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• Taxation 

 

• Minimum wage regulation 

 

• Unemployment insurance 

 

• Collective bargaining 

 

• Indirect effects of collective bargaining 

 

• Open conflicts and strikes 



Taxation 



Payroll tax imposed on employers 
(elastic labor supply) 
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Net wage 



Payroll tax imposed on employers 
(elastic labor supply) 

S,D 

Net wage 

Step 1 

Labor cost increases 

 the demand curve 

shifts inward at given 

net wage. 



Payroll tax imposed on employers 
(elastic labor supply) 

Step 2 

Employment, output 

and the net wage fall. 
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Payroll tax imposed on employers 
(inelastic labor supply) 

S,D 

Net wage 



Payroll tax imposed on employers 
(inelastic labor supply) 

S,D 

Net wage 

Step 1 

Labor cost increases  

the demand curve shifts 

inward at given net 

wage. 



Payroll tax imposed on employers 
(inelastic labor supply) 

Step 2 

The tax burden is shifted 

onto workers in the form 

of lower net wages. 
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Payroll tax imposed on employers 
(nearly infinitely elastic labor supply) 

S,D 

Net wage 



Payroll tax imposed on employers 
(nearly infinitely elastic labor supply) 

S,D 

Net wage 

Employment and output 

fall, the net wage stays 

nearly constant. 



 Conclusions 

 
• The burden of the tax falls on the transaction between the 

parties, not the parties themselves. 

 

• How the burden is shared depends on the supply and 
demand elasticities.  

 

• In the typical case, when both demand and supply are elastic, 
the employer is able to shift part of the burden onto workers in 
the form of lower net wages. (In practice, this process is 
rather fast. It takes 1–4 years, with the bulk of the shift taking 
place in the first year.) 

 

• And vice versa: the effects of tax cuts and lower social 
security contributions may be mitigated by a consequent 
growth of net wages. 



Minimum wage regulations 



Perfect competition 

In the competitive case, a 

high minimum wage 

(w*>w) reduces labor 

demand and increases 

labor supply. Since the 

wage can not fall to the 

market clearing level, 

unemployment persists. 

w 

w* 



Non-discriminating monopsony 

Pro memo: 

 

The monopsony sets 

employment at the intersection 

of the marginal revenue 

product curve (MRP) and the 

marginal expenditure on labor 

(ME) curve (at LA).  

 

It will set a wage that is 

sufficiently high to generate a 

supply of LA workers i. e. wB 

instead of wA 

 

AB represents monopsony 

rent. 
45

Monopszónium: optimális w

MEL

MRPL

w

L

S

A

B
wB

LA

wA

LA számú munkavállaló 

foglalkoztatásához 

elegendő wB bért fizetni

Az optimum B[wB, LA]

AB = monopszonjáradék

forrása

Bonyodalmak: Monopszónium



Non-discriminating monopsony 

What happens if a minimum 

wage (w*) is introduced? 

 

The marginal expenditure on 

labor is w* until the supply 

curve (S) is reached. 

 

At and beyond S: in order to 

hire the next worker, the 

wages of all employees need 

to be raised. 

 

The optimum condition 

(MRPL=MEL) continues to 

hold 

 

The result is a growth of 

employment! 
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Non-discriminating monopsony 

w 

w* 

w 

S 

MRPL 

L 

MEL 
What happens if an excessively 

high minimum wage (w*) is 

introduced? 

 

The marginal expenditure on 

labor is w* until the supply 

curve (S) is reached. 

 

At and beyond S: in order to 

hire the next worker, the wages 

of all employees need to be 

raised. 

 

The optimum condition 

(MRPL=MEL) continues to hold. 

 

The result is a fall of 

employment ! 



Non-discriminating monopsony 

• Many employers have some degree of monopsony 
power in local occupational labor markets. 

 

• Therefore the employment effects of minimum wage 
hikes are difficult to predict. 

 

• A few studies indeed found positive employment effect 
(see a detailed discussion in Card-Krueger 1995, 
Princeton UP). 

 

• However, the bulk of empirical studies looking at large 
minimum wage hikes find negative effects. 



Unemployment insurance 



• Unemployment insurance (UI) may increase workers’ 
welfare, and can remain self-financing, even if it has 
disincentive effect. Therefore there are strong arguments 
for its introduction even though it generates some level 
of unemployment. 

 

• Despite its advantages, UI is unlikely to emerge on a 
voluntary basis because of adverse selection and 
correlation of the damages. 

 

• We first look at the case of a homogeneous, risk averse 
population and evenly distributed damages. Then we 
briefly discuss why state intervention is required. 



No UI 

Out of work 

At work 

w 

Mean income 

y0 

Utility of certain income Utility 

Income 

Utility from uncertain income 

(weighted mean of U(0) and U(w)) 

In lack of UI, the worker’s expected income is y=(1–u)w and his utility is  

uU(0)+(1–u)U(w)<U(y) if u is the risk of unemployment. 



UI 

*) This condition is derived from (1–u)tw=ub and ub+(1–u)w(1–t)=(1–u)w.   

w

b

u

u
t

1

The system is self-

financing and yields 

unchanged income if 

the contribution rate 

(t*) is set so as to 

ensure* 

The certain equivalent 

of income is higher 

due to the lower inter-

temporal variance of 

income. w 

Without UI 

y 

With UI 

b (1-t)w 

Utility 



UI with disincentives 

If UI has disincentive effect, the contribution rate should be raised in order to 

compensate the insurance company. Expected income falls (y*<y) but utility can 

still be higher than in the no-UI case. 

w 

Without UI 

y 

With UI 

b (1–t)w y* 

Utility 



The system is unlikely to develop on a voluntary basis.  

 

• Many people face zero risk of unemployment.  

