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Firms compete in both product and labor markets by making decisions about
hiring, training, and poaching workers. We develop a theoretical model in which
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1 Introduction

Firms compete not only in product markets but also in labor markets, where they enjoy
market power as both sellers of products and buyers of labor. The effect of firms’ product
market power on consumers has been the main focus of scholars and practitioners. Atten-
tion to labor market power has rapidly increased recently, with growing evidence on firms’
wage-setting power (Card, 2022) and the increasing prevalence of contractual restraints
on worker mobility, including noncompete and no-poaching agreements. Nevertheless,
their competition in the product and labor markets has been mostly analyzed separately;
hence, the link between them has remained underexplored.

In this study, we explore the effects of firms’ market power on consumers, workers,
and firms from new perspectives. To this end, we develop a model that captures the
link between product and labor market competition, which is established through firms’
incentives to train workers. Firm-sponsored training plays a crucial role in both markets
in practice. On the product market side, firm-sponsored training is an important source
of firms’ productivity and competitive advantage.® On the labor market side, provision
of training to employees improves their human capital and wages, and firms’ incentive to
provide training crucially depends on the prospect of retaining workers. Facing these two
markets, firms train workers, retain and poach them, and sell their products to consumers.

We consider an industry in which firms offer differentiated products and jobs to con-
sumers and workers, respectively. Workers have idiosyncratic preferences for jobs and
face switching costs when they change jobs. Firms train workers to accumulate industry-
specific human capital and then compete in the labor market by setting poaching and
retention wages. Simultaneously, firms compete in the product market by setting prices.
Human capital accumulated by workers lowers production costs and thereby improves
firms’ profitability in the product market. Switching costs and differential job preferences
lend labor market power to firms, while product differentiation underpins firms’ product
market power.

In our model, training level is determined by product and labor market competition,
and firms may either under- or overinvest in training from an industry perspective. Under
labor market competition, some workers at a firm get poached, and their human capital
contributes to competitors’ profits. When firms make training decisions, they ignore this

positive externality, which works in the direction of underinvestment in training.? Under

! Almeida and Carneiro (2009) find a substantially high return (8.6%) on firm investments in human
capital in the form of formal job training, using a panel of large firms with detailed information on the
duration of training, the direct costs of training, and several firm characteristics. See also, for example,
Bapna, Langer, Mehra, Gopal and Gupta (2013), Riley, Michael and Mahoney (2017), Mehra, Langer,
Bapna and Gopal (2014), Martins (2021), and Morikawa (2021) for related empirical findings.

2In the labor economics literature, it is well known that firms tend to underinvest in training in the



product market competition, lower production costs achieved by training induce firms to
reduce product prices, which lowers competitors’ profits. Each firm ignores the negative
impacts of lower prices driven by more intense training. Firms overinvest in training
when this negative externality exceeds the positive externality, which happens when the
intensity of product market competition, captured by the aggregate diversion ratio in our
model, is high relative to labor mobility, and underinvest otherwise.

We explore the welfare implications of firms’ labor market power, product market
power, and overall market power (which affects both). Labor market power is represented
by workers’ switching costs in our model. Regarding product market power, we study
the effects of the intensity of product market competition, as an inverse measure of the
product market power, modeling the intensity of competition in a general form following
Vives (2008). As a source of overall market power that influences both labor and product
markets, we examine the effects of common or cross ownership—hereafter referred to as
overlapping ownership—between competing firms.

One might expect that an increase in firms’ market power, be it labor, product, or
overall market power, would hurt at least one of consumers and workers, implying that
a change in market power cannot lead to a clear-cut welfare improvement in the sense of
benefiting all relevant parties (consumers, workers, and firms). Our model yields predic-
tions that are consistent with this conventional wisdom when the level of training is fixed.
An increase in labor market power hurts workers, leaving consumers unaffected as prod-
uct prices remain unchanged. Regarding product and overall market power, whenever
a change in market power induces firms to reduce their outputs due to weaker product
market competition, it increases industry profit but hurts consumers, workers, or possibly
both.

The endogenous determination of the training level enriches the welfare implications
of our model, indicating that a change in market power can lead to a clear-cut welfare
improvement and hence can be pro-competitive. Although the detailed mechanism differs
by source of market power, the common driving force is its effect on training incentives.
When a change in market power increases firms’ incentives to train their workers, more
intense training reduces production costs, which, in turn, induces firms to produce more.
Higher output and lower prices benefit consumers. At the same time, more intense train-
ing and higher output together make workers more attractive to firms, increasing both
retention and poaching wages. We show that the possibility of a clear-cut welfare improve-
ment, arising from endogenous determination of training, hinges critically on whether the

equilibrium training level reflects over- or underinvestment.

presence of labor mobility. Chang and Wang (1996), for example, show that firms underinvest in human
capital, where the information asymmetry on workers’ productivity between their current employer and
potential employers can cause an externality distortion in human capital investment.



Regarding labor market power, an increase in switching costs reduces labor mobility,
which induces firms to train their workers more intensively. Although the direct effect
of higher switching costs hurts workers, the indirect effect of more intense training puts
upward pressure on wages. We find that the positive wage effect can overshadow the
negative effect of higher switching costs for workers; hence, higher labor market power
can benefit both consumers and workers. This finding suggests the possibility of clear-cut
welfare improvement, where the distinction between under- and overinvestment plays a
critical role in determining whether such an improvement can indeed be achieved. Our
model shows that a clear-cut welfare improvement is possible if more intense training in-
duced by higher labor market power mitigates underinvestment. In contrast, when more
intense training worsens overinvestment, it is unlikely. Because product market compe-
tition is the source of overinvestment, our result highlights the importance of accounting
for product market competition when evaluating the effects of labor market power.

Regarding product and overall market power, a change in market power benefits both
consumers and workers when it increases industry output. Although the direct effect
of higher output reduces firms’ profits, more intense training induced by higher output
increases profits. We find that the positive effect on profits can overshadow the negative
effect, so that a change in market power can lead to a clear-cut welfare improvement.
Here, again, the necessary condition for such an improvement is that more intense training
induced by a change in market power mitigates underinvestment in training.

Contractual restraints on worker mobility, including noncompete and no-poaching
agreements, have become increasingly prevalent recently. Regarding noncompete agree-
ments, as the length of a noncompete agreement increases, workers’ switching costs in-
crease, since workers who switch employers must wait longer before they can be employed
by competitors of their current employers. In this sense, the switching cost in our model
can be interpreted as a reduced-form representation of noncompete agreements. Under
this interpretation, our model predicts that stronger enforcement of noncompete agree-
ments would induce firms to train their workers more intensively, and more intensive
training can lead to a clear-cut welfare improvement if it mitigates underinvestment in
training but such an improvement is unlikely when it worsens overinvestment. Thus, our
model indicates, in contrast to the recent final rule issued by the Federal Trade Commis-
sion to ban noncompete agreements nationwide, that noncompete agreements should be
subject to a case-by-case analysis, wherein product market competition plays a critical
role in determining whether noncompete agreements benefit workers or not.

The rest of the paper is organized as follows. Section 2 discusses our paper’s rela-
tionship to the literature. Section 3 presents our model that captures the link between

product and labor market competition. Section 4 analyzes the model to characterize equi-



librium and then shows that firms may underinvest or overinvest in training depending
on parameterizations. Section 5 explores the welfare implications of labor market power,
product market power, and overall market power. In Section 6, we discuss our model’s
policy implications on noncompete agreements and empirical relevance. We also consider
two extensions of our model; one incorporates initial hiring, and the other incorporates
firm-specific human capital that lowers indirect costs alongside industry-specific human

capital that reduces direct costs. Section 7 summarizes and concludes.

2 Relationship to the literature

We examine the effects of firms’ market power in both product and labor markets. Prod-
uct market power lies at the heart of industrial organization economics and antitrust
discussions (see, e.g., Whinston, 2007), whereas labor market power had received less
attention in academic literature and policy debates until recently (Card, 2022).3

Recognition of firms’ labor market power has led to increased adoption of imperfect
competition models of labor markets. Bhaskar and To (1999) show how imperfect com-
petition models can explain the apparently puzzling labor market phenomenon. Berger
et al. (2022) and Azar and Vives (2021) embed oligopsonistic labor markets in a general
equilibrium setting. Berger et al. (2022) develop a quantitative model of oligopsony and
measure welfare losses due to firms’ oligopsony power. Azar and Vives (2021) combine
oligopsony in the labor market with oligopoly in the product market and diversified own-
ership of firms. They find that an increase in market concentration due to fewer firms
or increased diversification depresses the economy by reducing employment, output, real
wages, and labor share unless there is an increasing return to scale.

We contribute to the study of market power by analyzing product and labor market
competition in a unified framework. A distinguishing feature of ours is endogenous firm-
sponsored training, which offers new perspectives on market power by linking product
and labor markets. Our model allows us to analyze changes that directly affect firms’
market power in one of the two markets, product or labor, while keeping their power in
the other market constant. At the same time, we also consider the effect of overlapping
ownership that affects the market power in both markets.

Our work is related to Bassanini and Brunello (2011) and Gersbach and Schmut-
zler (2012). Like us, these studies also consider product market competition and firm-
sponsored training. Bassanini and Brunello (2011) examine the relationship between

product market regulation and workplace training in the European context. Monopolistic

3See Card, Cardoso, Heining and Kline (2018), Lamadon, Mogstad and Setzler (2022), and Berger,
Herkenhoff and Mongey (2022) for recent studies that document substantial wage-setting power of firms.



competition prevails in the product market, while the labor market involves collective
wage bargaining. Gersbach and Schmutzler (2012) also consider product market compe-
tition in their analysis of industry-specific training. Their work provides an explanation
as to why firms might provide their workers with industry-specific training even though
doing so may intensify wage competition. Labor mobility does not arise in the equilibrium
of the models considered in Bassanini and Brunello (2011) and Gersbach and Schmutzler
(2012). In contrast, labor mobility does arise in the equilibrium of our model, playing an
important role by affecting firms’ incentives to train their workers.

We also contribute to recent studies that analyze labor market power arising from
noncompete agreements (e.g., Shi, 2023; Shy and Stenbacka, 2023). Shy and Stenbacka
(2023) study the effects of noncompete agreements where firms invest in training junior
workers, and trained workers choose whether to remain with their initial employers or
switch to a competing employer. Shi (2023) studies optimal regulation of noncompete
agreements in a model of labor market competition with on-the-job search and endogenous
noncompete agreements. Product market competition, which does not feature in Shi
(2023) and Shy and Stenbacka (2023), plays a critical role in our model, which reveals the
effects of labor market power on consumers. It also enriches the effects of labor market
power on workers by associating them with product market competition.

In our model, labor market power can enhance welfare as it induces firms to invest
more intensively in training. This result parallels findings in the R&D literature, where
greater product market power—arising, for example, from increased product differen-
tiation or longer patent protection—can promote welfare by encouraging higher R&D
investment (Vives, 2008; Tirole, 1988, Ch 10). A distinctive feature of our framework is
that labor market power affects not only workers but also consumers, and product market
power affects not only consumers but workers, owing to the connection between labor and

product market competition mediated by labor turnover and training.

3 Model

We consider a model of oligopoly in which firms compete for consumers and workers
at the same time. There is a set N' = {1,...,n} of single-product firms that produce
horizontally differentiated products. Each firm is initially endowed with a unit mass of
workers who can perform a job to improve productivity in supplying each product.* Firms

train their initial employees and then compete in product and labor markets.

4In Section 6, we consider an extension of our model that incorporates initial hiring.



Consumers Consumer demand is represented by a symmetric demand function D(p) =
{D;(p) }ien with a given price profile p = {p; }ienr € R™. We assume that 0D;(p)/dp; < 0
for all i € N and 0D;(p)/dp; > 0 for all j # i whenever D;(p) > 0. Consumer surplus
is given by the function V(p) = V + CS(p) € R that satisfies the envelope condition
0CS(p)/0p; = —D;(p). Let Q(p) := D;(p,p,...,p) be the individual output under sym-
metric price p € R, and Q,(p) := 0D;(p,p,...,p)/Op; be the own-price derivative of the
demand under symmetric price p. We assume that Q'(p) = ZjeN[aDi (p,p,....p)/0p;] <
0 and lim, ,., Q(p) = 0, which implies that a simultaneous increase in the prices of all
products does not increase industry demand and that demand vanishes as prices rise
to infinity. We also assume that the elasticity of demand faced by individual firms,
eq(p) == —pQ,(p)/Q(p), is increasing in p, which could be viewed as a symmetric oligopoly
analog of Marshall’s Second Law of Demand.

Table 1 shows the examples of demand functions that satisfy the properties assumed
in the model. It includes independent goods, linear demand model of Shubik and Levitan
(2013), and Logit demand systems.

Di(p) CS(p)

Independent goods q(pi) [Zq(z)da

pi

Shubik-Levitan % v—p; + 1—:% (p— p@)} % [Z?:l (—Upi + ﬁpf) - 2(?17)]52}

el ) log |V + S0 exp (152

VOC +3, exp(%)

Logit

Table 1: Examples of demand and indirect utility functions. In Shubik-Levitan specifica-

tion p := ZTL:T”’ denotes the average price.

Workers FEach worker [ who is initially employed by firm j can choose whether to stay
at firm j or move to firm i (# j). Any utility that a worker in firm j obtains from moving
to firm ¢ is determined by the wage that firm 7 offers to workers in firm j, denoted by w;;,
the worker’s cost of moving from firm j to firm ¢ (# j), denoted by o;;, and the worker’s
idiosyncratic preference with firm 7, denoted by €;;;. Similarly, the utility of each worker [
who stays with the initial employer j is determined by w;; and the worker’s idiosyncratic
preference ¢€;; with firm j.

Let vj; = w;; — 0j;, where 0j; = 0if i = j, and o(> 0) if (i # j). Here, we assume
that every worker incurs the same cost ¢ to move from one firm to another. We call o
the switching cost and interpret an increase in ¢ as an increase in firms’ labor market

power. Assuming, for simplicity, that the moving cost and idiosyncratic preferences can



be measured in monetary terms, v;; +¢;;; represents the monetary value enjoyed by worker
[ who initially belongs to firm j and works for firm i. We assume that workers have no
outside options so that every worker works for a firm in this industry. Then, worker [ who
is initially employed by firm j works for firm ¢ if and only if working for firm ¢ maximizes
the worker’s utility, that is, vj; + €54 > vj + €, holds for all k € N.

We assume that €;; = (gju)ren € R™ is a random variable that has a symmetric joint
distribution function. We then have a real-valued function with n arguments, denoted by
L(-), with the following property: Given the vector v; := (vjx)ken, the probability that

the worker in firm j switches to firm ¢ # j is given by
Lji =L (Ujia Uj,i) = Pr (Uji -+ Ejil Z Vjk + Ejkl for all k € N) y

where v;_; = (Vjr)keanyip € R"7', and the probability that the worker stays at firm j is
given by
L;; = L(vjj,vj—j) :=Pr(vj; +ej > v + e for all k € N),

where vj_; = (vjx)kear 3 € R"L

By definition, the function L(-) is increasing in the first argument and decreasing in
all other arguments. Also, because of the symmetry of the distribution of €;;, we have
that L(-) is symmetric. Furthermore, since we assume that there is no outside option, we
have Zke v Ljr = 1forall j € N. The additive separability of v;; and €55 in worker [’s
utility also implies that for v; € R" and vj € R™ such that v} = vy, +z for all k € N/
where z € R, L(v;) = L(v}) holds.

We assume that the joint distribution function of €;; satisfies conditions such that
L(-) is twice continuously differentiable in every argument. Furthermore, we make the

following assumption regarding the shape of L(-) function.’

Assumption 1. Let y := o0 + w; — wo be the relative attractiveness of staying at the

wnitial employer and define the functions Xr, Xo as

L.
Xi(y) = —r— )
aL”/aw” vii—vik=y for all k#£i
L.
XoW) = 57—
aLji/awij Vij—vii=—y, and v;; —vir=0 for all k#i

Then, X;(y) is increasing in y, and Xo(y) is decreasing in y.

To understand the idea behind this assumption, consider the situation in which each

firm k € N offers wy, = w; to its own initial employees to retain Ly, = L; of them, and

5 . . . . o, . . 1. . . . .
°This assumption is part of sufficient conditions for a symmetric equilibrium to be unique and interior.



wg; = wo (j # k) to firm j’s initial employees to poach Lj; = Lo of them. In order for
firm ¢ to retain one additional worker, the firm must increase its retention wage w;; by
1/(0L;;/0w;;). Since such an increase in wage applies to all the L;; retained workers, the
extra wage cost for retaining an additional worker is L;; x 1/(0L;;/0w;;). Similarly, the
extra wage cost for poaching an additional worker is Lj; x 1/(0L;;/0w;j). Assumption
1 implies that, as w; increases, retaining an additional worker becomes more costly and
poaching an additional worker becomes less costly. Similarly, Assumption 1 also implies
that, as wp increases, retaining an additional worker becomes less costly and poaching
an additional worker becomes more costly. These properties guarantee the uniqueness of
the symmetric equilibrium wages.®

Regarding worker surplus, we have a real-valued function WS(-) with n arguments

such that the aggregate surplus of workers who initially belong to firm 7 is given by
WS(Uj) =K |:IZI§L\;_{ {Uji + 5jil}:| .

Due to the continuity of L(-), the distribution of €;; has no mass point, which implies
that WS(+) is continuously differentiable.

Production technology Our model links product and labor markets as follows: Let
H; denote the aggregate human capital accumulated for product ¢, which is given by
H,=>" jen Ljihj, where h; denotes the level of human capital possessed by each worker
initially hired by firm j. Each firm j must incur the cost of 7(h;) per employer for human
capital provision, where 7/(h;) > 0 holds for all h; > 0.

Suppose that each firm ¢’s constant marginal cost is given by a strictly decreasing and
weakly convex function ¢(H;) of human capital, where ¢/(H;) < 0 and ¢’(H;) > 0 hold
for all H > 0. Furthermore, we assume that ¢(-) is not “too convex” in the sense that

—c(H)H is increasing in H for all H > 0 as stated in the following assumption.

Assumption 2. Define the curvature of marginal cost function by x(H) := —["(H)H]/[¢(H)] >
0. Then x(H) <1 for all H > 0.

