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Overview

When a firm cuts wages by 5 percent, how many workers will quit in the
next year? If the labor market works the same way as the market for chairs,
then virtually all of the workers should leave for other firms. This is because,
in a perfectly competitive market, there will always be another firm that

is willing to pay the worker the value of what she produces. But ask any
human resources manager or any worker, and they will tell you that it is
extremely unlikely that all the workers would leave their jobs.

Recent economic research is able to quantify this: Between 10 percent and
20 percent of workers will quit. New estimates of this number—known as
the elasticity of a firm’s labor supply—which rely on administrative data or
innovative experiments, are arriving all the time.’

Economists have a word for this phenomenon: monopsony power. While
literal monopsony power in the sense of a labor market with one employer
is rare, the modern model of monopsony applies to markets where there
are still many firms. The fundamental reason employers have this power is
that jobs are complex transactions where the preferences of both work-

ers and firms over job characteristics and performance are important and
idiosyncratic. Because job shopping is rare and sporadic, workers don’t have
many tools with which to figure out how much they will value a particular
job before they take it.
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A modern job in the United States is integrated in a constellation of relation-
ships among co-workers and managers. Many workers possess skills that

are specialized for particular employers and particular tasks. They also have
preferences about their work environment. They may need to have a short
enough commute. They may enjoy working with certain people. And they may
have strong preferences about the communities in which they live.

Furthermore, searching for a job in the labor market takes time and energy.
All potential job offers are not immediately observable by all workers who
might accept them. Both of these facts mean that employees will only slow-
ly respond to wage changes at their jobs. They may poke around the web
for new job listings or they may ask their friends or former colleagues about
possible job opportunities. None of this happens quickly, however, giving
firms monopsony power over their workforces.

Monopsony power hinders wage growth for workers, which, in turn, slows
consumer demand and reduces overall savings in the U.S. economy. This
slows U.S. economic growth over the long term. Understanding the influ-
ence of monopsony power on the U.S. labor market is important because it
helps make sense of why, from the point of view of employers, labor is of-
ten scarce. This perception often leads employers to demand policies that
increase the supply of properly skilled workers, be they training programs,
education, or increased migration. Some of the perceived “skills gap” may
simply be because employers can’t find skilled workers at a wage they are
willing to pay.

Fortunately, there are a number of policy actions that can be taken that are
effectively “free lunches,” in the sense that there may be room for policy-
makers to increase wages without reducing employment. Other basic labor
market institutions, such as unions, wage mandates, and mandated benefits
may also improve workers’ welfare.

In this essay, we review the evidence for firms’ monopsony power in the
U.S. labor market and explain what this means for wage growth and wage in-
equality. We then explain why, in a labor market where monopsony power is
ubiquitous, policies that restrain firms” wage-setting power and policies that
bring workers to the bargaining table will stimulate wage growth without
costing jobs. Furthermore, policies that encourage competition in the labor
market—such as restricting the use of noncompete or nonsolicit agree-
ments—are likely to help workers throughout the wage distribution.

All of these outcomes, we argue, could help ameliorate income inequality in the
United States and generate more broad-based and sustained economic growth.
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Key Takeaways

THE EVIDENCE
Monopsony power in the U.S. labor market—the power of firms to set
wages below what a competitive market would deliver—hinders wage
growth for workers, which slows consumer demand, reduces overall
savings, and slows economic growth over the long term.

Understanding the influence of monopsony power is important because
when labor is scarce, it often leads employers to call for public policies
that increase the supply of properly skilled workers, yet some of the
perceived “skills gap” may simply be because employers can’t find skilled
workers at a wage they are willing to pay.

THE SOLUTIONS
Policies that restrain firms’ wage-setting power and strengthen workers’
bargaining position will stimulate wage growth without costing jobs.

And policies that encourage competition in the labor market—such as
restricting the use of noncompete or nonsolicit agreements—are likely to
help workers, help ameliorate U.S. income inequality, and generate more
broad-based and sustained economic growth.

Economic evidence for U.S. labor
market monopsony

The academic literature on monopsony—and the term itself—-date back to
1933, when Joan Robinson published The Economics of Imperfect Competi-
tion.> Mainstream mid-2oth century U.S. labor economists were enthusiastic
proponents of the view that laissez-faire labor markets were characterized
by monopsony.2 Sometime in the late 20th century, however, this viewpoint
fell out of favor, and economists started to emphasize models where wages
were determined primarily by the value of an individual worker’s skill.

