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ABSTRACT
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during inflationary periods. We argue that workers must take costly actions (“conflict”) to have
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lower real wages if workers’ conflict decisions did not respond to inflation. As a result, using
observed wage growth to measure worker welfare understates the costs of inflation. We conduct a
survey showing that workers are willing to sacrifice around 1.75% of their wages to avoid conflict.
Calibrating the model to survey data, we find that incorporating conflict significantly raises the
costs of inflation for workers.
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1 Introduction

People in 2023 thought inflation was one of the United States’ worst problems (Pew Research
Center, 2022, 2023). Why do people dislike inflation so much? One reason could be that prices
rise faster than nominal wages when inflation is high, meaning real wages fall and workers be-
come poorer (Shiller, 1997; Stantcheva, 2024). A classic view, for instance from Fischer and
Modigliani (1978) or Mankiw’s (2020) textbook, suggests that this cost of inflation is small. The
argument is that nominal wages generally keep up with prices after an inflationary shock. As a
result, real wages do not persistently fall and workers do not suffer much.

This paper argues that inflation imposes costs on workers beyond its impact on real wages.
We start from the observation that employers do not automatically give workers raises when in-
flation is high. Instead, workers have to fight for these raises, which places them in conflict with
employers. We propose a standard and tractable menu-cost style model that incorporates the
role that costly conflict plays in determining wage growth. We show that accounting for “con-
flict costs” meaningfully changes our understanding of the costs of inflation, both analytically
and quantitatively. In this setting, what matters for worker welfare is not how inflation impacts
real wages, but rather how inflation would affect real wages if workers did not choose to engage
in more conflict as inflation rises, a concept we term “wage erosion.” Our framework delivers
a direct mapping between conflict costs and the wages that workers would sacrifice to avoid
conflict, which we measure from a survey of US workers to be 1.75% of their wages. Combining
our model with these estimates, we find that conflict more than doubles the costs of inflation to
workers relative to the costs of inflation implied by falling real wages alone.'

We start the paper with motivating survey evidence about the relationship between conflict
and inflation. We fielded a survey to 3,000 US workers at the start of 2024, in the aftermath of the
post-pandemic inflation, and arrive at two conclusions. First, we find that conflict is important
for determining wage growth. A significant portion of workers report taking costly actions—
that is, they engaged in conflict—in 2023 to achieve higher wage growth than their employer
offered. These actions include having tough conversations with employers about pay, partaking
in union activity, or soliciting job offers. We find that these costly actions lead to higher wage

growth: participants who took these actions report their median wage growth in 2023 was 3

1By the same logic, “conflict costs” can also be relevant for the welfare costs of other shocks that require nominal

wage adjustments.



percentage points higher than the median of employers’ default offers. Conversely, those who
did not take the costly actions believe that conflict would have raised their median wage growth
by 2 percentage points, suggesting sizable conflict costs that offset the benefits of higher wages.

Second, we find that conflict rises with inflation. Respondents say that the costly actions
were primarily motivated by wanting wages to keep up with inflation. Additionally, when asked
how they would behave at different rates of inflation, respondents were more likely to engage
in conflict with employers when inflation was higher. We complement this result with observa-
tional evidence that conflict between workers and firms is more likely when inflation is higher.
In cross-country panel regressions, we document a robust positive correlation between inflation
and proxies for conflict such as labor market strikes, union membership, and job switching.

We propose a tractable “conflict cost” model to capture this state-dependent nature of wage
setting and to investigate how conflict affects the welfare costs of inflation. Similar to the menu
cost literature, workers face idiosyncratic productivity shocks. Motivated by our survey evi-
dence, workers in the model receive a default nominal wage offer from their employer. Unless
the offer is fully indexed to inflation, the worker’s default real wage falls when inflation rises.
In response, workers optimally choose whether to engage in conflict with employers. Conflict
increases the worker’s wage beyond their employer’s default offer, ensuring that it keeps up with
inflation. However, conflict is costly to workers. In our model, costly conflict is more likely as in-
flation rises, consistent with the state-dependence suggested by our motivating evidence. With-
out conflict, higher inflation lowers default real wages, raising the potential gains from conflict.
These greater gains induce more workers to engage in conflict.