Assumption 2 says that the reduction in the marginal cost made by an additional
worker increases with the level of human capital per worker. This assumption is not
critical for the qualitative nature of our results, but it helps us simplify the presentation

of results by reducing the number of cases to be considered. A leading example of the

6 Assumption 1 can be regarded as one concerning the distribution of idiosyncratic preferences. Similar
assumptions are common in the industrial organization literature (e.g., Rhodes and Zhou, 2024). In Online
Appendix A.2.1, we show that a variety of popular discrete-choice models (e.g., Anderson, De Palma and
Thisse, 1992) satisfy this property.



function ¢(H) that satisfies Assumption 2 is ¢(H) = C'—2ZH®*, where n > 0 and « € (0,1].
In this case, x(H)=1—a < 1.

Strategies and timing of moves Firm i € N chooses {(w;i)jen, hi, pi} to maximize

its profit, which is given by product-market profit minus wage bill and training cost:
IL; = (pi — c(H;))Di(p) — Z wij Ly — 7(hy). (1)
J

The timing of the moves is given as follows:

1. At the beginning of the game, each firm i € N independently chooses h;, which is

unobservable by other firms.
2. Without observing h; for j # i, each firm i € A chooses (w;;);jen and p;.

3. Workers decide whether and which firm to move, and consumers choose whether

and which product to purchase.

We adopt the subgame-perfect equilibrium as the solution concept of the model, and we
focus on interior symmetric equilibria. To ensure that a symmetric equilibrium, when it

exists, is unique and interior, we make the following regularity assumptions.
Assumption 3 (Regularity assumptions).
(1) Q(c(h)) >0 for all h > 0, and lim, .o eg(p) > 1.

(i) limy {7’ (h)/[=c(h)]} = 0, 7/(h)/[—=C(h)] is increasing in h, and the inequality
limy, oo {7'(h)/[=C (h)] — Q(c(h))} > 0 holds.

(i) The inequality [Q,(p — ¢) + Q) + Qpl["QL; 4+ "] + [¢]*LiQ,Q" < 0 holds for any
possible value of Ly in [1/n,1).

Parts (i) and (ii) of Assumption 3 guarantee the interior levels of equilibrium outputs
and training levels, respectively. Part (iii) guarantees the uniqueness of the symmetric
equilibrium. The following is a leading example of our model, which will be used in later

sections.

Example 1 (Shubik-Levitan and Chen-Riordan specification). Consider the case where
the demand function D;(-) is given by Shubik and Levitan (2013) specification and labor
supply function L;;(-) is given by Chen and Riordan (2007) specification:

R L AR e 6y o b (v — )
DZ(p)_n[U pl—i_l—”}/;( n >]7 le(v)—n+ n<n_1)0 y



where v € [0,1) and 0 > 0. Furthermore, suppose that marginal cost function c(-) and

training cost function T(-) are given as follows:

n K
c(H)y=C——H" h) = —h°"
()= C = L o(h) = e
where n,k, . > 0, and o, > a.. Then, Assumptions 1 and 2 are always satisfied.
Assumption 3-(i) is satisfied when v > C, Assumption 3-(ii) is satisfied when o > 2a,

and Assumption 3-(iii) is satisfied when k is sufficiently large relative to 7.

3.1 Discussion

Switching cost and idiosyncratic preferences Our worker specification features
switching costs and idiosyncratic preferences. Manning (2003) states, citing Robinson
(1933), that it is ignorance, heterogeneous preferences, and mobility costs that are plau-
sible sources of frictions in the labor market. On top of inherent mobility costs, switching
cost can also arise from a number of different sources, including contractual restraints on
worker mobility such as noncompete agreements.

Our modelling choice on idiosyncratic preferences is consistent with Card et al. (2018),
who provide a microeconomic foundation for imperfect market competition in the labor
market by allowing workers to have heterogeneous preferences over the work environments
of different potential employers. In our model, each worker has different idiosyncratic
preferences with his/her current employer and other potential employers. When a worker’s
idiosyncratic preference with the current employer turns out to be relatively low, the
worker may end up moving to another firm, even though the worker must incur the

switching cost. Without idiosyncratic preferences, no workers switch employers.

Timing and observability assumptions Although we frame the model as a three-
stage game, stages 1 and 2 can be viewed as one stage, since the firms cannot observe
the other firms’ training levels. Unobservability of training levels is often assumed in
the literature on human capital investment in labor markets (e.g., Chang and Wang,
1996). An alternative assumption of observable training would substantially complicate
the analysis because equilibria of all stage 2 subgames under arbitrary levels of training
h; need to be identified in order to characterize subgame-perfect equilibria. Furthermore,
the observability of training gives rise to strategic commitment effects, as it induces other
firms to adjust their wages and prices (e.g., Gersbach and Schmutzler, 2012). To focus
on primary (non-strategic) incentives for firms to train workers, we opt for unobservable
training, as often done in the R&D literature (e.g., Vives, 2008; Lépez and Vives, 2019).

10



Cost specification and its interpretation In our model, the marginal cost is constant
with respect to outputs but is decreasing in the level of aggregate human capital. Through
their human capital, workers directly contribute to reducing marginal cost rather than
increasing production, although indirectly, lower marginal cost prompts firms to produce
more. This mechanism pertains to non-production workers (e.g., engineers) who enhance
technology rather than engage in direct production. We can interpret the cost specification
that production workers and their wages are embedded in the unit cost function ¢(H;).
For example, ¢(H;) can arise from a technology in which firm i requires ¢(H;) production
workers to produce one unit of output, with the reservation wage of these workers nor-
malized to one. An increase in training or employment of non-production workers—that

raises H;—reduces this unit labor requirement and, hence, the unit production cost.”

4 Analysis of the model

4.1 Characterization of the equilibrium

In the second stage, each firm i chooses w;;, j € N and p; to maximize the profit II; given

by equation (1). The first-order condition for p;, and w;; for 4,5 € N} is given by

ol1l,; 0D,
5. = D1t G i () )
oll; OL
L= L — —2[c(H;)Dsh; 4 wgj] = 0.
dw;; ji ow;; [c'(H;) il +ww] 0 (3)

Next, we consider the choice of the training level h; by firms in the first stage. Each firm
i chooses h; to maximize profit II; taking other firms’ training levels, wages, and prices as

given. Thus, the first-order condition for h; is given by

o,
oh;

—d(H;)D;Ly; — 7'(hy) = 0. (4)

At the symmetric equilibrium, (2), (3), and (4) hold, and we have p; = p*, D; = Q(p*),
Ly =L}, Lij =L hi = h*, w; = w} and w;; = w}, for all ¢ and j # .8
Suppose that there exists a symmetric equilibrium in which a strictly positive measure

of workers are retained and poached (that is, L7 > 0 and L}, > 0). We call it an interior

"Even if the marginal cost is not constant in the output, our main insights would carry over as long
as production cost is submodular in human capital and outputs—that is, the cost reduction achieved by
human capital becomes more important as output expands.

80ur model does not rule out possibilities of asymmetric equilibria in which firms employ different
mass of workers and workers earn different retention and poaching wages.

11



symmetric equilibrium. In the interior symmetric equilibrium, wages w; and wy, are

determined as the solution to the simultaneous equations (5) and (6):

Ly . o
wy + Ol 0w = (h")Q(p*)h", (5)
b4 QI (6)

Yo + 8Lﬂ/8ww

where the second terms of the left-hand side of equations (5) and (6) are evaluated at
wy; = wy, and w;; = wy, for j # 1.

We will now complete the characterization of the equilibrium labor market allocation
(L3, Ly). First, the following lemma establishes that the wage difference Aw := wj — wj

and labor market allocation (Lj, L)) are determined independently of (p, h).

Lemma 1. Suppose that a symmetric equilibrium exists. Then, under Assumption 1,
there exists a critical value @ > 0 such that the symmetric equilibrium is interior (i.e.,
Ly > 0) if and only if o < 6. When o < &, there exists a unique value Aw* that is

independent of (p,h) and satisfies w}, — wij = Aw*, where
Aw* = X (o — Aw*) — Xo(o — Aw™). (7)

Furthermore, equilibrium retention and poaching probability, (L}, L)), are also determined
independently of (p, h) and satisfy Ly € [1/n,1) and L} + (n — 1)L = 1.

Lemma 1 tells us that the equilibrium wage difference and labor market allocation are
independent of other equilibrium variables. This is because training is industry specific
and workers have no outside option.” Because workers have no outside option, only wage
differences, not wage levels, determine the labor market allocation.!”

Furthermore, because training is industry specific, changes in symmetric training lev-
els uniformly affect wages, leaving wage differences unchanged. Similarly, changes in
symmetric prices also uniformly affect wages. Hence, prices p and training levels h have
no effect on the equilibrium wage difference Aw*. Consequently, the equilibrium labor
market allocation is determined solely by the labor market conditions, independent of
(p, h).

Next, we identify the equilibrium condition for p* and h*, given the equilibrium labor

market allocation (L7}, L§)). The necessary condition for the symmetric equilibrium price

9In Section 6, we consider an extension of our model that incorporates firm-specific human capital
that lowers indirect costs alongside industry-specific human capital that reduces direct costs.

10When workers have outside options and choose to leave the industry in the equilibrium, the equilib-
rium labor market allocation depends on wage levels as well, making L; and Lo dependent on (p, h).
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p* and the training level h* are given by the simultaneous equations (8) and (9):

Qp(p)[p — c(h)] + Q(p)
—c(h)Q(p)Lt —T'(h)

0, (8)
0. 9)
Solving the system of equations, we find p* and h*, where Assumption 3 ensures the
existence of a unique solution (p*, h*).

We are now ready to characterize the symmetric equilibrium.

Proposition 1. Suppose that a symmetric equilibrium exists, where o < & holds. Then,

under Assumptions 1 and 3, the symmetric equilibrium is interior and unique.

Proposition 1 presumes that a symmetric equilibrium exists. Typically, sufficient con-
ditions for such an equilibrium existence rely on the quasi-concavity of profit functions
(e.g., Glicksberg, 1952). In our setting, it is hard to establish a general condition under
which each firm’s profit function is quasi-concave because of the high dimensionality of
the strategy space. We establish the existence of the symmetric equilibrium under sev-
eral functional specifications (see Online Appendix A.2.2). In the rest of the paper, we
proceed with our analysis under the assumption that the model has a unique symmetric

equilibrium.

4.2 Underinvestment vs. overinvestment in training

As mentioned in the Introduction, in our model, firms can either underinvest or overinvest
in training in the sense that the equilibrium training level can be above or below the
level of training that maximizes industry profit plus wage bill, which is equivalent to
product market profit minus training cost. R&D literature uses a similar measure—
product market profits minus the cost of investment in R&D—to determine under- or
overinvestment in R&D. Distinction between under and overinvestments plays a critical
role in our model because, as we show in the next section, underinvestment in training is a
necessary condition for an increase in firms’ market power to result in a clear-cut welfare
improvement. Furthermore, the likelihood of under- and overinvestments is connected to
the relative strength of product and labor market competition, thereby illustrating the
role of the link between the two markets in obtaining useful policy implications.

Consider a variant of the model in which the level of training is fixed at h rather than
determined endogenously. For a given h, let p(h) denote the equilibrium price and TI(h)
denote each firm’s equilibrium profit plus wage bill. We then have that

II(h) = [p(h) — c(h)]Q(P(h)) — ifj_)/

~
product market profit training costs
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We say that h is an overinvestment when ﬁ/(h) < 0 — a marginal increase in the training
level from A reduces each firm’s profit plus wage bill as well as the industry profit plus
wage bill in equilibrium. Similarly, A reflects underinvestment when IT (k) > 0.

The derivative ﬁ,(h) captures how an individual firm’s profit plus wage bill changes
when all firms marginally increase their training level from a given h. Although each
firm chooses its own training level optimally in equilibrium, it does not internalize the
impacts on other firms’ gross profits. These impacts, as we explain later in this section,
can be positive or negative. Since all firms are symmetric, industry profit plus wage bill
is n times individual firm’s profits plus wage bill, and a marginal increase in training level

increases or decreases it if and only if there is under- or overinvestment, respectively.
We have that

(1) = 7 (h)Q( (") — ¢ (h)Q(*)[1 — L}, (10)
where oD,
@/J(p) — Zi#?;%?TJ _ Qp(%p_(p? (p) e [0, 1]

! The denominator —dD;/dp; represents a

denotes the aggregate diversion ratio at p.!
marginal increase of firm i’s sales when it unilaterally reduces its price p;, and the nu-
merator »_;(0D;/0p;) represents the sales firm i loses when other firms also decrease
their prices p;. Hence, the ratio ¢)(p) represents the strength of rivalry between firms in
the industry. Because p'(h*) < 0, the equilibrium training level is more likely to be over-
investment when the rivalry represented by ¢ (p*) is stronger. This observation leads to
the following proposition. Note that for expositional simplicity we assume in Proposition
2-(iii) that the pass-through rate times the aggregate diversion ratio, p(h)u(p(h)) (where
p(h) :=p'(h)/c(h) is the cost pass-through), is increasing in h. We show in the Online

Appendix A.2.3 that this condition holds under various functional specifications.

Proposition 2. The equilibrium training level can be overinvestment or underinvestment

depending on the strength of firms’ rivalry in the product market.

(i) Suppose that there is no product market competition in the sense that 1 (p) = 0 for

all p. Then the equilibrium training level is always underinvestment.

(i) Suppose that (p) =1 for all p so that the industry-level demand is fixed. Then the

equilibrium training level is always overinvestment.

" Generally, the local derivative of TI(h) at h = h* does not imply under- or overinvestment in the strict
sense that h* exceeds arg maxy II(h) or not. In Online Appendix A.2.3, we provide a sufficient condition
under which such a local derivative is sufficient for determining whether A* exceeds arg maxy, II(h) or not.
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(#ii) Suppose 0 < 1(p) < 1 holds for some p and p(h)(p(h)) is increasing in h. Then,
there exists a critical value of > 0 such that the equilibrium training level is overin-

vestment (resp. underinvestment) if and only if ¢ > ot (resp. o < o).

The logic here is as follows. When all firms marginally increase their training level
at h = h*, it mitigates underinvestment in training in terms of each firm’s insufficient
direct cost-reduction incentive due to labor turnover. At the same time, such an increase
in training indirectly affects firms’ profits because the corresponding reduction in each
firm’s constant marginal cost reduces product prices. The indirect effect works in the
direction of decreasing industry profit by worsening overinvestment in training. This is
because, when each firm unilaterally reduces its price, it does not take into account the
negative externality that the lower price imposes on other firms’ profits. The equilibrium
training level becomes overinvestment when the indirect effect dominates the direct effect.

The condition for under- or overinvestment can be presented in empirically measurable

terms. Using equation (10), the condition IT (h*) < 0 can be expressed as

p(h*)Y(p*) > 1~ L. (11)

Hence, firms in equilibrium overinvest in training if and only if the aggregate diversion
ratio multiplied by cost pass-through exceeds the labor turnover rate. Because all three
objects are estimable, equation (11) provides a simple condition in terms of observable
industry characteristics under which firms are likely to underinvest or overinvest in train-
ing.'?

In order to obtain a sharper characterization of conditions for under- or overinvestment,

below we consider a specific demand function presented in Example 1.

Proposition 3. Suppose that the demand function is given bjlg the Shubik-Levitan spec-
Y n—l
1-v n

o4 -2 _n—1,

1-v n

ification presented in Example 1. Then p(h*)y(p*) = which is increasing in
the product substitutability . For any given o, there ezists a value Y(o) such that the
equilibrium training level is overinvestment if and only if v > (o). Furthermore, the
function (o) is decreasing in o, implying that the range of the values of vy that leads to

overinvestment expands with the switching cost o.

Proposition 3 can be understood as follows. Stronger rivalry in product market com-
petition, represented by higher v, works in the direction of inducing firms to overinvest in
training, while weaker labor market power, represented by lower o, works in the direction

of inducing firms to underinvest in training by increasing labor turnover. It follows that,

12Gee Fabra and Reguant (2014) and Miller, Osborne and Sheu (2017) for examples of estimation of
cost pass-through, and Conlon and Mortimer (2021) for empirical properties of diversion ratio.
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Figure 1: Over/underinvestment

holding ¢ fixed, higher v makes overinvestment more likely, and, holding v fixed, lower o
makes underinvestment more likely, as illustrated by Figure 1.

We end this section by making two final points. First, investment in industry-specific
training with labor turnover featured in our model is comparable to investment in cost-
reducing R&D with technology spillovers in models of R&D competition (e.g., d’Aspremont
and Jacquemin, 1988; Suzumura, 1992; Leahy and Neary, 1997), in the sense that cost-
reducing “technology” embedded in a worker through training “spills over” from one firm
to the other firm through labor turnover in our model.!® Firms tend to underinvest (reps.
overinvest) in R&D when the rate of technology spillovers are high (resp. low) in standard
models of R&D competition, when product market profit minus R&D cost is used as the
metric (Leahy and Neary, 1997). Similarly, in our model firms tend to underinvest (reps.
overinvest) in training when the labor turnover rate is relatively high (resp. low), when
product market profit minus training cost is used as the metric.

A unique feature of labor turnover as a key determinant of under- or overinvestment is
that labor turnover establishes the link between labor and product market competition,
and hence under- or overinvestment is determined by the interaction between firms’ labor
and product market power in our model, as illustrated by Figure 1. In contrast, models
of R&D competition do not capture the roles played by labor market power.

Our second point concerns what would happen in our model when total surplus, an
alternative metric often used in the R&D literature, is adopted as the metric for under- vs.
overinvestment in training. In terms of total surplus, firms always underinvest in training
as they ignore two positive externalities. First, each firm ignores —c'(h*)Q(p*)(1 — L),
which is the benefit of training-induced cost reduction that increases rival firms’ profits.
Second, a small increase in training from h = h* lowers prices and increases consumer
surplus by —np’(h*)Q(p*). Part of that increment, —np’(h*)(p*)Q(p*), is offset by an

3Notice that they are comparable but different in the sense that cost-reducing technology embedded
in a worker contributes to the cost-reduction of one firm, either the firm that has retained the worker or a
firm that has poached the worker, whereas technology spillovers typically contribute to the cost-reduction
of a firm that has invested in the technology and other firms that have not invested in it.
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equivalent reduction in profits. The remaining part, —np’(h*)[1 — ¥ (p*)]Q(p*), adds to

total surplus, but is ignored by firms when they decide training levels.

5 Effects of market power

In this section, we explore the welfare implications of market power. In each section, we
first discuss the effects of firms’ market power (labor, product, or overall market power)
holding the level of training fixed, in which case our model predicts that a change in market
power cannot lead to a clear-cut welfare improvement. We then show that the endogenous
determination of the training level enriches the welfare implications, indicating that a
clear-cut welfare improvement is possible. A necessary condition for such an improvement
is that a change in market power induces firms to train more, and more intense training

mitigates underinvestment.

