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Introduction

▷ In perfectly competitive labor market, each firm faces a perfectelastic labor supply
▷ If a firm announces a 5% wage cut for its employees, how many ofthem would leave? (Q: what if a 5% wage rise?)
▷ This is why each firm takes market wage as given under perfectcompetition
▷ We know this is not true in most of the real world cases
▷ Let’s modify our model to cater for and study this part of realistic
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You can read Manning (2003) introduction to see how aneconomist argue an economics theoretical assumptiondoes not fit the realism
▷ ”The main advantage of the monopsonistic approach is to make theway one thinks about labor markets more ‘natural’ and less forced”

▷ workers do not perceive labor markets as frictionless
▷ employers perceive they have discretion over the wages paid

▷ ”, and to make life more comfortable for labor economists”
▷ existence of wage dispersion for identical workers, w/o unobservedability
▷ employers can pay for general training, w/o specific human capital
▷ minimum wage substantially raises the pay and does not appear toharm employment

Also see Manning (2011) section 5 for ”why [was] an imperfect competition
perspective not pervasive in labor economics?”
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Nobel Prize 2021 (see his recent public lecture and early academic lecture)
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https://www.youtube.com/watch?v=0H4bCGlfbmI
https://www.youtube.com/watch?v=GTj9XubBcEE
https://www.youtube.com/watch?v=1EM3ZjWiGnY


Roadmap

1. The Puzzle of Minimum wage
2. Monopsony Model: basic
3. Monopsony Model: math and oligopsony ∗

4. Monopsony Model: microfoundation
5. Revisiting The Minimum Wage Effect †



Minimum wage in a perfectly competitive market
(borrowed from David Autor’s lecture notes)
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https://ocw.mit.edu/courses/14-03-microeconomic-theory-and-public-policy-fall-2016/f26552d656495d9234bd86df601c30b0_MIT14_03F16_lec1.pdf


Individual price-taking firm
(borrowed from David Autor’s lecture notes)

wmin

(Q: why downward slopping MRPL?)
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https://ocw.mit.edu/courses/14-03-microeconomic-theory-and-public-policy-fall-2016/f26552d656495d9234bd86df601c30b0_MIT14_03F16_lec1.pdf


Perfectly competitive market and price-taking
▷ Why firms are price(wage) takers?

▷ Labor supply is perfectly elastic (infinitely large)
▷ When labor supply is perfectly elastic?

▷ Number of firms in the market are close to infinity / Each firm isclose to be infinitesimal
▷ Finite firms do endless (Bertrand) price(wage) competing
▷ No searching cost or other frictions
▷ No other job characteristics involved in workers’ job decisions

▷ What does price(wage)-taking indicate?
▷ Firms face the same horizontal labor supply curve
▷ Firms have no power in changing the market prices
▷ MRPL = MC = W
▷ Workers are indifferent working in any firms
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What evidence can be used to test our theory?
(borrowed from David Autor’s lecture notes)

8 / 30

https://ocw.mit.edu/courses/14-03-microeconomic-theory-and-public-policy-fall-2016/f26552d656495d9234bd86df601c30b0_MIT14_03F16_lec1.pdf


Test by using ”Experiments” (Card and Krueger, 1994)
▷ How do employers in a low-wage labor market respond to anincrease in minimum wage?
▷ Conventional economic theory: perfectly competitive employerscut employment ⇐ Does this really happen?
▷ CK: why not do an ”experiment”? (intro to casual inference)
▷ The quasi-experiment (definition): an increase in New Jersey’sminimum wage from $4.25 to $5.05 per hour

▷ Eastern Pennsylvania (control group) is nearby New Jersey(treatment group) and thus has similar economics conditions
▷ High-wage stores (control group) within New Jersey potentiallyreceived no impact compared to low-wage stores (treatment group)
▷ The rise occurred during a recession but the increase had beenlegislated two years earlier and decided in last-minute