Our main analytical result characterizes the welfare costs of inflation shocks to workers. The
path of real wages is no longer sufficient to inform worker welfare in this setting. In particular,
wage catch-up after inflation that is achieved through more frequent conflict does not raise
welfare. On the margin, the extra conflict costs paid by workers to ensure higher wages offset
the benefits of those higher wages. The offset follows from worker optimality and the envelope
theorem of Milgrom and Segal (2002), applied to discrete choices. Instead, the first-order impact
of inflation shocks on worker welfare is determined by “wage erosion,” defined as the effect of
inflation shocks on real wages if workers’ conflict decisions remain unchanged in response to
inflation. As such, the welfare costs of inflation in the labor market can be significant even if

real wages do not fall much, as workers must take costly actions more frequently to ensure wage



catch-up. Moreover, unlike falls in real wages, which redistribute from workers to firms, conflict
costs potentially create aggregate losses too.

How quantitatively important is conflict for the welfare costs of inflation? We answer this
question by calibrating our model using additional, tailored survey questions. We then calcu-
late the welfare costs of inflationary shocks to workers within that environment. We designed
survey questions to directly inform the key parameters governing the importance of conflict
in the model: the cost to an individual worker of conflict with an employer and the extent to
which employers’ default wage offers are indexed to inflation. In the survey, we find that con-
flict with employers is costly to workers — the median worker who dislikes these actions would
sacrifice 1.75 percent of their wages to avoid conflict. We validate this estimate by showing that
our measure of conflict costs predicts workers’ reported conflict decisions in 2023. Regarding
indexation, we find that workers perceive employers’ default wage offers as weakly indexed to
inflation. When presented with hypothetical inflation scenarios, they reported that, absent con-
flict, employers would raise default nominal wage growth by only 0.05 percentage points for
each one percentage point increase in inflation.

When calibrated to match these survey moments, our model implies that conflict signifi-
cantly raises the welfare costs of inflation for workers. In response to either transitory or per-
sistent inflation shocks, incorporating conflict more than doubles the overall costs of infla-
tion to workers. In various extensions, conflict continues to significantly increase the costs of
inflation—for instance, at significantly higher levels of default wage indexation than our base-
line calibration; when inflation and employment are determined in general equilibrium, allow-
ing inflation to “grease the wheels” of the labor market (Blanco and Drenik, 2023; Blanco et al.,
2025a); or when studying the inflation episode of 2021-23. In sum, the "conflict cost" model is
a quantitatively relevant and tractable way of understanding the welfare costs of inflation for
workers.

Beyond the specific application to the costs of inflation, our conflict cost model is a natural
way of introducing state-dependent wage setting into New Keynesian models. To model slug-
gish wage adjustments, the New Keynesian literature typically assumes time-dependent wage
setting (e.g., Erceg et al., 2000). State-dependent wage setting is a natural alternative. After all,
the state-dependent approach is common when modeling price setting, and state dependence

is consistent with empirical evidence in our survey and beyond (e.g., Grigsby et al., 2021). More-



over, there are distinct positive and normative implications compared to the time-dependent
approach.?

Related literature. This paper contributes to the large literature on the costs of inflation.
Previous work identifies inflation costs from a range of mechanisms, such as “shoe leather costs”
of holding less money (e.g., Friedman, 1969; Lucas, 2000); “menu costs” from changing prices
and the associated price distortions (e.g., Nakamura et al., 2018; Alvarez et al., 2019); tax distor-
tions (e.g., Feldstein et al., 1978); uncertainty due to volatile inflation (Friedman, 1977); cogni-
tive costs due to complexity and difficulty in budgeting (Binetti et al., 2024; Gabaix, 2025); and
broader costs such as declining trust in government. Besides these other costs, we argue for
significant "conflict costs" of inflation via the labor market.