5.1 Effects of labor market power

Direct effect To clarify the role played by the endogenous determination of the training
level, we first study the direct effect of o, holding the level of training fixed. To this end,
we consider a variant of the model in which the level of training is fixed at h. Suppose
that the model has an interior symmetric equilibrium. Let @;(a, k), @o (o, k) and L;(o, h)
respectively denote the equilibrium retention wage, the poaching wage, and the retention
rate, and let 6@(0, h), \7\7@(0, h), fls(a, h), and 'fé(a, h) respectively denote consumer
surplus, worker surplus, industry profit, and total surplus in equilibrium, where Té(a, h)
= (?é(o, h) + \/N\g(a, h) + ﬁ(a, h). The following lemma summarizes the direct effects.

Lemma 2. Consider a variant of the model in which the level of training is fized at h,

and suppose that the model has an interior symmetric equilibrium. Then, as o increases,

(i) wi(o,h) decreases, wo(o,h) increases, and wo(o,h) — o decreases. Furthermore,

wo (o, h) — o decreases faster than the decrease in wyr(o, h) as depicted in Figure 2.
(ii) Li(o,h) increases,

(iii) CS(o,h) remains unchanged, WS(o, h) decreases, and IP(o, h) may increase or de-

crease.

Furthermore, (a) T\S’(U, h) attains its mazimum at ¢ = 0, and (b) there exists a value
a(> 0) such that 7::5’(0, h) is strictly decreasing in o for all o < &, where & = 0o under

certain functional specifications.
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Figure 2: Behaviors of wages (w; and wp) with respect to switching costs (o)

Lemma 2 can be understood as follows. As o increases, each firm takes advantage
of the higher switching cost by retaining more workers at a lower wage, thus wy(o, h)
decreases. Each firm mitigates, to some extent, the negative impacts that the higher
switching cost imposes on poached workers by raising its poaching wage, thus wo (o, h)
increases. However, the increase in wo(o, h) does not fully offset the increase in o so
that switching employers becomes a less attractive option than staying with the initial
employer. This means that wp(o,h) — o decreases faster than the decrease in wy (o, h),
which implies that the retention rate L;(o, h) increases. This explains (i) and (ii).

Let us turn to (iii). Since the level of training is fixed, each firm’s equilibrium pro-
duction cost remains unchanged at ¢(h), implying that each firm’s output, the industry
output, and consumer surplus évS(U, h), all remain unchanged. Regarding the effect on
workers, each worker chooses whether to remain with his/her initial employer by receiving
wy (o, h) or to move to another firm by receiving we (o, h) and incurring the switching cost
0. Since both w;(o, h) and wp(o, h) — o decrease as ¢ increases, worker surplus \/7\\/@(0, h)
decreases. As to the effect on industry profit, industry profitability in our model is rep-
resented by industry profit plus wage bill, which remains unchanged as ¢(h) remains
unchanged. Regarding the wage bill, an increase in o decreases the retention wage but
increases the poaching wage, implying that the total wage bill may increase or decrease.
This implies that industry profit ﬁS(U, h) may increase or decrease depending on whether
the total wage decreases or increases.

Lastly, consider the effect on total surplus, which can be disaggregated into consumer
surplus, industry profit plus wage bill, and workers’ nonmonetary utility (NMU). Since
both consumer surplus and industry profit plus wage bill remain unchanged when A is
fixed, o affects total surplus only through NMU, which consists of idiosyncratic preferences
and switching costs. As ¢ increases, poached workers incur higher switching costs, which
works in the direction of decreasing NMU. However, an increase in o mitigates inefficiency

associated with excessive turnover by reducing it, and this effect increases NMU.'* When

14\With respect to staying with or leaving current employers, workers make efficient decisions in the
sense of maximizing NMU when retention and poaching wages are equal. However, for all ¢ > 0, the
poaching wage is strictly higher than the retention wage in equilibrium, resulting in turnover that exceeds
the efficient level.
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o is below a threshold, denoted &, the former effect dominates the latter, as stated in
Lemma 2-(b). Despite this nonmonotonicity, total surplus is maximized at o = 0 because,
when o = 0, there is no inefficiency arising from wage differentials and workers incur no

switching costs.

Total effect Let us now consider the total effect, taking into account the effect of
o on the training level. As relevant welfare measures, let CS*, WS*, and IP* denote
the equilibrium consumer surplus, worker surplus, and industry profit, respectively, and
TS* = CS* + WS* + IP denote the equilibrium total surplus. As ¢ increases, each firm
retains a larger fraction of its workers at a lower wage. Anticipating the higher retention
rate L}, each firm trains its initial employees more intensively. An increase in training
level h* reduces each firm’s constant marginal cost ¢(h*), which increases each firm’s
equilibrium output. Hence, industry output * increases and price p* decreases, implying

that consumer surplus CS* increases. These results are presented in Lemma 3-(i) and (ii).
Lemma 3. As o increases,

(i) L} and h* increase,

(ii) Q* and CS™ increase, and

(iii) WS* and IP* may increase or decrease depending on parameterizations.

Furthermore, while T'S* can increase or decrease with o, unlike the case of fized h, T S*(o)

s not necessarily mazimized at o = 0.

Regarding worker surplus, when the level of training is endogenously determined, an
increase in o can increase worker surplus due to the indirect effect through two channels.
First, as the higher A* induced by an increase in o increases Q*, each firm can apply per
unit cost reduction to a larger amount of its output. Second, the marginal cost reduction
by retaining or hiring a worker from another firm, —¢(h*)h*, is increasing in h* under
Assumption 2. Both of the two indirect effects work in the same direction of increasing
the value of a worker for firms, where retention and poaching wages increase by the same
amount since training makes a worker equally valuable to all employers. This implies that
labor mobility remains unchanged as h* increases, and hence workers’ nonmonetary utility
(NMU) also remains unchanged. Since NMU remains the same while wages increase for all
workers, it follows that the indirect effect increases worker surplus. Then, given that the
direct effect decreases worker surplus, the total effect of an increase in o can be positive
or negative depending on the relative magnitude of the two effects.

Regarding industry profit, higher A* works in the direction of increasing wages and

hence decreasing industry profit. At the same time, the lower production cost induced
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by higher h* works in the direction of increasing (resp. decreasing) industry profit if it
mitigates underinvestment (resp. worsens overinvestment). Along with the direct effect,
the total effect on industry profit can also be positive or negative.

Finally, turning to total surplus, we find that, compared to the case of o = 0, a
positive o can increase total surplus because the higher training induced by ¢ increases

total surplus, which may offset the decrease in NMU under fixed h as shown in Lemma 2.

. Retention Retention Poaching Consumer Worker Industry
Output | Price
rate wage wage surplus surplus profit
Exogenous
training - o T + T - + s
Endogenous
training T \ T ™ T T N N

Table 2: Effect of an increase in o on equilibrium outcomes

Table 2 summarizes the effect of an increase in ¢ on equilibrium outcomes under
exogenous and endogenous training. These entries in the cells of the table tell us the
possible direction of change in equilibrium outcomes due to an increase in o based on
Lemmas 2 and 3.

Lemma 3 suggests that there is a possibility for an increase in o to result in a clear-
cut welfare improvement. Consider a range of parameterizations in which industry profit
increases as o increases. Firms can then increase their profits by jointly increasing o—
for example, through collusive agreements or by lobbying for relaxing regulations. This
can be interpreted as a reduced form of coordination between firms in jointly raising the
strength and effectiveness of noncompete agreements with their employees (see Section 6
for a discussion of policy implications on noncompete agreements). Higher o benefits not
only firms but also consumers. Can this coordination then be regarded as pro-competitive
action? The answer depends on the effect of o on workers, which in turn crucially depends
on whether the equilibrium level of training is overinvestment or underinvestment, as
stated in Proposition 4. Note that, for expositional simplicity, Proposition 4 is stated for

the case of 0 < & where ¢ is as defined in Lemma 2.

Proposition 4. Suppose that a local increase in o(< &) increases industry profit.

(i) If the equilibrium training level is overinvestment, the increase in o can never result

i a clear-cut welfare improvement because it decreases equilibrium worker surplus.

(i) If the equilibrium training level is underinvestment, the increase in o may result in

a clear-cut welfare improvement because it may increase equilibrium worker surplus.

To understand Proposition 4, first suppose that an increase in ¢ worsens overinvest-

ment in training and hence decreases industry profit plus wage bill. Then, since an increase
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in o increases industry profit, it decreases wages. This implies that firms’ coordinated
action of increasing o decreases worker surplus whenever it lowers workers’ non-monetary
utility (i.e. 0 < ). Next suppose that an increase in ¢ mitigates underinvestment in
training. Then, even though an increase in ¢ increases industry profit, it can also increase
wages and worker surplus. We find that an increase in o can in fact increase worker
surplus. In such a case, coordination in o can be viewed as pro-competitive in the sense

that it benefits all three relevant parties: firms, consumers, and workers.

5.2 Effects of product market power

There are a number of ways to model product market competition, where the intensity of
competition is often captured by product substitutability (e.g., Vives, 1999), or the value
of outside options that may capture the competitive pressures from outside markets (e.g.,
Nocke and Schutz, 2018). We take a general approach in which these specific modelling
choices are nested. Following Vives (2008), we parameterize the intensity of product

market competition by ¢ so that we can write the demand function as D;(p) = D;(p; ().

Let @(p; () = lN)Z-(p,...,p; (), and @p(p; () = 8l~7i(p, .., p;C)/Op;. We assume that ¢
represents the intensity of product market competition in the following sense:

Assumption 4. The following conditions hold:
(i) Demand scale Q(p; () weakly decreases with .
(ii) Price elasticity eq(p; () == —@p(p; Op/Q(p: ¢) strictly increases with (.15

A unique feature of our model is that it enables us to study the ways in which workers
are affected by product market power. The effect of product market power on workers,
in turn, crucially depends on its effect on the industry output.

In a variant of the model in which the level of training is fixed at h, Assumption 4
implies that the equilibrium price p(h;() and each firm’s equilibrium profit plus wage
bill TI(h; ) are both decreasing in ¢. As (¢ increases, the lower equilibrium price works
in the direction of increasing industry output, whereas the direct effect on demand scale
(Assumption 4 (i)) works in the opposite direction. Hence the equilibrium industry output
increases if and only if the former effect dominates the latter effect. Higher output makes
workers more valuable to firms, and hence an increase in ( increases wages and worker

surplus if and only if it increases the industry output. Higher industry output increases

15 Assumption 4(i) holds for a wide range of specific demand functions analyzed in Vives (2008) and
Nocke and Schutz (2018) including Shubik-Levitan, Hotelling, and Logit demand function where ¢ cap-
tures respectively the substitutability parameter, transport cost, and the value of outside option. As-
sumption 4(ii) is made by Vives (2008).
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worker surplus but decreases firms’ profits, which implies that an increase in ( cannot
result in a clear-cut welfare improvement.

When the training level is endogenously determined, output and the training have
mutually reinforcing effects.'® On the one hand, higher output induces each firm to train
its workers more intensively because it can apply the unit cost reduction to a larger
amount of its output. On the other hand, a higher level of training reduces each firm’s
production cost and hence it increases each firm’s output. Thus, a change in { increases
@* if and only if it increases h*. Higher output and more intense training make workers

more valuable, leading to higher wages and worker surplus. Thus, we have Proposition 5.

Proposition 5. An increase in ( increases the equilibrium wages and the equilibrium
training level if and only if it increases the equilibrium industry output. That s, the

following relationships hold:

C o fdQ . fdwi) . fdwh) . [dh
e {99 i (A1) [0} 100

Furthermore, an increase in ¢ increases the equilibrium worker surplus WS* if and only

iof it increases the equilibrium industry output.

This result is consistent with the recent views of several antitrust scholars, who argue
that output serves as a measure of worker welfare. For example, Hovenkamp (2019) argues
that “... just as consumers benefit from high output because it produces lower prices in
product markets, so too labor benefits from high output because it increases the demand
for jobs and, in the process, boosts wages.” Proposition 5 supports this argument insofar
as changes in outputs are driven by product market competition.

An increase in ¢ may, in fact, increase or decrease the equilibrium worker surplus, as

demonstrated by the following examples.

Example 2. (i) In the Shubik-Levitan example of Table 1, the equilibrium worker sur-
plus increases with product substitutability . (i) In the Logit example of Table 1, the

equilibrium worker surplus decreases with the value of outside option VL .

The effect of ( on consumers is complex because a change in ( can directly affect
consumer surplus even when prices are given. If an increase in ¢ has a positive direct
effect on consumers and increases the equilibrium industry output, it unambiguously
increases consumer surplus. In contrast, if an increase in ( has a negative direct effect,

it increases consumer surplus if and only if the negative direct effect is dominated by the

16The firm-sponsored training in our model is analogous to cost-reducing R&D in Vives (2008)’s model,
and hence the effect of product market competition on training in our model is similar to the effect of
competition on R&D in Vives (2008)’s model. In our model, a link between product and labor market
competition leads to mutually reinforcing effects of a change in ¢ on product and labor market outcomes.
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positive indirect effect. We find that an increase in { can in fact increase consumer surplus
under some parameterizations and decrease it in others.

An increase in ( benefits workers if it increases the industry output, and it can also
benefit consumers. So, it can result in a clear-cut welfare improvement if the higher
industry output benefits firms. When the level of training is fixed, an increase in (
decreases the profit of the firms if it increases the industry output, which implies that
a clear-cut welfare improvement is not possible. This, however, is not necessarily the
case in our full model because the higher industry output induces each firm to train its
workers more intensively. If the equilibrium level of training is overinvestment, a higher
training level further reduces each firm’s profit and the industry profit. In contrast,
if the equilibrium level of training is underinvestment, a higher training level works in
the direction of increasing each firm’s profit by mitigating underinvestment and so the

industry profit may increase or decrease as ( increases. This leads us to Proposition 6.

Proposition 6. Suppose that the demand function is given by the Shubik-Levitan specifi-
cation presented in Example 1. As product substitutability v increases, equilibrium training
level h*, aggregate output (Q*), consumer surplus (CS*), and worker surplus (WS*) all
increase. Industry profit (IP*) decreases when h* represents overinvestment, but increases

under some parameterizations when h* reflects underinvestment.

Proposition 6 tells us that an increase in ¢ (v in the Shubik-Levitan example) can
benefit all three parties involved; workers, consumers, and firms, if the higher training level
mitigates underinvestment in training. We find that such a clear-cut welfare improvement

can indeed be the case under a range of parameterizations.

5.3 Effects of overall market power: Overlapping ownership

Thus far, we have studied the effects of labor (resp. product) market power holding
product (resp. labor) market power constant. In this subsection, we study the effects
of a change in firms’ overall market power that changes their labor and product market
power simultaneously, and explore how labor and product market power would interact
with each other in such a setup to amplify or dampen welfare implications. To this end,
we consider the effects of changes in conduct that may arise from partial collusion or
common/cross ownership, where we call it “overlapping ownership”.

Consider an extension of the model in which the objective function of each firm i € N
is given by the weighted sum of firms’ profits €; = m + A i Tj, Where the weight
A € [0, 1) is often called the Edgeworth coefficient of effective sympathy among firms that

arises from overlapping ownership (e.g. Loépez and Vives, 2019; Vives and Vravosinos,
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forthcoming). For a moment, let o = 0 to focus on the effects of market power associated
with A\. The analytical details of the extension are provided in the Online Appendix A 4.

We first study the direct effect of A holding the training level fixed. As A increases,
each firm ¢ cares more about other firms’ profits and thus has less incentive to lower
its product price and raise its retention and poaching wages, because doing so decreases
other firms’ profits. In other words, higher A\ weakens both product and labor market
competition, thereby reducing both consumer and worker surplus. In terms of effects on
firms, weaker competition increases industry profit. Thus, a change in A cannot result in
a clear-cut welfare improvement.

The endogenous determination of the training level yields richer welfare implications
due to its two effects of A that work in opposite directions on training incentives. On
the one hand, the direct effect of higher A is to decrease industry output by weakening
product market competition. The lower output, in turn, reduces the incentive of firms
to train workers. On the other hand, as A increases, each firm cares more about other
firms’ profits, thereby increasing each firm’s training incentive, as it can capture a larger
fraction of the returns from training provided to workers who are ultimately poached by
other firms.

If the latter effect dominates the former so that higher A increases h*, the production
costs decrease, which tends to increase the aggregate output (Q*) and lower the market
price (p*). Provided that the extent of overlapping ownership is not too high, the training-
induced reduction in p* can dominate the upward pressure on price arising from reduced
competition, thereby increasing consumer surplus. Worker surplus can also increase, as
higher values of @Q* and h* increase the value of workers to firms, incentivizing firms to
offer higher retention and poaching wages.

Higher A, if it increases both consumer and worker surplus, would lead to a clear-cut
welfare improvement because it also increases industry profit by weakening competition.
Using the functional forms from Example 1, we find that consumers and workers tend to
benefit from overlapping ownership when A and 8 are small, respectively, as shown in the

following proposition.

Proposition 7. Suppose that 0 = 0, and consider an increase in \ under the parametric

specification of Example 1.

1. There ezists a critical value \ € (0,1) such that consumer surplus increases with the

increase in A if and only if A < .

2. For any given A, there exists a critical value é(/\)(> 0) such that an increase in A\

increases worker surplus if and only if 0 < é()\)
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Although our analysis identifies the potentially procompetitive effects of overlapping
ownership, such procompetitive effects disappear when the switching cost ¢ is so high
that the labor turnover rate is low. This is because the beneficial effects of overlapping
ownership stem from firms internalizing the positive externalities of labor turnover when
making training decisions. When switching costs are high, the labor turnover rate is
low, reducing the positive externalities to internalize. This argument is confirmed in the
parametric setting of Example 1; In Proposition A.7 of Online Appendix A.4, we show
that there exists a critical value oy, (> 0) such that if ¢ > o,, an increase in A decreases

training, thereby decreasing consumer and worker surplus as well.

