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ABSTRACT 
 

Wage Determination and the Sources of Bargaining Power� 
 
This paper explores the sources of bargaining power in wage negotiations. In the standard 
analyses of wage bargaining, the negotiation partners are specified a priori, and thus it is 
impossible to address the question of how they achieve and retain their negotiating positions, 
on which their bargaining power is based. In our analysis, by contrast, the firm can choose 
between two sets of wage negotiations: those it can conduct with its incumbent employees 
and those with new job seekers. These negotiations are imperfectly substitutable, and the 
degree of substitutability is determined by the firm’s labor turnover costs (e.g. costs of hiring, 
training, and firing). In this context, labor turnover costs not only influence the negotiators’ 
alternative to bargaining (i.e. their fall-back positions and outside options); they affect the 
nature of the bargaining process itself. This approach leads to a new theory of wage 
determination. 
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Fig. 1a: The Game
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Figures 1: Structure of the Game and Subgames

GO = outsider subgame
GE = entrant subgame
GI = insider subgame

Fig. 1b: The Subgames



Under bonding:
the firms gains more productive

employees, but loses bargaining power.

Under churning:
the firm sacrifices

productivity, but loses no
bargaining power.
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 entry blockaded.

combined LTCs low

entry restricted.
Figure 2: Two Fundamental Trade-offsFigure 2: Two Fundamental Trade-offsFigure 2: Two Fundamental Trade-offsFigure 2: Two Fundamental Trade-offs
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Figure 6: Effect of on the job trainiFigure 6: Effect of on the job trainiFigure 6: Effect of on the job trainiFigure 6: Effect of on the job traini

δϕ

 0

δϕ

−
δ 2ϕ

1 − δ

δ
δϕ
−1

δα

 0

δ
1 +δ

α

−δ 2α

δ
1 −δ − δ2 α

Fig. 6a:Fig. 6a:Fig. 6a:Fig. 6a:
CB
AWE

RestrictedRestrictedRestrictedRestricted
EntryEntryEntryEntry

Fig. 6b:Fig. 6b:Fig. 6b:Fig. 6b:
Blockaded EntryBlockaded EntryBlockaded EntryBlockaded Entry
CB
CW
CW
CH
CH
WI
WI
WE, WI
WE, WI
ng on wagesng on wagesng on wagesng on wages

AWE



( )αγδϕ −− 1

I

 0

δϕ

( )αγδϕ −− 1

( )( )δαγδϕ −−− 11

γ
δ

α �
�

�
�
�

�

+
−

1
1

I

 0

γ
δ

δ
+1

( )αγγ
δ

δ −−
+

1
1

( )
δ
δδδαγ

+
−−−−

1
11

2

Fig. 7a:Fig. 7a:Fig. 7a:Fig. 7a:
CB
β

WE

γ
δ

δ
+1

Restricted EntryRestricted EntryRestricted EntryRestricted Entry
CB
CW
CW
CH
CH
W

Fig. 7b:Fig. 7b:Fig. 7b:Fig. 7b:

Blockaded EntryBlockaded EntryBlockaded EntryBlockaded Entry

W

WE, WI
WE, WI
β

WE

γ
δ

δ
+1
Figures 7: The Effect of Unemployment Benefits on WagesFigures 7: The Effect of Unemployment Benefits on WagesFigures 7: The Effect of Unemployment Benefits on WagesFigures 7: The Effect of Unemployment Benefits on Wages



t

t+1

t+2

Subgame GO

F

a GE

r

O

a GE

r

F

a GE

O’

a GE

GO

F

a game ends

r

t’

Subgame GI

F

a

r

t’+2

I

a

r

t’+1

GOϕ

I

a

t’+3

GOϕ

Subgame GE

F

GO GI

GO

1-p
p

GO

1-p
p

Figure 8: Structure of the Subgames in the Model with Quits



ScenariosScenariosScenariosScenarios Entrant WageEntrant WageEntrant WageEntrant Wage Insider WageInsider WageInsider WageInsider Wage

Churning
Scenario (CHCHCHCH)

WE = RCH = 0

Credible Wage
Scenario (CWCWCWCW)

restricted
entry

( )αδϕ −−= 1EW δϕ=IW

blockaded
entry ( )α

δ
δ −−
+

= 1
1

EW
δ

δ
+

=
1

IW

Competitive
Bonding
Scenario (CBCBCBCB)

restricted
entry

( )αϕδ −+−= 12EW ( )( )αϕδδ −+−= 11IW

blockaded
entry

2

21
EW δ

δ
= −

− δ
δ
+

=
1
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Table 1: Equilibrium Wages in the Basic ModelTable 1: Equilibrium Wages in the Basic ModelTable 1: Equilibrium Wages in the Basic ModelTable 1: Equilibrium Wages in the Basic Model
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blockaded
entry