Surveys from Shiller (1997) and Stantcheva (2024) show that people dislike inflation in large
part because they believe high inflation lowers their standard ofliving. Our mechanism suggests
areason for this view. People know that if prices have risen faster than the default nominal wage
offered by their employer, they must engage in painful conflict with their employer to rectify the
situation. Del Canto et al. (2025) operationalize a sufficient-statistic approach in order to esti-
mate the effect of inflationary shocks on welfare, taking into account, amongst other channels,
the effect of inflation on real wages.®> We show that the behavior of real wages is an important
but incomplete account of the costs of inflation that operate in the labor market. Rather, having
nominal wages keep up with prices entails significant additional welfare costs due to conflict.

In arguing that inflation leads workers to take costly actions, our paper relates to some pre-
vious evidence. Pilossoph and Ryngaert (2024), Stantcheva (2024), and Hajdini et al. (2025) use
observational data and survey hypotheticals to show that workers with higher inflation expec-
tations are more likely to search for new jobs in order to secure nominal pay increases. Besides
providing additional survey evidence consistent with these papers, we model the welfare effects
of inflation due to these costly actions, and quantify the costs with our survey and model.

There is also a growing literature exploring how job search affects wages and welfare dur-

ZPrevious work by Takahashi (2018), Costain, Nakov, and Petit (2019), Blanco and Drenik (2023) and Jo (2025)

studies positive implications of state dependence in wage setting.
3Ferreira et al. (2024) and Pallotti et al. (2024) apply a similar sufficient statistic approach. Auclert (2019) de-

velops the sufficient-statistic approach, in order to analyze the positive implications of monetary policy shocks.
Doepke and Schneider (2006) also estimate the redistributional effect of inflation via asset markets, as opposed to

labor markets.



ing inflationary episodes. Afrouzi et al. (2025) implement a state-of-the-art quantitative labor-
search model with nominal rigidity, disciplined with information on labor market flows. We
instead model a wide range of costly actions via a reduced form “conflict cost,” within a menu-
cost style model disciplined by survey evidence. Despite these differences, the two quite dif-
ferent approaches reach a similar conclusion: costly actions to secure wage increases are a key
feature of inflationary episodes. Pilossoph et al. (2024) study how inflation reallocates workers
along the job ladder, and its implications for the costs of inflation.

There is an empirical literature studying whether nominal wages keep up with inflation.
Modern work such as Blanco et al. (2025b) emphasizes that wage dynamics during inflationary
episodes depend on factors such as the nature of the inflationary shock and especially work-
ers’ position in the wage distribution. Consistent with this view, poorer workers experienced
stronger real wage growth during the post-pandemic inflation (Autor et al., 2023). A common
finding is that wages at least partly keep up with inflation for most workers, motivating us to
study the associated costs.

Lorenzoni and Werning (2023a,b) study related themes about inflation and conflict. The as-
pect of conflict studied in these papers is disagreement between workers and firms over relative
prices. In this way, conflict is a proximate cause of inflation dynamics. We study a related but
different aspect of conflict: how inflation makes workers seek conflict with their employers to
raise wages. Rather than investigate the cause of inflation, we ask how conflict affects the costs

of inflation to workers.

2 Survey Design

We designed a two-part survey to motivate and calibrate our model. The first part gathers de-
scriptive evidence on how workers responded to inflation in 2023, focusing on conflict and wage
growth. The second part uses hypothetical scenarios to measure key parameters of our model.
The survey was conducted in the United States between February and March 2024 using Pro-
lific, a research survey marketplace. We collected 3,000 responses from non-self-employed in-
dividuals aged 22 to 60 who were employed either full-time or part-time. To ensure data quality,
we included an attention check: participants who failed were asked to return their submissions.

We also imposed demographic quotas based on gender, education, and political affiliation. The



quotas for gender and education matched population shares from the March 2023 Current Pop-
ulation Survey (CPS), while the political affiliation quota was based on Gallup data from 2024.
On average, participants took 7 minutes and 15 seconds to complete the survey and were com-
pensated at a rate equivalent to $12 per hour.

The context of the survey was the aftermath of a period of high inflation: inflation had been
8 percent in 2022 and 4.1 percent in 2023 and unemployment had been low, averaging 3.6 per-
cent over this period. Therefore, the first part of the survey, which asks respondents about their
labor market experience in 2023, provides context-dependent evidence explaining how workers
behaved during a period of high but falling inflation. The second part of the survey asks hypo-
thetical questions, which abstract from recent labor market conditions and therefore are better
suited to calibrating key parameters of our model.