6 Discussion and extension

6.1 Discussion

Policy implications on noncompete agreements The widespread use of noncom-
pete agreements has prompted nearly 70 state and federal policies in the US, which ban
or limit the use of noncompete agreements for all or some of the workforce (Rothstein and
Starr, 2022). The use of noncompete agreements is widespread also in Europe (OECD,
2022). Vuorenkoski (2018) finds that 45% of workers belonging to the Finnish trade union
Akava are bound by noncompete agreements. Streefkerk, Elshout and Cuelenaere (2015)
note that about 19% of employees were covered by noncompete agreements. Young (2021)
reports that over 35% of private sector workers in Austria were bound by noncompete
agreements in 2005-2006.

In response to the increasing prevalence of contractual restraints on worker mobility
including noncompete agreements and no-poaching agreements, the Department of Justice
(DOJ) and Federal Trade Commission (FTC) in the United States jointly issued Antitrust
Guidance for Human Resource Professionals in 2016.'7 On April 23, 2024, the FTC issued
a final rule to ban noncompete agreements nationwide, where the Commission thus adopts
a comprehensive ban on new non-competes with all workers.'®

Against the final rule, two commissioners, Andrew N. Ferguson and Melissa Holyoak,
have presented dissenting statements. Their concern stems from the rule’s treatment
of non-compete agreements as categorical—or per se—violations of Section 5. Based
on several empirical evidences that are available to date, they assert that noncompete
agreements can be anticompetitive or procompetitive depending on circumstances. Both

statements point out that noncompete agreements reduce labor mobility, which in turn

17 Available at https://www.justice.gov/atr/file/903511/download (visited on July 18, 2025).
8The FTC’s 2024 final rule has been vacated by a federal district court and therefore has not taken
effect. The decision is currently under appeal.
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induces employers to train their employees more intensively. Commissioner Ferguson then
argues that more intense training is critical to the success of employers, employees, and
the general economy.!® Commissioner Holyoak continues to point out that, even when
noncompete agreements lower wages, that may benefit consumers by lowering product
prices.?’ Both commissioners contend that noncompete agreements should be subject to
a case-by-case analysis—the rule of reason—rather than the per se rule.

Our model yields implications that are consistent with their concerns. In our model,
the switching cost ¢ can be interpreted to represent noncompete agreements in a reduced
form. This is because as the length of a noncompete agreement increases, workers’ switch-
ing cost increases since workers who switch their employers have to wait for a longer period
of time until they can be employed by competitors of their current employers.

Under this interpretation, our model predicts that stronger enforcement of noncom-
pete agreements reduces labor mobility, which in turn induces firms to train their workers
more intensively. More intense training reduces production costs, inducing firms to pro-
duce more and benefiting consumers. It can also benefit both firms and workers, thereby
leading to a clear-cut welfare improvement, if it mitigates underinvestment in training.
This is the case when labor market competition is more intense relative to product mar-
ket competition, and thus labor mobility is relatively high. In contrast, when product
market competition is more intense than labor market competition, it worsens overinvest-
ment in training and thus hurts workers whenever it benefits firms, making such a welfare
improvement impossible. Furthermore, we identify an empirically measurable condition
under which stronger enforcement of noncompete agreements leads to underinvestment
vs. overinvestment in training, which authorities may use to judge whether or not non-

competes are likely to benefit workers.

Empirical relevance Our theoretical predictions accord well with recent empirical
findings of noncompete agreements (NCAs). Our model predicts that stronger enforce-
ment of NCAs reduces labor mobility, which in turn induces firms to train workers more
intensively and produce, increasing consumer surplus. As for wages, stronger NCAs may
increase or decrease wages because the direct effect and the indirect effect may work in
opposite directions.

Using data from the Survey of Income and Program Participation, Starr (2019) shows

YFerguson points out, “Investments in employee training and research and development are neither
unfair nor anticompetitive. They are critical to the success of employers, employees, and the general
economy. And some noncompete agreements promote both. These findings ought to be fatal to a cate-
gorical rule that rests on the proposition that every noncompete agreement is unfair and anticompetitive.”
(Ferguson, 2024, p.38).

20Holyoak points out, “... even if non-compete clauses do lower wages, that may lower the marginal
cost for the employer, and a lower marginal cost will, in competitive situations, be passed through as
lower prices to consumers.” (Holyoak, 2024, p.17).

[
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that an increase in enforceability of NCAs is associated with a 14% increase in training.
The estimation results of Kodama, Kambayashi and [zumi (2025), which use a firm-level
survey in Japan, indicate that firms that use NCAs are more likely to invest in their
workers. Empirical findings on the effects of NCAs on wages are rather mixed. Although
Kodama et al. (2025) show that NCAs are positively associated with average wages,
opposite findings are presented by several studies, including Starr (2019) and Johnson,
Lavetti and Lipsitz (2023). Starr (2019) finds that, despite the increases in training,
an increase in enforceability of NCAs is associated with a 4% decrease in hourly wages.
Similarly, Johnson et al. (2023) find, using newly constructed panel data, that higher
NCA enforceability diminishes workers’ earning and job mobility.?! Regarding effects on
consumers, Kodama et al. (2025) find that NCAs are positively associated with firm sales,

suggesting that NCAs increase consumer surplus.

6.2 Extension

Initial hiring Our model begins with a situation where each firm is endowed with a
unit mass of workers. We have considered an extension of the model that incorporates
initial hiring. In what follows, we outline the extended model and its main results, with
analytical details and explanations provided in the Online Appendix A.5.

There is a continuum of workers with unit density, where each worker is characterized
by € [0, X]. Let ¢(z) denote worker x’s opportunity cost to work for any of the n firms
in the industry. We assume that ¢(z) is increasing in z, and that lim, .+ ¢(x) = oo holds.
Each firm ¢ chooses the mass of workers z; it hires, which is assumed to be unobservable
to other firms and workers. Let z := (z;)"; represent the vector of the mass of workers
initially hired by all n firms. Workers initially hired by firm i receive an initial wage w,
where a vector of initial wages w® := (w?)", is determined to clear the market. After
initial employment is settled, each firm ¢ chooses its training level h;. Then, without
observing (z;, hj);zi, each firm ¢ chooses p; and the vector of its retention wage and
poaching wages (w;;)’}_,. The vector w' := ((wj;)7_, )i, represents the vector of retention
and poaching wages offered by all n firms.

In our analysis, we focus on symmetric perfect Bayesian equilibrium with passive
belief, and find that the model has such an equilibrium. Regarding effects of labor market
power, we consider the following two cases: (i) After the initial hiring is settled and before
each firm ¢ chooses its training level h;, there is an unanticipated increase in ¢ in the sense
that such an increase is not expected when each firm ¢ chooses z;, and (ii) an increase in

o is anticipated when each firm 4 chooses z;.

21Starr (2019) points out that greater enforceability of NCAs may not lead to wage increases even
though training rises, despite the fact that the receipt of training is associated with greater wages.
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We find that an unanticipated increase in ¢ affects the equilibrium outcomes in the
same way as in the main analysis. When an increase in ¢ is anticipated, the qualitative
nature of the effects becomes different, depending on whether it increases or decreases
employment. When an increase in ¢ increases employment, it increases not only consumer
surplus but also worker surplus, leading to a clear-cut welfare improvement whenever it
increases industry profit. Furthermore, a clear-cut welfare improvement is possible even
when there is overinvestment in training. By contrast, when an increase in o decreases
employment, it always lowers worker surplus and may even decrease consumer surplus,

implying that a clear-cut welfare improvement is impossible.

Imperfect overlap of product and labor markets Although our model assumes that
the sets of product market competitors and labor market competitors perfectly overlap,
this is often not the case in reality—for example, due to geographic segmentation in
labor markets. To investigate such a scenario, we analyze the imperfect overlap between
product and labor market competition in Online Appendix A.3. Specifically, we consider
a setting with M > 1 distinct local labor markets, each served by N > 2 competing
firms. Those n = M x N firms compete in a common product market. We interpret
an increase in M (holding n fixed) as greater labor market segmentation. The labor
market segmentation effectively serves as an increase in switching costs—for a worker
initially hired by a firm in one labor market, the cost of switching to a firm in another
labor market can be viewed as prohibitively large. Using the parametric specification of
Example 1, we find that a greater labor market segmentation increases the equilibrium
retention rate and leads to a higher training level. As a result, the equilibrium training
level is more likely to be overinvestment. In light of Proposition 4, this implies that a
clear-cut welfare improvement arising from increased switching costs becomes less likely

as the extent of labor market segmentation increases.

Industry-specific versus firm-specific training In our model, we focus on invest-
ment in industry-specific human capital, which lowers direct production costs. In prac-
tice, firms also invest in relation-specific human capital, which reduces not only direct
but also indirect costs, including administrative costs (e.g., human resource management,
accounting, legal affairs) and selling costs. By fostering stronger relationships between
production workers and employees in administrative and sales departments, firms can fur-
ther reduce non-production costs. Recognizing the firm-specific nature of relation-specific
investments, we have extended our model to incorporate firm-specific human capital that
reduces indirect costs alongside industry-specific human capital that reduces direct costs.
For analytical tractability, we model indirect costs as fixed costs that decrease with the

level of firm-specific human capital.
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In the extension, in addition to h; units of industry-specific human capital, each firm
i provides s; (> 0) units of firm-specific human capital with convex training costs U(s;)
per worker. Investment in s; reduces firm 7’s indirect costs from K to K — (55; where
S; = s;L;;. At the beginning of the game, each firm ¢ chooses h; and s; at the same time,
where both h; and s; are unobservable to other firms. Everything else remains the same
as in the base model. We find that in this extension, the qualitative nature of equilibrium
characterization results and comparative statics results with respect to o are the same
as in the base model. We also find that a clear-cut welfare improvement driven by an
increase in industry-specific training induced by higher labor market power tends to be
less likely in an industry or a firm in which the importance of firm-specific human capital,
captured by [, is relatively high. See Online Appendix A.6 for details on the analysis of

this extension.

7 Summary and Conclusion

We have developed a model that captures the link between firms’ product and labor
market competition, and have explored the model to study the effects of their market
power on consumers, workers, and firms themselves. A change in market power affects
labor mobility, which affects firms’ incentives to train their workers. The resulting changes
in firms’ production costs, in turn, affect the extent of product market competition. Our
model yields novel welfare implications of firms’ labor market power, product market
power, and overall market power, where the distinction between under- vs. overinvestment
in training plays a critical role in determining the nature of welfare implications.

Our model predicts that, when the level of training is fixed, an increase in firms’ market
power cannot yield a clear-cut welfare improvement, consistent with the conventional view
that greater market power adversely affects at least one of consumers or workers. The
endogenous determination of the training level, however, enriches the welfare implications
of our model, indicating that such a welfare improvement is possible.

An increase in labor market power reduces labor mobility and increases firms’ in-
centives to train workers, thereby intensifying product market competition to benefit
consumers. It can also benefit workers and firms when more intense training mitigates
underinvestment in training, making a clear-cut welfare improvement possible. In con-
trast, if more intense training worsens overinvestment, workers are unlikely to be better off
as higher switching cost reduces wages whenever they increase industry profit. To assess
whether there is under- or overinvestment in training, we derive an empirically testable
condition involving the pass-through rate, diversion ratio, and labor turnover.

Turning to product market power, more intense product market competition (i.e.,
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lower market power) can benefit not only consumers but also workers and firms. An
increase in the intensity of product market competition, when measured by product sub-
stitutability in the Shubik-Levitan specification, can result in such a welfare improvement.
It induces firms to train their workers more intensively, benefiting not only workers but
also consumers. Furthermore, if more intense training mitigates underinvestment, it can
also increase industry profit, whereas it necessarily decreases industry profit in the case of
worsening overinvestment. The distinction between under- vs. overinvestment in training
plays a critical role here as well.

Regarding an increase in overall market power, a higher degree of overlapping owner-
ship works in the direction of providing more intense training because it induces each firm
to care more about an increase in its rival firms’ profits due to the higher productivity of
poached workers. If this effect dominates the negative effect of lower output due to weaker
product and labor market competition, an increase in overall market power increases the
equilibrium training level, benefiting consumers, workers, and firms, leading to a clear-cut
welfare improvement. This can occur when labor turnover is relatively high, but it cannot
occur when labor turnover is low.

Exploration of labor market power in our model yields policy implications on non-
compete agreements. Noncompete agreements are still permitted in most European ju-
risdictions. However, in the US, the FTC has recently issued a nationwide ban. In our
model, workers’ switching costs can be interpreted to represent noncompete agreements
in a reduced form. Under this interpretation, our analysis suggests that noncompete
agreements can have positive impacts on society by inducing employers to train their em-
ployees more intensively, which can benefit both employees and consumers. Such benefits,
however, might not materialize when labor mobility is low. Furthermore, worker surplus
and consumer surplus do not necessarily move in the same direction. Thus, our anal-
ysis suggests that rather than a uniform ban on noncompetes, a case-by-case approach
would be more prudent, especially if both consumers’ and workers’ interests feature in

the decision-making of antitrust authorities.
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A.1.1 Proof of Lemma 1

Let Avj_; := (vji — vjr)rea(iy € R"7'. Then, because L(v;) = L(v}) holds for v; € R®
and v; € R" such that v}, = v, + z, we have

L (Ujiv Uj—i) =L (0, _Avj—i) .
At symmetric (p, h, wr, wo), equations (5) and (6) can be written as

wy = —(h)Q(p)h — X1(0 — Aw), (A1)
wo = —c (h)Q(p)h — Xo(o — Aw). (A.2)
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Subtracting equation (A.1) from equation (A.2), we obtain equation (7). Because the
expression

Aw — AX (0 — Aw)

is monotonically increasing in Aw under Assumption 1, equation (7) has a unique solution
in Aw whenever it exists.
The retention rate L} and poaching rate L, are given by

% * * * *
L} = L(wj,w,—o,wh —0o,...,w)H —0)
* * * * * *
= L0,w), — o0 —wj,wh) —0 —wj,...,wH — o — wj)
* * *
= L(07 —Y,Yy,...,7Y )7
and
x * * * * *
Ly = Lw) —o,wl—o,wh—0o,...,W,...,wH —0)

= L(0,0,...,0 —wj +wj,...,0)
= L(0,0,...,y"...,0).

Finally, we show the condition under which the solution to equation (7) with L§ > 0
(or equivalently, L} < 1) exists. In the proof of Lemma 3, we show that L}, is decreasing
in 0. Furthermore, at ¢ = 0, Aw* = 0 and y* = 0 hold, in which case L} = L§, =
L(0,0,...,0) = 1/n. Put together, there exists a critical value & > 0 (with the possibility
that & = o0o) such that the solution to equation (7) such that Lf, > 0 (or equivalently,
Ly < 1) exists if and only if 0 < 7. O

A.1.2 Proof of Proposition 1

I show that under regularity assumptions (Assumption 3), there exists a unique solution
to the system of equations (8) and (9).

We first show that for any given h, there exists a unique solution to equation (8),
denoted by p(h) € (¢(h), 00), such that Q(p(h)) > 0. Defining

Q) p-c
gp(p’c)_—Qp(p)p p

p(h) can be characterized as the solution to equation g,(p,c(h)) = 0. Because we as-

sume that Q(c(h)) > 0 for any h > 0, g,(c(h),c(h)) = {Q(c(h))/[Qp(c(h))c(R)]} > 0.
Furthermore, because we assume that lim, ,., eg(p) > 1, we have

. . 1 p—c
)= i (5= 5) <0

Hence, there exists a solution to the equation g,(p,c(h)) = 0 for any h. Furthermore,
because ¢ (p) > 0, we have

agp(p7 C) — _ng(p) o £ < 0

op o> p?

A2



Hence, the solution to g,(p, c¢(h)) is unique. Equivalently, we can also show that whenever
9p(p,c) =0 < eg(p)(p —¢)/p =1, we have

Q,(p)(p — ) + Qp(p) + Q'(p)

p—c| @Qp(p)pQ' (p) :
<5 { Qp(p) + 00 } + Qp(p) + Q'(p)
= ]%Qp(p) +Q'(p) [1 —cq(p)® ; C}
= EQp(p) <0,

p

which follows from the fact that
[=Qp(p) — Q,(P)PIQ(p) + Qp(p)pQ' (p)

en(p) = > 0.
o) QWP
Hence, by applying the implicit function theorem to equation (8), we have
p(h))c (h
7(h) = Qp(p(h))c (h) <0

Q5 (P(h))(P(h) — ¢) + @p(p(h)) + Q'(p(h))
Next, we consider equation (9) evaluated at p = p(h). The equation becomes
F(h) == = (h)Q(p(h)) L} — 7'(h).
Because we assume that limy,_,o[7'(h)/c/(h)] = 0 and Q(c(h)) > 0 for any h > 0, we have

T

fiy F() = Jim (1) [ Q)L - Ti
=l ¢ (NQGL;
> 0.

Furthermore, because we assume that lim,_,..{7'(h)/[—c(h)] — Q(c(h))} > 0, we have

Jim F() =l ) | QT - T
< lim —(h) [Q(B(h) L} — Q(c(h))]

h—o00

)
< 0.

Finally, Assumption 3-(iii) implies that

F,(h) — —ﬁCIQ/L} _ C//QLI _7_//
—1

= G010, 5 [THR+ QP -0+ O+ QN QL + ]
p P

< 0.

Therefore, given Lj, there exists a unique solution to the system of equations (8)-(9).
Together with Lemma 1, there exists a unique solution to the system of equations (8),
(9), and (7) such that L§ > 0, if and only if 0 < 7. O
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A.1.3 Proof of Proposition 2

We first show that p(h) is decreasing in h. Let p(h) be the solution to equation (8). Then,
by the implicit function theorem, we have

@Qp¢’

~ h* = —
ri) G+
= C/
2= 9(p) + o [0 (p) T + 4 ()
<0,
where
_Y(p)p
51/’(19) - w(p) )
_Q"(pp
%(p) —Q'(p)

Hence, p(h) is decreasing in h.
The firm profit plus wage bill is defined by

T1(R) := Q(p(h))[p(h) — c(h)] — 7(h).
Then, at h*, we have p(h*) = p*, and
I(h) = FE)IQ M) —ch)]+Q(p)] —(h)Q(p") — 7'(h7)
= Q)P (W )Y(p*) — < (h")[1 = Li]},
where we used the first-order conditions and the relation

Q'(p)

Qulp) = 2L
W)= T

Using the expression for p'(h), we have ﬁ/(h*) > 0 if and only if

where

U(p) =

¥(p) .
2= 9(p) + = [aa(p) EE + 24 ()|

Based on this preliminary analysis, we prove Proposition 2.

1. First, suppose that 9(p) = 0 for all p. Then, we have ¥(p) = 0 and that L;(p) = 1
for all p, implying that the equilibrium training is always underinvestment.