▷ CK chose 400+ fast-food restaurants as the experiment targets
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https://ocw.mit.edu/courses/14-03-microeconomic-theory-and-public-policy-fall-2016/1a8bade59dad1809321428afef18074e_MIT14_03F16_lec2.pdf
https://ocw.mit.edu/courses/14-03-microeconomic-theory-and-public-policy-fall-2016/f26552d656495d9234bd86df601c30b0_MIT14_03F16_lec1.pdf


CK1994: New Jersey v.s. Eastern Pennsylvania
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CK1994: average starting wage at fast-food stores
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CK1994: ”difference in differences”
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CK1994: other outcomes
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CK1994: interpretation

▷ The results are inconsistent with the predictions of a standardcompetitive model which predicts falling employment
▷ If fast-food stores face an upward-sloping labor-supply schedule, arise in the minimum wage can potentially increase employment ataffected firms and in the industry as a whole
▷ This same basic insight emerges from an equilibrium search modelin which firms post wages and employees search among postedoffers
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Roadmap

1. The Puzzle of Minimum wage
2. Monopsony Model: basic
3. Monopsony Model: math and oligopsony ∗

4. Monopsony Model: microfoundation
5. Revisiting The Minimum Wage Effect †



Monopsony: notion

▷ The term monopsony simply means ”One buyer, many sellers”,similar to monopoly
▷ There is also oligopsony i.e. ”Several buyers”, similar to oligopoly
▷ It’s better to take the essence as ”The firm is not a price taker”
▷ What does it indicate?

▷ A firm faces upward slopping labor supply curve
▷ A firm’s own demand affects its price (wage)
▷ MRPL = MC > W
▷ Workers can have different wages in different firms
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Monopsony: framework
▷ Firm’s profit maximization problem: maxπ = p · F (L)− w(L) · L

▷ Normalize product price: p = 1

▷ FOC: ∂F (L)
∂L − w(L)− ∂w(L)

∂L · L = 0

▷ Trade-off: F ′(L)︸ ︷︷ ︸
MRPL

= w(L) + w ′(L)L︸ ︷︷ ︸
MC

▷ Under perfectly competitive market & price-taking: w ′(L) = 0 and
F ′(L) = w∗ where w∗ is the market wage

▷ Under monopsony, firms face an upward slopping labor supplycurve, and MC increases in L (Q: why have two terms in MC?)
▷ MRPL

w = 1 + ∂w
∂L

L
w ⇒ MRPL

w = 1 + 1
η ⇒ w = MRPL

1+ 1
η

≡ µMRPL

▷ η is the elasticity of labor supply (η → ∞ perfect competition)
▷ µ is called markdown (similar to markup), indicating the (labor)market power held by the firm (Q: how is η and µ correlated?)
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Monopsony and Minimum Wage
(borrowed from Peter Kuhn’s lecture note)

(Q: how the η and µ change with the minimum wage?)(Q: what if the wmin is higher than wage at point a?)
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https://sites.google.com/view/peter-kuhn/home/courses?authuser=0
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Monopsony and Minimum Wage
▷ w0 = µ0 × MRPL0(L0)

▷ wmin(↑) = µ1(↑)× MRPL1(L1)(↓)

▷ Profit: π = F (L)− wL = F (L)− µF ′(L)L

▷ Recall that with CD production function we have
Y = F (L) = F ′(L)L + F ′(K )K and there is no profit π = 0;

▷ With market power, the firm can earn positive profit:
π = (1 − µ)Y , which increase when µ decreases

▷ π1 = (1 − µ(↑))× Y (↑) < π0 (by the definition of the profitmaximization problem)
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Monopsony vs Oligopsony
▷ The literal sole-employer case is rarely realistic (except saycompany towns)
▷ Oligopsony is more often, e.g., considering a Cournot model ofemployment-setting game with market employment L = ∑i Li :

maxLi Fi (Li)− w
(
Li + L∗

−i

)
Li ⇒ w(Li) =

[
1 + 1

η(L)
Li
L

]−1
F ′

i (Li)

▷ (Q: when will oligopsony market becomes perfectly competitivemarket or monopsony?)
▷ Under oligopsony, market structure matters for market power andstrategic interactions will play important roles
▷ Berger et al. (2022) develops a more flexible framework of oligopsonyusing a CES aggregator of disutility see appendix