Appendix Table B.1 compares our sample characteristics to the US population. Our sam-
ple broadly matches the demographic distribution of the US population, albeit with a higher
representation of individuals in their thirties and a smaller proportion of respondents in their
fifties. Additionally, our sample includes a lower share of white individuals and a higher share of
mixed-race individuals.

In the survey, we asked questions about “pay growth” and not “wage growth,” because in
preliminary tests we discovered that survey respondents found the “pay growth” wording easier
to understand. However, for consistency with the rest of the paper, we refer to “wage growth” as

we describe our results. The full questionnaire is in Appendix Section E.

3 Motivating Evidence: Wages, Inflation and Conflict

This section presents four empirical patterns that motivate our model. These findings doc-
ument how conflict shaped wage growth in 2023. Because this evidence refers to a specific
context—following a period of high inflation—we interpret it as motivating evidence about how
conflict takes place. In Section 5 and in the second part of the survey, we use hypothetical ques-
tions to identify the key parameters of our model.

Finding 1: Workers chose between accepting their employer’s default wage offer and en-
gaging in costly conflict. We first elicited respondents’ nominal wage growth in 2023 and then

asked whether they accepted the default wage offered by their employers or took costly actions



Respondents (%)

Figure 1: Wage Growth and Costly Actions

A. Share of Respondents Taking Action B. Types of Costly Actions Achieving Higher Wages
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Performance raise based on hard work -
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Notes: Panel A illustrates the percentage of survey participants who either accepted their employers’ default wage offer or took costly action to
achieve a higher wage growth. For participants who took costly actions to secure higher wage growth in 2023, Panel B displays the percentage
who undertook each specific action. Participants were asked to select all actions that applied to them. Each bar in the figure corresponds, in

», o«

order, to the following answer choices: “I worked longer hours or performed better at work to get a performance-based pay increase”; “I initiated
a difficult conversation with my employer about my pay”; “I obtained a second job in addition to my main job”; “A union bargained for higher
pay on my behalf”; “I searched for a higher-paying job with other employers to facilitate pay negotiations with my employer”; “Other, please
add additional comments below”; and “I switched employers to get a raise.”

to secure this wage growth. Figure 1, Panel A, shows that 79% of workers accepted the wage offer
made by their employer, while 21% of workers took actions to secure their wage growth. These
costly actions are what we term “conflict.” We find modest heterogeneity in who takes costly
actions, with those who are younger, have higher incomes, or work in the government being
slightly more likely to accept the default wage offers. The only group that was much less likely to
have accepted the default wage offer was those in unionized sectors (see Appendix Figures B.1
and B.2).

We then investigated which actions respondents took to secure a higher wage growth. Fig-
ure 1, Panel B, shows the fraction of respondents who reported each action among those who
took action.* We see that workers took a diverse set of actions, such as having difficult conver-
sations with their employer, securing an offer from another employer to raise their wage with

their current employer, having a union negotiate on their behalf, or working harder. Moreover,

“To elicit the actions in Figure 1, Panel B, without imposing preconceptions, we adopted the following proce-
dure. In pilots, we asked respondents to explain their decisions in open-ended form. We then grouped these actions
into categories, and asked the full survey to select from within these categories, also allowing respondents to select
an “other” option, and randomizing the order. We will use the same procedure to elicit respondents’ motivations

for taking or not taking actions.



36 percent of respondents reported taking more than one action.’

Finding 2: Conflict raised wages. Workers who engaged in conflict believe these actions
increased their wage growth. Orange bars in Panel A of Figure 2 display the distribution of nom-
inal wage growth that action-takers reported receiving in 2023. We also asked respondents what
nominal wage growth they believed they would have received without taking actions, and we
plot its distribution in blue. The distribution of hypothetical wage growth without actions (blue
bars) is generally to the left of actual wage growth (orange bars), with a median nominal wage
growth of 0 percentage points without actions, compared to 3 percentage points with actions.®

There is a similar pattern, both quantitatively and qualitatively, from directly comparing the
wage growth for those workers in our survey who engaged in conflict in 2023 to those who did
not. On average, those who took actions had a nominal wage growth that was 1.8 percentage
points higher than those who did not, even conditional on other worker observables (see Ap-
pendix Table B.2 for details). Indeed, this pattern holds not only for nominal wage growth but
also for perceived real wage growth, defined as the worker’s nominal wage growth minus their
perceived inflation rate in 2023. Workers who took action perceived their real wage growth to be
1.7 percentage points higher than that of those who did not take action.