2. Next, suppose that ¥(p) = 1 for all p. In this case, we have ¥(p) = 1 for all p
and that L;(p) = 0 for all p. Therefore, we have L; = 0, implying that ﬁ/(h*) <0
always holds.
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3. Under the assumption that p(h)y(p(h)) is increasing in h, consider the condition

for the overinvestment:

p(h")(p(h*)) =1 = LT.

In Lemma 2, we show that L* is increasing in o, so the right-hand side of this
condition is decreasing in o. Furthermore, because we show in Lemma 2 that A* is
increasing in o, the left-hand side is increasing in o, which guarantee the existence
of the cutoff o such that W(p(h*)) = 1 — L}, and h* is overinvestment if and only

if o > of. Similarly, h* is underinvestment if and only if o < o.

A.1.4 Proof of Proposition 3

Under the Shubik-Levitan demand specification, we have

_U—p / __l
1 v n—1 B —Zv—”;

Using this, the pricing formula for p(h) is written as

v n—1
j— —_— 1 —_— _ p—
v—p {+1_7 - }(p c) =0,

and thus we obtain

7(h) v+ [1-{—&%] c(h)
I~ h/ pu— p—
PU) = Gh) 2+ =t
Hence, the pass-through rate is given by
14 nd
p<h) = . n"z )
24+ 5
implying that we have
T’L”;
h = .
ph)Y(p) = 1 T

O

As shown in Proposition A.1, in Chen-Riordan example of Example 1, the equilibrium

retention rate L is given by

1 (n—1)o
Li=—4+——"—.
In i n(2n —1)0
Hence, putting these together, the equilibrium training level is overinvestment if and only
if
Y n—1 .
i 21_1_ (n 1)0.
1+ 50 n  n(2n—1)0

Because the left-hand side is increasing in v and the right-hand side is decreasing in o,

we obtain Proposition 3.
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A.1.5 Proof of Lemma 2

Here, we first show part (ii) of Lemma 2 and then part (i). Afterward, we show part (iii),
followed by the total surplus result. -

First, we show that when the wages are given by w; and wg, the worker surplus WS is
decreasing in 0. Note that Aw := wp — wy is given by the same condition as that of Aw*
and that AX’ > 0 by Assumption 1. Applying the implicit function theorem to equation
(7), we have

oAw*  —LZ [Aw— AX (0 — Aw))

do 52 [Aw — AX (0 — Aw)]
 AX'(0c - Aw)
1+ AX (0 — Aw)
€ (0,1),

which shows that o — Aw* is increasing in o, implying part (ii) of the lemma.
Next, we show the comparative statics results for w; and wp. By equation (A.1), w;
is given by
wy = —c(M)hQ(p(h)) — Xi(o — Aw).

Therefore, we have

% — —X}(0 — Aw) X (1 - %f)

_ —wl_FAX’EU—Aw)
+
<0,
and

3@% = —X)(0 — Aw) x (1 - %)
= —X’o(o'(_) Aw) 1+ AX(Z — Aw)’
> 0.

By noting that X;(0) = X(0), we have w;(0,h) = wo(0,h). Together with Lemma (ii),
we have wy(o, h) < wo(o,h) for all o > 0, which shows (i) of the lemma.
Finally, we show the welfare results of Lemma 2

1. We first show that w\é(a, h) is decreasing in 0. The effect of o on w\é(a, h) is given
by
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OWS 0w, o
B0 - Lt Gy it 5y k)

/

direct effect <0 indirect cffccts‘gf wage changes
0Aw  Jwy
=—(1-1L 1-L —
( ) 1) do * Oo
OAw owy
=—(1-1L 11— — <0
( I) < o ) + oo )
~—~—
(+) =)

which shows that \/N\g(a, h) is decreasing in o.
Because CS(o, h) depends on o only through p(h), it is constant when h is fixed.

2. We have
oIP  OWB
do do
OAw* ow Owo
L X7 —Xo / , =Ly
= X4 xL
1+AX’{ X, ThttoT )

which may be either positive or negative, depending on the value of X} and X(,. In
the Hotelling setting of Example A.1, this is always positive. In Example A.5, we

have N
oIP

x —(2LF—1) <0
g

around o ~ 0.

3. Finally, we show that TS(c, h) can either decrease or increase with o.

Note that TS is given by
TS = CS(a, h), +WS(a, h), +11(h) — WB(0, )

where -
WB(o,h) = w;(o,h)L] + wo(l — L7)

Hence, defining - -
NMU(e, h) :== WS(a,h) — WB(e, h),

the effect of o on TS can be simplified to

AT



0TS ONMU
do  Oo

- (1— L)+ (1 - M—w) L(o — Aw)Aw
o
1 /
= —(]_ — L[) + mLI(O' — Aw) [X[ — XO]

At 0 =0, we have X; = Xp and L; = 1/n, so we have

8?8__n—1<0
do n ’

Therefore, by the continuity of the model, there exists ¢ > 0 such that dTS J0o <0
for all o < 7.

The existence of the case where 9TS /0o > 0 is shown in Online Appendix A.2.4.
To show TS(o, h) < TS(0,h) for all & > 0, it suffices to show that NMU(q, h) :=

WS(o, h) — WB(o, h) satisfies NMU (o, h) < NMU(0, k) for all ¢ > 0. To this end,
we introduce several additional notations.

First, define ws(wy, wo, o) := WS(wy, wo, ..., wo; o) and wage bill wb(wy, wo; o) =
Li(oc —wo +wr)wr + [1 — Li(oc — wo + wy)]we as functions of (wy, we, o) and let
non-monetary worker utility be denoted as

nu(wy, wo; o) := ws(wy, wo; o) — wh(wr, we; o).

Because we have

onu ,

Jwr —Li(0 — Aw)(w; — wop)
= L)(0c — Aw)Aw,

Onu ,

dug L (o — Aw)(wr —wo)

= —L}(0c — Aw)Aw,
we have

nu(wy, wo; o) = nu(wy, Aw + wy; o)

wr . ]
— nu(0, Aw; o) +/ <8nu(x, Aw + z;0) n onu(x, Aw + x,g)) 1
0

(‘)wI awo
= nu(0, Aw; o)

Letting nug(Aw; o) := nu(0, Aw; o), we have
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onuy

ao_ = —L] + L/IAU),
% = —L(oc — Aw)Aw.

Hence, nuy(0, o) is decreasing in o, and nug(A, o) is decreasing in Aw for all Aw > 0.
Finally, for any ¢ > 0 and Aw > 0, we have

(0;
< nuy(0; o)
= nuy(0;0) +/ 8nu0 0:)
< nug(0;0)
which establishes that NMU(c, h) = nug(Aw*;0) < nuy(0;0) = NMU(0, h), imply-

ing TS(c, h) < TS(0, ). O

A.1.6 Proof of Lemma 3

Applying the implicit function theorem to equation (7), we have

dAw* AX'
do 1+ AX € 0.1
Therefore, we have
drL; d

= Li(oc — Aw*)— (0 — Aw* :
e "o w)da(a w*) >0

Hence, L} is increasing in o, establishing the first statement of part (i) of the lemma.
Because Ly, = (1 — Lj)/(n — 1), it is decreasing in o.

Next, we show that p* is decreasing in ¢ and that A* is increasing in . Given the
equilibrium value of L7, the equilibrium condition for p* and h* is written as

fo=Qp()[p—c(h)] +Q(p) =0
fon=—c(R)Q(p)Ls —7'(h) =0,

Thus, we have

[oF
=
*

‘]( ) - ( —c'<h>g<p>% )

where

._ fpp fph
1= ( fhp fhh )

and fy, is 0f,/0y, for x,y € {p, h}. Using Cramer’s Rule, we have

dp L (WDQ(p)

do det J <0,
At _ fnd(DQW)EE
do det J !
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where the first inequality follows from the fact that f,;, < 0 and det J > 0 by the regularity
of the equilibrium, and the second inequality follows from the fact that the regularity,
det J > 0, also implies that f,, < 0. Hence, h* increases with o and p* decreases with o,
where the former establishes the second statement of part (i) of the lemma. Because p*
decreases with o, Q* increase with o.

The second part of Lemma 3 that CS™ increases with ¢ simply follows from the fact
that p* decreases with o, establishing part (ii) of the lemma.

Finally, we show part (iii) of the lemma that WS* and IP* may increase or decrease
depending on parameterizations. To this end, we consider a duopolistic setting listed in

Table 3. In all of the following parameterizations, the equilibrium retention rate Lj is
given by L} =1/2+ 0/(60).

Di Lji Cc T
Aexp(1—p;) | 5+ 257 | logC — alog H; | £h°

Table 3: A duopolistic specification that leads to underinvestments.

h* p* wy wy)
A= 1| ([ v | B0 | g
o=ti=2 | M oyer] Bogog | Fogis

Table 4: Symmetric equilibrium outcomes in the examples.

Now, consider the case where a = 1/2, § = 1. In this case, the equilibrium variables
are given by the first row of Table 4. Therefore, the equilibrium profit of each firm is

AQ
which has the following derivative with respect to o:
dirr o A? n 20
do  60120kC2 90’

which is positive if and only if

A2

The derivative of worker surplus with respect to o is given by

dWS* A% 1 1 o

do  4xC260 2 186

It

2

A

hold, then there exists o, > 0 such that if 0 < o, then worker surplus increases with o.
Therefore, if there exists v € (12, 16) such that
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and o is sufficiently small, both worker surplus and industry profit increase with . When
o~ 0 and v < 12, then industry profit increases with ¢ and workers surplus decreases
with 0. When v > 16, industry profit decreases with ¢ and worker surplus increases
with 0. These results show that each of WS* and IP* can increase or decrease with o
depending on parameterizations.

Lastly, we check that the second-order condition for the optimality is satisfied in our
analysis (see Online Appendix A.2.2 for further details). To satisfy the second-order
condition around L; = 1/2, we must have

A? At

S

kC?  4r2C*
Suppose that A?/C? = vk for v € (12,16), the above condition can be rewritten as

— 80k <0

20
%{3+5——8}<0
Kk 4R
Therefore, as long as « is sufficiently large, this condition is guaranteed.

To show that TS* can be maximized at o # 0, we use the setting with a =1, § = 2
of the model in Table 3 to show the existence of both possibilities. In this case, the
equilibrium variables are given by the second row of Table 4. Then, The equilibrium total
surplus is given by

. 2A2
TS*=n —7L[ + WS — L[w[ — (1 — Lo)wo
kC?
At 0 =0, we have

dTS* A? 1

do  30xC2 2

which is positive if and only if

A? - 30k
C? 2
establishing the last point of the lemma. O

A.1.7 Proof of Proposition 4

In the proof of Lemma 3, we already showed the example in which equilibrium worker
surplus and industry profit increase with ¢ simultaneously.

Next, we show that when the equilibrium training level is overinvestment, an increase
in switching cost o does never increase both the equilibrium industry profit and the
equilibrium worker surplus when o < &. To see this, note that the sum of the industry
profit and the worker surplus is given by

n [TI(h*) + NMU(0)] .

Note that because we have the relation NMU = WS — WB, we have NMU’(0) = d(WS —

WB)/do = ((Tfé/f)a. Then, as we showed in the proof of Lemma 2, 8?@/80 when
o < &, implying that NMU’(¢) < 0 when o < &. Furthermore, II'(h*) < 0 when the
equilibrium training level is overinvestment. Because the sum of worker surplus and
industry profits must decrease with o, it is never the case that both of them increase with
o when o < 7. O

All



A.1.8 Proof of Proposition 5

For a given symmetric training level h, let p(h, () be the solution to the equation

o= Qp(p: Q)lp — ()] + Q(p; ¢) = 0.

Then, the equilibrium training level A* is given by the solution to the equation

fu==c(h)Q(p(h,¢); ()L — 7'(h) =0,

Therefore, we have

«|0Q | 9p0Q
dh* B C/LI [8_(+B_128_p]
d(¢ _CIIQLF_TH—C'%%?
which has the same sign with N B
oQ n Ip 0Q)
o¢C  0Cop’

The effect of ¢ on the equilibrium output is given by

dQ*  9Q 9poQ dh*9poqQ
d¢ — 9¢ 9 op ¢ ohdp’

with again has the same with with

9Q  9p9Q
o¢  0¢C Ip’
Finally, we have
dw;_dwg_dh* o *_dQ*/

which is positive if and only if d Q*/d ( is positive.
A.1.9 Proof of Example 2

1. When the demand function is given by Shubik-Levitan specification, we have Q(p) =

(v — p)/n, and
Qp(p)=_71 [1+ﬁn;1} :

Then, p is given by the solution to the system of equation

n—1
—{1+L }(p—c)—l—v—pzo.
l—v n
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By applying the implicit function theorem, we obtain

op ﬁ”gl(p—c)

oy 14Xl

1'yn

< 0.

Hence,

0Q(p;v) _ 0Q op

D _8p67>0'

2. From Proposition 4 of Nocke and Schutz (2018), we know that the product-market
profit 7 := [p(h) — ¢(h)]Q(p(h), Vo) decreases with V,. Furthermore, from the opti-
mality condition, under logit specification, we have

_ HQE(h), Vo)
L= Q(p(h), Vo)

which is increasing in Q. This establishes that @(ﬁ, Vo) is decreasing in Vj. O]

A.1.10 Proof of Proposition 6

We first show that in the case of overinvestment, an increase in ¢ always lowers industry
profit when dQ*/d( > 0. The industry profit can be written as

IP* = II(h*) — WB*.
Noting that

(k") = Q" Q) (p* — c(h*)) — 7(h*),

we have
d1l B dh*— . 8@
dh* .
< d_CH (h™).

From Proposition 5, dh*/d ¢ > 0 when d Q*/d ¢ > 0. Hence, dII(h*)/d( < 0 in the
case of overinvestment. Also, we know from the proof of Proposition 5 that dwj/d{ =
dw}/d¢ >0 when d@Q*/d( > 0. Hence, dWB*/d ¢ > 0. Put together, we have

dIpP* dIl(r*) dWB*

¢~ d¢d¢

< 0.

We next show that in the case of underinvestment, an increase in ( may increase the
industry profit.
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We consider the Shubik-Levitan demand function with c¢(h) = C' —nh® /a, and 7(h) =
kh®" /o, where a. € (0,1] and «; > a.. Then, we have Q(p) = (v — p)/n, and

—1 —1
e

We consider the effect of the increase in v at the neighborhood of v = 0, where Q,(p) =
Q'(p) holds in such a case.
The solution to Q,(p)[p — c(h)] + Q(p) = 0, p(h;7), is given by the solution to

The equilibrium training level ~A* is given by the condition

= (W) L;Q(p(R": 7)) — 7' (h")
=n(h")* < LQ" — w(h*)* Y,

which implies that

K

Q* — _)khcu-rfozC
77L1
and thus
d O d h*
@ K AN oo,
dy  nL7dy

We use this relation to establish the effects of v on the profit. Because we have

" = Q(p")lp* — e(h”)] = 7(h") = Lyw; — (1 = Lp)wp,

the effect of v on IT* can be written as

A e ALl 0+ G e = ) -
= Sl (= 1) = - Q)
= S Q1 = L= ) = ()
=4 [0 - 1 - a0 - e - ey
T
= @ ) - L - ]
which is positive if L] + a, < 1. O
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A.2 Further details on the model and analysis
A.2.1 Examples that satisfy Assumption 1
Here, we provide a list of examples that satisfy Assumption 1.

Example A.1. Hotelling (1929). Suppose that n = 2,

o V — 0z ift=1, and
MZNV —0(1—2) ifi=2

where V. > 0 and 0 > 0 are constants, and x ~ U[0,1]. Then, assuming that V is
sufficiently large, L(v;i,v;—;) is given by

Uji — Ujk

1
L(vji, vj—i) = 5 + 50

where k # i.

In Example A.1, we have

and

for all ¢ and j # 7. Therefore,
is increasing in y, and

is decreasing in y.
The wage difference is thus given by

Aw — AX (o — Aw) = Aw — 2(0 — Aw) = 0,
implying that

20
Aw* = —
YT
and ]
o
Lt =—-+—.
=9 " 660

]

Example A.2. Suppose that consumer | are uniformly located on one of n(n — 1)/2
Hotelling lines connecting two firms. Let Ny = {in, 2} be the firms at the edge of the
Hotelling line the consumer | is located. The value of €j; is given by

V — Ox if i =1y,
=V —=001—21z) ifi=/ip,
0 otherwise,
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where V. > 0 and 0 > 0 are constants, and x ~ U[0,1]. Then, assuming that V is

sufficiently large, L(v;, v;) is given by

> et Vi — Ujk

L(Uji>vj—i) == n(n —_ 1)9
1, D ki Avjik
n  nn-—1)0"
In Example A.2, we have
Ly

and

for all © and j # ¢. Therefore,

is increasing in y, and

is decreasing in .
The wage difference is thus given by

n

Aw—AX(a—Aw):Aw—(J—Aw)n_l =0,
implying that
A — 9
2n —1
and . ( D
n—1)o
Li=—+—"—
! * n(2n —1)0

Given (wr, wp) and Aw = wo — wy, worker surplus is given by

:z:dx—i—/
0

1, 0-Aw

20 2t
WS = L[w[+(1—L[)wo+(9—— /
0

NG

n 4n

oc—Aw
- —2)0
’ xdx) _(n—2)f

n—2

2 0 2 0

n

0 |/1 —Aw\? /1 — Aw)\?
:L1w1+(1—L1)(wO_g>_|_9__[(_+0 w) +<__O' w) n

4

]

Example A.3. Perloff and Salop (1985). Suppose that €;;y follows an i.i.d. distribution
function F' that is continuously differentiable and has log-concave density function f in

the support R. Then, L(vj;,v;—;) is given by

L(vj;,vj_;) / H F(e+vj; —vi) fe) de.

