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Much recent thought has been devoted to
the macro-economic importance of the exis-
tence of wage contracts (see Stanley Fischer;
Edmund Phelps and John Taylor; Robert
Barro) and to the deeper problem of the
nature of the optimal employment bargain
(see Costas Azariadis, 1975, 1978; Martin
Baily; Donald Gordon; Herschel Grossman,
1976, 1977; Phelps and Guillermo Calvo; and
Phelps). Still, some puzzling features of the
most conspicuous form of wage bargaining,
that done formally by employers and labor
unions, deserve further theoretical attention.
Among these important features are:

1. Collective bargaining agreements are
rarely contingent on outside events even
though the parties have very imperfect knowl-
edge of prospective economic conditions
during the period of the contract. The only
important exception is the indexing of wages
to the cost of living.

2. Employers are permitted wide discre-
tion in determining the level of employment
when demand shifts unexpectedly. As em-
ployment varies, total compensation varies
according to a formula established in the
agreement.

3. Agreements are not permanent but
are renegotiated on a regular cycle.

4. In the process of renegotiation, the
current state of demand has little impact on
the new wage schedule. On the other hand,
current wages in other industries have an
important influence. This feature especially
has been denied or ignored by economic
theorists even though it is a prominent part of
the thinking of labor economists on wage
determination.
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I. The Employment Bargain

Since Wassily Leontief’s classic paper, it
has been known that employers and workers
must agree on more than just an hourly wage.
In bargaining under certainty, there is a
presumption that the bargain establishes a
level of employment as well as a level of
compensation. A review of this case will help
to establish some concepts that are useful
when bargainers are grappling with uncer-
tainty as well. First, let the technology of the
firm and the demand function for its products
be jointly summarized by a revenue function
R(L), giving gross dollar revenue as a func-
tion of total labor input L. We assume, as
seems appropriate in the context of collective
bargaining, that the firm has some monopoly
power. Second, let V(L) be the labor union’s
opportunity cost of supplying that amount of
labor, in the sense of foregone consumer
surplus from diverting leisure to work, or
foregone earnings from other employment.
The term V(L) can be thought of as the
minimum offer that the union would ever
accept to supply L.' We do not pursue the
question of how the union divides L among its
members, nor the way that it allocates the
proceeds of the sale of L. If the union
members have identical preferences and iden-
tical alternative employment opportunities
and if the union allocates work and income
evenly then V(L) simply represents the typi-
cal union member. These results are compati-
ble with many other views of the internal
politics of unions, however.

Labor input L is one dimension of the
bargaining problem. The other is dollar
compensation. It is most convenient to deal

'In general, V(L) should depend on wealth as well as
employment. This dependence complicates the analysis
without changing its character, and is deferred to the
Appendix.