Finding 3: Workers who did not engage in conflict believed it would have raised their
wages. What about the workers who did not engage in conflict in 2023? One possibility is that
workers did not engage in conflict because they believed it would not raise wages. Another
possibility is that conflict could have raised their wages, but these workers disliked taking such
actions. The evidence suggests the latter. In Panel B of Figure 2, we plot the distribution of nom-
inal wage growth of people who did not take actions (orange bars), as well as the distribution
of nominal wage growth they believe they would have received if they had taken actions (blue
bars). These workers believe that median wage growth would have been 4 percentage points

if they had taken actions, compared with 2 percentage points for median wage growth without

SFor instance, of the 32% of respondents who took action by working harder, only 35% of them (11% of all action

takers) took only this single action.
6panel A of Appendix Figure B.3 plots the difference in nominal wage growth, with or without action, for each

worker who took actions to secure a higher wage growth. The median worker reported that their actions raised
their wage growth by 2%. The pattern in Panel A of Figure 2 also holds for perceived real wage growth, which we
define as the worker’s nominal wage growth minus their perceived rate of inflation in 2023. In Panel A of Appendix
Figure B.4, the median perceived real wage growth of workers who took costly action was higher than it would have

been without the action.
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Figure 2: The Effectiveness of Conflict

A. Respondents Taking Action B. Respondents Accepting Default Wage Offer

Median: 0% Median: 3% 40 Median: 2% Median: 4%

W
o
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Respondents (%)
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Note: Panels A and B depict the distribution of reported nominal wage growth in 2023 and the hypothetical nominal wage growth respondents
reported they would have received if no actions had been taken or if actions had been taken to achieve a higher wage growth, respectively. The
data range has been truncated, with values ranging from a minimum of -5% to a maximum of 15%. Panel A restricts to respondents who took
actions in 2023, asking the question “Above, you indicated that you got a pay raise by either initiating a difficult conversation with your employer
about your pay, searching for a higher paying job with other employers or switching employers in order to get a raise. If you, or possibly your
union, had not implemented any of these strategies, what pay growth do you think your employer would have offered you in 2023?” Panel B
restricts to respondents who accepted their employers’ default wage offer in 2023, asking the question “[w]hat pay growth do you think you could
have attained this past year if you had taken actions such as initiating a difficult conversation with your employer to ask for a raise, searching
for higher paying jobs with other employers, or switching employers in order to get a raise?”.

actions.’

The motivations of respondents who accepted the default wage offer suggest that acting to
achieve higher wage growth is costly, as reported in Figure 3. Only 19% of these respondents said
they did not take action because the default wage offer was satisfactory. The remainder cited a
variety of reasons why taking action was difficult. In principle, even without costly conflict,
workers might accept an unsatisfactory default wage offer if firms compensate them in other
ways. For instance, the firm might offer better non-wage amenities instead of a higher default
wage, or it might be unable to adjust wage offers in the short term but can compensate workers
in the long term. However, in Figure 3, no respondent mentions non-wage amenities (within
the “other” category); and only 13% hint at the possibility that a favorable contract in the future

prevented them from taking actions that year (“contract was set before inflation”).

“Panel B of Appendix Figure B.3 plots the difference in nominal wage growth, with or without action, for each
worker who did not take actions to secure a higher wage growth. The median worker who did not take action be-
lieves their wage growth was 1 percentage point lower because they accepted their employer’s default wage offer.
The pattern in Panel B of Figure 2 also holds for perceived real wage growth, which we define as the worker’s nom-
inal wage growth minus their perceived rate of inflation in 2023. In Panel B of Appendix Figure B.4, the median

perceived real wage growth of workers who did not take action was lower than it would have been with the action.