® keM\{i}
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In Example A.3, we have

Ly
OL;; /0wy
(=D f(F () [1 - F(Aw — 0 +€)]d
_foo+aA(n Df(e)Fr=2(e) f(Aw — o +€)d
_f (n—1)f(e)F"2(e)[1 — F(Aw — o +¢€)] de
T aun = DFOF () f(Aw — 0 + ) d

We first show that X;(y) is increasing in y. To this end, we show that

Xi(y) =

L_[F e [ ool Feenl ],
Xi() S T=Fle—y) [T DFOF 201 F(e—y)]de

is decreasing in y. Letting € := €(,_1) — y, we can rewrite 1/X as

1 /“ f(€) (n—DfE+y) 2+ y)[ — F(e)]
Xi(y)  Joo1—F(§)

=D f(E+y)Fr2(E+Y)[1 - F ()] dJ i

Let

Hi(z;y) = Pr(é < zlé < ¢p)

Then, we can further rewrite 1/X; as
1 > f(€) .
= ————d H;(&y).
i~ | TR

The log-concavity of f(-) implies the log-concavity of 1 — F(-), and f(-)/[1 — F(-)] is
an increasing function. Thus, if H; is increasing in y for all x € [—o0,00], 1/X;(y) is
decreasing in y because an increase in y decreases € in the sense of first-order stochastic
dominance. We have 0H;/0y > 0 if and only if

L flonyE+ )L = F@Jde  [7fl, y(E+y[l - F(&)]d
L foyE+ryl = F@]de ™ [T fanE+y[l - F(@]d
We therefore have 0H; /0y > 0 if

hi(z) =

S o€+ )1 = F(E)]dé
S fa-nE+ )L — F(E)]dé

is decreasing in z. By taking a derivative, we have

fone+y)  Jly(E+y)
fo-n@+y)  fo-n(E+y)

sign[h}(z)] = sign {/1‘ [1— F(6)]

—0o0
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which is negative because f(/nq) / fin—1) is a decreasing function, we follows from the log-
concavity of f.2

Putting these together, we have that 1/X;(y) is decreasing in y, implying that X;(y)
is increasing in y.

Next, we establish that Xo(y) is decreasing in y. To this end, let Lo be written in an

alternative form: | _ o1 ( )
1 —=F"" e +
Lo:/ n—ll yf(el)def'

Then, we can write 1/Xo as
1
Xo(y)
[ [EtQ1 0 s
B —00 1—Fn_1(€[—f-y)

1—F"Yer+y)
SO L= Fr e +y)) fler)deg

Teh, Liu, Wright and Zhou (2023) show that 1/Xo(y) is increasing in y, implying that
Xo(y) is decreasing in y. O

fler)de;

Example A.4. Logit. In the random utility specification of Example A.3 with F(v) =
exp[—exp(—x/0)], L(vji,vj_;) is given by

_exp ()
> o1 €XP (%)

L(vji, vj)

In Example A.4, L;; is given by (see Anderson et al. (1992) for the detail)

S acio)
Then, o,
Dy 0
) = ot = - L)
Xito) = 1=, Xoly) = T
Xi) = {4 0 Xol) = Lo(o) o <.

22If f is log-concave, then F is also log-concave. Then, because

108 fn—1)(€) = log(n — 1) +log f(e) + (n — 2) log F(¢)

is also concave, f(,—1) is also log-concave.
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Example A.5 (Linear city model with nonlinear transport cost). Consider an example
where n = 2, and

vV =d(2) ifi=1,
IV —d(—2) ifi=2

where V > 0 is sufficiently large constant, and x ~ U|0,1], where

5 +el],

where g(y) is an increasing function such that g(1/2 —e) = m(1/2 —e), ¢ (1/2 —e) =
m(1/2) —e, g(1/24+¢) =m(1/2+4¢€), ¢'(1/2+e) = m(1/2) + e and sufficiently convex to
satisfy Assumption 1.

In the region where x € [1/2 — e, 1/2 + €], we have

dz) —d(l1—z) =2z —1){1+2* —2z+1— (2*+ (1 — 2)*)]}
=: Ad(z).

We have
Ad(z)=2{14202" —z+1— (2 + (1 —2)*)] — (2z — 1)},
Ad'(z) = —8(2z — 1).

In this setting, the worker chooses firm 1 if and only if < Z such that
y = Ad(z).

Hence, we have L; =2, Lo =1—-L; =1 -1z,

8Lji o ]_
811)]'2‘ a Ad/(.f)’
Xi(y) = Ad'(2)z, Xo(y) = Ad'(2)(1 — ),
M = 1+ 2Ad"(2), M = —1+(1—2)Ad"(2).
dz dz

Concerning the proof of Lemma 2-(ii), note that the expression in equation 2 is pro-
portional to
20 — 14 (1 —2) X, +2X;
=2r—14+(1—2)(-1+(1—-2)Ad" (%)) + = (1 + 2Ad"(2))
=—6(2x —1).

Hence, as long as L} ~ 1/2 so that the above analysis applies, IP can decrease with o at
o~ 0. [
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A.2.2 Full characterizations of models used for proofs

Equilibrium characterization of Example 1 Here, we provide the characterization
of equilibrium in Example 1.

Proposition A.1 (Equilibrium in Example 1). In Example 1, the symmetric equilibrium
satisfies

Aw* =22
2n—1
1 (n—1)o
A e i
™ n * nf(2n — 1)

Furthermore, if a. =1 and o, = 2, we have the closed-form expressions for (p*, h*):

v+ [1 + L”—*l} [(7— %L?v}

% 1-v n

p= Y n—1 72 7% ’
1+ |14+ 2522t [1- 21

ol =0

nk 1+[1+ﬁ"——1} [1-2-2@]'

Equilibrium wage levels are given by
w; =nh*"Q" — (0 + 0 — Aw™),
— Aw*
wh = ph* Q" — (9 _ u) .

n—1

Proposition A.5 in Online Appendix A.4 shows the same result in the extended version
of the model with overlapping ownership. Proposition A.1 follows from Proposition A.5
by assuming overlapping ownership away (i.e., setting A = 0 in the notation of Proposition
A.5). Hence, we relegate the proof of Proposition A.1 to Online Appendix A.4.

Models in Table 3: Here, we present the full characterizations of equilibrium in the
models shown in Table 3, which are used for the proofs of Lemma 3. Specifically, we
consider two cases where &« = 1/2 and 0 = 1 and where & = 1 and § = 2 as shown in
Table 4.

Preliminary: When
Di(p) = Aexp(1 — p;),

the profit-maximizing price given marginal cost ¢; = ¢(H;) is
plc;) = ¢ + 1.
The product-market profit given the marginal cost ¢; is then

Aexp(—¢).
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If the marginal cost is given by
c(H) =1logC — alog H,
where o < 1, the product-market profit is written as

_ AHy
- A

Therefore, firm ¢’s reduced profit function is given by

m(H;)

7Tl-L<wZ'j, wﬂ, hl) = W(HZ) — L“w“ — Ljiwl-j — T(hl)

In the following, we derive the condition under which the characterization of symmetric
equilibrium given by Proposition 1 is sufficient. To this end, we examine the condition
under which the second-order condition for the best-response of each firm is indeed satis-
fied at the symmetric equilibrium. Particularly, we consider the following three problems
sequentially:

1. Fixed w;; and h;, choose w;; to maximize the profit 7k of firm 1.

2. Fixed wy;, choose h; to maximize the profit 7 of firm i, taking into account that
w;; is optimally chosen later.

3. Choose w;; to maximize the profit 7TZ»L of firm 7, taking into account that h; and w;;
will be optimally chosen later.

Case where a = 1/2 and 6 = 1: First, consider the choice of w;; given h; and w;;. The
first-order condition is given by

aﬂ'-L ]_ Ahj
i I ) — Ly = 0.
8wij 20 (a C ! v J) J
The second-order condition
02k ARZHM? 1 1
L (a—1)a
gur ~ TV Tme g <

is always satisfied. Furthermore, note that L;; is decreasing in h;L;; but H; is increasing
Next, consider the choice of h; given w;;. Solving for the first-order condition, we have

0 A -
g (g ) = otent o

The second-order condition

on?
is always satisfied.
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To derive the optimal choice of h;, we reformulate the solutions L;; and h; in the
following way. We solve for H;, h;, and Lj; given L;, which is given by the system of
equations

A e o h: (1 wi;+0c h:k
I e (2 W j
(/@Ca> " Ly (4 o " 2Lii)

Finally, we derive the optimal choice of w;;. The first-order condition is given by

a L o ]_ Ahz a—1 o

In terms of L;;, this can be written as

A Ta -1 f (1 y h:

1

Note that this function is concave in L;;, so it equals 0 at most twice, and the largest
solution satisfies Y'(L;;) < 0 and is the profit-maximizing solution.
When a = 1/2, we have

AN? hy (1 wy+o  hik
— | -2 (- +

At the symmetric equilibrium L;; = L;, we have

1

— 2L;; + constant

h(l — L]) hQKJ
L3 4917

AN 1-1L; ANk
= = + _) - -2
2kC 0L; 2kC') 6

When ¢ = 0 so that Ly = 1/2, we have

, A2 (1 A?
T = g <Z * 16ﬁC2> —%

T/(Ly) =

which is negative if and only if

which is the case whenever & is sufficiently large.
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Case where o =1 and 0 = 2: In this case, firm i’s optimal choice of w;; given h; and w;;
is

8’LU7;]' N 20

The second-order condition

ok 1 [ Ah;
ﬂ.l = (Tj—wij)—Lﬁ:O.

Pl 11

ang N %_%<

0,

is always satisfied. Next, consider the choice of training level given L;;, which is given by
the first-order condition

o[ . A A

Oh;
82
a—hg <7TZL‘321L:0> = —KR < 0
ij

is always satisfied. Finally, consider the choice of w;;, which is given by the first-order

condition
. = — p— —_— .. — L pr— .
dw;, (”@ | ot 0k =0) 26 ( c w”) i =0

The second-order condition

The second-order condition

0’ e LA 1 1
_— Tr> = ——— e —_—— —
gw \ " 0o ) T4 RC? T 20 26

is satisfied if and only if
2

40K > @,

which holds when & is sufficiently large.

A.2.3 Under- versus overinvestment

In this section, we propose the following assumption and show that under this assumption,
the local derivative IT (h*) is sufficient for determining whether training level is overin-
vestment or underinvestment in the strict sense that A* is above or below the level that

maximizes I1(h).

Assumption A.1. The pass-through rate times aggregate diversion ratio, p(h)¥(p(h)),
18 increasing in h.

Proposition A.2. Let ht = argmax;, II(h). Under Assumption A.1, h' < h* if and only
if T (h*) > 0.
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Proof. Suppose ﬁ/(h*) > 0 holds. We show that A < h*.
First, note that for any h, we have

TI() = 7 (1)U Q) — QR ~~(h)
= ¢ { @@ 1 - pwm - St

which is positive if and only if

ATI(h) = Q(B(h)) [1 — p(h)y (B(h))] —

we have

ATL(h) = Q(p(h)) [1 = L] — p(h)¥(p)]

> Q(P(h))[p(h*)(p*) — p(h)ip(h)]
>0

— Y

where the first inequality holds from i < A*, the second holds from ﬁ,(h*) > 0, and the
third from Assumption A.1. Hence, when ﬁl(h*) > 0, AII(h) > 0 for all h < h*, implying

that AT > h*.
—
Similarly, we can show that when IT (h*) < 0, hf < h*.

The next question is whether Assumption A.1 is restrictive or not. It turns out that
Assumption A.1 can be characterized only in terms of the demand characteristics.

Proposition A.3. Assumption A.1 holds if and only if the function

Y(p)

U(p) =
2= (p) + b |0 ) 5L + 24(p)

1S Increasing in p,

Proof. Remember that we have

QpC
ﬁ(h) = Q £ ,
¢ T@TQ
C/
2= 9(p) + =k |a(p) EE + 24 ()]
<0,
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where

ey(p) = w¢<(i)>p7
-
Hence, we can write p(h) as
1

and thus

p(h)Y(p(h)) = P (p(h)),

Noting that p(h) is a decreasing function, p(h)y(p(h)) is decreasing in h if and only if
U(p) is increasing in p, which completes the proof. ]

We note that ¥(p) is increasing in p under various specifications.

e Full coverage: when ¢ (p) = 1 for all p, we have ¥(p) = 1 for all p, so Assumption
A.1 always hold.

e Independent goods: when ¢(p) = 0 for all p, we have ¥(p) = 0 for all p, so
Assumption A.1 always hold.

e Shubik-Levitan: under Shubik-Levitan specification, ¥(p) is constant, as shown in
Proposition 3. Hence, Assumption A.1 always hold.

e Logit: Under logit demand specification, one can show that W¥(p) is increasing in p.

A.2.4 Condition for switching cost to lower equilibrium NMU

In the proof of Lemma 2, we showed that

aTS

2 = —(1 = L)+ o Lilo — Aw) [X; — Xo).

Here, we apply this characterization to Hotelling (1929) and Logit examples to show the
specific values of &.

Hotelling specification of Example A.1 In Hotelling setting of Example A.1, we

have
AX' =2,
1
L =—
I 9p’

Xi(y) — Xo(y) =2y =20(2L; — 1)
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Hence,

oTS
(1 — — L' (o — X — X
5o ( L1)+1+AX,L1(0 Aw) [X; — Xo]
1
=—(1-L;)+ 5(le —1)
_ 5, 4
3y

which is positive if and only if L} > 4/5.

Logit specification of Example A.4 Under the logit specification of Example A.4,
we have

L) = ~Li(y)[1 — Li(y))

0
0 0
Xily) = XoW) = =08 " T Io0)
sy Li(y)
Xi(y) = 1_—L1(y)’
)= L Lily)l = Liy)]

n—1 [1="Lo(y)?

Hence, we obtain

dTS 1
1 1 1
- —(1-L)+—L;(1-L -
(1= L)+ o m L ’)(1—L1 1—LO)
1—L[ LI L[
=~ (1 AX -
1+AX’( 1o 1—LO)
1—-L; L;
= (14X, -
1+AX’( 2o 1—LO)
< 0,

establishing that TS is always decreasing in ¢ under logit specification and thus 6 = oco.

A.3 Segmented labor markets

In this section, we consider the case where firms are segmented into different labor mar-
kets so that they face the product market competition with all rivals but labor market
competition with less rivals.

Setting We consider the setting where there are M labor markets served by N firms,
so the total number of firms is n = MN. Let m = 1,2,..., M be a market and N,, be
the set of firms in labor market m.
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In a market m, A worker initially hired by firm 7 € N,, can choose whether to stay at
firm ¢ or to move to firm j € N,, \ {i}. Hence, the worker choice probability function is
given by

Lij(vi) = Pr (Uij + Eij Z Vik + Eik for all k € Nm) s (AS)

- . BEach firm ¢ € N,, sets the retention wage w;; and poaching wages
(wij)jenc\i3- Otherwise, all the setting is the same as the baseline model.

This extended model nests the original setting when M = 1. For a fixed n, as M
increases, labor market becomes more segmented, while keeping the total number of firms
fixed.

In this extended model, only the definition of X;(y) and Xo(y) change from the
baseline model of Section 3. In particular, the definitions of X;(y) and Xo(y) are given
by

where v; = (Vik)ren;

L.
8.[/“/8111“ vii—vip=y for all keN;, \{i}
L.
Xo(y) = 57— — , (A.5)
aL]Z/awU Vij —Vii ==Y, and Vij _Uik:O for all kENm\{’L}

for any 7,7 € N,,. These definitions coincides with that of the baseline model when

N =N.

Analysis The equilibrium conditions are the same as the baseline model except for the
definitions of L;;(v;) in equation (A.3) and X;(y) and X (y) in equations (A.4) and (A.5).
Below, we discuss how the change in M (holding n = NM fixed) affects the equilibrium
values of X;(y*), Xo(y*), L}, and other equilibrium variables.

Holding the total number of firms n = N M fixed, an increase in the number of labor
markets effectively reduce the number of labor-market competitors in each labor market.
To yield clear-cut results, we use the parametric specification of Example 1, where L;; is
given by the spokes form of Chen and Riordan (2007). Using Proposition A.1, we can
show that

No
Aw' = ——
YN

1 (N —1)o
Li=— 4 — 7
! N+N6(2N—1)’

Xi(y*) =0+ 0 — Aw",

o — Aw*

Xoly") =0 - ———
o(y") N _1
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Then, we have

dAw* —0

av ~ev-p Y

dLj _ 1 NEN-1)-(N-DEN-1)
AN = T N? ONZ(N — 1)?

1 (2N? —4N + 1)o
N2 ON2(2N —1)?
< 0,for any N > 2.

Hence, Aw* and Lj are decreasing in N. Furthermore, under Chen and Riordan (2007)
specification, we have d X;(y*)/d N = —d Aw*/d N > 0and d Xo(y*)/d N =d X;(y*)/d N—
dAw*/d N > 0, so the wage markdown increases with the number of local labor market
competitors N.

Putting the above discussion together, we obtain the following proposition

Proposition A.4. Under the parametric specification of FExample 1, suppose that the
value of M increases while holding n = NM fized (so that the value of N decreases).
Then:

1. increases Ly, h*, and Q*;
2. increases wy and wp; and
3. increases CS* and WS and has ambiguous effects on IP*.

In light of Proposition A.4, labor market segregation (i.e., an increase in M) has features
similar to labor switching costs o. Specifically, for a worker initially hired at firm j €
N, the cost of switching to firm j ¢ N, can be viewed as prohibitively large. From
this perspective, labor market segmentation effectively serves as one way of increasing
switching costs. Thus, it is natural that the comparative statics with respect to o and M
have some similarities.

Proposition A.4 shows that labor market segregation lowers labor mobility (1 — L%).
Hence, together with Proposition 3, we find that, under the parametric specification of
Example 1, the equilibrium training level tends to be overinvestment when labor markets
are segmented. Then, in view of Proposition 4, the clear-cut welfare improvement arising
from switching costs is less likely when labor markets are segmented.

A.4 Model with overlapping ownership
A.4.1 Setting

Consider an extension of the model in which the objective function of each firm i € N is
given by the weighted sum of firms’ profits:

Q=m+ A Z T},
JF
where the weight parameter A € [0, 1) is often called the Edgeworth coefficient of effective

sympathy among firms that arises from overlapping ownership (see Lopez and Vives, 2019;
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Vives and Vravosinos, forthcoming). We consider the model that is identical to the one
presented in Section 3 except that each firm i’s objective function is €2; instead of 7;, and

that we let ¢ = 0 in order to focus on the effects of overall market power associated with
A

A.4.2 Equilibrium analysis

The first-order conditions for the equilibrium prices, wages, and training are given by

0%, OD; oD;
=Di+ A —e(H;)] =0

oy, = Dit gy i HI X 3, ¢(H,) =0,

JEN\{i}
= Ly H;)D;hy, — L= (H;)D;hy, — wij] | =
Owiy, i Owy, [=¢'(Hi) Dihie — wia] + A Z Wi (Hj)Djhy, — wy] 0,
JeEN\{i}
(A.6)
and 90
' JEN{i}

Using the same notation as that in Section 4, at the symmetric equilibrium, we have
pi =p, Di = Q(p), Lii = Ly, Lij = Lo h; = h for all i and j # 4. Furthermore, w;; = wy
and wj; = wo for all i and j # 7. Let Aw := wo — wy.

