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Abstract

In this paper we develop and estimate a general dynamic framework for identifying
wage markdowns, firm/worker productivity and adjustment costs. We show novel
facts: markdowns are widening in worker ability, firm size, and firm productivity.
Constrained firms pay workers above their MRPL and have lower passthrough
elasticities, lower (negative) profits and are more leveraged. Large firms are more
constrained than small firms. We find that labor supply elasticities partially pin
down the level of markdowns, but the variance in markdowns is driven by firm-level
employment and adjustment costs.
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1 Introduction

How much do workers’ wages change when firms become more (or less) productive?
Do firms pass productivity shocks to wages mainly through the impact on their marginal
revenue product of labor (MRPL) or through the firm’s ability to mark wages down
below marginal productivity? How do market power and adjustment costs affect this

passthrough and, ultimately, wage inequality and volatility?

To answer these questions, we develop a dynamic structural model of firms and wage
setting in imperfect labor markets. Our model nests three key mechanisms that generate
a link between shocks to firms’ total factor productivity (TFP) and workers’ wages: labor
market power, production technology, and labor adjustment costs. Critically, we show
that the wedge (markdown) between the firm’s wage and the MRPL depends not only on
the labor supply elasticity faced by the firm, but also on the curvature of labor demand,
the marginal non-wage (adjustment) costs of labor, and the expected marginal future
value of labor. We use the model to build intuition about how firm shocks affect wage

and employment dynamics through these three mechanisms.

We estimate our model and recover the joint distribution of firm productivity, worker
ability (as measured by workers wage fixed effect), production output elasticities, ability-
adjusted wages, and markdowns. Using the estimated model, we obtain the distribution
of passthrough elasticities across firms, where we define “passthrough” as the total elas-
ticity of (ability-adjusted) hourly wages with respect to firm idiosyncratic TFP. We show,
analytically, that the passthrough can be decomposed on the impact of TF'P shocks on
firm MRPL and wage markdown. Finally, we use our frameworkto estimate the distribu-
tion of firm-level labor supply elasticities separately from markdowns, which helps us to
disentangle the determinants of wage markdowns and to quantify the effects of labor ad-
justment costs on wages and passthrough. Finally, we investigate and quantify how each
of the mechanisms—production technology, market power, and adjustment costs—play

a role in wage setting and passthrough.

[not sure about this paragraph]A large literature considers how wage setting and
market power relate to productivity, but often makes strong assumptions on the nature
of production and the structure of labor markets. These assumptions (e.g., log-linear or
value-added production functions, or an absence of adjustment frictions) have strong im-
plications for empirical findings and theoretical interpretation. In this paper, we provide

a more general framework which relaxes some of these key assumptions. Importantly,



our approach achieves identification of the model and empirical distributions of interest
without imposing shape or functional-form assumptions on the nature of production, la-
bor supply, or labor adjustment costs. We contribute to the literature in three additional
ways. First, we provide intuition for, and the magnitudes of, the biases which result from
these assumptions on production and labor markets. Second, we resolve a puzzle in the
literature about why many workers are paid more than their marginal product. Third,
we theoretically and quantitatively decompose the channels linking firm productivity to
wages, providing new results on how productivity drives market power, input demand,

and wage volatility.

We estimate the model using a rich administrative data set from Denmark, which
includes detailed demographic information on the population of workers matched to
financial and production data for the universe of private sector firms. Our estimation
procedure builds on the non-parametric method proposed by Gandhi, Navarro and Rivers
(2020)—hereafter GNR—which we enhance by incorporating dynamic labor inputs, im-
perfect competition in the labor market, and labor adjustment costs, therefore allowing
contemporaneous productivity shocks to affect labor input decisions and wages in cur-
rent and future periods. Using data on hourly wages, worker characteristics and firm
characteristics, we separately identify unobserved worker ability from (potentially corre-
lated) firm productivity for every worker and firm in our sample. The result is the joint
distribution of worker ability, ability-adjusted hourly wages, firm productivity, output

elasticities, and markdowns.

Our estimated model produces novel results relative to the literature. First, we find
that while the mean firm pays workers 83% of their marginal product, a significant
fraction of firms pay their workers more than their marginal product (i.e., a negative
markdown).! Although perhaps puzzling, this finding is consistent with our model and,
in particular, with an important role for adjustment costs and firm dynamics in wage

setting.

Second, we find an average labor supply elasticity of 2.7, which implies that the
average firm would pay workers only 73% of their marginal product absent adjustment

costs.? This difference indicates that firms are generally constrained by adjustment

1Other recent studies (e.g., Brooks et al. (2021) and Yeh et al. (2022)) also find that a significant
fraction of firms have markdowns greater than one.

20ur method allows us to separately identify the distributions of firm-level labor supply elasticities
and markdowns. This is different from the standard approach of estimating one in order to obtain the
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costs and thus hoard workers relative to the unconstrained level of employment. While
market power allows firms to pay workers less than their marginal product, the presence

of adjustment costs increases average wages relative to a setting without such frictions.

Third, returns to scale increase with firm size, and output is much more sensitive to
changes in intermediate inputs than labor or capital. This implies that the MRPL (and

thus markdowns) are more responsive than wages to productivity shocks.

Fourth, we find that markdowns are decreasing in worker ability, which suggests that
an average reduction in firms’ labor market power (i.e., an increase in markdowns) would

disproportionately benefit high skill workers.?

We then use the model to recover the passthrough elasticity of firm-level wages with
respect to changes in total TFP, and to persistent and transitory TFP shocks. We find an
average passthrough elasticity of 0.40 indicating that a one standard-deviation change
in TFP results in a 6% change in annual salary for a worker at the average firm in
Denmark.? This passthrough is asymmetric (larger for positive shocks), persistent, and

driven by idiosyncratic rather than aggregate or industry-level risk.

We then decompose this passtrough into the changes affecting MPRL and mark-
dowd. Instutiotively...We show that passthrough from productivity to the MRPL is
much greater than one—a 1% persistent increase in TFP results in a 2.1% increase in
MRPL—due to the complementarity of intermediate inputs and labor in production,
and to the flexibility of the intermediate input relative to labor (which is subject to
adjustment costs). At the same time, that same TFP shock leads to a 1.7% decrease in
markdowns (the share of the MRPL paid in wages), indicating that firms have signifi-
cant flexibility in setting wages below the marginal product of labor. Notably, aggregate
shocks are fully passed to wages (an elasticity close to one) through the MRPL and have
no effect on markdowns, consistent with inelastic short-run aggregate labor and material

supply curves.

We find significant heterogeneity in passthrough across firms, driven by differences

in production technology, market power, and labor adjustment costs. In particular,

other, which necessarily precludes adjustment costs and firm dynamics. See Yeh et al. (2022), Lamadon
et al. (2022), Berger et al. (2022) and Azar et al. (2022) for recent examples.

3We broadly define the markdown as = Wage/M RPL, so a decrease in the markdown is a decrease
in the share of the MRPL paid to workers in wages. We use this language throughout the paper.

4We find that larger firms tend to have much lower passthrough elasticities, implying that the
average worker’s passthrough elasticity will be somewhat smaller. See Chan et al. (2022) for an analysis
of worker-level wage passthrough using the same data.
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passthrough declines with firm productivity, firm size, and labor market share, which
is consistent with market power as a driver of wage passthrough. The passthrough
elasticity also declines with measures of adjustment costs, and firms are very responsive
to small positive productivity shocks, but do not adjust wages in response to small
negative shocks. Firm-level differences in the output elasticities of labor and materials

are significantly related to passthrough, with the materials channel dominating.

To quantify the importance of the aforementioned mechanisms, we perform a series
of exercises where we turn off one or two of the mechanisms in our structural model and
re-estimate the counter-factual passthrough elasticity distribution. We find that labor
market frictions, such as labor market power and adjustment costs, play an crucial role
in generating the passthrough elasticity that we observe in the data. In fact, removing
all labor market imperfections other than a simple fixed markdown (as in a model with
atomistic firms and log-linear labor supply) increases average passthrough from 0.38
to 2.22. This indicates that the presence of market imperfections significantly reduces
passthrough and thus labor income risk, thereby mitigating the exposure of workers to
firm risk. In fact, the wage volatility arising from firm risk is 4 times higher in a setting
without frictions than in our baseline results—implying that labor market imperfections

reduce this wage volatility by over 77%.

Related Literature. Our paper builds on several literatures looking at the link be-
tween firm dynamics, wage setting, and productivity. Guiso et al. (2005), Juhn et al.
(2018), Friedrich et al. (2021) and Garin and Silverio (2022) use matched employer-
employee data to study the passthrough from sales or value-added shocks to worker

° Relative to this literature, we are the first to decompose passthrough and

earnings.
examine how underlying productivity shocks affect hourly wages, marginal product of
labor, and markdowns while estimating and controlling for unobserved worker ability.
We do this through the lens of a dynamic structural model of firm behavior and wage set-
ting which allows us to decompose and interpret the channels by which this passthrough
operates. Our approach also allows us to estimate the distribution of passthrough (rent-
sharing) elasticities for positive and negative shocks for the entire private sector, whereas

studies using exogenous variation in outcomes such as procurement auction wins are lim-

5There is a large and emerging literature on this topic, driven by the increasing availability of data
linking measures of firm performance to worker earnings. A few examples include Cardoso and Portela
(2009), Barth et al. (2016), Carlsson et al. (2015) (one of the few studies to also use structural estimates
of productivity shocks), and Balke and Lamadon (2022) among others. See Card et al. (2018), Guiso
and Pistaferri (2020) and Manning (2021) for recent surveys of the literature.



ited to analyzing an important but small subset of firms.%

Our approach to estimating productivity while controlling for unobserved labor qual-
ity is similar in spirit to those proposed by Hellerstein and Neumark (2007), Fox and
Smeets (2011), and more recently, Bagger et al. (2014) and Bagger and Lentz (2019), who
also incorporate worker-level characteristics to control for differences in the labor quality
across firms. In particular, Bagger et al. (2014) incorporate firm-time fixed effects into
an AKM-style wage model, as we do here. We differ from their paper (and the others
listed) in that we estimate productivity non-parametrically in a fully dynamic setting
with adjustment costs, and we are able to separately identify transitory and persistent

shocks to firms’ productivity.”

Our characterization of how worker ability enters the firm’s production function
also relates to a recent literature on jointly estimating Hicks-neutral TFP and labor-
augmenting technological change. Relative to other papers in this literature (e.g., Do-
raszelski and Jaumandreu (2018) and Demirer (2020)), we are the first to estimate time-
varying firm-level measures of labor productivity in the presence of a flexible production

technology, imperfect labor markets, and labor adjustment costs.

Our work also contributes to the recent literature on estimating labor market power.
Other recent examples of papers estimating markdowns and labor supply elasticities in-
clude Azar et al. (2022), Lamadon et al. (2022), Yeh et al. (2022), Berger et al. (2022),
and Brooks et al. (2021). Relative to these studies, we develop a much more flexi-
ble framework which allows the separate identification of markdowns and labor supply
elasticities in the face of firm dynamics and adjustment costs in labor, controls for unob-
served variation in worker quality, and permits structural counterfactuals to decompose
the channels which drive markdowns and wage setting. In addition, our framework ra-
tionalizes the common finding across many such papers that some firms have markdowns

greater than one.

Our approach is similar to Delabastita and Rubens (2022) who also estimate mark-
downs separately from labor supply elasticities and gain inference about firm collusion
from the difference. Relative to their framework, we allow for heterogeneous work-

ers, labor adjustment costs and firm dynamics in a general, non-parametric setting.

SFor example, patent approvals (Kline et al., 2019), cash windfalls from government grants (Howell
and Brown, 2023), and procurement auction wins (Carvalho et al., 2023).

"We show this is important in the context of estimating markdowns and passthrough. Similarly, Fos-
ter et al. (2022) show that strong parametric assumptions about the shape of firm production functions
can dramatically alter estimates of markups.



Roys (2016) uses a parametric dynamic model with adjustment costs to consider the
passthrough of TFP shocks to wages, but restrict their analysis to the direct and labor
channels of passthrough. Instead, we quantify the importance of the materials channel
and show that it can reverse the theoretical predictions of a model with only labor and /or
capital inputs. Seegmiller (2021) also considers wage setting in a calibrated parametric
framework with wage posting, upward sloping labor supply curves and adjustment costs,

finding results largely consistent with this paper.

The rest of the paper proceeds as follows. In Section 2 we derive and discuss wage set-
ting and passthrough in a general dynamic model of labor market power and adjustment
costs. In Section 3, we introduce our data sources and discuss our sample selection and in
Section 4 we present our estimation strategy. Section 5 discusses our baseline model and
passthrough elasticity estimates. Finally, in Section 6 we examine the degree to which

the different mechanisms drive passthrough and income risk. Section 7 concludes.

2 Model of Wage Setting and Passthrough

2.1 General Model

We consider an environment with a finite number of firms indexed by ;7 and a contin-

uum of workers indexed by 7. Firms maximize profits and operate a production function
}/jt - F(Kjtuthant)eyjta (1)

which combines capital (Kj;), labor (L;;), and intermediate inputs (M;;) to produce

output (Yj;). The term e** captures the firm’s Hicks-neutral TFP which (in logs) follows
Vit = Wi + €50 = hj(Wje—1) + e + €, (2)

where wj; is the persistent component of productivity and €j; is an ex-post transitory
shock which is observed by the firm after making input decisions. The persistent produc-
tivity, wj;, evolves as a firm-specific first-order Markov process with hj(w;i—1) = Efwj |

wjr—1) and innovation 7;;. Both 71, and €;; are i.i.d. with mean zero.

We assume that the firm’s labor input is given by an ability-weighted sum of total



working hours employed by the firm

Ly =Y AyHy, (3)

Sy

where A;; represents worker i’s time-varying ability (which could be a function of un-
observed innate ability or observed characteristics such as education or experience) and
H;;: represents the quantity (in hours) of labor that individual ¢ provides to firm j in
period ¢.8 This assumption means that workers are perfect substitutes in production
conditional on their ability, A;, and that firms will pay a single firm-level ability price,
Wi, per hour of ability-adjusted labor supplied to the firm.” Worker 7’s hourly wage
is then W;;; = AyWj,. We assume that the firm-level wage takes the following form:
Wi = W5 f¢(€jt), where W, is a contract wage rate offered by the firm when making
hiring decisions and f€ is a function which represents the degree to which firms modify
the ex-post wage relative to the expected wage once €j; is realized (e.g., performance
bonuses). The expected wage then takes the form

th:E

€5t

[th ‘ cht] = M/ftgca

where £¢ = E,[f¢(€;)] is the expected ex-post wage adjustment. Though the value of
€j+ is unknown at the time of hiring, workers and firms know the distribution of €;; and

the shape of f¢(ej;), and base their employment /hiring decisions on W j;.

Firms differ in a set of exogenous characteristics, denoted 7jt, and endogenous labor
force characteristics, denoted th. Labor markets are allowed to be imperfect, with firms
facing an upward sloping labor supply curve, L;; = g (th,ijt) , which depends on the
expected wage offered to workers at firm j in period ¢, th, and on exogenous firm

characteristics, Z;;.1°

8We can rewrite the labor input as L = Hjtfljt where Hj, is the total hours of labor employed,
and f_ljt is the hours-weighted time-varying mean worker ability at the firm. This is similar to the
literature which estimates firm-level labor augmenting productivity (e.g., Demirer (2020) and Doraszelski
and Jaumandreu (2018)). The key difference is that those papers assume labor markets are perfectly
competitive with no adjustment costs, while we achieve identification in the presence of both labor
market power and dynamic adjustment costs.

9Firms are indifferent in production between one hour of labor from a highly skilled worker and two
hours of labor from workers with half the skill of the first. The distribution of ability and number of
workers within the firm may matter for the wage, however, via its effect on the labor cost function.

10We remain agnostic about the sources and nature of labor market imperfectness for now. This
general labor supply function nests many common theoretical frameworks from the literature. We
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We also assume that firms face a labor cost function, ®;; = ®(Lj;, Lj;—1, Ejt, th, th_l),
which could include adjustment costs in L;; and th, the cost of providing non-pecuniary
amenities to workers (which may depend on average worker age or education), or man-
agement /congestion costs (which may depend on the number or type of employees rather

than just ability-adjusted hours).!!

