed heterogeneously to minimum wage policies.
Also, we consider in our empirical analysis that changes in minimum wages are not
exogenous; the timing of minimum wage changes tends to be closely tied to the health
of the local economy (Neumark et al., [2014; |Allegretto et al., [2017). Therefore, an
increase in the minimum wage could be correlated with changes in other local economic
characteristics that could also affect corporate employment decisions. In order to deal
with this problem, we follow the previous empirical literature (Card and Krueger, (1993;
Cengiz et al.l |2019; [Dustmann et al., 2022), and combine the staggered changes in min-
imum wage levels with alternative border discontinuity designs. Our final database is
made up of more than two million establishment-year observations and can therefore
provide reliable estimators.

Using this empirical strategy, we consider the dynamic effect of changes in the min-



imum wage on the employment of the establishments exposed to these policy decisions.
Importantly, we show that the parallel trend assumption beyond our identification
assumption is likely to hold; specifically, establishments located along state borders
have similar employment patterns before minimum wage changes. Also, we show that
changes in minimum wages do not affect employment in subsequent years. This result
is in line with many papers that do not find any average effect of changes in the min-
imum wage on employment during normal economic times (e.g., |(Cengiz et al., 2019;
Dustmann et al., 2022).

In accordance with our research hypothesis, however, we show that the average
effect of changes in minimum wages conceals significant heterogeneity at the corporate
level. By examining the interaction between changes in minimum wages and alternative
measures of corporate financial frictions, we document a substantial and adverse effect
for establishments belonging to financially constrained firms. Our findings indicate
that a one standard deviation change in the financial constraint indexes we use in our
analysis leads to an average 0.2% reduction in employment at the establishments, in
response to a one-dollar increase in the minimum wage. Furthermore, we also find that
financially constrained firms react to minimum wage changes by reducing the number
of establishments in exposed areas.

In our analysis, we take into account the possibility that managers may relocate em-
ployment from establishments that are subject to minimum wage regulations to those
that are not, which could mean that the overall corporate employment of financially
constrained firms remains largely unchanged following minimum wage changes. How-
ever, even when we examine our data at the firm level, we consistently find a large
negative effect of minimum wage changes on employment for financially constrained
firms, confirming the results obtained from our establishment-level analysis. Specifi-
cally, we do not observe any average effect of minimum wage changes on employment,
but the negative effect is pronounced and statistically significant for firms that are
financially constrained.

Our analysis at the firm level also indicates that exposure to minimum wage policies



has the effect of reducing firm value. Also, we observe a reduction in corporate liquidity
as well as research and development expenditures. As a matter of fact, these results
suggest that companies subject to minimum wage policies are forced to acquire resources
to meet short-term liquidity needs, potentially leading financially constrained firms to
reduce their workforce.

In the last part of the paper, we provide causal evidence about the relationship
between minimum wage changes, financial frictions, and employment using a unique
laboratory experiment. More specifically, we first examine the increase in the federal
minimum wage during the financial crisis and compare the employment dynamics of
establishments located in state-bounded areas affected by the federal minimum wage
change to those located in states with no minimum wage bounds (Clemens and Wither,
2019)). This period is particularly relevant for our analysis since it is characterized by se-
vere information asymmetries, uncertainty, and tight credit constraints (Brunnermeier,
2009; Bernanke, 2023). Using this identification strategy, we find that an increase in
the minimum wage in this critical time decreases establishments’ employment. We also
show that the effect is immediate and persistent in subsequent years.

To establish the credibility of our empirical results showing the effect that financial
frictions have on employment after changes in the minimum wage, it is necessary to
introduce a shock to a firm’s external financing access, which is unrelated to other
corporate characteristics and investment prospects and affects their access to the credit
market. To do so, we follow previous literature (Duval et al., 2020; Almeida et al., 2009;
Benmelech et al.l 2019), and leverage the ex-ante variation in long-term debt maturity
across firms. Our exogenous measure of financial friction is derived from the long-
term debt that matured at the onset of the financial crisis. The rationale behind this
approach is that firms with a significant amount of debt maturing during this period
are forced with serious constraints on rolling over maturing debt. Therefore, they are
compelled to modify their behavior more extensively compared to similar firms that do
not require the refinancing of their long-term obligations in the crisis period.

We find that establishments belonging to firms with a large amount of debt matur-



ing at the onset of the nancial crisis in states bound to the federal minimum wage
requirements experienced a further decrease in their employment levels. Speci cally,
our analysis shows that a one standard deviation change in the nancial friction measure
led to a 0.4 % decrease in these establishments’ employment. These results highlight
the importance of nancial constraints in explaining employment dynamics following
changes in minimum wage policies and can provide insight into the heterogeneous ef-
fects of minimum wage policies on employment across countries and time periods, as
documented in previous literature.