In recent years, research using new matched employer-employee data, which
allows researchers to track workers’ careers across employers, casts doubt on
the idea that workers’ wages are only determined by their individual skills. Pi-
oneering recent research asked a simple question: Do workers’ wages depend
not only on their skills but also on the identity of the firms they work at?
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One answer comes courtesy of graphs such as the one below, produced
using Oregon unemployment records. Figure 1 shows that the wage gains
experienced by Oregonian workers who transition from the firms paying the
lowest overall wages (by quartile) to those in the highest quartile of wage
payers is strongly positive and is similar to the wage decreases experienced
by their counterparts who transition the other way. Figure 1 also shows that
while workers do transition to higher-wage jobs more than to lower-wage
jobs (as measured by the thickness of the line), there are almost as many
transitions from high-wage firms to low-wage ones. (See Figure 1.)

FIGURE 1

Wage changes depend on the pay policies of origin and destination firms

Wage changes for individuals who move between high- and low-wage firms by initial ...workers who transition

and ending firm quartile from the firms paying
4th t0 4th Ceeee———————————————————O  4th quartile firms are the lOW@St O’V@V(?lll wages
high-pay firms . .
0.50 to those in the highest
O 4th to 3rd
- — quartile of wage payers
athto st is strongly positive and
0.00 St is similar to the wage
decreases experienced by
O/t t0 3rd .
1st quartile firms are their counterparts who
low-pay firms O==== 1st to 2nd o
050 transition the other way.
| st to 1st
Before job switch After job switch

Source: lhssan Bassier, Arindrajit Dube, and
Suresh Naidu, “Monopsony in Movers” (Santa
Fe Institute, forthcoming), to be available at
http;//tuvalu.santafe.edu/~snaiduy.

This would not be true if workers” wages depended only on their skill levels.
In that case, workers’ wages would not depend on the identity of their
employers. This empirical research shows that firms played an independent
and significant role in determining wages. In short, the outdated “law of one
price” for an individual worker is, at best, a suggestion in the labor market.

Of course, there are a variety of reasons workers at different firms may be
paid different wages. There could be differences in how productive work-
ers are at different firms or differences in working conditions. The cleanest
test for the presence of firms’ monopsony power involves experimentally
manipulating wages and seeing how much turnover among employees
changes. What monopsony models predict is that the separations response
to randomized wages is low, as it is for new recruits. That means that only
some of the workers leave, and that the firm is still able to recruit new
workers, though fewer of them.
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The recent availability of administrative data from firms and labor market
platforms, such as Amazon Mechanical Turk and Burning Glass, have made
it possible to examine contexts where wages can be experimentally manip-
ulated in “real world” labor markets. One of these studies comes from the
type of labor market that would seem to be the least likely to be plagued

by monopsony power: an online labor market with thousands of workers
and thousands of easy-to-find employers. Economist Arindrajit Dube at the
University of Massachusetts Amherst and his co-authors conducted a series
of experiments on Amazon Mechanical Turk, where they asked workers
who had already completed a simple task if they would like to complete a
given number of additional tasks at a specific rate.> The take-up of this offer
across workers with different, randomly assigned wage offers allowed the
researchers to estimate the amount of wage-setting market power held by
employers posting on the platform.

The researchers found that, even in this setting, there were sufficient fric-
tions—economic parlance for the difficulty workers face in searching for
jobs—such that a 10 percent increase in the offer increased take-up by only
1 percent, on average. This means that because workers aren’t able to easily
match into the best possible job option, they end up accepting lower wage
offers than would be predicted in a competitive market.

Another popular research strategy to identify firms’ monopsony power
focuses on documenting the extent of concentration in the labor market
and then examining the impact of this concentration on wages.® Intuitively,
more concentrated markets are those in which there are fewer employers
competing for workers.” The two federal antitrust agencies, the Federal
Trade Commission and the Antitrust Division of the U.S. Department of
Justice, have long used the Herfindahl-Hirschman Index, or HHI, a measure
of concentration in product markets when evaluating the impacts of poten-
tial mergers. Finance professor Efraim Benmelech at the Kellogg School of
Management at Northwestern University and his co-authors use adminis-
trative data from the U.S. Census Bureau to calculate the level of concentra-
tion of each labor market in the United States. The researchers find an HHI
level of 2,300.8

