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4. Bargaining over Wages 

In reality, it is rare for either unions or employers of unionized workers 
to set wages unilaterally. The labor contract is the result of a bargaining 
process in which the two sides must reach an agreement. In the two pre
vious sections we studied the effect of different levels of bargaining on 
the optimal wage from the point of view of both sides. In contrast, the 
next section is devoted to exploring the impact of the bargaining level on 
the relationship between the wage agreement and other economic decisi
ons, holding the bargaining goals of both sides constant. To keep our ex
position as clear as possible, we will assume in this section that the union 
only cares about the welfare of employed union members. As we will 
show, the level of bargaining has important consequences that are inde
pendent of the unions' willingness to exchange lower wages for higher 
employment. 

The basic problern in collective bargaining is how the quasi-rents that 
are inherent in the employment relationship should be divided between 
workers and employers. Quasi-rents exist even in the absence of unions. 
Since hiring and training workers is costly for employers and searching 
for another job is costly for workers, both parties are typically receiving 
benefits from the employment relationship that exceed their next best 
offer (2 1) .  Unionization may increase the quasi-rents, and thus the im
portance of bargaining, by increasing the cost to employers of failing to 
reach an agreement. 

The basic bargaining model begins by specifying the payoffs to the two 
sides in the event of an agreement and in the event of conflict. Consider 
first bargaining at the local level. Let R (e, L, K) be the revenue earned 
by the firm when the plant is in operation, which is a positive function of 
workers' effort e, employment L, and physical capital K. Let w be the 
wage as before, and let C (K) be the firm's fixed capital costs. Assuming 
that the plant is shut down in the event of a conflict, and that the firm re
ceives no strike benefits from the employers' association, the payoffs to 
the firm can be written as 

7r = { R (e, L, K) - wL - C (K) 
- C (K) 

if there is an agreement, 
if there is a strike. 

[6] 

The local union is assumed to care only about the utility of its employ
ed members. If there is a labor agreement, union members' income is the 
wage w. But what is the income of union members during a labor dispu
te? Striking workers are not paid by the firm, of course. Although strik
ing workers frequently receive strike benefits, the benefits must be paid 
out of strike funds that have been built from workers' own contributions 
unless the strike is subsidized from outside. Here we assume that neither 
side receives outside support during a strike. 

Let the utility of employed union members be given by the quasi-line
ar utility function w-v (e) where v (e) is the disutility of working at a fa-
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