 

• Damages are heavily concentrated in recessionary times, implying liquidity 
problems for the insurer.  

 

 

While UI systems are typically state-run and compulsory, they apply several 
techniques customarily used in market-based insurance. 

 

 

• No compensation for small damages  benefit payment starts with a delay. 

 

• Fighting moral hazard  exclusion of voluntary quitters, delaying benefit 
payments to them, monitoring job search, sanctions on black work. 

 

• Co-payment  benefit amounts to only 40–70 per cent of foregone earnings. 

 

• Experience rating: 

– workers: no, would be discriminative  

– employers: yes, in some countries like the USA 



Collective bargaining 



Bargaining over what? 

• Monopoly union: sets the wage, employment is set by 
the employer. 

 

• Right to manage: parties bargain over wages between 
the threat points of reservation wages and reservation 
profits. Employment is set by the employer. 

 

• Outcomes are on the demand curve in both cases. 

 

• Efficient bargaining: parties bargain over wages and 
employment simultaneously. 

 

• We study how employment and wages are affected by 
efficient bargaining. 



Efficient bargaining 
(McDonald–Solow 1981) 

• Can develop if unions represent both insiders 
and outsiders (members out of work). 

 

• Union preferences can be characterised by 
union indifference curves  



w 

L 

U1 

U2 

U3 

Union indifference curves 1 

„Selfish” unions, 

representing current 

and future insiders 

 utility is a function 

of the wage. 

 

Implication: wage 

bargaining, 

outcomes are on the 

demand curve. 



Union indifference curves 2 

Utility depends on the 

wage and employment. 

 

What kind of bargaining 

will take place in this 

case? 

w 

L 

U1 

U2 

U3 



If the wage is w’, the firm would 

choose point A, on top of its izo-

profit curve.  

 

However, both parties would be 

better off by moving to the blue 

lense South-East of A ! 

 

The firm would earn higher profit 

(by shifting to an iso-profit curve 

representing higher profit) while 

the union would get higher utility 

(by shifting to a higher 

indifference curve). 

 

w 

L 

A 
w’ 



Outcomes will be on the contract 

curve (black). 

 

Compared to A: higher employment 

and lower wage. 

 

Pareto improvement for the parties 

involved (but not for the rest of the 

society). 

 

Contract curves can be upward 

sloping, vertical and even downward 

sloping. But the novelty is the 

benchmark case of the upward 

sloping one: wages and employment 

do not necessarily move to the 

opposite direction. 

 

On the macro implications  

w 

L 

A 
w’ 



Shifts of the contract curve 

Higher reservation wages shift the contract curve upwards. Better business 

prospects shift it outwards. The combined effects over the business cycle are 

difficult to predict. McDonald–Solow (1981) argue that the effect of changing 

business prospects is expectedly stronger. If so  strong cyclicality in 

employment and weaker in wages.  

w* 

w** 

Higher reservation wage 

Better business prospects (higher MRPL) 

Original contract curve 

w 

L 

D 
D’ 



Indirect effects of collective 

bargaining 



• Collective bargaining is wide-spread in 

OECD countries but only a part of the 

economy (20-80%) is covered.  

 

• The coexistence of covered and 

uncovered sectors give rise to unintended 

side effects of collective bargaining. 



• Spillover effects 

 

• Union threat 

 

• Wait unemployment 

Three scenarios 



Spillover effect 

Unions push wages upward in the covered sector. Demand falls. Workers 

losing their jobs in the covered sector try to find employment in the 

uncovered sector. Supply rises (S0  S1). In the new equilibrium wages are 

lower and employment is higher in the uncovered sector. 

Note that at the end of the day the observed wage differential between the two sectors is w1- 1 (this is 

called the union wage gap). The union wage gain (w1-w0) is smaller than that 

w1

E

w0 

Covered 

S 

D 

E 

S0 
S1 

 

Uncovered 
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Union threat 

Employers in the uncovered sector raise the wage in order to prevent union activity. 

Since organizing unions is costly they do not have to raise the wage to w1. Therefore 
1<w1. Increased labor supply and rigid wages ( 1) induce unemployment in the 

uncovered sector. 

 

Note that the union wage gap is (w1– 1) falls short of the union wage gain w1–w0 

w1

E

w0 

Covered 

E 

S0 
S1 

 

w1 

C

Uncovered 



Wait unemployment 

Workers losing their jobs in the covered sector wait for well paying jobs in that 

sector. Further workers will quit the uncovered sector in the hope of getting high-

wage jobs in the covered sector. Uncovered: falling employment and rising 

wages. Covered: if wages do not fall under the pressure of higher supply  

unemployment. 

Note that the union wage gap is D = w1–w1. The union wage gain (H= w1–w0) is higher since 

H–D= 1–w0 >0 if w0= 0 

w1

E

w0 

S 

Covered 

S0 
S1 

0

1 

S 

Uncovered 



Conflicts and strikes 



Traditional & Final-Offer Arbitration 

• Traditional: the arbitrator sets the wage 
 The parties expect that the arbitrator sets a wage near the 

average of the employer’s offer and the union’s claim. This will 

make them interested in starting with extreme offers/claims. 

 

• Final-offer: the arbitrator stops the 

process by choosing the last offer/claim 

of one of the parties. 
 The parties are interested in making more realistic offers/claims 

but there is no way to reach a mutually satisfying compromise. 



Strike 
w 

time 

The union’s claim curve (U) 

The employer’s offer curve (E) 

t 

Hicks (1934), Card–McConnell (1989) 

Anything rotating E upward or U downward will increase the duration of the strike. 

Strikes are longer: 

 

•  during economic upswings (!) 

•  in case the union has financial reserves (mutual funds, etc.) 

•  if the demand for the product is inelastic 

•  in case the firm can store the product in inventories 