We make several standard timing assumptions (see GNR for details). First, capital
K, is predetermined by the investment decisions in period ¢t — 1. Second, firms make in-
put and investment decisions conditional on the persistent shock 7;;, which they observe
at the beginning of period ¢. Third, intermediate inputs Mj; are fully flexible and can be
adjusted freely in response to changes in 7);,."* Finally, firms observe the transitory shock
¢;: after making input decisions, and so period-t input choices are not conditional on €;;."
Workers realized wages, however, may depend on the transitory shock. This means that
the firm makes its employment decisions based on its information set in ¢ and its expec-

tations over the transitory shock and (therefore) the wage rate. We specify the firm’s
information set at the beginning of period t as Z;; = ¢ n;¢, Kji, Ljr—1, th_l, 7jt, P, Ti },
where P, = {PY, PM P!} is the vector of output, materials, and investment prices which

we assume the firm takes as given.

Conditional on Zj, firms maximize their present discounted stream of current and
future profits by choosing their capital investment K jft, labor input Lj;, materials Mj;,
and endogenous labor force characteristics Zj;. Firms thus face the following dynamic

profit maximization problem:

V;'t (Ijt) = max E

1 _
Ljt, Ky, Mjt,Zj¢

[PV F(Kj, Ljy, Mj)e" | Iyy| — E

€5t

(Wi | Wy,] Ly — ®ju

€5t

- Pt]Kjt - PtMth + 5Eejtmjf,+1,Pt+1 [Vjt+1(Ijt+1)|Ijt] (4)

discuss several such frameworks in the next subsection.

HWe assume the set of endogenous characteristics th is not directly production relevant, but may
affect the firm’s decisions and behavior via the labor cost function.

12Throughout the paper we refer to the flexible input Mj; interchangeably as either “intermediate
inputs” or “materials”.

13€jt therefore captures variation in output which is completely uncorrelated with inputs.
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st Kjryr = (1 - 0) Ky + KJ‘It
th = Lj(thv7Jt>
Qi = O(Lyy, th_l,ijt, th, th—l)-

Solving the first order conditions (FOC) with respect to materials and labor gives one

of the key estimating equations,

OF
PtYaMf ewjtg = ptM7 <5>
J

and an expression for the optimal wage paid by the firm,

ek .
W, = —2 (MRPL; —
o 1+55Vjt( 7

0,

OV i1\ fe(ej)
ath 8th

S, (6)

where 5Lth denotes the elasticity of the labor supply curve with respect to the ex-
pected wage. mjt and Vjtﬂ denote the expected values of the M RPL;, and
(discounted) value function Vj,;; respectively. Finally, wage equation can be written as
Wi = nyMRPLj; which defines the markdown (i, as the multiplicative wedge between

the wage level and MRPL. The markdown, s, is then

EL. 0P, oV, I (e,
Wit jt jt+1 -1\ f (Ejt) &

b= ——1|1— — MRPL., —_— 7
,u]t 1 + 6%/]% < <8th GL]t ) Jt ) 50 eﬁjt’ ( )

where we denote the constant & =F [e%].1

Unlike in static monopsony and oligopsony models (e.g., Berger et al. (2022) and
Lamadon et al. (2022)), where markdowns only depend on the labor supply elasticity,
here the markdown also depends on the marginal non-wage cost of labor (0®,,/0L;;), the
expected marginal future benefit of labor, (0Vjt+1/ (‘3th), the expected MRPL, and the
ex-post wage adjustment function. In Section 4, we show how to recover the distribution
of productivities, ability-adjusted firm wages, markdowns and marginal revenue products

without requiring any knowledge of the labor supply curve or labor cost functions.

14We assume that Z;; is exogenous and deterministic. Similarly P; are exogenous and follow a known
process. We derive all the first order conditions in Appendix B.1.
>Note that M RPL;, = MRPLj-&;
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2.2 Decomposing Passthrough

Our notion of passthrough is the elasticity of wages with respect to productivity, i.e.,

the total derivative of log wages with respect to log TFP, denoted e¥.p. Though we

W
n Y

also consider passthrough from the transitory shock, e".'6 The log wage is the sum of
the firm’s (log) MRPL and (log) markdown, wj, = mrplj + log u;;.'” Therefore, the

are primarily interested in the passthrough of persistent shocks to productivity, ", we

passthrough to wages could arise from changes in the MRPL, changes in the markdown,
or both. To examine each channel, we decompose the wage passthrough elasticity into

the passthrough elasticity for each of these components, that is

d l., dl ~
8}?2 _ dmrpee i 0og ujt‘
g dnj dnj

Using the log of the firm’s MRPL, mrpl;; = log PY + log(a%_tF(Kjt, L, Mj)) + vy, we
get the following expression for the passthrough from 7;; to the MRPL:

dmrply,  Off; dky N Aff; dly, N aff; dmy,

_ , 8
dnji Ok;j dnje Olje Ay Omye dnye | =~ ®

Capital channel  Labor channel = Material channel

where fJ; = log(0F (K., Lj;, Mj;)/OLj;). Passthrough to the MRPL operates through
four channels. The capital channel is zero since capital is pre-determined. The labor
channel will be negative if F'is concave in Lj; since the MRPL is decreasing in Lj;. The
material channel will be positive if the MRPL is increasing in material (i.e., if labor and
materials are complements in production). Finally, the direct channel equals one since
n;: enters vy linearly. Whether passthrough to the MRPL is greater or less than one
depends on the relative magnitudes of the labor and material input channels, which in
turn depend on the input demand elasticities (dl;;/dn;, and dmj;/dn;;) and the shape of
the production function. Note that if the material channel was absent (as in models with

value-added production functions), we would conclude that passthrough to the MRPL

6We focus on the persistent TFP shock passthrough because the passthrough from persistent
shocks to TFP to wages, MRPL, and markdowns reflect firms’ decisions and input choices whereas
the passthrough from transitory shocks to wages does not. We discuss the passthrough from transitory
shocks later in this section. Note that passthrough of 7;; to the expected wage and MRPL is equal to
passthrough from 7;; to realized wages and MRPL.

"Throughout this paper, we use capital letters to denote variables in levels and lowercase letters to
denote variables in logs unless otherwise specified.
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must be less than one.

Similarly, taking the total derivative of equation 7 with respect to 7;;, we can write

the passthrough elasticity of 7;; to markdowns as

L
dl ; d S d b, [0 I —
08 it _ log W]Lt + log (1 — (5’ 9 JtH) MRPthl) . (9)
dnje dnje L+ew, flﬁjt OLj, OLj /|
h dl;grus.t g dlo;,u%
dnjtj dnjt

The first term (d log 5, /dn;;) shows that passthrough to markdowns depends on the labor
supply elasticity. The second term (dlog u}% /dnj:) shows that passthrough to markdowns
also depends on firms’ adjustment costs, the continuation value of the firm, and the
expected marginal productivity of labor. Notice that passthrough to the markdown will
generally be negative under standard assumptions. First, if the labor supply elasticity
decreases as firms move up their labor supply curve (as in Berger et al. (2022)), then
the first term will be negative, as a productivity shock increases employment (and labor
market share), thus decreasing the supply elasticity. Secondly, if adjustment costs are
convex in labor inputs, an increase in productivity will increase marginal labor costs.
In the case that the change in net marginal costs (0®;,/0Lj; — 0P ji+1/0L;;) outweighs
the change in the expected marginal benefit (mﬁ), this second term will also be

negative. We test these predictions in sections 5 and 6.

To gain intuition on how each mechanism drives passthrough and wage setting, we
consider a simplified version of our model without these mechanisms, where the labor
supply elasticity is a constant, there are no adjustment costs, and the production func-
tion is Cobb-Douglas.!® In this simple setting with e, < oo (similar to Lamadon et al.
(2022), Kroft et al. (2020), and Card et al. (2018)) passthrough to wages is a constant
common to all firms and passthrough to markdowns is zero. This constant is increasing
in output elasticities and decreasing in the labor supply elasticity, e5,. We then consider
three variations where we separately add each mechanism. If we add our flexible produc-
tion technology to the simple setting, passthrough to markdowns will still be zero, but
passthrough to wages will be heterogeneous and increasing in firm size and productivity.
If we instead allow firms to face adjustment costs, passthrough to markdowns will be
heterogeneous and positively (negatively) correlated with passthrough to wages (MRPL).
Finally, if we instead allow the labor supply elasticity to be endogenous, passthrough pat-

18See Appendix B.3 for derivation details and further discussion.
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terns depend on the nature of the (unknown) labor supply model. Under oligopolistic
logit and CES models of labor supply (as in Berger et al. (2022) and Chan et al. (2021)),
passthrough to wages will be decreasing in firm size and productivity, while passthrough

to the MRPL and markdowns will both be increasing (in absolute value) in size.

In section 6.1 we test these model predictions empirically, and use a series of counter-
factual exercises to measure the relative importance and magnitude of each of these
mechanisms in the model and data. We next discuss the data we use, and our strategy

for identifying the theoretical objects of interest in the data.

3 Data and Institutional Background

We use linked firm- and worker-level administrative registers provided by Statistics

Denmark containing detailed panel information on firm and worker characteristics.

Worker-Level Data. We obtain worker-level information from the Integrated Database
for Labor Market Research (Statistics Denmark, 2023a), which is an annual database
containing employment and demographic information for the entire Danish population
between 1991 and 2018. From this data set, we obtain several key variables such as
annual income and hourly wages for each job held during the year, the total number of
hours and days worked in each job, occupation, labor market status, position within the

firm, age, gender, education, and tenure within the firm.

Firm-Level Data. We draw firm-level information from the Firm Statistics Register
(Statistics Denmark, 2023b) which contains annual accounting and input use data for
the universe of the Danish private sector between 1996 and 2010.1% The key firm-level
variables we use are revenue, value-added, capital stock, expenditure on intermediate
inputs and materials, and employment (in full-time equivalents), as well as firm age,

geographic location, and industry.

Sample Selection and Characteristics. We impose minimal sample selection cri-
teria. To identify the worker-level distribution of ability and their contribution to each
firm’s labor input, we use worker level data between 1991 and 2010 covering employment,

wages, and demographics. We consider workers aged 15 and above, keeping information

9The firm register begins in 1996 with coverage of the manufacturing sector. Other sectors were
added from 1997-2000, with universal coverage achieved in 2000.
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on up to three job spells per year.?’ After also applying our firm selection criteria (below),
this leaves us with 8.8 million worker-year observations. Table A.4 displays descriptive
statistics of our sample of workers in terms of annual earnings, annual wages, hourly

wages, and age distributions. All values are expressed in 2010 US dollars.

On the firm side, we drop observations with imputed variables, observations without
price deflators (pre-1999), and observations without all the variables needed for estimat-
ing productivity (firms with missing capital, revenue, materials, labor, or our firm-level
labor characteristics for year ¢ or ¢ — 1). This leaves us with about 550,000 firm-level
observations. Since our passthrough regressions are in changes (requiring lags), our sam-
ple for the final estimation is about 374,000 firm-year observations.?! Table A.5 displays
cross-sectional moments for various firm characteristics including employment, revenue,

value added, value added per worker and firm age.

Danish Labor Market Features. The Danish labor market is characterized by lax
employment protection, with most worker wages during our sample period being set
at the firm level rather than through collective bargaining.?? This has arisen due to a
labor market system dubbed “flexicurity” which combines comparatively low barriers to
firing and hiring with a generous safety net for the unemployed (Andersen and Svarer,
2007). The result is a labor market with relatively high rates of turnover coupled with
short unemployment spells, even during recessions (Andersen, 2021). Similarly, wage
flexibility during our sample period is high compared with other countries despite the
fact that unions, firms, and the government do interact to determine working conditions

(and sometimes wage floors) for many industries (Dahl et al., 2013).3

20Discarding information on non-primary job spells when constructing firm-level labor inputs would
lead to significant bias when estimating firm productivity if the degree of part-time labor varies system-
atically across firms.

21To avoid the disclosure of any sensitive information, we have rounded the number of observations
throughout the paper to the nearest thousand.

22This has not always been the case in Denmark, but the state-mandated wage-setting policies which
had been in place for most workers before 1990 were almost entirely dismantled during the early 1990s.

23Income inequality in Denmark is lower relative to other countries, but it has increased in recent
years, in part, because of a significant decline in unemployment insurance (Leth-Petersen and Seeverud,
2021). Income inequality has also increased at the top of the distribution, following similar trends in
other countries such as the United States. The distribution of earnings growth (a measure of income
volatility) for Danish workers is also similar to those in the United States and other countries. See
Leth-Petersen and Saeverud (2021) and Busch et al. (2022), among others.
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4 Empirical Strategy

In this section, we describe how we use the structure of our model to estimate
the distributions of worker ability, firm-level wages and production technologies, and
passthrough elasticities while making as few assumptions on the nature of production,

labor market competition, and adjustment costs as possible.

4.1 Estimating Worker Ability and Firm-Level Wages

Firms in our model use a composite of ability-adjusted hours as their labor input.
Hence, to construct the firm’s labor input and estimate firm productivity, we need to
separately identify the distributions of worker-level ability (A;) and firm-level wages
(Wj), neither of which are directly observed in the data. Recall that workers are perfectly
substitutable in production conditional on their ability (by assumption), so that workers’
hourly wages take the form W;;; = A;; x Wj,. We leverage this log additivity to estimate

worker ability and firm wages jointly and assume that ability takes the form:
Ait = Az X At(th) — IOg Ait = Q; + )\t(xit)a (10)

where A; denotes innate ability which is invariant over time. The component A;(X;)
denotes the contribution to productive ability of time-varying worker characteristics (such
as education or experience), where the level of contribution from each characteristic may

also change over time. The worker-level log hourly wage therefore takes the form:
Wije = a; + Ae(Tir) + wje. (11)

If we further assume that the time-varying worker characteristic function takes the form
Ae(@it) = D>, Akt%ige, where k indexes worker characteristics, the individual log-wage
function in equation 11 becomes w;j; = a;+Y ; A +wj,. This wage function resembles
the two-way fixed effect model introduced by Abowd et al. (1999) (AKM hereafter). We
use a similar strategy in our estimation and identification. Specifically, we estimate the

individual wage equation as
Wije = a; + Z Nt + Wi + Eijit, (12)
k

where §;;; is a residual that we treat as measurement error.
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Our specification differs from the standard two-way fixed effects regression model
commonly used in the literature in two crucial aspects. First, we use the match-specific
hourly wage as our dependent variable. This means that, unlike approaches which use an-
nual earnings, we include full and part-time job spells in our sample without confounding
variation in the wage rate received by a worker with the number of hours worked by an
individual at a firm during the year.?* This is important for the estimation of firm-level
TFP: if we were to restrict our analysis to only full-time workers, or to only a worker’s
primary (i.e., largest earning) job, we would be under-counting the labor input for firms

that use a high share of part-time workers (which may vary with firm productivity).

Second, we do not impose that the contribution of the firm to workers’ wages is fixed,
as in the standard AKM model, but rather allow it to vary over time, as indicated by the
time subscript on wj; in equation 12. Allowing time-varying firm effects is a necessary
condition for our analysis in that we allow firms’ idiosyncratic productivity shocks, or

other changes in firms’ characteristics, to impact workers’ wages.?’

To identify equation 12, we construct a connected set of firms using information
on all of the firms in which an individual worked during a given year, along with the
corresponding wages and hours. Hence, in our data set, an individual can appear in
different firms within the same year working at different hourly wages. Multiple worker-
year observations increase the number of firm connections, the number of individual-level

observations for each worker, and the size of the connected set.?

We estimate the model in Equation 12 using the largest connected set of firm-time

observations which includes 94% of the firms and 99% of all of the workers in our orig-

24See Song et al. (2019) for a discussion on how papers using annual earnings data deal with this.