Here, we use the Shubik-Levitan and Chen-Riordan specification of Example 1 to
provide a sharper equilibrium characterization.

Proposition A.5 (Equilibrium in Example 1 with overlapping ownership). In Ezample
1 with overlapping ownership, the symmetric equilibrium satisfies

no
Ao N = 5T n
1 (n—1+X)o
L*
1o A) = n9(2n—1+)\)

Furthermore, if a. =1 and o, = 2, we have the closed-form expressions for (p*, h*):

L vt [1+(1—A)%”T‘1] {C”—g—i[LHm L;)]v}
p )
T [+ (= N5 {0 - 21+ - Lyl
pe LG+ A1 - L] [1 + (1 =N ”7*1] (v—C)
e = et - i e an - )

Equilibrium wage levels are given by

040 —(1+NAw*

_ o—(1+NAw*
w*o — nh*Q* o ; _n;l
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Proof of Proposition A.5. As in the baseline model, we first consider from the equilibrium
retention rate. Under Chen and Riordan (2007) specification, the conditions for the
equilibirum wages can be written as
4 —(1 =X (h)Q(p)h —wr + Awo o,
né
—(1 = N (h)Q(p)h — wo + ;27 [(n — 2)wo + w]

_ L -
o+ no 07

which combine to
n(c —Aw) — (n — 14+ N)Aw =0,

so we obtain the equilibrium wage difference Aw* and retention rate Lj:

. B no
Awlo ) = 5 =T
1 1

Lo =L+ (n + Ao

n nd2n—1+N)

Next, given the equilibrium retention rate L}, we consider the equilibrium prices and
training. The symmetric equilibrium condition under overlapping ownership is given by

folp.h) = Qp) + [(1 = )@p(p) + AQ ()] [p — ¢(h)],
fulp,h) = = (W)[L] + A1 = L})]Q(p) — 7'(h) = 0.

Under Shubik and Levitan (2013) specification. We have

_v—p
Q(p)_ n )
, 1
1 v n—1
Qp(p):—ﬁ[ler - }

We can rewrite f, and fj as

oz =v=p={-n e 2 b - o),

Let h(p, L1, \) be the value of h such that f,(p, h, L, A) = 0, that is,

~ . L+ AX1—-L})]v—p

K n

Plugging this into f, = 0, we have the equilibrium condition for p:

ﬁp(p,L?)\):v—p—{(l—A) {1+L”;1] +)\} {p_0+ PIL+ A1 - Lp]v—p

1—7 K n

=0.
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Solving this, we obtain the equilibrium value of (p*, Q*, h*):

o) = 1 (-2 [ {0 Zi A - Ll
R PR e TR
. _v_p*<07)\)_l [14_(1_)‘)%%](@_0)
QN =—" a2 - 2 - L))
hr(o ) = AL L] LAV - 0)
A T i n e [ 2 o)

Finally, consider the equilibrium wages. Rearranging equation (A.6), we obtain the
equilibrium wages

W vy MOLT — NAw*
wy =nh*Q* — —11 —
vy OF+o—(14+NAw*
g PO AR
. o, mOLG + flAw*
wo =N Q" = 11—\
_o—(14+NAw*
:nh*Q*_ 1_n;1

A.4.3 Effects of overlapping ownership

No switching costs To understand the effects of overlapping ownership A in the sim-
plest manner, we start from the case where ¢ = 0. In this case, we have Aw* = 0 and
L3 = 1/n, implying that

wy =wy =w" =nh'Q" %
214+ An—1 0
R
We have
dQ*(0,\)  (n—1)(v—C) L+ L [1+ (1 _MﬁnT]Q
N F (e - sy

which is positive if and only if




Because the above expression is monotonically decreasing in A, there exists a critical value

A such that dQ(0,\)/dX > 0 if and only if A < A.
Now consider the effect of A on w*, which is given by

6

14 A(n—1)dQ(0,))
[Q"(0,\)]" + 2 a2

n n d\

dw*(\)  n*[n-1
dA K

0] -

Noting that Q*(o, 5\) is independent of 6, we have dw*/d\ > 0 if and only if

R T L4 An = 1)@ (0,1
<im0 [P R 4 A S DA

@(0.)]

To summarize, we have
Proposition A.6. Suppose that o = 0 and consider an increase in .

1. There exists a critical value \ such that consumer surplus increases with the increase
mn X if and only if A < \.

2. From any starting value A, there exists a critical value é()\) such that an increase
in X increases worker surplus if and only if 0 < 6(\).

Hence, there are four possibilities regarding the effects of overlapping ownership A on
consumers and workers:

1. A<Xland 0 < é(A): both consumers and workers benefit from the increase in .

2. A < Aand 6 > 0()\): consumers benefit from the increase in A but workers suffer
from it.

3. A > Xand 6 < 0()\): consumers suffer from the increase in A but workers benefit
from it.

4. A> X and 6 > 0(\): both consumers and workers suffer from the increase in \.

An increase in overlapping ownership benefits consumers when the level of overlapping
ownership is low, but it hurts them when the level is high. Workers may also benefit from
an increase in the overlapping ownership, which is the case when job differentiation is
sufficiently small. Note that such a situation arises only when the overlapping ownership
increases training levels—without an increase in training, consumers and workers always
suffer from overlapping ownership that simply reduces competition.

Positive switching costs How do switching costs factor into this? When o > 0, using
the characterization of Proposition A.5 we have

dL; o
dX  0@2n—1+))

2>O

which implies that the equilibrium retention rate increases with A. This follows from
the fact that, as firms earn more margins from retained workers than poached workers,
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overlapping ownership induces firms to lower the poaching wages more than retention
wages—to induce workers to stay at their initial employers.

Now, consider the effect of overlapping ownership on equilibrium quantities and train-
ing. To this end, define

v n—1
Ao, \) = (1= \)——
(03) = (1= N
B(o,\) ==L+ A(1—Lj),
T
a:=—.
nK
Then, we can write
1 Ao, \)
* \) = — )
@A) n1+ A(o, V[ — aB(o, V)]’
B (0, ) = a A(o,\)B(0, \)

n1+ A(o, N[l — aB(o, )]’

A calculation shows that d @*(o, A)/d A > 0 holds if and only if

DA OB
- = > )
B +a x [A(o, \)] oy 2 0, (A7)
and dh*/d X > 0 holds if and only if
0A 0B
—_— — > 0. .
a)\B+a>\A(1+A)_O (A8)

From these two characterizations, we obtain the following propositions:
Proposition A.7. There exists (0¢,0p) such that og < oy, and

1. dQ*/dX >0 if and only if o < 0g;

2. dh*/d X >0 if and only if o < op,.

Consumer surplus increases with X if and only if o < 0g. When o < oy, equilibrium
worker surplus may increase or decrease with A\. When o > oy, both equilibrium retention
and poaching wages decrease with X\, so worker surplus decreases with it.

We note that @Q* may either increase or decrease with A for all the relevant range of
o. In this case, we set either o0 = 0 or 0g = oco. Similar notation applies to oy.
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Proof. First, we show the threshold property of og and o;,. To see this, note that we have

0A
do =0
%__ v n—1 0
oN 1—7v n ’
0B 0L}
= 1—
Oo 80( A >0,
0B  0L; .
e a)\(1—A)+1—L
o n—1 on—1+4+M\)
g 1— —_
( A>9(2n—1+)\)2+ n 7”u9(2n—1+)\)>07
2
0°A o,
0o\
0*B __1(2n—1+)\)(n—1+)\)—n(1—/\)<0
oo\ 0 n(2n —14+\) '

Hence, the left-hand side of the equation (A.7) can be written as

v n—1

0B
AQ
1—v n o\’

which has the derivative with respect to o as follows:

0*B

2
ad Jo O\

< 0.

Hence, there exists a critical value og such that d@Q*/dA > 0 if and only if o < og.
Similarly, the left-hand side of equation (A.8) can be written as

0B

—TTJH7§AG+M

which has the derivative with respect to o as follows:

v OB N 0’B
1l—~ 0o  0oo\

A(l4+A) <0

Hence, there exists a critical value oy, such that d h*/d X > 0 if and only if o < 0y,

Next, we show og < o3,. To see this, suppose ¢ = og and consider whether the
condition (A.8) holds or not. When the condition (A.7) holds with equality, the left-hand
side of equation (A.8) can be rewritten as

OB
A=A —aB) >0,

which holds because 1 —A(1—aB) > 0 must hold for the regularity condition (Assumption
3) to hold. Thus, we have og < 0y,
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Finally, we turn to the welfare results. Because CS* increases with A if and only if Q*
increases. The comparative statics result on WS* for o < o, comes from Proposition A.6
for the case where 0 = 0. When o > oy, the derivative of equilibrium wages are given by

dwi|  (dh* ., .dQT\ d [0+0—(1+NAw
dxgw_”(dAQ'+hdA> HK{ [ :
dwg B dh*Q*+h*dQ* _i 9_‘7_(1:#

dx |, T\ax dx ) da [

where the first bracketed terms are negative. We show that the second bracketed terms
are negative as well.
Noting that the condition L} <1 is equivalent to

(n—1+X)o
S A
m—iga ="

I (n—1+4+Xo o
=0 > >
“n—12n—14+X ~2n—14+\

0 +

we have

d [0+0—(1+NAw" _9+0—(1+>‘)AW*_Aw—i_(l—i_)‘)ddA;U*
KB 1—\ - (1—=7)? 1=A
:9+0—2Aw*—(1—)\2)%
(1 =)

1 2no 9 no
- o [ e O Y s

1 (1—=Xo 5 no
Nl G

>0,

which implies that dwj/dA < 0. Similarly, we can show that dw}/dX < 0. This
establishes that WS* decreases with A when o > o,. O

Proposition A.7 demonstrates that, when switching costs are sufficiently high, in the
sense that o > oy, then an increase in A never increases the equilibrium training level. In
such a case, an increase in A hurts both consumers and workers, implying that the potential
for pro-competitive effects of overlapping ownership disappears when labor mobility is low.

A.5 Model with initial hiring

Here, we extend the main model by introducing an additional stage in which firms choose
how many workers to hire. We detail the model below.

A.5.1 Setting

In the extended model, there is a continuum of workers = € [0, X] with unitary density.

Each worker z € [0, X] has an opportunity cost ¢(z) of working for any firm in the
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industry. We assume that ¢(x) is increasing in x, and in the limit, lim,_ + ¢(x) = oo
holds. Firms choose the mass of workers z; it hires, which is assumed to be unobservable
to workers. Workers initially hired at firm i get wage wY, which is determined to clear
the market.

When choosing which firm to work for (if any), each worker observes only the initial
wage offers w® = (w?)™_,. Hence, each worker form an expectation over the vector of

initial hiring z¢ = (2¢)_, and future wages w'¢ after observing initial wages w".

Workers The net present value of the worker x € [0, X| from working for firm i is given
by

VP (wi, wh, 2) = w) — ¢(x) + OWS;(w'),
where § € [0, 1] is a common discount factor, and WS} (w!) is the post-employment worker
surplus, which is equivalent to the worker surplus WS in the main model.

Wage determination We assume that given the expected future wages w'¢ and a vec-
tor of initial hiring levels z set by firms, the initial employment wages w’ are determined
to clear the market; that is, exactly z; workers will be employed by firm ¢ as a consequence
of workers’ utility-maximizing choices. This assumption is often made in the literature
of network goods and platforms (e.g., Katz and Shapiro, 1985) and multi-product quality
competition (Johnson and Myatt, 2003).

Timing and equilibrium The game proceeds as follows:

1. Firms simultaneously and independently choose (z;)"
2. Initial wages (w!)?, are determined in the market, and workers choose which firm
to work for, if any.

3. Each firm observes its own hiring level z; alone and chooses its training level h;.

4. Without observing (z;, h;);jzi, each firm 7 chooses p; and (w;;)7_; .

We focus on symmetric perfect Bayesian equilibrium with passive belief, which could be
viewed as fulfilled-expectation equilibrium in the spirit of Katz and Shapiro (1985). For-
mally, a symmetric perfect Bayesian equilibrium is defined by a tuple (2**, w%* wi*, wk, h**, p**)
such that

1. Each firm chooses z; = 2**;

2. Initial wages are set at w? = w"**

and exactly 2** workers are hired by each firm;
3. Each firm sets h**;
4. Each firm sets w;; = wi* and wj; = wg for j # i, and p; = p**.

With passive belief, after observing off-the-equilibrium initial wages w® # (w%*, ... w®*),
workers continue to believe that all firms have chosen z** and will therefore choose the
on-path equilibrium strategies (h™, p™, wi*, wg).
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A.5.2 Equilibrium analysis

We derive and characterize the symmetric perfect Bayesian equilibrium with passive be-
liefs. To this end, we solve the model backwardly, along with the assumption of passive
belief. We first solve for the equilibrium after any history where initial hiring has settled.
Then, we derive the “inverse labor supply,” which is derived from the equilibrium choice
of workers and market-clearing wage determination. Using this inverse supply, we derive
the equilibrium initial hiring to complete the equilibrium characterization.

Let ca; = {hi, pi, (wi;)7_, } be the continuation action of firm 4, and ca_; = (ca;);x be
the continuation action profile other than firm ¢. Also let ca* be the symmetric-equilibrium
continuation action on the on-equilibrium path, and ca®, a continuation action profile
other than firm ¢ with ca; = ca* for all j # ¢. Similarly, let z_; = (2;); be the vector of
initial hiring by firms other than 7, and 2*; be z_; such that z; = z* for all j # 1.

Equilibrium after initial hiring Consider the stage where initial hiring: (z;)?_, has
been made. For any given price vector p = (p;),, the product-market demand for firm
i is given by D;(p); for any given retention and poaching wages (w;;) offered to workers
initially hired by firm 7, the worker’s probability to stay at or switch to firm ¢ is given by
Lj;, as shown in the main text.

Generally, firms’ best-responses in this subgame depend on their belief over hiring and
training choice made by other firms. Nonetheless, with our assumption of passive beliefs,
the relation between the history and beliefs will be greatly simplified, as we show below.

Consider the situation where firm ¢ have observed w; but not z_;. Under the passive
belief assumption, firm ¢ continues to believe that other firms have set z**. Because it is
common knowledge in equilibrium that all firms believe that all other firms have chosen
z; = 2", firm ¢ believes that other firms will choose symmetric equilibrium continuation
actions ca; = ca*. Hence, each firm chooses its continuation action ca; under such a belief.

Firm 4’s problem after its choice of z;, is then reduced to the following maximization
problem,

—1) —1
ca;

max [T} (ca;, ca™; z;, %) = Di(p)[pi — c(H;)] — Z ziLjwi; — 21 (h;),
j=1

where .
Hi = ZZijihj,
j=1
and z; = 2, p; = p**, hj = h**, for all j # ¢, and wj, = wy for all j # ¢, k # j, and
w;; = wi* for all j # 1.
Let caj(z;) be the profit-maximizing ca; given z;. Before characterizing firms’ profit-

maximizing choices in this stage, we offer a characterization of wage determination at the
initial hiring stage. Afterward, we revisit firms’ profit-maximizing choices.

Worker choice and inverse demand Consider worker’s choice and the wage deter-
kK

mination in the initial hiring stage. Let z** = (z**,..., 2*") be the vector of symmetric
equilibrium initial hiring levels, and z = (z;)!"_; be the vector of actual initial hiring levels.
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Given the initial offerings w® = (w?)"_,, workers still believe that firms have chosen
z** and thus continue to expect that future wages will be given by w'**. Hence, a worker
with opportunity cost ¢(z) enjoys the following net expected utility from being hired by
firm 2:
Vi (w], wh) = w) + OWS; (W) — ().

Now we characterize how the equilibrium initial wages are determined to clear the
market. Under the assumption of symmetric equilibrium, all WS;(w'**) is the same
across i = 1,...,n. Let WS™ be the common value of WS} (w!**). Then, the worker’s

net utility from being employed by firm ¢ is reduced to
w) + SWS™ — ¢(x).
To have possible employments z; > 0 for i = 1,...,n, w? must be the same across
i=1,...,n. Let w° be the common value. Also let Z :=>"" | z;. Given w°, the worker
x’s utility from being employed by any employer is given by
w’ + SWS™ — ¢(x).
For Z worker to be initially employed, w® must satisfy
w’ + WS — ¢(Z) = 0.
Then, as a function of total employment Z, the initial wage w® can be written as
w’(Z) = ¢(Z) — SWS™,

Note that, the worker surplus in this setting is

WS°(Z) = /0 [w(Z) + SWS™ ¢(z)] du

- / 6(2) — d(a)lde,

which depends only on the value of Z.

Initial hiring choice Now consider the initial stage in which firms choose the hiring
levels (z;),. As we discussed above, under the passive belief assumption, each firm i’s
choice of hiring level z; does not affect the future actions of other firms. This implies that
each firm ¢ takes the future moves of other firms as given.

Hence, at this stage, each firm 4 chooses z; to maximize its own profit IT9, which is
given by

I} (i3 275, caly) = —[0(Z) — WSz + 011} (caf (z:), ca; 21, 275).

—17 1 —1

Because the sequential choice of z; and ca; is equivalent to simultaneous choice of
s; := (z;,ca;), the equilibrium condition can be reduced to the solution to the following
problem.

Lemma A.1. A symmetric equilibrium with passive belief is given by a tuple (2**, p*™*, K™ wi*, w§)
that s the solution to the problem

max I19(s;, s°%).

1
Si

where s*% is the vector (s;)jzi such that z; = 27" and ca; = caj* for all j # i.
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Equilibrium characterization Using Lemma A.1, we now characterize equilibrium.
From the optimality requirements, the equilibrium values of (z**, p**, h**, w}*, w§’) must
satisfy the first-order conditions:

aHg / *k
= —§(2)5— [9(2) — WS™]

Zi ~ -4

——dwd(Z) . 0(7)
8Hi;78zi
81_12 [ 8[/], ’
— . —(HYD:h: —w,;.| —z:.L..| =
dw;; 0 _Z] dw; [—c'(Hi) Dihj — wij] — 2 ﬂ:| 0,
oll; , ,
oll; [OD,;
LR "Ip. — c(H: D.| =0. FOC-

ap; opi [pi — c(H;)] + z] 0 (FOC-p)

Now we further simplify the equilibrium conditions. Noting that we have
Hi = Z Zjhiji = Z**h**
j=1
in a symmetric equilibrium, we obtain the symmetric equilibrium conditions for (w}*, w§):
These two equations lead to the following lemma.