▷ The definition of the ”oligopsony labor market” is not withoutdisputes; often use [region × industry or occupation]
▷ The implicit idea to separate markets here is to use physical distanceand skill-task distance, both of which indicate job moving costs
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Sources of Monopsony Power
▷ Recall wi =

[
1 + 1

η

]−1
× MRPL, where monopsony is all about

η ̸= ∞ and w (L) being upward sloping
▷ If truly monopsony, one firm faces the market labor supply curve,which can be elastic (Q: why?)
▷ But workers can migrate and firms can freely entry and compete

▷ Esp. Bertrand competition on wage can remove any market power
▷ Can we have elastic labor supply even when each firm is atomistic?
▷ It turns out that we have two natural sources for it:

▷ Search friction (for finding jobs & workers)
▷ Idiosyncratic preference (on non-wage firm characteristics)
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Early recognitions on the general presence of labormarket power even in the absence of ”concentration”
▷ The supply of labour to an individual firm might be limited ... there might be a certainnumber of workers in the neighborhood and to attract those from further afield it maybe necessary to pay a wage equal to what they can earn near home plus their fares toand fro, or there may be workers attached to the firm by preference or custom and toattract others it may be necessary to pay a higher wage. Or ignorance may preventworkers from moving from one firm to another in response to differences in the wagesoffered by the different firms. (Robinson [1933] 1969, p. 296)
▷ The assumption that workers are fully informed and completely responsive to wagedifferences may be altered in three main ways. It may be assumed that workers areignorant of the wages paid by other employers, or that they are perfectly informedconcerning wages but are deterred from changing jobs by considerations of security, orthat they are perfectly informed concerning wages but differ in their evaluation of thenon-base-rate components of the wage. (Reynolds 1946, p. 393)
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Microfoundation 1: Search Friction
▷ Workers take time and effort in searching for limited number ofjobs, same as firms in searching for workers
▷ The matching of workers and firms is thus a process with frictions
▷ Burdett and Mortensen (1998) shows that in a model where

▷ firms post jobs with wages
▷ homogenous workers randomly receive those job offers
▷ an equilibrium with wage dispersion but same profits for all firms
▷ low wage firms more likely losing workers to high wage firms

▷ Labor supply in BM-type model is upward slopping
▷ as it requires a firm posting a higher wage to have more workersattracted and less worker poached, retaining a larger employment

see a version of the model here

▷ Perfect competition in this case is reached when job offers from allfirms arrive simultaneously and instantaneously to all workers
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Microfoundation 2: Idiosyncratic Preference
▷ Workers often consider more than wages when choosing jobs
▷ Firms are workplaces and consist of a large set of (dis)amenities

▷ Location and commute times
▷ Fringe benefits
▷ Job safety or career potential
▷ Relationships with managers and coworkers
▷ ...

▷ Individual’s valuations on them will vary wildly
▷ Firms often cannot directly observe this taste heterogeneity andthus post only one wage per job
▷ Firms, however, know that some workers would not leave evenwith a wage lower than marginal product
▷ The amount of workers firms can attract depend on both theirwages and (dis)amenities
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Did California’s 2023-2024 Fast Food Minimum WageReduce Employment?
California’s $20 fast food minimum wage was enacted in Sep 2023 and went into effect in
Apr 2024; Clemens et al. (2025) find that employment in California’s fast food sector
declined by 2.7 percent relative to employment in the fast food sector elsewhere in the US
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Did California’s 2023-2024 Fast Food Minimum WageReduce Employment?
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In fact, such evidence has not been rare in theliterature (Neumark et al., 2014)
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And some evidence of negative impact in Japan (Kawaguchi
and Mori, 2021)
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Meanwhile there are also more highly cited evidencetowards a null employment effect (Cengiz et al., 2019)
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The Debate Is Still Largely Not Settled

The Whole Literature is Rather A Rabbit Role!
A fair summary: now economists are ok to see both types of evidence, which perhaps

depends on the very details of the methods used and the contexts studied
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