25 As we further discuss in Appendix A, to identify the parameters of Equation 12, we require that
labor mobility is not correlated with the residual §;;;. However, we do allow workers to switch firms
in response to shifts in wj¢, thereby allowing the passthrough from firm productivity to wages to play
a role in sorting and worker mobility decisions. The standard AKM model with time-invariant fixed
effects assumes there is no such relationship and is thus inconsistent with our analysis. A few other
papers also allow for time-varying coefficients in AKM regressions. The first example, to our knowledge,
is Bagger et al. (2014) who allow for occupation-firm fixed and firm-time effects in their wage model.
Bagger and Lentz (2019) also incorporate time-varying firm-level observables into their estimation. More
recent examples include Chan et al. (2022), Engbom et al. (2023) and Lachowska et al. (2023) who also
estimate a wage equation with time-varying firm effects. Gregory (2020) analyzes labor earnings growth
in the context of a two-way fixed effect regression model, implicitly assuming a time-varying firm effect.

26Holding multiple jobs in a particular year is quite common among workers in our sample: 54.4%
of workers have held a second job at least once during a year whereas 4.7% of workers have held three
or more jobs. In our sample, we consider a worker’s top three jobs in a given year (defined by total
hours worked that year). It is important to note that, although using multiple firm-year observations
per worker improves the accuracy of our estimates, it is not necessary for the identification of the model.
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2T In our estimation, we consider a rich set of worker-level observables

inal sample.
including dummies for occupation, education, and position within the firm, as well as
continuous measures of labor market experience and tenure within the firm, most of
which are typically absent in other administrative data sets. Similarly to Card et al.
(2013), we allow for the effect of education, occupation, and worker position within the
firm to change over time in order to capture both the effects of time-varying observ-
able individual characteristics and aggregate trends such as skill-biased technical change

28 The estimation

and outsourcing. Our estimates are in line with previous studies.
of equation 12 gives us two crucial distributions. First, a measure of each individual’s
ability Ay = exp(a; + >, S\kta:ikt) which we use to construct the firm-level labor input
Lji. Second, the firm’s ability-adjusted hourly wage W;, which we use to estimate our

passthrough elasticities.

4.2 Estimating Firm Productivity

Given our estimates of worker ability, we can proceed to estimate the production
function and the distribution of firm-level productivity.?? To do this, recall the firm’s

FOC with respect to M;; shown in equation 5:

wirg = pM.
t 3th€ t

Multiplying both sides of the equation by M;,/Y},, taking logs, and rearranging provides

us with the following equation

Sjt = In& + In D(l{jt, l]’t, mjt) — €jt,
= ln(DE(kfjt, ljt7 m]t)) — €5t (13)

27In Appendix A, we provide a graphical representation of how we construct our connected set using
all job observations for each worker in the sample. Importantly, if we restrict our sample to only include
the firm that provides the largest labor earnings for each worker (defined by total annual earnings), the
largest connected set decreases in size, covering only 89% of firms.

28 As shown in Appendix A, our estimates are in line with other recent studies that implement the
AKM estimator (see for instance, Sorkin (2018), Song et al. (2019), and Lamadon et al. (2022)). We
find that around 48% of the variance of the log hourly wages is accounted for by workers’ observed and
unobservable characteristics, 16% is accounted for by firms’ time-varying characteristics, and sorting
accounts for almost none of the variation in hourly wages.

2Qur identification strategy (and notation) for this component of the model builds on the non-
parametric identification approach developed in GNR with a few modifications which we discuss in the
text.
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where s;; = In(PMM;,/PYY};) is the log share of intermediate input expenditures in

revenues and D(kj, L, mj) = %,t (kjt, Ljt,m i) is the output elasticity of materi-
J
als.*®  Since Elej;] = 0, and €j; is uncorrelated with period ¢ firm inputs, we can

estimate equation 13 non-parametrically and identify the function Df. Given ¢;; =
In (Dg(kjt, Lit, mjt)) —sj¢, we can identify £, which then gives the elasticity D(kj;, Ljr, mjt) =
D¢ (kjs, Ljs, mji) /€. Knowledge of the elasticity then allows us to estimate the full pro-

duction function non-parametrically.

Note that f(kjt, Ljt, mje) = [ D(kje, Ljr, mje)dmj, — U (kjy, 1) for some unknown func-
tion W. Then, define §;: = yj+ — €0 — D(kj1, ljt, mj) where

D(kjt, L, mjt) = [ D(kje, e, mje)dmje.t We then have g, = —WU(kjt, [jt) +w;e. Using

the structure of wj; from equation 2, we get another estimating equation:
Uit = =W(kje, L) + hy(Gje-1 + U (kje1, Lje—1)) + e, (14)

where §;; is observable given our first-stage estimates of €;; and D(kj, Lz, m;:). We treat
both ¥ and h; non-parametrically, estimating each using complete polynomial sieve
estimators following GNR.??> While equation 13 can be estimated using non-linear least
squares, equation 14 depends on [;; which is endogenous and correlated with 7;,. The
model assumptions on the firm’s information set and dynamic maximization problem
imply Enjilkje, L1, kjt,l,Ejt, th,l] = 0 which means we can use functions of the set
{kjt, Lj—1, k:jt_l,7jt, th_l,gjﬁ_l} as instruments to identify equation 14. In particular,
the presence of adjustment costs means we can use functions of th_l to identify the
contribution of 1;;. **Our setting differs from GNR, where labor is pre-determined (and
thus does not require additional instruments), and differs from the settings in most of
the production function based market power literature (e.g.: Yeh et al. (2022)) where
labor is flexible with no adjustment costs (which may lead to identification issues when

using lags of inputs as instruments).>*

30Here we have assumed, as in GNR, that F(K, Lj;, M) can be expressed in logs as f(kjt, Lz, mjt).

31We follow GNR in using a second-degree polynomial sieve estimator to obtain D(k;t, Lz, m;t) from
equation 13, which means this integral has a closed-form solution. See GNR and Chen (2007) for details.

32We assume the firm-specific function h; varies across 2-digit industries, but is common across firms
within industries. We estimate ¥ and h; as complete second- and third-degree polynomials respectively.

330ur moments for the second-stage estimation are capital, squared capital, and lags of mean worker
experience, worker tenure, worker age, market share, as well as lags of the share of workers in the firm
who have with a college degree, have management positions in the firm, are white collar workers, and
workers who were at the firm in the previous period.

34Gee section 3 in GNR on the non-identification of flexible inputs in production function estimation.
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As is standard in the literature (Syverson, 2011), we measure Y}; as real (deflated) rev-
enues, Kj; as the real value of the capital stock (using the perpetual inventory method),
and Mj; as the real value of intermediate input expenditures.* Our main departure from
the literature here is the choice of labor input Lj;, which we construct as the ability-
units weighted sum of total hours: L;; = Zie i AitH;j. This way of measuring labor
input has two main advantages. First, it does not impose homogeneous ability across
workers or perfect competition in the labor market when estimating the production func-
tion. Second, it accounts for endogenous changes and cross-sectional differences in the
ability composition of the labor force and peels it off from our estimates of firm-level

productivity.3°

This gives us a non-parametric estimate of the firm-level production function, as well
as the firm-level distributions of wj, n;;, and €;;. It also allows us to estimate firm-level
returns to scale, the marginal revenue product of labor, and therefore markdowns (f4;;)

for each firm in each period. We will use each of these elements in the discussion below.

4.3 Passthrough from TFP to Wages

Our estimates of the firm-level ability price W;;, and the productivity shocks 7;;
and €;;, allow us to then estimate the passthrough from TFP shocks to wages. The

firm’s FOCs imply that the period ¢ solutions to the firm’s maximization problem,

35This is consistent with the model assumptions on output and intermediate input markets and
prices, where we deflate intermediate inputs and output by industry-year level price indices (P} and
PM). In practice, our measure of productivity is “revenue” TFP rather than “quantity” TFP and thus
contains both variation in production efficiency, as well as potential (unmodeled) variation in output
demand. We do not see this as a problem in our context, as we are agnostic about the source of the
firm shock. We allow firms to adjust wages in response to shocks to both efficiency and demand, as
both of these represent measures of firm-level risk that may be passed on to workers’ wages. We choose
to estimate revenue TFP since it allows us to include firms from the service sector, which accounts for
most of Danish employment and economic activity.

36The most common approach to measure firm labor inputs is to use total hours of labor or the
number of workers employed at the firm. Neither of these measures is ideal, however, as cross-sectional
differences in the quality or composition of the workforce across firms will be loaded into productivity
(v;1) and potentially bias our production function estimates. Similarly, changes in the quality of the
firm’s workforce, which our model suggests may be driven by productivity shocks, will also be interpreted
as changes in vj;. For example, if a firm replaces full-time low-skill workers with full-time high-skill
workers, the firm’s output will likely go up, while the number of hours or employees will remain fixed.
Another possibility is to use the total wage bill or the labor costs of the firm. In this case, a firm that
uses more high-skill workers than low-skill workers will have a larger wage bill, potentially controlling
for the difference in the ability of these types of workers. However, this approach implicitly assumes
that wages are perfectly correlated with worker ability and that labor markets are perfectly competitive,
neither of which is appropriate in our context.
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% K7}, are all functions of the variables in the information set at the be-

ginning of period t. Therefore we can express the equilibrium wage W, as a function of

these variables plus the transitory shock ey,
Wi = V(i) = Y (Kjeowje, Liv—1, Zje—,wje—1, I ju; jes Z e, Py L), (15)
or, in logs:
wi, =log [V (Zj€). (16)
The passthrough elasticities of interest are then:

dw, d d
V==L = —log f" (Zjr, e51) = - log " (T;1)

e’ = =
Todny dn dn
dw it d
el = dej]t = log Y (Ziv, €0).-

We can obtain estimates of the passthrough elasticity by approximating the (unknown)
wage function in two ways, a log-linear approximation from which we can recover the
average passthrough within our sample, and a polynomial approximation from which we

can recover the full distribution of passthrough elasticities.

Log-linear approximation. First, we use a first degree approximation of equation 16
in changes:
Awjy = a+ B + €0 + XL + B wje—1 + 8¢ + @ije, (17)

where th includes logs of { K}, th, Ujt, th_l, Lji—1,wji—1}. The parameter ¢; is a time-
fixed effect that absorbs the contribution of the aggregate price vector and all other
aggregate factors including aggregate labor supply L;,as well as the aggregate labor
market competition index I;.*"¢;;; is measurement error. The estimates of 37 and ¢
then give us the average elasticity of passthrough from TFP shocks to wages. Note that
among the characteristics, u;is unobserved and maybe correlated with the productivity
shocks. To control for the unobserved amenity and correct for the potential bias, we
assume that u;, is iid and following type 1 extreme value distribution. We then can

control for the potential bias by including the share of workers who work at firm j in

37The labor market competition index depends on the distribution of firms state variables, and all
moments that capture the distribution at time ¢ will be obsorbed by including the time effect ¢.
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certain markets. **We do this primarily to compare our approach with other estimates in
the literature which typically also obtain a scalar estimate for the average passthrough
elasticity (for example, Garin and Silverio (2022) and Juhn et al. (2018)). We also
use this specification to estimate average passthrough from changes in total TFP by
replacing the 5", + 5%, terms with ”Av;,. Finally, we interact all productivity terms
with indicators for negative shocks, allowing us to separately identify passthrough from

positive vs negative shocks.

Polynomial approximation. Second, we approximate equation 16 with a second de-
gree polynomial with full interaction terms across all the variables in the wage func-
tion.** We then obtain the passthrough elasticities by taking the derivative of the log
wage equation with respect to 7;; and €;;. Note that in this specification, we obtain a full
distribution of firm-year passthrough elasticities. Specifically, using persistent shocks as
an example, we have

g?,/jt = €Zv(mt, Gjtvyjty Wit—1, 3t), (18)

where the passthrough elasticity ggv is now indexed by subscript jt, varies across firms
over time, and depends on the level of firm inputs, size of the shocks, and other variables
in the firm’s information set. Recovering the full distribution of passthrough elastici-
ties allows us to examine both the conditional and unconditional relationships between

passthrough and firm characteristics such as size and employment share.

In both approaches, the set of exogenous firm characteristics, 7jt, includes 2-digit in-
dustry and firm age. The set of endogenous firm labor-force characteristics, th, includes
firm size (number of workers), the share of the firm in its local labor market (defined
by a four digit industry/municipality cell), and the firm-level means of worker ability,
experience and tenure. The vector th also includes the share of workers who remained
at the firm from the previous period, the share of employees who have a college degree,
are in a management position, or are in a white collar occupation, along with indicator

variables for each of these which equal one if the share is greater than zero.

Using the same methods, we decompose the passthrough from TFP shocks to wages

38In practice, we include three share variables in our analysis: the total employment share of a firm
in Denmark; the employment share of a firm in a market, in which we define a market as 4 digit industry
and municipality pair; and the mean of firm’s market shares across multiple markets (multi-established
firms).

39Gpecifically, the full specification includes change in log wage as a function of all terms in equation
17, the square of each term in equation 17, as well as the multiplicative interaction between all terms,
all in logs, as well as the lagged log wage.
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into passthrough to the MRPL and passthrough to the markdown. That is, we replace
the left hand side of equation 16 with the log of the MRPL or log markdown (obtained
by estimating the production function) and estimate passthrough to both in the same

fashion as passthrough to wages.*’

5 Estimation Results

5.1 Wages, Productivity, and Markdowns

Our model estimates give us the distributions of firm-level ability prices (W;,), worker
level ability (A;), the production function (F(Kj, L, Mj;)), and the distributions of
firm-level productivity (v};), the persistent shock (n;;), and the transitory shock (ej).
Knowledge of the production function also gives us the distributions of output elasticities
for capital (e ,), labor (e} ;,) and materials (¢},;,), returns to scale (RTS), the MRPL,
and firm-level markdowns (uj;). We report key moments of each of these distributions
in Table 1.4

TABLE I — CROSS-SECTIONAL MODEL ESTIMATES

Productivity Wages and Markdowns Output Elasticities

o 2 6 @ (5) © @O © @ 10

vie M &t wp MRPLjy  pjy RTSj ey epy Eng
Mean 0.00 0.01 -0.01 6.59 6.83 0.83 095 0.05 0.35 0.54
Std. Dev. 0.19 0.05 0.19 0.28 0.27 027 005 0.02 0.14 0.17
pl0 -0.22 -0.06 -0.21 6.26 6.52 0.55 088 0.03 0.16 0.33
p25 -0.10 -0.02 -0.11 6.45 6.69 0.66 091 0.04 0.26 0.43
pd0 0.01 0.01 -0.02 6.61 6.84 079 095 0.05 0.36 0.54
p75 0.10 0.03 0.08 6.76 6.98 094 098 0.06 0.45 0.66
p90 0.21 0.05 0.21 6.89 7.13 1.11 1.01  0.07 0.53 0.77
p99 0.52  0.12  0.57 7.27 7.52 1.85 1.08 0.10 0.68 0.91

Note: Table I shows cross sectional moments of the model estimates. The total number of firm-year observations is 374,000
rounded to the nearest thousand. Percentiles are calculated as the mean of the two adjacent milliles in order to avoid
disclosing sensitive information. For example, to calculate the median of a variable, we divide the distribution into 1000
quantiles (milliles) and report the mean of the pooled 500th and 501st milliles.

We find significant but comparatively low dispersion in firm level productivity and
productivity shocks (columns 1-3). The p90,/p10 TFP (v;;) ratio in our data covering the

entire Danish private sector is 1.54, while other studies tend to find ratios of around 1.9

40Since we have w;; = log ;1 + mrplj, we actually only have to estimate passthrough to two of the
three terms, since differencing those estimates automatically gives us the third.
4“1We also report the means by 2-digit industry for these variables in Appendix Table A.7.
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FIGURE 1 — DISTRIBUTIONS OF FIRM-LEVEL WAGES, MRPL, RTS, AND MARKDOWNS
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Note: This figure shows density plots of firm-level outcomes on a sample of about 374,000 firms-year observations. Density
plots exclude the top and bottom percentiles of their respective distributions.

even within narrow manufacturing industries.*? This is due to our approach in identifying
worker heterogeneity separately from firm productivity. In fact, as we show in Table A.8
in the Appendix, the dispersion in measured firm productivity in our data increases
significantly if we repeat the TFP estimation exercise without controlling for worker
ability.*® This is because worker ability is positively correlated with firm productivity
and cross-sectional heterogeneity in labor force quality drives a significant portion of

otherwise unexplained dispersion in firm outcomes.

