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If the wage in the current bargaining round depends on the level of 
employment chosen after the previous bargaining round, Moene, Waller
stein and Hoel (1993} show that the firm's employment policy is determi
ned by the rate at which the firm discounts the future. If the firm's dis
count rate is very high so that future wage agreement matter little, then 
the firm chooses the level of employment given by the standard condi
tion iJR/dL = w. If the firm's discount rate is low, however, future agree
ments matter greatly and the firm's optimal level of employment with lo
cal wage bargaining approaches dR/dL = v. 

Local rent-sharing increases the employers' demand for labor. In this 
way, the debate over whether or not employment is covered in the labor 
agreement or set by the firm that has occupied so much of the literature 
has been misguided. When bargaining is centralized at the national level, 
agreements covering employment are infeasible. Even at the industry le
vel, agreements over manning rules and the like are difficult if work prac
tices differ among plants. Thus with national wage contracts and, we sus
pect, with most industry-level contracts, firms set employment taking the 
union wage as given. When bargaining is decentralized, in contrast, em
ployment may exceed the level indicated by the demand for labor curve, 
whether or not employment is set by the firm or covered indirectly by ne
gotiations over work rules and the like. What matters fundamentally is 
the level of bargaining, not the coverage of the labor agreement. 

Another important aspect of centralized versus decentralized bargai
ning is the impact of the bargaining level on investment in plant and 
equipment. While local bargaining increases employers' incentives to 
hire labor, it lowers employers' incentives to invest in physical capital 
(23).  With centralized bargaining, the wage is exogenous from the point 
of view of each firm and firms invest until the marginal revenue product 
of capital equals its marginal cost, or dR/dK = C' (K). With local bargai
ning, however, firms choose the level of capital that maximizes profits as 
given in equation [9] ,  or dR/dK = C' (K)/(1 - a) > C' (K). Thus, local bar
gaining raises the implicit cost of capital. 

Investment in fixed capital increases the cost to the firm of a work 
stoppage and therefore increases the union's bargaining power. Since, 
with local bargaining, firms know that greater fixed costs increase their 
vulnerability to the threat of a strike, firms invest less. One cannot con
clude, however, that local bargaining will reduce investment because lo
cal bargaining may increase employment which raises the productivity 
of capital. Alternatively, centralized bargaining may increase investment 
which raises the productivity of labor. Whether local bargaining results 
in more or less investment or more or less employment than centralized 
bargaining depends on such aspects of the economic environment as the 
industry's demand curve and the supply constraints for capital and labor 
inputs. The most that can be said that is generally true is that the capi
tal-labor ratio is lower with decentralized bargaining than with cen
tralized bargaining since local bargaining lowers the implicit cost of 
labor and raises the implicit cost of capital. 
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