This research shows that firms, at the very least, enjoy moderately concen-
trated labor markets for their employees. The main antitrust agencies in
the United States classify product markets as concentrated if the HHI level
is more than 1,500; the cutoff for a market to be considered highly con-
centrated is 2,500. By this metric, many labor markets in the United States
are moderately concentrated. Researchers also uniformly find a negative
correlation between concentration and wages, meaning that wages are, on
average, lower in more concentrated markets.
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Mergers in more concentrated product markets typically face more govern-
ment scrutiny. New research by labor market economists question whether
mergers in more concentrated labor markets should also face antitrust
scrutiny. While some economists have found that the average merger has
no impact on wages, more careful research—such as by Elena Prager at
Northwestern University and Matt Schmitt at the University of California,
Los Angeles—finds that mergers greatly reduced wages for workers with
healthcare industry-specific skills, who have fewer outside options than
workers with more general skills.” That is, hospital mergers reduced wages
for workers in more concentrated markets.

In some cases, reducing wages may even be an explicit goal of the merg-
ing firms. Recent research conducted in Denmark finds that firms there
target high-wage firms for acquisition, then, after the acquisition, they
fire the managers and lower workers’ wages." As we discuss in the final
section of this chapter, scrutinizing mergers for impacts on labor market
outcomes is well within the orbit of current U.S. antitrust legal doctrine
and enforcement capacity.

Implications of monopsony in the U.S. labor
market for wages and wage inequality

Firms with monopsony power set pay policies, taking into account that if
they want to hire more workers, they have to pay higher wages. This leads
to workers earning less than they produce, as well as to higher unemploy-
ment. The unemployment created by firms” monopsony power is not a
result of market power, per se, but rather firms’ inability to perfectly pay
each worker the minimum amount required to get that worker to become
an employee at the firm.

Because employers cannot observe each worker’s reservation wage—the
minimum the firm would have to pay to get the worker to accept the job—
employers pay relatively uniform wages to their employees. So, even a small
degree of monopsony power—a labor supply elasticity of around 4 (mean-
ing 40 percent of the workers leave if the firm cuts wages by 10 percent)—
would imply that workers take home only about 80 percent of what they
produce, with the rest accruing as profits for their employers.

These pure monopsony profits can raise the measured capital share of
income, which, in the national accounts, combines pure economic prof-
its with the returns to productive capital, as well as the wealth-to-income
ratio and the ratio of market-to-book values of firms. The increase in all
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these measures are part of the so-called Piketty facts, named after the Paris
School of Economics professor Thomas Piketty, the author of the best-sell-
ing Capital in the 21st Century.” These facts point to the increasing impor-
tance of wealth in the economy, and a monopsonistic lens suggests that
some of this rise may be due to the erosion of policies that mitigated the
use of monopsony power.

And because capital income is more concentrated than labor income, these
pure monopsony profits would likely increase overall income inequality as
well. Yet the inequality induced by these additional profits could be offset
somewhat by some high-income workers facing potentially quite high de-
grees of monopsony power (think software engineers, whose high levels of
pay shouldn’t obscure the fact that they work for employers who have con-
siderable market power due to concentration and anticompetitive conduct
such as no-poaching agreements).

Lowering monopsony power may, in fact, raise wages for some already
high-paid occupations. In the United Arab Emirates, for example, research
by one of the co-authors of this essay, Suresh Naidu, and the co-authors
of that paper find that weakening monopsony power raised wages the
most both at the bottom and at the top of the wage distribution.”® While
the overall effect of monopsony on income inequality is an open question,
there are reasons to suspect monopsony is, on net, disequalizing.

Firms’ monopsony power also can contribute to racial and gender wage
gaps. In fact, the original use of monopsony, first put forward by the famous
20th century economist Joan Robinson, was to explain why equally produc-
tive workers might earn different wages. In her formulation, monopsony
power might lead to a gender wage gap, as employers could use “female” as
a tag for less elastic labor supply, identifying workers who are less willing (or
able) to leave their current jobs for better opportunities elsewhere. They
could then exploit this fact to pay these workers lower wages.

There are at least three reasons women and minorities may be less elastic
and thus earn lower wages. First, as in the original Robinson formulation,
women, particularly married women, may face geographic constraints on
their job search that men do not face. For instance, women may need to
work close to their homes if childcare is not widely accessible.

Second, the presence of discriminatory employers in the U.S. labor market
can lead to a wage gap—even at the firms that do not discriminate. This

is because the presence of discriminatory employers affects the wages of
nondiscriminatory employers, worsening the overall labor market for some
individuals more than others.
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Third, some groups of workers, including women and minorities, may have
less access to information about new openings than their nonminority male
colleagues, making the market effectively less competitive for them. This may
contribute to gender and racial wage gaps. A commonly cited statistic is that
half of all jobs in the United States are found through informal contacts or
social networks, which are themselves segregated and unequally distributed.”

