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This project develops an estimation framework to decompose the firm wage
rate into the reservation wage, which proxies for workforce composition, and wage rent, which
captures rent sharing between the firm and workers. This methodology is then applied to data from
manufacturing firms and further explore how globalization affects the firm wages through the two

channels.



Two theories have been proposed to explain trade effects on the within-industry wage
inequality. One strand of research considers a competitive labor market, in which workers
with similar characteristics are paid the same wage rate; hence, wage inequality comes
from the differences in workforce across firms. The other line of literature allows firms to
pay different wages to workers with the same characteristics, given the existence of labor
market frictions. However, no study, to the best of our knowledge, has yet systematically
evaluated the relative importance of these two theories in explaining the relationship
between trade and within-industry wage inequality.

This project attempts to fill the void. To this end, we first develop an estimation framework
to decompose firm wages into two components: (1) the reservation wage, which reflects the
external market value and hence the quality of firm workforce; and (2) the wage rent,
which represents the bargaining between firms and workers. The crucial part of our
estimation framework is the estimation of output elasticities of inputs and firm markups,
which have become standard in the literature.

We elucidate a theoretical framework by considering a one-principal-to-many-agents
bargaining model to decompose the firm wage rate into the reservation wage and wage rent
at the firm level, and then use the firm-level operational information to estimate the
framework.

We apply our framework to data from Colombian manufacturing censuses from 1981 to
1991. We find that wage bargaining is the main contributor to the total wage rate for
skilled and unskilled labor. Specifically, between 1981 and 1991, on average, 76.25 percent
of the wage rate came from the wage rent part for skilled labor, and the corresponding
number for unskilled labor was 84.12 percent. Given that the reservation wage largely
captures workforce composition and wage rent represents the bargaining premium, these
results suggest that, in general, a firm's wage rate is not determined by its workers'
characteristics (e.g., education, experience), but by bargaining between the firm and
workers. Our findings are largely consistent with those of previous studies using matched
employer-employee data. For example, Frias, Kaplan, and Verhoogen (2009) for Mexico,
and Helpman, Itskhoki, Muendler, and Redding (2017) for Brazil both show that wage
rents play a prominent role in determining the wage dispersion.

With estimated reservation wage and wage rent, we can then investigate how much
trade reforms affect within-industry wage inequality through changes in workforce
reservation wage, and how much comes from the changes in rent sharing between firms
and workers. To this end, we follow the identification framework in the literature (i.e.,
Attanasio, Goldberg, and Pavcnik, 2004; Goldberg and Pavcnik, 2005); specifically, two
instruments are constructed for endogenous tariff changes and the first-difference
approach is used to estimate the panel data.

We find that during the 1980s in Colombia, trade reforms caused within-industry wage
inequality to decrease, which is consistent with findings by Attanasio, Goldberg, and
Pavcnik (2004), although they used different data. Regarding our central interest, we find
that trade reforms significantly and substantially affect within-industry variations in the
reservation wage but have almost no effects on within-industry variations in wage rent.
These results indicate that much of trade effects on wage inequality within an industry
come from induced changes in the matching between firms and workers, instead of the
bargaining between them. Our findings are robust to a series of sensitivity checks, such as
including time-varying industry controls, controlling for input tariffs, and using different
wage bargaining models.

This project contributes to the literature on the wage decompositions. A seminal work
by Abowd, Kramarz, and Margolis (1999) (hereafter, AKM) develops a methodology for total
wage rate decomposition using matched employer-employee data; specifically, it regresses
individual wage on individual observed characteristics, individual fixed effects (which
captures all unobserved characteristics, and hence workforce heterogeneity), and firm fixed



effects (capturing the rent sharing effect). By applying the framework to matched
employer-employee data in France, AKM find that worker heterogeneity is the most
important source of wage variations. Following AKM's approach, Frias, Kaplan, and
Verhoogen (2009) find that two-thirds of the wage differences come from the wage premia
and one-third from the workforce composition in Mexico. Card, Heining, and Kline (2013)
study the wage inequality by using matched worker-firm data from the West German, and
show that the increase in wage inequality is largely explained by workforce characteristics
and matching between workers and employers. Exploiting matched employer-employee
data from Brazil, Helpman, Itskhoki, Muendler, and Redding (2017) show that worker and
firm characteristics contribute equally to the within sector-occupations wage inequality,
and increases in wage inequality are largely explained by the firm effects. Our study
follows the literature by decomposing wage dispersion into a wage rent component (firm
fixed effects in the AKM-type wage regression) and a reservation wage component
(observable worker characteristics and worker fixed effects in the AKM model). The major
departure of our study lies in the estimation framework and the required data structure.
The implementation of the AKM method requires merged employer-employee data.
However, our decomposition framework is based on the production function estimation,
which can be applied to all firm data with operational information such as output, labor,
capital, materials, and total wages.
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