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ABSTRACT 
 

Can Insider Power Affect Employment? 
 

Do firms reduce employment when their insiders (established, incumbent employees) claim 
higher wages? The conventional answer in the theoretical literature is that insider power has 
no influence on employment, provided that the newly hired employees (entrants) receive their 
reservation wages. The reason given is that an increase in insider wages gives rise to a 
counterveiling fall in reservation wages, leaving the present value of wage costs unchanged. 
Our analysis contradicts this conventional answer. We show that, in the context of a 
stochastic model of the labor market, an increase in insider wages promotes firming in 
recessions, while leaving hiring in booms unchanged. Thereby insider power reduces 
average employment. 
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45Qrwh wkdw wkh pdujlqdo lqvlghu*v sur�wdelolw| gl�huv iurp wkdw ri wkh hqwudqw rq wkuhh
frxqwv= +d, klulqj dq hqwudqw lqyroyhv d klulqj frvw k/ +e, wkh lqvlghu*v zdjh gl�huv iurp
wkdw ri wkh hqwudqw +z.�Z.,/ dqg +f, li wkh hqwudqw lv �uhg/ wkh �up sd|v qr �ulqj frvw/
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