Then, there’s the rising practice among companies that use or sell software,
which these firms claim can accurately predict which workers are likely to
leave, as well as when and at what wage. An important open question today
is whether modern human resource analytics, by predicting turnover and
retention and producing recommended wage policies based on the data of
many firms, facilitates employer collusion on wages or wage discrimination.

If firms use these predictions to target wage increases or bonuses—and do
not train their algorithms to be gender- and race-blind—then this may lead
to a wage gap over time. Yet software tools that make competing offers
increasingly visible to workers may prove to play some role in mitigating
monopsony. The interaction of technological change and labor market
monopsony is clearly an area that needs further research.

Public policy implications of monopsony
in the U.S. labor market

There are several ways policymakers can address the potential negative
consequences of firms’ market power on wages and employment in the U.S.
labor market. First, antitrust regulation could be updated to more compre-
hensively and explicitly cover labor market monopsony.® This means both
considering potential labor market harms when evaluating mergers and ac-
quisitions, and increasing the amount of funding available to the two federal
antitrust agencies to investigate anticompetitive practices, including wage
fixing or no-poaching agreements.”

Even in the absence of antitrust action, policies that encourage firms to
compete more aggressively for workers, such as restrictions on the use of
noncompete clauses or nonsolicit agreements, may be effective at helping
workers throughout the wage distribution. Using data from the U.S. Census
Bureau, researchers find that increased enforceability of noncompete clauses
across states in the United States led to lower wage growth and decreased
job-to-job mobility.”® Using discontinuities in laws at state borders, these
researchers further showed that the enforceability of noncompetes had
spillover effects on workers who were not directly affected. These results
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highlight why noncompete clauses and nonsolicit agreements reduce work-
ers’ wages both by reducing workers’ ability to take advantage of new oppor-
tunities and by reducing their ability to renegotiate their wages on the job.

A classic intervention in the presence of monopsony power is the minimum
wage. By restraining firms’ wage-setting ability at the lower end of the U.S.
labor market, policymakers can increase wages for the lowest-paid workers
and stimulate higher wages for those just above them on the wage ladder.
What’s more, modest increases in the minimum wage can lead to gains in
both wages and employment.

The reason increases in the minimum wage may increase employment is
that, in the absence of a minimum wage, firms with market power have

to trade off the benefit of hiring more workers against the cost of raising
wages for all workers (not just the additional worker). A minimum wage
removes this trade-off for many firms. Prior empirical research documents
that increases in the minimum wage increased employment in the most
concentrated labor markets.” These include areas of the country where
there are few firms hiring stock clerks, cashiers, or other retail sales work-
ers. In Germany, the minimum wage has also been shown to reallocate labor
from low-productivity to high-productivity employers.>

Of course, changes in the minimum wage only benefit low-wage workers.
But if firms’ monopsony power is pervasive even for mid- to high-wage
workers, then tools such as unions or wage boards—which can raise wag-
es for workers further up in the wage distribution—may also have quite
limited disemployment effects. A few states, including New York and New
Jersey, already have wage boards, whose power could be strengthened.
These institutions could be copied in other states.

Finally, in the presence of monopsony power, policies that nominally target
large individual firms, including public-sector employers, may have econ-
omywide effects. A classic paper by economists Douglas Staiger at Dart-
mouth College, Joanne Spetz at the University of California, San Francisco,
and Ciaram Phibbs at Stanford University showed that increases in wages at
government-funded Veterans Administration hospitals led to wage increases
at nearby hospitals due to labor market competition.” One way to partially
reconcile the interests of small businesses and workers may be to target wage
increases to large employers (including the government), and rely on labor
market competition to transmit those increases to smaller employers.
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Conclusion

Labor market monopsony in the United States means that firms pay work-
ers much less than the value of what their workers produce. Policymakers
can hope to stimulate wage growth both by promoting competition in the
labor market and by placing constraints on firms’ wage-setting capabilities.
In doing so, policymakers also can help tackle rising U.S. income inequality
and set the table for more sustainable, broad-based economic growth.

—Sydnee Caldwell in 2020 will be an assistant professor of business admin-
istration at the University of California, Berkeley’s Haas School of Business and
an assistant professor of economics at UC Berkeley. Suresh Naidu is a profes-
sor of economics and international and public affairs at Columbia University.
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