Our paper contributes to di erent strands of the literature. First, a growing lit-
erature in nance analyzes the e ect of minimum wage laws on corporate policies.
Gustafson and Kotter (2022) nd that changes in the minimum wages lead public rms
to cut capital expenditures. |Geng et al| (2022) nd opposite results; they analyze the
e ect of an increase in the minimum wage in China and nd in a sample of manufactur-
ing rms that a minimum wage rise is associated with an increase in capital investment
and innovation. Using the same setting, Hau et al. (2020) nd that changes in mini-
mum wages accelerate the input substitution from labor to capital, reduce employment
growth, and accelerate total factor productivity growth. They also show that this ef-
fect is particularly strong among the less productive rms under private both Chinese
or foreign ownership, but not among state-owned enterprises. They argue that this
heterogeneous e ect can be explained by di erences in management practices. Also,
considering a large and persistent minimum wage increase in Hungary, Harasztosi and
Lindner|(2019) show that rms responded to the minimum wage by substituting capital
for labor. Agarwal et al.| (2023) exploit the staggered state-level changes in minimum
wages in the United States from 2000 to 2008 and using a comprehensive data set from
the hotel industry, they nd that doubling the minimum wage reduces average hotel
revenues by 6 % per year and occupancy rates by 3.1 %. Chava et al. (2023) document
that increases in the federal minimum wage worsen the nancial health of small busi-
nesses in the a ected states. Furthermore, they show that increases in the minimum

wage lead to lower bank credit, higher loan defaults, lower employment, lower rm



entry, and a higher exit rate for small businesses.

We also contribute to the literature that analyzes the impact of nancial frictions on
real outcomes. Duval et al. (2020) show that nancial frictions during the 2008 global
nancial crisis generated a negative and persistent e ect on corporate productivity and
innovation activities. Benmelech et al. (2019) provide evidence that the lack of access to
credit along with nancial frictions generate a negative causal e ect of nancial frictions
on rm employment during the Great Depression. Chodorow-Reich (2014) shows that
rms with weaker lender relationships had a harder time obtaining loans and paid higher
interest rates after the Lehman bankruptcy. They also experienced greater reductions
in employment compared to companies with stronger lender relationships. Giroud and
Mueller (2017) discovered that businesses belonging to highly-leveraged rms su ered
signi cantly greater reductions in employment when faced with a decrease in local
consumer demand. Giroud and Mueller (2015) nd that a positive shock to investment
opportunities at one plant spills over to other plants within the same rm, but only
if the rm is nancially constrained. Gilchrist et al. (2017) document that rms with
liquidity constraints raised prices during the nancial crisis, while their unconstrained
counterparts lowered prices. Furthermore, nancial frictions have been shown to have
a signi cant impact on various corporate decisions, including investment and capital
structure choices, as well as stock returns (Hennessy and Whited, 2007; Lamont et al.,
2001; Cao et al., 2019).

To the best of our knowledge, there is not any other paper that analyzes the re-
lationship between minimum wage changes, employment, and corporate balance sheet
characteristics. The only paper that takes into account nancial frictions in this lit-
erature is Arabzadeh et al. (2023); they consider a change in the minimum wage in
Germany and use employee-employer information and a structural model to investigate
the relationship between minimum wage changes, nancial frictions, and within- rm
wage dispersion. More speci cally, they nd that within- rm wage dispersion decreases
more with higher minimum wages when rms are nancially constrained.

Our paper is also inspired by recent literature arguing that optimal government



policies should take into account nancial frictions (Itskhoki and Moll, 2019; Caballero
and Lorenzoni, 2014). When faced with nancial frictions, it is crucial for governments
to prioritize policy interventions that involve the temporary reduction of wages and
the increase of labor supply. By doing so, they can accelerate the accumulation of
entrepreneurial wealth and promote higher labor productivity and wages over time.
Our empirical results con rm empirically this hypothesis by focusing on the e ect of
minimum wage policies on employment, one of the most discussed government inter-
ventions in the economy. In line with this strand of the literature, our results show that

government should avoid increasing minimum wages during periods of nancial stress.

2 Data

In order to advance our research, we collect information on minimum wage policies
across US states, establishment characteristics, and the balance-sheet characteristics of
the corporations to which each establishment belongs. The sources of information are

described in more detail below.

Minimum wage changes. Our source of information for minimum wage policies
comes from Vaghul and Zipperer (2019). They provide details about the variations in
the state-level minimum wage spanning from 1974 to 2020. However, since we only
possess information regarding the establishments from 1990 to 2020, our analysis is
primarily centered on this time frame. Moreover, the results of our analysis may be
signi cantly a ected by the inclusion of data from the 1980s, as there were minimal
changes to the minimum wage prior to the year 1990 (Neumark et al., 2014; Allegretto
et al., 2017).

Figure 1(a) illustrates minimum wage dynamics for each state. Our empirical analy-
sis takes advantage of this signi cant variability in minimum wage changes across both
states and time periods.

We also take into account that changes in the minimum wage can be endogenous

since they are strongly tied to changes in local economic patterns. In order to deal
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