We also find significant dispersion in the distribution of the (log) ability-adjusted
hourly wage, log Wj,. Firms at the 90th percentile pay about 70% higher wages con-
ditional on worker ability than those at the 10th percentile. Despite being estimated
using very different data, the distribution of the MRPL (column 5) is very similar to
the firm-level wage distribution. The difference between these distributions (plotted in
panel (a) of Figure 1) represents the log markdown, which we report in column 6 of
Table I. We find that the median firm pays workers 79% of their marginal product. The
majority of firms (about 82%) have markdowns of less than one. However, 18% of firms

pay workers more than their MRPL (panel (c¢) of Figure 1). Other papers which estimate

2For example, GNR find a mean p90/pl0 ratio of 1.86 for 3-digit industries in the Colombian
manufacturing sector, while Syverson (2011) reports an average ratio of 1.92 for 4-digit industries in the
U.S. manufacturing sector.

431n particular, when we repeat the TFP estimation procedure using raw hours of labor as the labor
input and report the resulting TFP distributions in appendix Table A.8. Relative to our baseline TFP
measures, the uncorrected total TFP (Vth) distribution is 37% more disperse (standard deviation of 0.26
vs 0.19) while the persistent shock (773Lt) is 60% more disperse (standard deviation of 0.08 vs 0.05).
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markdowns have found a similar (or larger) proportion of markdowns greater than one,
but have difficulty rationalizing the finding as their empirical and theoretical approaches

generally do not admit adjustment or other employment costs.

In contrast, in our model firms can set wages above the MRPL for two reasons. First,

if the expected future marginal benefit of labor is greater than the current marginal cost

of labor (aaTq;t < a%ﬁvjtﬂ), firms are constrained and may set wages higher than the

MRPL in order to keep workers in the firm to reap those expected future continuation

values. Second, transitory shocks may push worker wages above the firm’s MRPL. To

separate these effects, we construct the expected markdown prior to observing €;;:*°

el 0P, OV,
_ Wit jt TN [ E—
= 1 — — MRPL. ) 19
Hit 1—|—5Lth ( (8th OL; ) Jt) (19)

We find that 16% of firms have 7i;, > 1, suggesting that ex-post wage adjustment accounts
for 11% (i.e.: 2/18) of those markdowns greater than one with the remainder being due
to adjustment costs. Intuitively, firms that are hit with a large negative persistent
productivity shock (and thus experience a significant declines in MRPL through the
direct effect in equation 8) would prefer to reduce their labor input and scale production
down, lower wages, and increase the MRPL. However, if faced by significant downward
adjustment costs and sufficiently high expected future productivity, these firms may
instead find it optimal to keep their labor input above the level which would be optimal
if labor were a flexible input. We confirm this intuition in Figure 2 where we plot
the mean of 7i;, across quantiles of the n;; distribution. Average markdowns for firms
with positive shocks do not differ by shock size and are uniformly below one. However,
firms experiencing negative shocks see increasing (narrowing) markdowns. Very large
negative shocks are associated with average markdowns greater than one. We show

further evidence that firms face substantial adjustment costs in the subsequent sections.

While we cannot directly observe the adjustment cost terms without applying further

4Yeh et al. (2022) obtain a median inverse markdown of 1.364 (which is a markdown of 0.73) in
the US manufacturing sector, with an interquartile range of 0.6 and standard deviation of 0.7, implying
a significant share of firms with markdowns greater than one. Brooks et al. (2021) obtain a median
inverse markdown of 0.51 (a markdown of 1.96) using Indian data, implying that the median firm pays
workers twice their marginal product.

45Since all terms involving €;¢ enter the wage function multiplicatively, we can directly estimate
fe(eje) and £¢ = E[f¢(e;¢)] and set [i;, = ﬂjt%%~ See Appendix B.4 for details.
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FIGURE 2 — EXPECTED MARKDOWN (7i;;) BY SHOCK SIZE
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Note: This figure shows the average expected markdown (i.e., the markdown less the component due to the ex-post shock)
by quantiles of the persistent productivity shock 7;;. Each dot represents the mean of roughly 18700 observations.

structure to the model, we can use the existing model structure to estimate the labor
supply elasticities and thus the relative contribution of market power to markdowns
and wage setting. To do this, we directly nonparametrically estimate the labor supply
function, Lj;; = L(Wj;, Zj;) and recover the firm-level distribution of labor supply elas-
ticities 5Lth. We address the potential correlation between wages and unobserved labor
supply shifters by using a natural set of demand shifters arising from our model (firm
productivity) as instruments. The mean labor supply elasticity is 2.7, which implies (in
the absence of adjustment costs) a mean markdown of 0.73.% Since the actual mean
markdown is 0.83, we conclude that most firms are constrained by adjustment costs and
tend to over-employ (hoard) labor as a result.*” Similarly, the presence of adjustment
costs leads workers to earn significantly (14%) more of their marginal product than they

would in a world without such adjustment costs.*®

46We use several different strategies and find broadly similar results. Our estimated labor supply
elasticities are also consistent with theory, decreasing in firm market share and increasing in our measure
of the markdown. See Appendix B.5 for estimation details and further results. Seegmiller (2021) gets
remarkably similar mean labor supply elasticities and markdowns in a parametric model calibrated using
data on US firms. See Sokolova and Sorensen (2021) for an overview of the literature.

4"This implies that the second (bracketed) term in equation 19 is greater than one on average, and
so the marginal non-wage cost of labor is lower than the marginal expected future value. This means
firms are employing more labor than they would absent adjustment costs.

480ur model implicitly assumes that unobserved firm job amenities are uncorrelated with (shocks
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FIGURE 3 — CORRELATION OF WAGES, M RPL, RTS, AND MARKDOWNS WITH FIRM SIZE
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Note: This figure shows binscatter plots of firm-level outcomes by firm employment groups based on a sample of ap-
proximately 374,000 firms-year observations. Wages and MRPL are in logs, while returns to scale and markdowns are in
levels.

We plot the relationship between wages, MRPL, markdowns and firm size in Figure 3.
While (log) wages are positively correlated with firm size, the (log) MRPL has a u-shaped
relationship. Unlike other studies (e.g.: Yeh et al. (2022)), we find that markdowns do
not have a monotone relationship with size. Medium sized firms with 5 to 20 employees
have the narrowest markdowns, paying 85% of MRPL on average, while smaller and
larger firms tend to have wider markdowns. Firms with more than 100 employees have
In fact, the

employment (and revenue) weighted mean markdown is 0.7, suggesting that most workers

the widest markdowns, paying only around 71% of MRPL on average.

only get paid slightly more than 2/3rds of their marginal product.*?

To further study what drives variation in market power, we plot the relationship
between markdowns and productivity, worker ability, and the labor share of revenue
in Figure 4. More productive firms, and firms with high average worker ability, tend

to have low markdowns.”® This has strong implications for the distributional effects

to) TFP. To the extent that these are positively correlated, our estimates represent an upper bound on
the labor supply elasticities, and so our intuition about the effect of adjustment costs on wage setting
represents a lower-bound. See Seegmiller (2021) for a discussion of this issue in a related setting.

49These markdowns have been narrowing over time as firm-level ability-adjusted wages in Denmark
have been increasing. Appendix Figure A.4 plots growth in wj; over time, where we have normalized
the first year to 0. We see growth of 0.232 log points, or 26% over 10 years. We also plot the normalized
growth of the log markdown and log MRPL. The average MRPL has increased by 0.084 log points,
which is substantial, but most of the growth in average wages has come from a dramatic narrowing of
the (unweighted) average markdown — from 0.766 in 2001 to 0.892 in 2010 (0.148 log points). Danish
workers received much more of their marginal product in 2010 than in 2001.

%0This negative relationship is even stronger between markdowns and the MRPL, though markdowns
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FIGURE 4 — CORRELATION OF MARKDOWNS WITH PRODUCTIVITY, LABOR SHARES, AND
WORKER ABILITY
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Note: This figure shows binscatter plots of firm-level markdowns by equal-sized groups of firm productivity (w;), labor
share of revenue, and mean worker ability, based on a sample of approximately 374,000 firms-year observations. Produc-
tivity and worker ability are in logs, while labor shares and markdowns are in levels.

of anti-trust policy applied to labor markets, as a broad reduction in firm-level labor
market power may disproportionately benefit high wage, high ability workers and increase
wage inequality. Markdowns have a U-shaped relationship with the firm’s labor share of
revenue. Labor market power generally decreases as labor becomes more important in a

firm, though this doesn’t hold for firms with small labor shares.?

The last 4 columns of Table I report the returns to scale and output elasticities. Our
output elasticities are in line with production function estimation literature and give us
a mean returns to scale of 0.95 with a standard deviation of 0.05.°> About 13% of our
firms have returns to scale greater than one, but while our output elasticities display
significant dispersion across firms (greater than returns to scale), none in our sample lie
above one, implying strictly decreasing returns to each input. We find that output is
much more sensitive to changes in materials than labor, suggesting that the materials
input passthrough channel discussed in section 2.2 may dominate the labor input channel
for most firms (a fact which our passthrough to MRPL results will confirm). Figure 3

shows that larger firms tend to have much greater returns to scale.

are still positively correlated with the wage as we show in Appendix Figure A.5.

51Part of this correlation comes from the fact that highly productive firms tend to have lower labor
shares. See Appendix Figure A.5.

52For example, GNR find average capital, labor, and intermediate output elasticities of 0.16, 0.38 and
0.55 in Colombia and 0.14, 0.35 and 0.54 in Chile. These are very similar to ours, despite the fact that
GNR only use manufacturing firms, treat labor as predetermined, and do not adjust for labor quality.
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5.2 Passthrough from Firm Shocks to Wages

Table II displays our baseline results for average passthrough from estimating equa-
tion 17. Column 1 shows the average passthrough from changes in total TFP, Avj,
whereas column 2 shows the passthrough elasticity for positive and negative changes in
total TFP. We find that, on average, firms pass 32.0% of total TFP changes to workers’
(ability adjusted) hourly wages. The effect of a positive TFP change on wages is higher
than the effect of a negative change, with firms passing 39.7% of positive changes in
TFP to wages, but only a 25.4% of negative to wages, suggesting that firms provide

some degree of insurance against negative shocks to their workers.

Columns 3 and 4 show the results from estimating equation 17 for shocks to the per-
sistent and transitory components of productivity, 7;; and €;;. We find that on average,
firms pass 37.8% of persistent shocks to wages. This also hides significant asymmetry
in the passthrough. The passthrough from persistent shocks is positively asymmetric,

comparing 42.0% from a positive shock to 31.8% passthrough from negative shocks.?

We then decompose passthrough to wages into the passthrough to the firm’s MRPL
and the passthrough to markdowns. We obtain the average passthrough to each by
running the same regression as for passthrough to wages, but replacing the dependent
variable with changes in (log) MRPL and markdowns. Column (5) of Table II shows
that a 1% increase in persistent productivity leads to a 2.11% increase in the MRPL.
This means that the material channel in equation 8 is positive and greater than one,
that the MRPL increases with materials, and that this increase dominates the negative
effect of the labor channel on the marginal product and the wage. We can also conclude
that demand for materials is very elastic to persistent productivity shocks relative to
labor, which is consistent with the assumptions that A, is a flexible input which does
not face adjustment costs, while L;, is subject to significant adjustment costs. Models
and empirical frameworks built on value-added production functions cannot account for

this key component of passthrough and wage setting.

53 All of these results are statistically and economically significant and represent a large variation in
firm-level wages. For example, given a passthrough elasticity equal to 0.32 and a mean hourly wage
of $38 (in 2010 USD with an exchange rate of 5.6), a one standard deviation change in firm TFP
implies a $2.30 change in hourly wage or a $3,834 change in yearly income for a full-time worker. These
passthrough estimates are significantly larger than most previous estimates using firm-level wages and
value-added or output shocks. In a recent review, Card et al. (2018) report that the average elasticities
estimated by such papers range from 0.02 to 0.29. This is compared to the average passthrough of 0.38
we find from persistent shocks. We discuss why the rest of the literature finds lower estimates later in
this section.
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TABLE II — PASSTHROUGH FROM TFP TO WAGES

Awjy Amrply, Alog jujt
Level ~Pos/Neg Level Pos/Neg Level Pos/Neg Level Pos/Neg
(1) (2) (3) 4) () (6) (7) )

Av;;  0.320
(0.002)
Av >0 0.397
(0.004)
Av <0 0.254
(0.004)
n 0.378 2.106 -1.728
(0.006) (0.006) (0.009)
n>0 0.420 2.277 -1.858
(0.011) (0.010) (0.015)
n<1 0.318 1.950 -1.632
(0.011) (0.010) (0.014)
€ 0.289 0.965 -0.677
(0.003) (0.003) (0.004)
e>0 0.261 0.958 -0.697
(0.004) (0.003) (0.005)
e<0 0.314 0.970 -0.656
(0.004) (0.003) (0.005)

R? 0.240 0.241 0.241 0.241 0.477 0.478 0.297 0.297
Number of Observations: 374,000

Note: Table II shows the regression coefficients for a series of firm-level panel regressions. Each regression includes year
and industry-fixed effects and a series of firm-level controls such as firm age, firm size, and characteristics of the workforce
(average tenure, average estimated ability, share of white collar workers). Observations rounded to the nearest thousand.

Column 7 shows that the passthrough of n;; to markdowns is negative, as predicted,
and also very high. A 1% increase in persistent productivity leads to a 1.73% decrease
(widening) of the firm’s markdown. This is due to a combination of a decreasing labor
supply elasticity (as firms move up their labor supply curve), and an increase in the cost

of employing those workers relative to the expected future gains from their employment.*

The average passthrough from transitory shocks (e;;) is somewhat lower at 28.9% and
negatively asymmetric, with an estimate of 26.1% for positive and 31.4% for negative
shocks. Firms do not adjust their input choices after a transitory shock €;; by assump-
tion, so the passthrough from transitory shocks have different implications relative to

persistent shocks. The model implies that passthrough of €;; to the MRPL is equal to 1,

4By construction, the relationship between wages, markdowns and the MRPL imply that column 3
is the sum of columns 5 and 7, and likewise for 4, 6 and 8.
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TABLE III — THE DISTRIBUTION OF PASSTHROUGH ELASTICITIES

Variables Mean St. Dev. pl0 p25 p50 P75 p90 P99

EZ 0.356  0.178  0.147 0237 0.346 0464 0.582 0.831
el BPL 2205 0.614 1516 1.815 2143 2538 2.987 3.984
eh -1.849 0548 -2.564 -2.146  -1.789 -1.488 -1.232 -0.715

Number of Observations: 374,000

Note: Table III shows the cross sectional moments of the firm-level elasticities of wages, MRPL, and markdowns with
respect to 1. Observations rounded to the nearest thousand. All percentiles are the mean of two adjacent milliles.

while the passthrough to markdowns is determined entirely by the bonus function:

dlogp;; 0
dEjt n ant

log f*(ej0) — 1. (20)

We find a (roughly symmetric) passthrough from €, to the MRPL of 0.97 (column 5),
which is very close to our model prediction. We conclude that the negative asymmetry of
the wage passthrough result is due entirely to the asymmetric passthrough of transitory
shocks to markdowns. Here, we find an average passthrough of -0.68, with positive shocks
decreasing (widening) the markdown by 0.70 and negative shocks increasing (narrowing)
the markdown by 0.66. From equation 20 we then know that 0log f¢/0¢;; = 0.32, or 0.3
for positive shocks and 0.34 for negative shocks, implying that f¢(e;;) is concave. This is
consistent with our direct estimates of f¢(e;;) in Appendix B.4. Firms are more likely to
temporarily set wages below their expected value after a negative transitory shock than

above expectations after a positive transitory shock.