( )
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δ

αδ
+
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+
+=

11
AAAW E ( )

δ
αδ
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1
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Competitive
Bonding
Scenario
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�
�
�

�

−
+−−+−=

δ
δαϕδ

1
1122 AW E ( ) ( ) ( )

�
�

�
�
�
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−
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δ
αδδϕδδ
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1211

2AW I

blockaded
entry

( ) ( )
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2
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12
δδ

δαδ
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δ

αδ
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1
AW I

Table 2: Equilibrium Wages in the Model with On-the-Job TrainingTable 2: Equilibrium Wages in the Model with On-the-Job TrainingTable 2: Equilibrium Wages in the Model with On-the-Job TrainingTable 2: Equilibrium Wages in the Model with On-the-Job Training
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δ
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δ

δ
−

+
−

−=
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2
EW γ

δ
δ
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=
1

IW

Table 3: Equilibrium Wages in the Extended ModelTable 3: Equilibrium Wages in the Extended ModelTable 3: Equilibrium Wages in the Extended ModelTable 3: Equilibrium Wages in the Extended Model
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δ
δ

�
�

�
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�
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δ
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Bonding
Scenario
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+

−
−=

11 2

2 a
W E γ
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Table 4: Equilibrium Wages in the Model of Productivity GrowthTable 4: Equilibrium Wages in the Model of Productivity GrowthTable 4: Equilibrium Wages in the Model of Productivity GrowthTable 4: Equilibrium Wages in the Model of Productivity Growth
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Churning
Scenario
(CHCHCHCH)

WE = RCH = 0

Credible
Wage
Scenario
(CWCWCWCW)

restricted
entry

( )αδϕ −−= 1EW δϕ=IW

blockaded
entry ( )α

δ
δ −−
+

= 1
1

EW
δ

δ
+

=
1

IW

Competitive
Bonding
Scenario
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entry
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δ
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p
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Table 5: Equilibrium Wages in the Model with QuitsTable 5: Equilibrium Wages in the Model with QuitsTable 5: Equilibrium Wages in the Model with QuitsTable 5: Equilibrium Wages in the Model with Quits
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Churning Scenario
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WE = RCH = 0
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entry

( )( )
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δ
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blockaded
entry
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δ
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1
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1 δ

δ
+

=
1

IW

Competitive Bonding
Scenario (CBCBCBCB)
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T
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δ
αϕδδ

−
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+

1
111 ( )( )αϕδδ −+−= 11IW
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δ
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−=
+
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T
EW δ

δ
+

=
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Table A.1: Equilibrium wages with an initiation contract of length TTable A.1: Equilibrium wages with an initiation contract of length TTable A.1: Equilibrium wages with an initiation contract of length TTable A.1: Equilibrium wages with an initiation contract of length T
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Churning Scenario
(CHCHCHCH)

WE = RCH = 0

Credible Wage
Scenario (CWCWCWCW)
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entry

( ) ( )( )
T

EW
δ

αδ
δ
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−−−
−
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∆

1
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1
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Competitive Bonding
Scenario (CBCBCBCB)
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T

T
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δ
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Table A.2: Equilibrium wages with an initiation contract of length T and arbitrary length of initiation roundTable A.2: Equilibrium wages with an initiation contract of length T and arbitrary length of initiation roundTable A.2: Equilibrium wages with an initiation contract of length T and arbitrary length of initiation roundTable A.2: Equilibrium wages with an initiation contract of length T and arbitrary length of initiation round
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Churning Scenario
(CHCHCHCH)

WE = RCH = 0

Credible Wage
Scenario (CWCWCWCW)
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entry

Not defined

blockaded
entry

( )( )
T

EW
δ

αδ
−

−−−=
1
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2
1

2
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Competitive Bonding
Scenario (CBCBCBCB)

restricted
entry

Not defined

blockaded
entry ( )T

T
EW

δ
δ
−

−=
12 2

1=IW

Table A.3: Limiting equilibrium wagesTable A.3: Limiting equilibrium wagesTable A.3: Limiting equilibrium wagesTable A.3: Limiting equilibrium wages
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