Lemma A.2. The equilibrium retention rate and poaching rate satisfy L7 = Lj and
Ly = L§. The equilibrium worker non-monetary utility also satisfies NMU™ = NMU™.

Hence, for any given (p, h, z), the equilibrium condition is rewritten as (wy(p, h, z), wo(p, h, 2)):

wi(p.h,z) = ~¢ (zh)hQ(p) - X}, (A.10)
wo(p, hy2) = —¢/(2W)hQp) — Xp. (A.11)

Next, consider the equilibrium conditions for (p**, h**, 2**). As is the case in the main
model, for a given z, the first-order conditions (FOC-h) and (FOC-p) can be written as

R c(zh) 1 _
fo(psh,z;0) = p o) 0, (A.12)
fn(p,h,z;0) = = (zh)L;Q(p) — 7' (h) = 0. (A.13)

Now consider the equilibrium condition for z. For a given (p, h, z), the equilibrium con-
dition (FOC-z) can be rewritten as

—¢'(nz)z — ¢(nz) + 6 [WS™ — d(zh)Q(p)Lih — Lyw; — 7(h)] =0
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Furthermore, with symmetric wages {w;(p, h, ), wo(p, h, )}, the equilibrium post-employment
worker surplus is

Wsl(pa h7 Z) = L?wf(pv h7 Z) + (1 - L;)wo(}L h7 Z) + NMU”
= —d(zh)hQ(p) — L} X; — (1 — L)) X} + NMU*

Combined, the equilibrium condition (FOC-z) is further rewritten as

fop. o z10) = = (n2)z = 6(n2) + 6 =< (zM)hQ(p) — (1 = L) X5 + NMU" — 7(h)}
=0 (A.14)
Summarizing the above discussion, we obtain the following lemma.

Lemma A.3. Consider a model with initial hiring. In the symmetric equilibrium with
passive belief, (2, p™*, h** wi*, wg) must satisfy the system of equations (A.14), (A.10),
(A.11) (A.13), and (A.12).

Let

WS = WS°(nz*),
HO** — 61—11** - [(/ﬁ(nz**) . (5WSl**]Z**,

be the equilibrium total worker surplus, consumer surplus, post-employment firm profit,
and initial-period firm profit.

A.5.3 Effects of labor market power

We can imagine two types of comparative statics with respect to . The first one is the
effect of an unexpected change in o, which occurs after the realization of z**. Another one
is an expected change in o, which occurs before the realization of z**. In the former case,
the comparative statics analysis in the main model applies, while it does not in the latter
case. Hereafter, we focus on the latter case.

The central question we ask with the expected change in o is to what extent initial
hiring affects the welfare implications of labor market power o. For example:

1. If an increase in ¢ hurts future worker surplus, does the initial wage offer compensate
it?
2. If an increase in o increases future retention rate, does it increase the firms’ incentive

to hire workers and increase initial wage offers?

3. Does the presence of z change the nature of the effect of ¢ on workers, firms, and
consumers?

In the following, we first review comparative statics with respect to o for a given z,
which amounts to considering unexpected changes in . Afterward, we consider the effects
of expected changes in o.
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Comparative statics after initial hiring Suppose for a moment that all firms have
set the same value of z and each firm has hired z workers.

Now, let a tuple {h*(z,0),p*(z,0),w}(z,0), whH(z,0)} be the solution to the system
of equations (A.10), (A.11) (A.13), and (A.12) for any given value of z, and similarly
define Q*(z,0), CS*(z,0), WS (z,0), and IP™(2,0). Note that after redefining ¢(h) :=
c(zh), the conditions for the tuple {h*(z,0),p*(z,0),wi(z,0),ws(z,0)} is exactly the
same as what we obtained in the main analysis—that is, the equilibrium condition for
(h*, p*,w},w§). Hence, the comparative statics result in this subgame is equivalent to
what we obtained—that is, Lemma 3.

Corollary 1. For any given z, as o increases,
(i) (a) h*(z,0) increases, and (b) Q*(z,0) increases and p*(z,0) decreases,
(ii) CS*(z,0) increases, and

(iii) WS (z,0) and IP*(z,0) may increase or decrease depending on parameterizations.

Initial hiring and worker surplus Now, we examine the effect of o on the initial
hiring z**, which determines the equilibrium worker surplus WS"* = WS°(nz**).
We rewrite the equilibrium condition as

F.(z;0) = f.(p*(z,0),h"(z,0),2;0)
= —¢/(nz)z — ¢(n2)
+5{—c’(zh*(z, o))h*(z,0)Q"(z,0) — (1 — L)) X5 + NMU* — T(h*<2))}
= 0.

Under the regularity assumption that 0F,/0z < 0, z** increases with o if and only if
OF, /0o > 0, which is equivalent to the condition that

A(z,0) i= —C(2h* (2, 0))h* (2, 0)Q"(2,0) — (1 — Lj) X + NMU* — 7(h*(2, )
increases with o at z = 2**.

Proposition A.8. The equilibrium initial hiring z** can increase or decrease with o
depending on parameterizations, so does the equilibrium total worker surplus WS™* =
WS (nz*).

Note that the second-period worker surplus is given by
WSY™(z,0) = —c(zh*(z,0))h*(2,0)Q*(2,0) — L; X} — (1 — L}) X} + NMU*

Then, we have

A(z,0) — WS™(2,0) = L1 X7 — 7(h*(z,0))

Hence, two differences are present between A(z, o) and WS'™(z,0). One is that firms in
the initial stage internalize the gains from market power Lj X7 they exert to the retained
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workers, which increases firms’ incentive to hire workers. Another is that because initial

employment accompanies the training cost 7(h*), firms are less willing to hire workers

in the initial period if the training level is high. The first effect makes the labor market

power ¢ more beneficial to workers, whereas the second effect makes it more harmful.
Specifically, the derivative of this difference is given by

a 1% o 8<L?‘(?) o ah* 1 (1, %%
5o [A(z,a) WS (2,0)] =%, 9 | (h™)
O(L;XF) Oh* , o w,
= (ala D_ 55 ¢ GhIRQ(p")

which can be either positive or negative.

One implication of this result is that whenever A /9o < OWS'™ /9o holds, workers in
the extended model are more likely to be harmed by an increase in ¢ than in the baseline
model. Therefore, our baseline result—an increase in labor market power o never benefits
workers when the training level is overinvestment and firms benefit from it—remains to
hold in the extended model when OA /0o < OWS'* /0o holds.

To see how our welfare implication in the baseline model carries over in this case,
consider the situation where firm make a joint decision to increase the value of ¢ from o
to o+ Ao by small amount Ao > 0, taking z as given. In this case, firms increase ¢ if and
only if it increases IP'*(2, ). Then, such an increase in o always decreases WS'(z, o)
when the equilibrium training level h*(z, o) is overinvestment. Furthermore, as we have
discussed above, if OA/0o < OWS™ /0o, the increase in ¢ also decreases z** and thus
W0

To make progress, we use the Shubik-Levitan demand, linear-quadratic training spec-
ification, and the Chen-Riordan spokes model of post-employment wage competition.
Below are specific calculations.

Proposition A.9. Consider the case where the demand function D;(-) is given by Shubik-
Levitan specification, marginal cost function ¢(-) and training cost function 7(-) are given
by linear and quadratic specifications, and labor supply function L;;(-) is given by Chen-
Riordan specification:

D) =1 v =nt =),
c(H) =C —nH,
v(h) = Sh?
Li=to 2 izi(Vii — Vik)
n n(n—1)0

There exists a critical value T such that OA/0c — OWS™ /0o < 0 if and only if v > .

Proof. Under Shubik-Levitan demand specification, linear marginal cost, and quadratic
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training cost, we have

. -y
) B e - () T
2 n-l —C
h*(z,cr)zg (1+_ o) Cl ey
n(2+ 252t) - (14 ety 2
When, we have
—d (W)W Q" = nh*Q*
:77_2[/; <1+1%7% (v—0O) 2
F (2 ) - (1 ) 2k
o] o [(155) = O] [n (24 522) + (14 2 t) 28]
T H S )

Furthermore, under Chen-Riordan labor market specification, we have

o— Aw
Li=—
=n no -’
[o= 1 o—8w
n  n(n-—1)0
Xr=0+o0+ —-Aw
A
XO—Q—J w
n—1

Aw* = n—a,
2n —1
which implies that
I 1, (n=1)c 7
n  n(2n—1)0
n—1
X;=190
=0t

Hence,



o(L1X7) 0Ly )
9% =2, 2n0L;

Using this specification, we obtain

o(A—-wWs™) oL
do 0o

which is negative if and only if
2 [<1+L”—_1> (U—C’)}2 [n <2+L”—_1> + <1+L"—_1> ﬂ}
ongLs — I o T As)
N O
is negative. Because the second negative term in the expression (A.15) grows as v in-

creases, we have the critical value v such that expression (A.15) is negative if and only if
v > 0.

[ML; - 8[—0’(zh*)h*Q*]} |

oL

]

Hence, if the product market demand is high, then the baseline result remains to hold
in the extended model. On the contrary, when d(A — WS™)/do > 0 holds, then even
if training level is overinvestment and post-employment industry profit goes up, workers
may benefit from an increase in o, which is not possible in the baseline model.

Firm profit The profit implication of initial hiring is ambiguous for multiple reasons.
First, as we discussed above, z** may increase or decrease with ¢, and the impact of z**
on industry profit is also ambiguous, whether its direct effect or indirect effects through
the changes in price, training levels, and wages.

To see the effect of an exogenous increase in z, first consider how (p*, h*) changes with
Z.

Proposition A.10. An ezogenous increase in z decreases p*(z,0), but can either increase
or decrease h*(z,0).

Proof. Remember that the equilibrium conditions for (p, h) are given by

) — _p—c(zh)
fp(p7 haZa U) - 6@(]3*) P

fup, b,z 0) = =c'(2h) L;Q(p) — 7'(h) = 0.
Here, note that f,, <0 and f, <0, and f,, <0 and fp, < 0 as shown below:

_ —5(P)  c(zh)

=0,

T = eal? ~ T <"
o= 2 (zh) <0
p p )

frp = = (2h)L1Q'(p) <0,
fun = —2"(2h) L7Q(p") — 7"(h) < 0.
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Furthermore, the derivatives of f, and f;, with respect to z are given by

h*cd (z*h
fpz == (* )
D

fre = ="(zh")R"L7Q(p") < 0.

Hence, by using the implicit function theorem, we have

Sign (Ogj) = Sign (fpz — %fph)

(h*c’(zh*) iy d"(zh*)L3Q(p*) zc’(zh)>
p* ZC”(Zh*)Lj—Q(p*) —i—T’”(h*) P

<0,

= Sign

he!
= Sign | —¢"hLiQ + —r——LiQ
o®]? P2
n2r_ oy
281gn —C//Q+ [,C] [ Q]
M + 4
te@)* " p

When ¢(H) = C—nH, h* increases with z. When ¢(H) = C—nlog H and Q(p) = exp(—p),
then eg(p) =p, p=c+1, and ¢ =n/H? ¢ =n/H. Then, we have

[P-QT _ 1@
—C”QJFW =2 (=147,
Fe®P T b
which is positive if and only if n > 1. O

We turn to industry profit. There are various ways through which z affects second-
period industry profit. Suppose that an increase in ¢ increases z**. How does it affect
industry profits through the change in z**? To consider this, let TI°(z, p, h) be the firm
profit under symmetric strategies:

' (z,p,h) = Qp)[p — c(2h)] — 2 {~ (zh)hQ(p) — L1 X} — (1 = L) X5 + 7(h)},

[19(2, p, h) = 611} (2, p, by wy, wo) — {6(n2) — 8 [~/ (=h)hQ(p) — LiX; — (1 — L)X} + NMU"]} 2
= 0{Q)lp — c(zh)] — z7(h) + zNMU"} — ¢(nz)z
=6 [II(z,p, h) + 2NMU*] — ¢(nz)z,

where

(2, p,h) :== Q(p)[p — c(zh)] — z7(h)

is the post-employment industry profit plus wage bill. Note that here the industry profit
plus wage bill again serves as a useful welfare measure: the equilibrium firm profit depends
on (p, h) only through the industry profit plus wage bill.

We have three effects to consider:
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e Direct effect: Holding (p, h) fixed, an increase in z affects IT° by

o117 o1l
o= 5 [5 + NMU*] — [p(nz) + ng'(nz)].

e Price effect: Holding (z,h) fixed, an increase in p affects II° by

OT1° oTl
—— =0=— > 0.
dp Op ~

Hence, a price decrease led by an increase in z lowers industry profits.
e Training effect: Holding (z,p) fixed, an increase in h affects II° by

ore - ol

— =0—>0

oh oh
Hence, industry profit tends to increase with i (holding p fixed). Because training
may increase or decrease with z, the equilibrium industry profit may also increase

or decrease with z.

Consumer surplus Lastly, we discuss whether consumer surplus increases or decreases
with o. In the baseline model, an increase in o always increases consumer surplus by
increasing the equilibrium training level h*. In the current extension, however, this is no
longer true. This is because the equilibrium price depends on the total human capital
Z**h** retained by each firm in equilibrium, and an increase in ¢ may lower the equilibrium
hiring level z**.

Because Proposition A.10 shows that an increase in z lowers prices, the equilibrium
price decreases with o whenever it increases z**. Otherwise, the equilibrium price may
increase because of the decrease in z**. This implies that whenever an increase in o
increases worker surplus WS it also increases the equilibrium consumer surplus CS**.
Even if it decreases worker surplus, consumer surplus may still increase, but it may also
decrease.

The fact that an increase in ¢ increases consumer surplus whenever it increases worker
surplus implies that, if it increases the worker surplus and industry profit at the same
time, it also increases the consumer surplus, leading to a clear-cut welfare improvement.
As we discussed after Proposition A.9, z is more likely to increase than industry profit
plus wage bill when v < . In such a case, a clear-cut welfare improvement may occur
even when the equilibrium training level exhibits overinvestment.

Summary To summarize, incorporating an explicit initial hiring stage allows us to
endogenize overall employment in the industry, which was treated as exogenous in Sections
3-5. An unanticipated increase in ¢ affects the equilibrium outcomes in the same way as
in the main analysis. An anticipated increase in ¢ can reduce or raise employment.
When employment increases, both consumers and workers are better off. However, when
employment decreases, unlike the main model, consumer surplus can decrease in response
to an increase in o. Despite the possibility that both consumer and the worker surplus
can decrease with an increase in o, the possibility of a clear-cut improvement in welfare
remains. Importantly, it can arise even when there is overinvestment in training.
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A.6 Model with firm-specific training

Here, we present the details of the extension with firm-specific training discussed in Section
6.2.

The wage first-order conditions are now given by

o, 9Ly , B
awii - aw” [_hic (HZ)DZ — Wy + 325)] - Lzz - 07

[—hJC,(Hz)Dz — wij] — Lj,‘ = 0

awij B 8wij
The training first-order condition is given by

o,

In the symmetric equilibrium, these first-order conditions can be written as

Aw = AX (0 — Aw) + fs,
5[1] = \I//(S).

This system of equations gives the pair of solutions (s*, L}) that is independent of (p, h).
By applying the implicit function theorem, it is immediate that the equilibrium retention
rate L} is increasing in the importance of firm-specific training § (provided that the
equilibrium satisfies the stability condition).

Proposition A.11. Suppose that V() is conver enough to satisfy

BLy (0 — Aw)

T (s) > 0.

1+ AX' (0 — Aw) —

Then, As [ increases,

(i) Ly, h*, Q, w}, and w}, increase.
Proof. Let 3(Lr,B3) = (¥')"*(BL;) be the solution to the equation SL; = ¥'(s). Then,
the equilibrium condition for Aw is given by

G(Aw, ) == Aw — AX (0 — Aw) + S5(Li(0 — Aw), 5).

Under the presumption, we have a unique solution Aw* to G(Aw, ) = 0. Using the
implicit function theorem, we have

dAw*  9Gjop s+ Bty

CdF T 0G/0Aw 1 £ AKX (o — Aw) — PGS

< 0.

Hence, we immediately have d Lj/d S >0, dh*/d g > 0, and dQ*/d 3 > 0.

As we assume that Xo(y) is decreasing in y, Xo(0 — Aw*) is decreasing in /3, which
implies that wy is increasing in 3. Finally, noting that wj = w}, — Aw*, wj is increasing
in 3, which completes the proof. n
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Because of the independence of s* on h, we can define the industry profit gross of wage
bill, II(h) analogously,

H(h, L) = Q(p(h)) [p(h) — ¢(h)] = 7(h) — K + BsL; — W(s).

Hence, at the equilibrium training level h*, the derivative of IT with respect to h is given
by the same expression:

OTL(h*, L%)

- 7 (W)Q)(p*) — ¢ (h)(1 — LHQ(p*).

Hence, Proposition 3 applies in this setting as well. In this case, firm-specific training
affects the likelihood of overinvestment only through the equilibrium value of Lj. For ex-
ample, when f increases, firm-specific training becomes more important, and s* increases
and so does Lj. Therefore, overinvestment is more likely when f is high. In other words,
the more important firm-specific training is, the more likely industry-specific training is
overinvestment.

However, in the presence of industry-specific training, an increase in L; has an addi-
tional channels through which an increase in o affects industry profit plus wage bill. To
see this, suppose that L; increases while h is held fixed. Then, its effect on industry profit
plus wage bill is o

(‘?_]1;[[ = (s > 0.

Hence, an increase in L; (which is led by an increase in ¢ in our comparative statics
exercise) increases industry profit plus wage bill by increasing the benefit of firm-specific
training.

To summarize, as firm-specific training becomes more important, the retention rate
increases, and thereby industry-specific training becomes more likely to be overinvest-
ment. This makes the clear-cut welfare improvement of labor market power (measured
by switching costs) less likely. At the same time, as firm-specific training becomes more
important, an increase in retention rate driven by an increase in switching costs increases
the effectiveness of firm-specific training, which makes the clear-cut welfare improvement
more likely. The more important firm-specific training is, the more important the latter
effect is. Hence, we expect that when [ is low, an increase in # makes a clear-cut welfare
improvement less likely, whereas when [ is high, an increase in f may make a clear-cut
welfare improvement more likely.
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