We report key cross-sectional moments derived from our flexible approach to esti-
mating the firm-level distribution of passthrough elasticities (equation 18) in Table III.5
Although the the mean elasticities are very similar to our linear approach, we find signif-
icant dispersion in passthrough across firms due to variation in production technology,
market power, and adjustment costs.’® In subsequent sections, we use this heterogeneity

to investigate the mechanisms behind passthrough and wage setting.

Passthrough Using Other Measures of Firm Shocks. A key contribution of this
paper is to model how firms set wages in response to changes in their fundamental pro-

ductivity, and to show how these productivity shocks can be identified in the presence of

55 Appendix Figure A.6 shows the full cross sectional distribution of each variable.
56In a model without these frictions and without production heterogeneity, these distributions would
collapse to a single point. See Section 6.2 and Appendix B.3 for further discussion.
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TABLE IV — PASSTHROUGH ACROSS DIFFERENT DEFINITIONS OF TFP

Baseline Baseline TFP Value Added MRPL
Av n Avt AYVA Amrpl
(1) (2) (3) (4) (5) (6) (7)
Elasticity 0.313 0.369 0.522 0.066 0.126 0.191 0.139
(0.002) (0.006)  (0.002) (0.001) (0.001) (0.002) (0.004)

R? 0.235 0.236 0.305 0.211 0.239 0.216 0.213
Ability Yes Yes No Yes No Yes Yes
2S5LS No No No No No No Yes

Number of Observations: 368,000

Note: Table IV shows the regression coefficients from a series of firm-level panel regressions for different definitions of firm
shocks. The “Ability” row indicates whether the LHS variable was Aw;; (“Yes”) or change in mean hourly wage without
ability controls (“No”). The “2SLS” row indicates whether the firm shock variable was instrumented by n;; (“Yes”) or
not. Each regression includes year and industry-fixed effects and a series of firm-level controls such as firm age, firm size,
and characteristics of the workforce (average tenure, average estimated ability, share of white collar workers). Number of
observations rounded to the nearest thousand. Columns (1) and (2) re-calculate our main results using a reduced sample
that is consistent across all specifications.

endogenous firm inputs and unobserved worker ability. This is in contrast to the bulk of
the literature on rent sharing and passthrough of firm shocks to wages, which generally
proxies firm shocks using value-added or profits per worker or other similar measures
of firm performance.”” Because these measures of firm performance are themselves en-
dogenous functions of the underlying productivity process, as well as the passthrough
mechanisms we have discussed so far, measuring their correlation with wages may re-
sult in estimates of passthrough which do not represent the true relationship between
firm-level risk, rent-sharing and wages. This is true even if the research design includes
successful corrections for omitted variable bias (as in Kline et al. (2019) or other papers
which use instruments for firm shocks). Similarly, measuring firm performance using
structural measures of productivity without controlling for unobserved variation in la-
bor quality also results in biased estimates of the passthrough elasticity, as changes in

productivity will be conflated with endogenous changes in labor quality at the firm.

To assess how our measure differs from and contributes to the existing literature, we
run variations of our baseline log-linear regression (equation 17) using several alternative
measures of firm performance and show the results in Table IV. The first two columns are
the average passthrough from Awv;; and 7;; and reproduce our baseline results of section

5. To show the importance of controlling for unobserved labor quality, we estimate a

5TThe most common method, used by papers such as Guiso et al. (2005), Fagereng et al. (2017),
Juhn et al. (2018), Card et al. (2018), and Friedrich et al. (2019) is to use a (sometimes residualized)
measure of value-added or value-added per worker. Similarly, Berger et al. (2022) consider value-added
per worker shocks when they measure passthrough in their structural model.
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measure of productivity (l/][{t) using the same procedure as described in section 4.2 with
the only difference being that the labor input is set to the total number of hours of labor
without weighting by ability, i.e.: Lj; = Hj,. We find that failing to correct for worker
ability (shown in the third column) biases our passthrough elasticity up to almost double
the baseline result (0.522 versus 0.313).%® The reason for this bias is intuitive. Without
controlling for unobserved ability, our left-hand side variable is the mean wage within
the firm, or E[A;;W;;]. This will be correlated both with l/th and with unobserved ability,
which is now also present in the residual on the right-hand side. This leads to omitted
variable bias, where changes in productivity are positively correlated with unobserved

ability, both of which are positively correlated with the mean wage.

We then evaluate the importance of using an exogenous measure of firm productiv-
ity rather than endogenous measures such as value-added when studying passthrough.
To do this, we replace the measure of productivity with changes in value added per
worker (other variables are unchanged from the baseline) in column 4, and in MRPL
in column 6.° The results show that using endogenous measures of firm performance
drastically under-estimates true passthrough from productivity to wages. This is be-
cause firms adjust labor and material inputs in response to productivity shocks, which
changes the MRPL (and value added per worker). When one estimates the passthrough
from the MRPL to wages, this endogenous response is missed. Because the change in
MRPL is much greater than the underlying change in productivity (our estimated aver-
age passthrough to the MRPL above is 2.1), the responsiveness of wages to the MRPL
will be much smaller than the true responsiveness of wages to the underlying productiv-
ity shock. Since productivity and the MRPL are positively correlated, using instruments
for the MRPL or value added to correct for unobserved productivity will actually de-
crease the passthrough estimates further. We show this in column 7 of Table IV, where
we run the same regression as column 6, but instrument the change in log MRPL with
nje, our “true” measure of the exogenous change in productivity. As expected, average

passthrough declines from 0.19 to 0.14.

Lastly we repeat the previous exercises by removing both the ability-adjusted wage

8Specifically, the third column uses the uncorrected measure of productivity z/th instead of v;;, and
uses the mean individual hourly wage at the firm as our measure of the wage instead of the ability price
we recover from our two-sided fixed effect model. In this alternate regression we additionally exclude
the measure of average worker ability from th_l.

*Note that in a model with a log-linear production function (such as a Cobb-Douglas), the MRPL
and value-added/output/revenue per worker (depending on how output is defined) are equivalent up to
a constant, while in our flexible framework this will generally not be true.
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TABLE V — PASSTHROUGH ELASTICITIES ACROSS DIFFERENT SHOCKS

Variables Awj Amrply,  Alog ;i
n @ (3)
Idiosyncratic shocks  0.425 2.256 -1.731
(0.007)  (0.006) (0.009)
Industry shocks 0.074 1.071 -0.997
(0.020)  (0.018) (0.027)
Aggregate shocks 1.175 1.140 0.035
(0.047)  (0.043) (0.064)
R? 0.235  0.470 0.285

Note: Table shows the passthrough elasticity of wages, MRPL and markdowns with respect to the idiosyncratic shocks,
industry level shocks, and aggregate shocks. This analysis includes all controls in our baseline analysis. Number of
observations rounded to the nearest thousand.

and using value added per-worker instead of TFP shocks. Confirming our intuition
about the direction of the biases, the average passthrough elasticity from value-added
to the mean wage is 0.126 (column 5), which is biased up relative to the exercise with
value-added and ability-adjusted wages, and biased down relative to our estimates with
structural measures of productivity. This specification is most closely related to the
measures of passthrough in much of the literature, and the estimate we get from this
specification closely matches what these other papers find (see Card et al. (2018)). This
emphasizes the importance of correcting both for the endogeneity of firm inputs, and

unobserved labor quality, when estimating the link between wage setting and firm shocks.

Passthrough of Aggregate Shocks. We examine how passthrough differs for aggre-
gate vs idiosyncratic shocks, by constructing measures of annual economy-wide shocks,
industry-level shocks, and idiosyncratic shocks following Carlsson et al. (2015) and esti-
mating passthrough from each. In particular, we project n;; onto a set of year indicator
variables, which gives us the average annual persistent change in productivity. We then
take the residuals from this procedure and project them on a full set of industry-year
indicator variables, providing industry-level productivity shocks. The residuals from this
last procedure are purely idiosyncratic firm-level shocks to productivity. We estimate
passthrough to wages, markdowns and the MRPL for each and present the results in Ta-
ble V. Passthrough from the residualized idiosyncratic component of 7;; is similar to our
baseline results. Passthrough of industry-level shocks is very small, at 0.07. This is due
to passthrough to markdowns and the MRPL both being almost exactly 1 in absolute

value and much smaller than passthrough of idiosyncratic shocks.
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Intuitively, while individual firms face elastic short run material supply curves, this
curve is much less elastic at the industry level. This leads the labor and materials
channels to cancel each other out in passthrough to the MRPL (equation 8), leaving only
the direct effect. Passthrough to the markdown is also smaller because, while increased
industry productivity increases relative industry employment, this effect is weaker than
the within-industry effect, suggesting that firm-level labor supply elasticities are higher
than industry-level elasticities. At the aggregate (national) level, passthrough to the
MRPL is slightly greater than 1, and there is no passthrough of aggregate shocks to
firm-level markdowns. This likely reflects that the national-level labor supply curve is
almost perfectly inelastic in the short run, so aggregate shocks affect the labor channel
even less than the materials channel in passthrough to the MRPL. Similarly, since an
aggregate shock does not change relative market shares in the short run, we see no
passthrough to markdowns. These results suggest that market power plays a significant

role in driving passthrough from idiosyncratic shocks, but not aggregate shocks.

5.3 Firm Size, Market Share, and Passthrough

Using the polynomial approximation method described in section 4.3, we recover the
entire distribution of passthrough elasticities for all firms in each year, which allows us to
examine how passthrough varies across different dimensions of firm heterogeneity and use
this variation to learn about the underlying mechanisms. For example, more productive
firms tend to be bigger and account for a larger share of labor and other input markets
than less productive firms. Does this translate into more or less passthrough from TFP
shocks to wages? As discussed earlier, a standard oligopsonistic model of labor supply
and competition predicts that larger firms will have less passthrough to wages. This is

consistent with what we find in the data.

Figure 5 shows that passthrough to wages is negatively correlated with firm employ-
ment level. Small companies pass a significantly larger proportion of productivity shocks
to wages than large companies (panel a), especially relative to those with 100 workers or
more, for which the passthrough elasticity is less than 0.1 on average. This suggests that
worker level passthrough elasticities are significantly lower than firm level passthrough
elasticities on average, since the majority of workers work at large firms.® This decline

in the passthrough elasticity is due to a decline in the difference between the passthrough

60Using similar data and methods, Chan et al. (2022) find an average worker-level passthrough
elasticity in Denmark of 0.08.
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FIGURE 5 — PASSTHROUGH BY FIRM SIZE
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Note: This figure shows binscatter plots the average passthrough to firm-level markdowns (in absolute value), MRPL,
and wages from a persistent shock to firm TFP, n;;, within firm size groups, based on a sample of approximately 374,000
firms-year observations. The values on panel (a) for each firm employment bin are equal to the difference between the
average MRPL and markdown values for each bin on panel (b).

to MRPL and markdowns, shown in panel (b) of Figure 5.

Interestingly, the presence of oligopolistic labor market power predicts that passthrough
to the MRPL and markdowns should increase in absolute value for larger firms.®t We
find the opposite, with larger firms adjusting their MRPL and markdowns in response
to productivity shocks much less than smaller firms. This is also true if we look at how
passthrough varies across labor market shares.®> This decomposition shows that oligop-
sony power in labor markets cannot be the sole driver of passthrough and wage setting.
Instead, we find patterns that are consistent also with the presence of adjustment costs
and production heterogeneity, suggesting that all three mechanisms play an important
role. We explore the relative contributions and importance of these mechanisms in the

next section.

61See section 2.2 and Appendix B.3 for discussion and details.

62We show the relationship between labor market share and our passthrough elasticities in Appendix
Figure A.7. To get a firm-level measure of labor market share, we define a labor market as a municipality
and 4-digit industry pair and calculate the share of workers at each firm within each market. Since firms
often operate in multiple municipalities, we then take the average share for each firm across all the
markets in which it operates (in each year) and use this as our measure of firm labor market share.
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6 Passthrough Heterogeneity and Mechanisms

In our model, cross-sectional differences in passthrough and wage setting are driven
by three mechanisms: heterogeneity in production technology, labor market power, and
adjustment or employment costs. However, our model also nests the possibility that
none of these factors play a role in wage setting—i.e., that firms have common (e.g.:
Cobb-douglas) output and substitution elasticities, common labor supply elasticities,
and no adjustment costs. In this section, we test this null-hypothesis by examining how
passthrough varies across different indicators of these mechanisms. We then measure
the relative importance of each mechanism by estimating counter-factual passthrough

elasticity distributions under different restrictions on the model.

6.1 Evidence of the Mechanisms

The Role of Technology. Our model predicts that firms with higher materials out-
put elasticities should have higher passthrough to wages, whereas firms with higher labor
output elasticities should see less (see equation 8). To see whether is the case, we regress
the firm level passthrough elasticity on lagged firm output elasticities. Intuitively, if het-
erogeneous technology plays no role (as with a Cobb-Douglas production function), then
we should find little or no relationship between output elasticities and the passthrough.
Panel A in Table VI shows results from univariate regressions (columns 1 to 3) of the
firm-time-level wage, markdown and MRPL passthrough elasticities on the firm-time-
level output elasticities. We find the output elasticities of material and labor are both
negatively correlated with the passthrough elasticity. This is likely because larger firms
have both lower passthrough (Figure 5), greater output elasticities, and higher returns to
scale (Figure 3). We control for this in columns 4 to 6 by including firm characteristics
(i.e., lags of productivity, size, capital and firm age) and firm-level fixed effects in the re-
gression. We see that the coefficients from the wage passthrough elasticity regression on
the labor output elasticity remains negative while those on the material output elasticity
coefficient become positive as expected. We conclude that heterogeneity in production

technology across firms and time is a significant driver of wages and passthrough.

The Role of Market Power. We use the same approach to examine the role of labor
market power in wage setting and passthrough. Here our measures of market power
are the (firm-time) labor market share (defined in section 5.3) and an industry-level

market concentration measure which we construct as the Herfindahl-Hirschman Index
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TABLE VI — PASSTHROUGH MECHANISMS

Univariate Regressions Multivariate Regressions

n @ G @ 6B ©
ggv el 8717\/11%PL EZV el 871;/[1%PL

Panel A: The Role of Technology
el -0.193  -0.732  0.540 0.059  -1.043  1.102
(0.002) (0.005) (0.006) (0.003) (0.009) (0.009)
R? 0.033 0.049 0.021 0.835 0.840 0.884
ef -0.075  1.651  -1.726 -0.110  1.896  -2.006
(0.002) (0.006) (0.007) (0.003) (0.010) (0.010)
R? 0.004 0.181 0.157 0.836 0.851 0.893
Panel B: Labor Market Power
Market Share -0.245  -0.009 -0.236 -0.102  -0.161 0.058
(0.001) (0.004) (0.004) (0.001) (0.005) (0.004)
R? 0.113 0.000 0.009 0.838 0.833 0.877
Market Concentration -0.300  0.346  -0.646 -0.046  -0.174  0.127
(0.003) (0.010) (0.011) (0.002) (0.009) (0.009)
R? 0.023 0.003 0.009 0.492 0.188 0.337
Panel C: Adjustment Costs

Mean Tenure -0.077  0.139  -0.215 -0.095 0.031  -0.126
(0.000) (0.001) (0.0021 (0.001) (0.002) (0.002)
R? 0.087 0.029 0.057 0.847 0.832 0.878
Labor Churn 0.363  -1.431 1.794 0.255  -1.318  1.573
(0.003) (0.008) (0.009) (0.002) (0.008) (0.008)
R? 0.046 0.074 0.093 0.512 0.247 0.405

Note: Table VI is from a series of univariate (columns 1 to 3) and multivariate (columns 4 to 6) firm-level panel regressions
of passthrough elasticities on (lagged) firm characteristics. The additional controls included in the multivariate regressions
are: Lagged persistent firm level productivity (w;¢—1), log firm size, log capital, firm age, and firm-level fixed effects, except
in the market concentration and labor churn regressions where we exclude the fixed effect. This is because concentration
and churn are measured at the industry and market level and are thus swept up by the fixed effects, leaving us with little
to no identifying variation.

of firm shares of the total labor cost (wages plus pension contributions) within a 4-digit
industry in a given year. Firms with higher employment shares, or which operate in
industries which are more concentrated in terms of labor costs, are more likely to operate
with greater market power and face lower labor supply elasticities (Figure A.3). We
showed previously that average passthrough to wages is declining in firm size and labor
market share, which is consistent with both our flexible model and standard parametric
oligopsonistic models of labor market competition such as in Manning (2021), Chan et al.
(2021), and Berger et al. (2022). However, while our theory predicts that passthrough

to the MRPL and markdown are increasing (in absolute value) in size and market share,
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we show in Figure A.7 and panel B of Table VI that the unconditional relationship is
the opposite.®> Once we control for firm characteristics (including lagged firm size) in
columns 4 to 6, we find that the signs for passthrough to markdowns and the MRPL

have flipped, as is consistent with our theoretical predictions.%*

The Role of Adjustment Costs. In section 5.1 we show that adjustment costs likely
play a significant role in wage setting. To study their impact on passthrough, we analyze
the relationship between estimated passthrough elasticities and two proxies of labor
adjustment costs. The first proxy is the average tenure of workers employed at a firm,

%  Firms facing higher costs adjust

which reflects higher costs of employee turnover.
labor inputs (and thus wages) less in response to productivity shocks, leading to lower
passthrough. Our second proxy for adjustment costs is employment churn in the labor
market.% Higher churn indicates lower adjustment costs. The bottom two panels of
Table VI show our results. Overall we find that firms with higher average worker tenure
(high adjustment costs) exhibit lower overall passthrough to wages, while firms in markets

with high churn (lower adjustment costs) have higher passthrough.

We find further evidence that adjustment costs play an important role in wage setting
and passthrough by looking at how wage setting responds to shocks of different sizes and
direction. The presence of adjustment costs may generate differential passthrough for
positive and negative shocks (as we find in Table II), and very different responses to
large shocks versus small shocks (e.g.: Hopenhayn and Rogerson (1993)). In contrast,
models without adjustment costs generate smooth relationships between productivity
shocks and wages regardless of the size or sign of the shock. To examine this, we divide
the n;; distribution into equally sized quintiles for positive and negative shocks. We run
our baseline log-linear passthrough regression, interacting 7;, with indicators for these
quintiles. The resulting coefficients on 7;; are plotted on Figure 6. On the right side,
indicated by blue squares, we observe that passthrough for small positive shocks is high
and decreases as the magnitude of the positive shock increases. Conversely, for negative

shocks, firms do not adjust wages (on average) for small magnitudes, as indicated by

63We also construct measures of concentration using revenue shares and employment shares and find
very similar results.

64See the fifth exercise in Appendix B.3 where we explore a case when firms are not atomistic and
the labor supply elasticity is an endogenous function of firm size (as in Berger et al. (2022) and Chan
et al. (2021)).

65See Seegmiller (2021) for a discussion of the link between worker tenure and adjustment costs.

66For each firm, we define the market churn as the share of all workers within that firm’s 4-digit
industry who separate from their job (as opposed to staying) in a given year.
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FIGURE 6 — ASYMMETRIC PASSTHROUGH FROM TFP SHOCKS TO WAGES
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Note: This figure shows the passthrough to firm-level wages for positive and negative shocks. The smooth and dashed
lines represent 95% confidence intervals.

the imprecise estimates close to zero. Passthrough then increases as the magnitude of
the negative shock becomes larger. This suggests that firms face higher separation costs
than hiring costs, limiting their ability to reduce labor input when experiencing negative
shocks. This asymmetry aligns with our findings in section 5.1, which indicate that
adjustment costs lead firms to hoard labor, resulting in higher wages and employment.
These results collectively demonstrate the importance of all three mechanisms in driving

the degree of passthrough and how it varies across firms.

6.2 The Role of Labor Market Imperfections in Passthrough

In this section, we use the structure of the model to measure the relative importance
of each passthrough mechanism by constructing counter-factual passthrough elasticity

distributions under different restrictions on the model.%”

Case 1: We first consider passthrough in a counter-factual model with atomistic firms,
no adjustment costs, and log-linear production and labor supply functions. In Appendix
B.3, we show that passthrough in this case is constant. To calculate this constant in our
model and data, we set the Cobb-Douglas output elasticities (s and ay) equal to the

mean output elasticities for materials and labor from our flexible production function

6"We perform a similar theoretical exercise in Appendix B.3.
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TABLE VII — COUNTERFACTUAL MOMENTS

Case 1 Case 2 Case 3
ey ey ey eEPL ¢
Mean 1.34 2.22 1.21 1.41 -0.20
P50 1.34 1.56 1.22 1.31 -0.06
SD 0.00 1.71 0.17 0.24 0.32
Case 4 Baseline
671;[/ 671;/IRPL el 671;[/ 5717\4RPL el

Mean  1.97 229  -0.32 0.36 220 -1.84
P50 1.42 1.61 -0.08 0.34 213 -1.78
SD 1.59 1.87 0.66 0.18  0.60 0.54

Note: Table VIT shows the cross sectional moments of the firm-level elasticities of wages, MRPL, and markdowns with
respect to 7. Number of observations rounded to the nearest thousand.

estimation (see Table T). We also choose a fixed labor supply elasticity parameter ef, of
2.7, which corresponds to our estimate of the mean labor supply elasticity in section 5.1.
We find a constant passthrough of 1.34 (see Case 1 in Table VII), which is much higher
than in the full model and data (the baseline panel in Table VII).

Case 2: Our second counter-factual builds on the first by adding in the full flexible
production function estimates from the model.®® We keep our chosen level of €&,, but
now calculate all the other terms in the passthrough expression using the estimated pro-
duction function. Since markdowns are constant, there is no passthrough to markdowns,
but passthrough to the MRPL, and thus to wages, is no longer a constant across firms.
We see that allowing for heterogeneous output elasticities and a flexible production func-
tion increases mean passthrough relative to the log-linear case. Average passthrough is
much higher than the baseline estimate (2.22 versus 0.36) and also more disperse (stan-
dard deviation of 1.71 versus 0.18). This suggests that the presence of market power
and adjustment costs act to both significantly reduce the level of passthrough, as well
as compress the distribution of passthrough. In this way, the presence of labor market
imperfections appears to reduce labor income risk by dampening the response of firms

to productivity shocks.

Case 3: Our third counter-factual examines the effect of labor market power. Here we

return to the Cobb-Douglas case without adjustment costs, but assume that the labor

68This corresponds to the third exercise in Appendix B.3.
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supply curve is generated by a simple logit supply system such that the labor supply
elasticity for each firm is equal to eLWj .= ELWk(l — Sjt), where ELWk is a parameter that
varies by industry (indexed by k)% and Sj; is the firm’s local labor market employment
share.”® We find that, relative to Case 1, adding a simple labor supply model with
endogenous markdowns reduces average passthrough from 1.34 to 1.21. Passthrough
to the MRPL goes up relative to Case 1, but that increase is offset by passthrough to
markdowns of -0.2. Note that this also demonstrates the degree to which heterogeneity
in market power affects not just passthrough to markdowns, but also passthrough to the
MRPL through the labor demand elasticity (since there is no other source of passthrough
heterogeneity here, but we still see significant heterogeneity in passthrough to MRPL).
Notably, because passthrough to the MRPL and markdowns are correlated, the resulting
dispersion in passthrough to the wage is much lower than dispersion in passthrough to
both MRPL and markdowns. We show in Appendix B.3 that in this setting, passthrough

to wages is decreasing while passthrough to the MRPL and markdowns are increasing in

absolute value, confirming our earlier discussions in sections 5.3 and 6.1.

Case 4: Our fourth counter-factual combines the previous two, allowing for a fully
flexible production function with the same simple logit labor supply model. As with Case
3 vs. Case 1, we can see here that the addition of a simple market friction (endogenous
labor supply elasticities) reduces passthrough to wages (1.97) relative to the Case 2 (2.22),
which has flexible production but no passthrough to markdowns. While passthrough to
the MRPL increases in size and dispersion, passthrough to the markdown acts to dampen

this increase, reducing dispersion in passthrough to wages relative to Case 2.

Overall, we can see that relative to the constant passthrough of Case 1, the addition
of the flexible production technology and labor market power increases passthrough to
the MRPL towards the baseline level (mean of 2.2), while also moving passthrough to
markdowns towards the baseline average of -1.85. The remaining gap between Case
4 and the baseline case is still quite large (especially with respect to passthrough to
markdowns), which suggests that there is a large potential role both for adjustment costs,

and for more complex labor supply mechanisms to play in driving observed passthrough.

69We choose ELWk such that F [?LW].(I — Sjt)] equals the mean estimated labor supply elasticity for

that industry (see Table A.9) given the distribution of market shares in the data.
"0This case corresponds to a parameterized version of exercise 5 in section B.3. Passthrough to
markdowns, MRPL and wages are calculated using equations A.17 and A.18.
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6.3 Labor Market Imperfections and Income Risk

Our counterfactual results above suggest that the presence of market imperfections
such as endogenous labor supply elasticities and adjustment costs reduce labor income
volatility relative to a counter-factual world with little market power and no adjustment
costs (as in Case 2). To examine this, we construct the predicted distribution of changes
in log wages that arises from shocks to persistent productivity in both our baseline
estimates (by multiplying each firm’s passthrough elasticity 5$t by n;:) and our counter-
factual settings (multiplying each firm’s counter-factual passthrough elasticity by n;).
We denote the dispersion (standard deviation) of these predicted wage changes as AZ,
where ¢ € {b,1,2,3,4} indicates whether the change distribution was calculated using
the baseline (b) or counter-factual (1 to 4) elasticity distributions. We take A% as a
measure of income volatility arising from firm risk. In a perfectly competitive world
with no passthrough to wages, this measure would be zero as wages are not exposed
to idiosyncratic firm risk. If passthrough is greater than zero, then this measure will
depend on the dispersion of the productivity shock and passthrough distributions and

the correlation between the two.

The baseline measure, Ag, calculated using our full passthrough elasticity and 7
distributions is 0.019. This is much lower than the volatility measure calculated under
counter-factual case 2 (A%) which we calculate as 0.083. Since case 2 allows for a fully
flexible technological response to productivity shocks, but shuts down adjustment costs
and endogenous market power, this implies that labor market imperfections may reduce
wage volatility arising from firm risk by over 77%. This income volatility is more than
4 times higher in a setting without frictions (case 2) relative to our estimated baseline.
The volatility under counter-factual case 2 is also larger than for case 1, which similarly
has no labor market frictions (other than a fixed supply elasticity) but a Cobb-Douglas
production function. We find A}] = 0.067, suggesting that allowing for a flexible pro-
duction function increases income risk via additional dispersion in the MRPL. We also
calculate A% = (0.041 and A% = 0.074 for cases 3 and 4 respectively. The estimate for
case 4 shows that adding even a simple market imperfection such as a basic logit labor
supply mechanism significantly reduces worker income exposure to firm risk (a volatility
measure of 0.074 versus 0.083).
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7 Conclusions

In this paper, we develop a simple yet general dynamic model of the firm. We use
this model to illuminate the mechanisms that link firm wages to idiosyncratic changes in
firm productivity. While a significant body of literature has highlighted the importance
of this link, we are the first to decompose it into effects on a firm’s marginal product of
labor and firm markdowns. We demonstrate that the direction and magnitude of this
relationship depend not only on firm-level market power but also on the shape of the
production function and the dynamic labor adjustment costs the firm faces. Constrained
firms struggle to pass productivity shocks onto wages, often resulting in them retaining
workers and paying wages that exceed the workers’ marginal revenue product. This
has direct implications for allocative efficiency and labor market policy. We find that
both markdowns and the marginal product of labor are highly sensitive to productivity
shocks. This sensitivity is largely due to a firm’s ability to adjust its flexible inputs, a
factor overlooked by frameworks that rely on value-added production functions. Larger
firms possess greater market power but are also more constrained by adjustment costs.
This combination results in reduced passthrough and income risk for their employees.
In fact, we reveal that both endogenous markdowns and adjustment costs significantly

mitigate the wage fluctuations experienced by workers.

The framework we develop in this paper is quite general, and can be used as a
powerful tool to examine a number of interesting questions. While we endeavor to
leave our adjustment cost and labor supply models unspecified, one could easily drop
a wide class of such models directly into this framework. This framework could also
easily be built into a general equilibrium model, allowing researchers to use our flexible
estimation approach to answer broader macroeconomic questions using micro-level data.
One key avenue is to extend our framework to allow for market power in outputs. This is
feasible in scenarios where we observe firm-level variation in output prices, but becomes
challenging when considering the entire private sector, as we do in this paper. Ultimately,
our framework can be a robust tool for policy analysis, as it builds upon and generalizes
an existing policy-relevant literature which centers on production function and market

power estimation.
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A Two-Way Fixed Effects Model Additional Material

The identification of the parameters on the individual covariates, I'y, individual fixed effects
a; and firm time fixed effects ¢;(; 1); using the two way fixed effect model with time varying firm
effects is similar to Chan et al. (2022). One issue about the identification is that the model may
face limited mobility bias. The richness of our data helps mitigate this issue which is illustrated
in Figure A.1 .

Figure A.1 provides a graphical representation of how we construct the connected set in
our model with firm-time fixed effects and multiple observations per worker within a year. The
left panel shows a theoretical set of jobs across two years for three different workers. In this
example, worker 1 has three jobs in period 1, working at firms A, B, and C. In period 2, worker
1 has only two jobs—working at firms A and B—and so on. Workers’ main jobs—those that
provide the largest income in a year—are identified by solid purple, dotted red, and dashed
green boxes. Because we estimate firm effects separately for each year, we treat each firm-year
observation as a separate firm. Thus, Al and A2 refer to firm A in periods 1 and 2, respectively.

The middle panel shows the network graph of all 5 firm-year nodes if we were to consider
only each worker’s primary job (as is typically done in the literature). For example, worker 1
moves from Al in period 1 to A2 in period 2, while worker 3 moves from C1 to B2. The result
is two connected sets; the first, with firms Al and A2, and the second (the largest connected
set) with firms B1, B2 and C1. Each firm is connected to the rest of the set with just a single
worker transition.

The right panel of Figure A.1 shows the network graph when we consider all of the worker-
firm pair information available in a year. In this case, each first-period job worked by an
individual is connected to every second-period job worked by that same individual. For example,
worker 1 is employed in firms A1, B1, and C1, in period 1, and A2, and B2 in period two, leading
to a full set of connections between period 1 and period 2 firms as depicted by the multiple
solid lines in the right panel of Figure A.1. This leads to a connected set including all 5 firms in
the sample. Moreover, each firm in this larger connected set is connected by at least 3 worker
transitions to the rest of the set, strengthening the identification of the firm and worker fixed
effects.

The common concern about AKM fixed effect regressions—is that there may be many firm-
time pairs that are weakly connected to the largest connected set. For example, in our data set,
we find that roughly 5.2% of all firm-time observations have only one transition connecting these
firms to the largest connected set, with another 13.3% of firm-time observations having only
two connections. As noted by Andrews et al. (2008), if firm fixed effects are identified using a
small number of workers who move across firms, the AKM estimates may be biased, overstating
the role of firms relative to the role of sorting in accounting for the variation in labor earnings.
Notice, however, that using multiple job observations for workers helps to reduce the extent of
this limited mobility bias: if we include only one job per worker, we find that 7.0% of firm-time
observations have only one link (versus 5.2% in our baseline sample), and 20.1% have only
two links to the largest connected set (versus 13.3% using workers’ top three job connections).
Furthermore, the limited mobility bias only affects our inference about the importance of firms
and sorting in accounting for wage dispersion (the Vi component), but not the component
of the hourly wages accounted for by worker heterogeneity (as measured by «; + X;I';), which



FIGURE A.1 — CONNECTED SETS USING MULTIPLE JOBS

| Time Job 1 Job2 Job3 | ’ If only main job/year is recorded ‘ ’ If all jobs/year are recorded
’ Worker 1 ‘ | Two connected Sets | One connected Set
Worker 1 ‘Worker 2 Worker 3 Worker 1 Worker 2 Worker 3
t=1 Al Bl Cl — e - — g -
F====77777 1
1
Al —— A2 | Two Al — A2
=2 A2 B2 | X connected >
—————————— firms
Worker 2 T T T T T 1
: | Five
prenennnnans . Bl -eeeeeeee » B2 connected
— H H |
1 Bl Cl 1 7 I Three firms
: : 1 // ! connected
1 ' fi
/ 1 rms
=2 B2 ! ’ |
............... 1 V4 I
: cr’/ I
Worker 3 e e e (.
t=1 1 Cl : Al Largest connected set contains Largest connected set contains
: I three firms and two worker five firms and ten worker
| 1 transitions transitions
=2 |! B :

Note: Figure A.1 shows how we identify the parameters of the two-way fixed effect model with firm-year fixed effects and
multiple jobs per worker-year.

is crucial for the method we use to estimate firms’ TFP. Chan et al. (2022) further addressed
the limited mobility bias problem by removing firm-time observations with low numbers of
connections and they estimate the parameters with various restricted connected data set. Their
sensitivity tests shows that the degree of the bias in this two-way fixed effect analysis using the
Danish administrative data is very small and not concerning.

As is standard in the literature, we can decompose the variance of the log hourly wages as
follows

Var (wije) = Var (o + Xitft)1+ Var (¢j(z‘,t)t) +2x Cov (ozi + Xl 1/Jj(i’t)t) +Var (@,

Worker Component Firm Component Wage Sorting Component Residual

(A1)

where the first and second components capture the fraction of the variance of the log hourly
wages accounted for by heterogeneity across workers and firms, respectively. The third compo-
nent accounts for the variation in the log hourly wages that can be attributed to the sorting of
high-ability workers—as measured by «; + X;:[';+—employed by high-wage firms—as measured
by ;e The results are shown in Table A.1. We find that around 48% of the variance of
the log hourly wages is accounted for by workers’ observed and unobservable characteristics
and 16% is accounted for by firms’ time-varying characteristics. Our estimates also show that
sorting accounts for almost none of the total variation in hourly wages.



TABLE A.1 — VARIANCE DECOMPOSITION OF LOoG HOURLY WAGES UsING AKM

1991-2000 2001-2010 Pooled
Variance of hourly wages Var (w;j:) 0.287 0.315 0.302
Worker heterogeneity Var (a; + X I't) 0.138 0.155 0.148
Firm heterogeneity Var (d)j(i,t)t) 0.045 0.052 0.049
Residuals Var (&;¢) 0.106 0.110 0.108
Wage sorting 2 x Cov (ai + Xitth";Z)j(i,t)t) -0.001 -0.003 -0.002
Largest connected set 98.0% 99.0% 99.0%
R2 62.0% 63.0% 63.0%

Note: Table A.1 shows the decomposition of the variance log hourly wages using the AKM estimates, as in Equation (A.1),
for two time intervals and for the pooled sample. The sorting correlation in the pooled sample is corr (aiij(i,t)t) =
—0.003. The total number of worker/job/year observations in the pooled sample is 57.3 million, with a total of 4.3 million
unique workers, 3.0 million unique firm/years, and 0.45 million unique firms.

B Model Details

In this section, we specify the details and various derivation steps of our model.

B.1 Details of the FOCs

Our model is:

Viel@je) = max _ Ee, [B) F(Kjt, Ljp, Mj)e""] = WLy, — ;¢
L, K1, ,Mj¢,Zj4

jtr
- PtIKJIt - PtMth + 5E€jt777jt+laPt+1»Lt+lyIt+1 [Vjt-&-l(z—jt-l-l)] (A'Q)

st Kj1 = (1-6)Kj + K,
Piy1 = P(P); Zjiy1 = Z(Zjt); Ligr = L(Ly); ujegr = u(uje)
L1 = I(1)
wjt+1 = h(wjt) + Nje+1
Lj = g(th,th,ujt, Ly, Iy)

@iy = ®(Ljs, Ljt—1, Zjt, Zjt, Zjt—1)-

Assume L monotone and continuous in F [th | Zjt, jct )

—=FEe;, (Wit | Tit, W] = g (Ljt, Zje, Zjt, wje, Ly, I)
:>th = fté'c = gj_l(th,fjt, th, wj, Ly, Iy)  (inverse labor supply)



We need FOCs on {th, My, th, KJIt} The information set/state vector is
Tjt = {Kjt, wjt, Ljt—1, Zje—1,wje—1, I_ji;njt, Zje, Ly, P, = {PY , PM, PF}}.

The first order condition with respect to L;; is

+ BEe¢;imjes1 P 0 [Vjtﬂa(iiﬂ)yzjt] _0
2Zi :Ee,, [PtYFL(.)ert \ Ijt] - {gj(th,ij th) X agj(ngLf:t,th)Lﬁ} B gijz
+ BE¢;i mjir1,Pert,Lert I 0 [Vjtﬂg?.tﬂ) Zid _
jt
g‘L/Z :PtY;L]:te‘”th = WiE+ %giit) Lj + gijz = BEe;i mjvs1,Prsr L1 Tin ag)f;l —0

The envelope condition for Lj; is

OVie  VieZjp) _ 9%

OLjt—1 = OLji1 _3th—1'

PtY OLj etE = WHE + Lyji 8L]jt * 3Lj‘t B 3thﬁE%‘tﬂth7Pt+17Lt+1Jz+1 Vitr1(Zjesr) | Zse]
oF 00 0 0g;
Y . t gt
P, 8th etE — 6th + ath 6E5jt777jt+17Pt+17Lt+1Jt+1 [Vjt+1 (Ijt+1)|Ijt] = chtgc + Lﬁ 8L]jt
—_———
Expected MRPL
oF 0D, 0 Ly 0gjt
PY witf -2 4~ BE. Vier1(Zjs )| Zi) = W5ES | 1 =
t 3the ath + athﬁ Jtvn]t+lypt+lth+1Jt+1[ ]t+1( ]t+1)| ]t] Jt ( + gjt () ath

Expected MRPL

L

Wi 0P 0
Wit
= jctgc = HE%VthGﬁ [MRPth] - OTgt + aTﬁﬁEethjt+l7Pt+17Lt+17It+1 [Vjt+1 (Ijt+1)|zjt])

This gives us our Equation 6 in the paper.




The order condition with respect to th is

OV ” _ OLj oWy OLj
f:EE- P F . Vit I —_— EE't W I,Wc Ee. I,WC L —=
th Jt[ t L( )e ’ Jt] 8th J [ Jt’ Jt ]t] + Lejy 8th ‘ gt VWit | Hat 8th
B, Wi | Zie, W, Lo | 0%l 0%
aZ]t o 8L]t OZJt 8ZJ,§
0 [Vitr1(Zjt1) [ Zje) OLje | 0 [Vier1(Zjes1)|Zje]
+ BEEjtmjt-&-lPtJrl 4 ! J J + J J (L2 0,

ath Oth 8th

but the cross terms can be aggregated to get

OV . . OW 4 . oD,
Vit . {E% [PtYFL(.)e it | Ty _{Eejt (Wit \Ijt,th] + E,, [(’ﬂ,j |Ijt,th} th}— aLJ-
Jjt Jt

0Z;,

O Vijt+1(Zje41)|Zje] | OLj
+ /BEEjtJ?jH—lPtH : : : =

8th 8th

_ By [th ’Ijt’Wft] L, 9% + O [Vier1(Zjev1)|Zji]
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the first term is equal to zero at the optimum b/c of foc of labor, so we have

oVie | Be Wit Tios W Lo 0% Vi (L) 2y

= . = t =~ =~ = 0,
0 Z;1 dZj1 T 8Z 0 Z;1
which is what we have above.
The first order condition with respect to K ft is
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Note, we can expand the envelope condition to account for the dependencies of L and M on



K, that is
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but all the cross terms are 0 at the solution, i.e.: 5 K]’f = 0 otherwise, we will not be at the max.
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The first order condition with respect to Mj; is
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In summary, we have that
Lj:
cpe_ Cii 00 0 =
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K][t:
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B = PtI
B.2 Passthrough Decomposition Details

Firms’ wage setting and therefore passthrough from TFP to wages depends on three factors:
production technology, market power and adjustment costs. In this section, we study the firms’
wage setting problem when one or two or all of these factors are absent from the model. Through
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a series of these exercises, we discuss how each of these factors contribute to the passthrough
elasticity from TFP to wages.

Taking logs on both side of the first order condition with respect to labor, and taking the
total derivative with respect to the persistent shocks, we get:"!

dwjy :dujt dmrplj
dnje  dnj dnjt

. det df jl‘t

= — + —_—

dnje — dnje

+1

+1 (A.3)
Where f;t = log % = log FJI; . The second equation comes from taking logs and derivatives
with respect to n on both side of the following equation:

MRPLj; = P} Fjt exp (E(wjt|wje—1) + nje + €5¢)

Similarly we take logs on both side of the first order condition with respect to material (equation
5), and we then take derivative with respect to persistent shocks and we get the following:

dlog(PtYF% exp E(wjt|wje—1) + nje + €5:E) _dlog PM
dT]jt dnjt

M

— ' 41=0
dnje

0 m dl]t af;g dmjt
8ljt dnjt om dnjt

=1 (A4)

Where [} = log 77~ Fe = log Flj; M From the equation above we get that

1 0 T dly
dmjt . 8l]t dnje 1 fru dl A5
dn. - ofm - - di ( : )
Njt gt Jmm Jram n
8mjt
0,
Where frm = af“ ™ Note that in the last equation we saved the subscripts jt for the ease of

notation.

Furthermore from the labor supply function we can write the invert labor supply function
as: Wy = g(th)73. Taking logs on both side of the inverse labor supply function, then take

"INote that all lower case letters denote the log of the variables. For example, wj; = log Wy

o of afs, of}
72
Similarly, we have f,mi = aljf s Jim = Dimyr ,and f;; = I

BWithout lost of generality, we leave out the terms Z jt for simplicity. The theoretical arguments in
these decomposition exercises remain unchanged if Z;; are included.
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derivatives with respect to n;j; on both sides, we get that

dlongt _dwj;  dlogg(Lj) _ dlogg(Lj) dlyy 1 dlj

dnje  dnje dnji dlj dnje 55Vjt dnjt

(A.6)

Where 51171/]'15 denotes the labor supply elasticity firm faces. We can plug equation A.5 and A.6

back into equation A.3 and solve for % and get:

d m
U TR it (A7)
dn =g -

Note that all terms in the above equation are indexed by subscript jt. We can then derive dd?:;”

from equation A.5. We now can plug % and ‘il—’:; back in to the passthrough equation 8 so the
passthrough to MRPL can be re-written as:

flm d.u‘

dmrpl flmfml f Tt T dn flm
=(fu - ) S - +1
d fmm ( fu — Lpdml Eév) fmm
flm dN
=(1-¢001—=—)—(— A8
(1-00-5m) - (¢ (A5)
fu*fl;”fml .
Where ( = [ fon——. The passthrough to wages is then
mm gﬁ/
dw flm dH
— =(1- 1—=——4+ — A9
dn ( O< Foumn 0177> A9

Suppose the production function F' takes a Cobb-Douglas form:
F(K,L, M) = KoK LoL Moy
Then we have log(Fr) and log(Fys) as
log(Fr) zlog(aLKO‘KLaL_lMO‘M) =ar+agk+ (ap — 1)+ aym
log(Far) =log(ay KoK L™ MM = af + axk +apl + (ay — 1)m

l—am—oy
T

l—am—ay+(1—am)—
EWjt

so ¢ can be simplified as ( =

We next decompose the passthrough to the markdown component.

dlogu_dlogu5+dlogu¢
dnp — dn dn

Where



dlogp® 1 dek, o
dn ek (1+ek) dn )
— L L
dn dn
————d(22 22 S —
_ 1 MRPLfﬂdinf’L — (g% _ %%)dMC{ZPL N
| 2oL MRPL’
MRPL
1 AGE-50) _(0e oW fim oo 9% 1 dek
“wmrr_ e o~ (G =)= Q0 = 58 + (G — 0 ) ey an |
— oL 9L
14+ 7(3%—%%')47/
MRPL—(52— 9%

(A.12)

Where the last line is derived by plugged in the expression of d”;i;pl in equation (7), and we

f

11— Fmifim
fmm

have ¢

fllifmlfl'm _ 1
fmm Eﬁ/

Equations (7), (9), and (11)are euqations that we use in the counterfactual experiments.

B.3 Model Mechanisms and Sources of Passthrough

To understand how technology, market power and adjustment costs affect the wage passthrough
elasticity, we examine equations 9, A.8 and A.9 when one, two, or all three factors are absent
from the model. We organize these into five exercises and derive some predictions related to
the passthrough mechanisms in each case. We test these predictions in the data and estimated

model in the main body of the paper (sections 5 and 6).

First exercise: Consider a version of our model where labor markets are perfectly compet-
itive, and adjustment costs and labor market power are absent. In this case, the labor supply

.« . L
elasticity &3,

oo and thus ¢ = 1, which implies (from equation A.9) that C(li—w = 0, inde-

pendently of the production technology. The intuition is that in perfectly competitive labor
markets, firms are price takers and adjust inputs in respond to idiosyncratic shocks such that
their marginal productivity of labor equals the market wage. Hence, firms do not pass any

persistent idiosyncratic firm-level shocks to wages.

Second exercise: Suppose that firms in our model face a simple form of monopsonistic
competition in labor markets (as in Lamadon et al. (2022) and Kroft et al. (2020), and Card

et al. (2018)).

To isolate the role of this market imperfection, we assume that firms do not

face adjustment costs, firms operate with a simple Cobb-Douglas production technology: Yj; =
KﬁK L?tLM joftM e’it (implying constant output elasticities and homogeneous returns to scale),
and firms are atomistic and face a log-linear labor supply curve. This means the labor supply
elasticity is a fixed homogeneous parameter regardless of firm size or market share (5% it = el).
In this case passthrough to the markdown equals zero, since the labor supply elasticity is a



constant. The wage passthrough elasticity then equals the MRPL passthrough elasticity and

can be written as: .

T
- - w . A.13
dn dn 1—aM—OéL+(1—OéM)€% ( )

w

dw  dmrpl

Since all the terms are constant across firms, so is the passthrough elasticity. Notice also that
the passthrough increases with the output elasticities (aps and «y) and thus overall returns to
scale, and it decreases with the labor supply elasticity.

Third exercise: Following the previous exercise, we now allow firms to have the flexible
production function technology from our full model as opposed to Cobb-Douglas. In this case,
passthrough to the markdown is still zero since the labor supply elasticity is constant and
there are no adjustment costs. However, passthrough to the MRPL (and wages) is no longer a
constant. Specifically, we have

dw  dmrpl

flm
- —a-0u-

B (flm - fmm)%
Frm

a fllfmm - flmfml - fmm%

(A.14)

Note that all terms in the equation above except the labor supply elasticity are indexed by
subscript jt. In this case, passthrough to the MRPL and wages can be heterogeneous due to
differences in the production technology across firms. Passthrough is declining in the labor
supply elasticity parameter (EI%V) as before but it is unclear how passthrough elasticities differ
across firms due to input levels. Intuitively, if larger firms have higher returns to scale (as we
show is the case in section 5.1), they will adjust inputs more in response to productivity shocks.
Without adjustment costs or endogenous labor supply elasticities, this will likely translate into
higher passthrough elasticities for larger firms. We cannot determine if this is the case without
knowing the production function, but we will test this prediction in section 5 after the model

is estimated.”

Fourth exercise: In the first three exercises, we simplified the model elements such that
the passthrough to markdowns equals zero. In the fourth exercise we examine the case when
firms are still atomistic and face a log-linear labor supply curve but now must pay adjustment
and employment costs with respect to the labor input (i.e.: ®; # 0). We again assume firms

operate with a Cobb-Douglas technology so there is no heterogeneity in returns to scale or
dlogu;; _ dlogpuf; and

output elasticities. In this case passthrough to the markdown is simply

dnje  —  dmie
the passthrough to the MRPL can be written as
dmrol + L—ay —ar+ (1 —aym)=+ dlog u®
mrplj _ % _ i CO8H (A1)
dnje 1—aM—aL—|—(1—aM)€T l—apm —ap dnjt
w

"Note that the labor supply elasticity in this simple exercise is a constant. Once the production
functions are estimated the counterfactual passthrough elasticities in equation A.14 can be fully esti-
mated given certain a value of the labor supply elasticity. We estimate the labor supply elasticity in
section 5.1 and examine the counterfactual passthrough properties in section 6.2.
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and passthrough to the wage can be written as

1 1
dwj, i . (1 —anr) - dlog,uﬁ‘

eL
Ew

(A.16)

dnje  1—oap —op + (1 — apg)— 1—aM—aL dnji¢

Without (endogenous) labor market power and heterogeneity in output elasticities across
firms, the model predicts that the passthrough to markdowns and the passthrough to the
MRPL are negatively correlated, while passthrough to markdowns and passthrough to wages
are positively correlated (the coefficients on the passthrough to markdowns terms in equation
A.15 and A.16 are both constants, and are negative and positive respectively.).” This implies
that if passthrough to wages is declining in firm characteristics such as firm size, then we should
see that passthrough to the MRPL is increasing with firm size, and passthrough to markdowns
is increasing in absolute value with size. In section 5, we test and see if these predicted patterns
hold in the data.

Fifth exercise: Lastly, we explore the case when firms are not atomistic and the labor
supply elasticity is an endogenous function of firm size (as in Berger et al. (2022) and Chan

et al. (2021)). We isolate this mechanism by again assuming firms operate with a Cobb-Douglas
technology without adjustment costs. Passthrough to markdowns in this case is % =

d1
% Similar to previous exercises, we have that the passthrough to the MRPL and wages
J

are given by

1 dlogu‘;t
dmrpljs 5t B (I —am —ag) dn;e (A.17)
dn; 1—aM—OéL+(1—OzM) 1—aM—aL+(1—aM) ’ )
th WJt
1 B 1
duwi T (1—am)z dlog 45,

= -

A.18
dnji l—aM—aL+(1—aM) ( )

1—OéM—OéL+(1—OZM) dnje
Wi

th

If labor supply elasticities are decreasing in firm size (or market share), then the passthrough to
lo g‘uﬁ

markdowns will be negative (d < 0). Without further assumptions, there are two possible
cases. First, if passthrough to Wages decreases in size, then passthrough to MRPL will increase
in size and passthrough to markdowns will decrease in size (increase in absolute value with
size). Second, if passthrough to wages increases in size, it is ambiguous whether passthrough
to MRPL and markdowns increase or decrease in size. Additional assumptions on the labor

supply function can generate tighter predictions.

We evaluate this exercise in counter-factual 3 (see section 6.2), where we calibrate version
of our model with a Cobb-Douglas production function, no adjustment costs, and a simple logit
model of labor supply with oligopsonistic competition between firms in the labor market. Figure
A.2 shows that in this setting, the relationship between passthrough and firm size corresponds
to the first case above. Panel (a) shows that passthrough declines in firm size when the only

As noted above, passthrough to markdowns will be negative if

0Pt 9 7.
dn ¢ (‘9th - 5thvﬁ+1> o

oP 9 .
(Wﬁ ~3L;, Vﬁ+1) dMRPL;,
MRPL,; dngje -
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FIGURE A.2 — COUNTERFACTUAL PASSTHROUGH BY FIRM SIZE
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Note: This figure shows the passthrough to firm-level markdowns, MRPL, and wages in counter-factual case 3, where
firms have Cobb-Douglas production functions with no adjustment costs, and face a simple logit labor supply system with
oligopsonistic competition between firms in the labor market.

mechanism at work is a simple oligopsonistic model of labor supply and competition. Similarly,
as predicted, in the model with only endogenous market power, passthrough to the MRPL and
markdowns are both increasing in size (and market share).

B.4 Ex-post Wage Adjustment Function Estimation

To construct our markdown term free of the ex-post shock in section 5.1, we estimate
the ex-post wage adjustment function f¢(ej;) non-parametrically using a complete polynomial
series. Specifically we directly estimate the firm level wages w;; as a second degree polynomial
function of the transitory shock €j;. Since the transitory shocks are not correlated with the firm’s
information set in period ¢, this is equivalent to estimating the residualized wages (the part that
does not depend on firms input choices and persistent TFP, i.e. f°(ej¢)) on a polynomial of
transitory shocks. Table A.2 shows the estimation results. The first column shows the coefficient
on €j; and the second column shows the coefficient on e?t. The estimates shows that f¢ is
increasing and concave in all €j; in the support (The rounded up 99th percentile of €;; = 0.57
as shown in Table I). On column 3 and 4, we show the mean and standard deviation of f(e;¢).
We try several other specifications for f¢, including more flexible polynomials and specifications
with interactions for positive and negative shocks. The results remain largely unaffected.

B.5 Labor Supply Elasticity Estimation
In models without adjustment costs and ex-post wage adjustment, labor supply elasticities
L

&7 y . . . .
can simply be recovered from p;j; = T +‘;VL” . Given our estimated markdowns, the implied aver-
Wit

J
age labor supply elasticity would be 4.3. With adjustment costs and ex-post wage adjustment,
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TABLE A.2 — ESTIMATION OF FUNCTION f¢(€jt)

Coef (j:) Coef (¢5,) Mean of f(ej) (i.e. £°) Std. Dev. of f(ej)

0.396 -0.323 0.990 0.109

the markdown is given by equation 7 so we can not recover 5LW], . directly from pj;. Instead,

we leverage the structure and timing assumptions of our model to directly estimate how the
quantity of labor responds to wages using a natural set of demand shifters as instruments.
Specifically we estimate the following model equation:

Ljy=LWj, Zjt) (A.19)

Similar to our passthrough estimates, we estimate equation A.19 in two ways. First we use
a log-linear form to approximate the supply function, where we regress the firm’s labor input
in logs £;; on logs of the ability price wj;, components of Z;; as above, and a set of time
indicators. We do this both using OLS and 2SLS. Our instruments are exogenous variables
which shift firm-level demand for labor — namely 7;; and w;;—1. The implicit assumption is that
the demand shifters (in this case, idiosyncratic persistent productivity shocks and lagged levels)
are not correlated with unobserved supply shifters, and therefor shift the demand curve alone
— allowing us to trace out the supply curve with observed changes in wages and labor inputs.
This gives us a single estimate of the average labor supply elasticity for our firms. Our second
approach is to approximate the supply curve with a complete second-degree polynomial in (log)
wages and 7jt. We also do this using OLS and an IV approach. For the latter, we first predict
each endogenous term in the polynomial supply curve (levels, squares, and interaction terms
involving wj;) using a complete second degree polynomial in the demand shifters {n;,wji—1}
and Zj, then estimate the supply curve with the predicted polynomial terms. This gives us a
distribution of labor supply elasticities, just as in our estimates of the passthrough elasticity.

The results are shown in Table A.3.7% Columns 1 and 2 show the results from the log-linear
approximation. Without instrumenting for wages (using OLS), we find a labor supply elasticity
parameter of 0.053. Once we use our demand shifters to instrument for the wage, our estimated
parameter increases to 1.781. Using the polynomial approximation, we estimate the equation,
take derivatives with respect to the log wage, and find a mean labor supply elasticity of 0.019
(without demand shifters) and 2.746 (with demand shifters). We take this last specification
as our preferred one. Both the linear and polynomial results are consistent with the rest of
the literature on estimating labor supply. We further examine the properties of the estimated
distribution of labor supply elasticities in Figure A.3. On the left panel, we plot means of ELW]. .
across quantiles of the labor market share distribution, while the right panel does the same
across quantiles of the (log) markdown distribution. We see that the labor supply elasticity is
declining in labor market shares, and strongly increasing in the markdown. These findings are
consistent with oligopsonistic theories of labor market competition, where firms with greater

"6We also report the mean labor supply elasticity by industry in Appendix Table A.9.
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market shares face lower labor supply elasticities, and are thus able to push (widen) markdowns
further below 1. The findings in Figure A.3 show our estimated labor supply elasticities are
well behaved and in line with the theory.

TABLE A.3 — ESTIMATION OF LABOR SUPPLY ELASTICITY

Log-linear Polynomial
OLS vV OLS IV

E(ek) 0053  1.781 0.019 2.746
(0.006)  (0.044)

R? 0.527 0.411 0.539 0.529

Number of Observations: 374,000

Note: Table A.3 shows regression coefficients from the labor supply elasticity estimation procedure described in section
B.5. The instruments used in the IV regressions are w;;—1 and 7;¢. The first two columns show coefficients and standard
errors (in brackets) from a set of linear regressions. The second two columns report the means of a distribution of estimates
from a set of polynomial regressions. Number of observations rounded to the nearest thousand.

FIGURE A.3 — MARKET SHARE, MARKDOWNS, AND LABOR SUPPLY ELASTICITY

(A) Labor Supply Elasticity and Market Share (B) Labor Supply Elasticity and Markdowns
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Note: The left panel shows the relationship between the labor supply elasticity (y-axis) and market share (x-axis). The
right panel shows the relationship between the labor supply elasticity (y-axis) and markdown (x-axis).

C Additional Results
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TABLE A.4 — Workers’ Characteristics

Earnings Wages Hourly Age

Wage

Mean 51 56 38 38
Std. Dev. 37 117 162 13
P10 6 10 17 20
P25 25 38 27 28
P50 51 54 35 38
P75 67 69 44 48
P90 88 91 58 o7
P99 165 177 149 66
Obs. 8,800,000

Note: Table A.4 shows cross sectional moments of the distribution of workers in the sample. Annual earnings, annual
wages, and hourly wages in thousands of 2010 USD. Number of observations rounded to nearest thousand.

TABLE A.5 — Firms’ Characteristics

Employment Revenue Value Added Value Added Firm Age

per worker
Mean 24 6,191 1,993 86 16
Std. Dev. 202 57,549 14,946 106 11
P10 2 289 114 33 )
P25 3 494 197 51 7
P50 6 1,024 404 74 14
P75 14 2,722 1,018 104 22
P90 36 8,440 2,908 147 30
P99 281 83,647 26,531 298 20

Obs. 374,000

Note: Table A.5 shows cross sectional moments of the distribution of firms in our sample. Revenue, value-added, and
valued-added per worker are in thousands of 2010 USD. Number of observations rounded to nearest thousand.

TABLE A.6 — Firm Size and Firm Age Distributions

Firm Size Firms Employment Firm Age Firms Employment

Employment Share (%)  Share (%) Years Share (%)  Share (%)

1to4 40.19 4.14 3 3.73 2.55

5to9 24.46 6.91 4 6.14 4.33

10 to 19 16.96 9.74 5 5.92 4.08

20 to 99 15.00 25.58 6 to 10 22.64 17.89

100 to 1,000 3.20 33.01 11 to 15 16.92 13.43

1,000+ 0.20 20.62 16 to 20 15.12 14.1
21+ 29.51 43.62

Note: Table A.6 shows cross sectional moments of the distribution of firms in the sample by size and age groups.
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TABLE A.7 — CROSS-SECTIONAL MODEL ESTIMATES BY INDUSTRY

Wages and Markdowns

Output Elasticities

(1) (2) B @ (G (© (7)
Industries logWje log MRPLj; e  RTS; ek €1 Ehe
Mining and Quarrying 6.72 7.29 0.61 096 0.05 0.33 0.59
Manufacturing 6.63 6.88 0.80 0.97 0.05 0.38 0.53
Construction 6.60 6.81 0.84 0.94 0.05 0.38 0.51
Wholesale and Resale 6.56 6.79 0.84 096 0.04 0.25 0.67
Transportation and Storage 6.63 6.91 0.79 093 0.06 041 0.46
Accommodation and Food 6.49 6.84 0.74 092 0.06 0.35 0.52
Information and Comm. 6.69 6.80 094 096 0.06 0.45 0.45
Finance and Insurance 6.57 6.77 0.87 096 0.06 043 047
Real Estate 6.58 6.92 0.77  0.91 0.07 0.40 045
Professional, Scientific, Tech.  6.62 6.82 0.85 093 0.06 0.48 0.39
Admin and Support Services 6.62 6.85 0.84 093 0.06 047 0.40
Other Services 6.56 6.86 0.77 093 0.05 0.36 0.52

Note: Table shows the means of the model estimates by industry.

TABLE A.8 — MOMENTS OF TFP DISTRIBUTION ESTIMATED WITHOUT ADJUSTING

FOR ABILITY

Variables  vj; 1 €l
Mean 0.00 0.01 -0.01
Std. Dev. 0.26 0.08 0.19
p10 20.28 -0.07 -0.21
P25 -0.14 -0.03 -0.12
p50 0.00 0.01 -0.03
P75 0.14 0.04 0.08
p90 0.30 0.08 0.22
P99 0.72 0.22 0.60
Obs, 374,000

Note: Table A.8 shows cross sectional moments of the model estimates. Number of observations rounded to nearest 000s.
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TABLE A.9 — PASSTHROUGH ELASTICITIES AND LABOR SUPPLY ELASTICITIES BY
INDUSTRY

Wages and Markdowns
1 (2 3 ¢

Industries 8};{/ 8,7M RPL 24 ek

Mining and Quarrying 0.28 210 -1.82 298
Manufacturing 026 1.96 -1.70  3.33
Construction 0.37 212 -1.75 3.09
Wholesale and Resale 032 2.34 -2.02 2.63
Transportation and Storage 0.44 2.17 -1.72 3.27
Accommodation and Food Services 0.45 2.75 -2.29 1.02
Information and Communication 0.38 1.93 -1.55 3.69
Finance and Insurance 0.36 1.91 -1.55 1.27
Real Estate 044 2.42 -1.98 1.61

Professional, Scientific and Technical 0.40  2.08 -1.68  3.45
Administrative and Support Service 0.42  2.22 -1.80  3.27
Other Services 0.35 227 -1.92 294

Note: Table shows the means of the estimated passthrough elasticities of passthrough from TFP shocks (n) to wages
(column 1) to MRPL (column 2), and to markdown (column 3) by industry. Column 4 shows the means of estimated
labor supply elasticities by industry

FIGURE A.4 — WAGES, MARKDOWN, AND FIRM PRODUCTIVITY OVER TIME
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Note: This figure shows the time series of the component of wages relative to 2001.
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FIGURE A.5 — CORRELATION OF MARKDOWNS AND LABOR SHARES WITH PRODUCTIVITY
AND WAGES

(A) Markdown and MRPL

(B) Markdown and Wages
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Note: This figure shows binscatter plots of firm-level markdowns by equal-sized groups of firm productivity (w;:), labor
share of revenue, and mean worker ability, based on a sample of approximately 374,000 firms-year observations. Produc-
tivity and worker ability are in logs, while labor shares and markdowns are in levels.

(A) Wages (B) MRPL
e 00
¢ .
SE .
‘|
— ﬂ: |
o
" | !
o1l ; ; ; ‘ Syl ; ;
0 2 4 .6 .8 1 2 3
Wage Elasticity MRPL Elasticity

FIGURE A.6 — DISTRIBUTIONS OF FIRM-LEVEL PASSTHROUGH ELASTICITIES
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Note: This figure shows density plots for the polynomial estimates of the passthrough elasticities from a persistent shock
to firm TFP, n;¢, to wages, markdowns, and MRPL. All density plots exclude the top and bottom percentiles of their
respective distributions.
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FIGURE A.7 — PASSTHROUGH BY FIRM EMPLOYMENT SHARE

(A) Wages (B) Markdowns and M RPL
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Note: This figure shows binscatter plots the average passthrough to firm-level markdowns (in absolute value), MRPL,
and wages from a persistent shock to firm TFP, n;;, within firm employment share groups, based on a sample of approxi-
mately 374,000 firms-year observations. Employment share is the fraction of workers hired by a particular firm within a
year/industry /municipality bin, where industries are defined by 4-digit NACE codes.
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