Figure 3: Motivations to Accept Default Wage Offer

Few suitable higher-paying jobs 48

Company does not negotiate pay 46

Pay set by industry; no growth 33

Raising pay too risky/effortful 36

Default wage satisfactory 19

Contract was set before inflation 13

Other 10
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Note: This figure displays the percentage of participants who accepted their employers’ default wage offer in 2023 citing each specific moti-

vation. Participants were asked to select all motivations that applied to them. Each bar in the figure corresponds, in order, to the following
answer choices: "I am unlikely to be able to find a higher paying job that suits me as well as my current job, perhaps because of the perks

non

and benefits offered by my job, or because there are few good alternative jobs."; "My company does not negotiate to increase my pay. Perhaps

non

because they would have to lay off workers or because they can replace me with another employee."; "My company sets pay in line with the rest
of the industry, and industry-wide pay is not growing, perhaps because of the state of the overall economy."; "Taking actions to raise my pay,
such as a difficult conversation or searching for a new job, is too difficult. These actions take too much time or effort, or risk a conflict with my
employer."; "My employer’s default wage offer was satisfactory, because they offered wage growth in excess of the increase in my cost of living.";
"My contract was negotiated before the higher inflation."; and "Other, please add additional comments below."

Finding 4: Inflation leads to conflict. Our final finding considers the link between inflation
and conflict. We present several pieces of evidence that suggest that inflation leads to conflict.
First, we asked workers taking costly actions in 2023 to report why they chose to act. The an-
swers, in Panel A of Figure 4, show that rising inflation was their main motivation, with 67% of
the action takers reporting that they needed to combat a high cost of living and 78% of respon-
dents citing either the cost of living or that it had been a long time since they got a raise. The
next most important reason is that people deserved higher pay due to their performance, which
mattered for only 39% of respondents.

Second, we used a hypothetical question to test whether workers are more likely to engage
in conflict when inflation is high. We randomly assigned participants into five equally sized
groups, each of which was offered a hypothetical scenario in which inflation was expected to
be either 2%, 4%, 6%, 8% or 10% over the next 12 months. We stipulated that other aspects of
employment such as hours worked and their employer would remain the same. We first asked
respondents what nominal wage growth they thought their employer would offer them in that

scenario. We then asked whether respondents would choose to take actions to achieve higher
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Figure 4: Inflation and Conflict in Survey Data

A. Motivation for Costly Actions in 2023

B. Hypothetical Inflation and Costly Actions
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Note: Panel A displays the percentage of each specific motivation for participants who took costly actions to secure higher wage growth in 2023,
answering: "[w]hat was your, or your union’s, motivation for taking actions in order to secure a pay increase in 2023?" Participants were asked
to select all motivations that applied to them. Each bar in the figure corresponds, in order, to the following answer choices: “My cost of living

», «

increased due to high inflation, therefore I needed more money to fund my spending and saving plans”; “My performance and output in the

», «

workplace increased significantly”; “It was a long time since the last time my pay had been increased”; “I always bargain for pay”; and “Other,
please add additional comments below”. Panel B displays the relationship between the indicator of whether respondents would take actions
to secure a wage growth higher than their employer’s default offer under a hypothetical inflation scenario, and the hypothetical inflation rate.
Standard errors are in parentheses. *** indicates significance at the 1% level. The sample is all respondents. Respondents answered the following
question. “Consider a hypothetical situation in which inflation is expected to be 7 in the next 12 months. Suppose that you are working at the
same job at the same place you currently work, and working the same number of hours. Would you accept your employer’s offer without taking
any actions to increase your pay or would you do your best to increase your pay using any strategies at your disposal?” The hypothetical inflation
scenario is 7 = 2%, 4%, 6%, 8% and 10%.

wage growth. Figure 4, Panel B, shows the results. The y-axis shows the fraction of respondents
who, when given a particular hypothetical scenario, say they would engage in conflict with their
employer to achieve higher wage growth. The x-axis is hypothetical inflation under each sce-
nario. When hypothetical inflation is 2%, 48% of respondents say they would take costly actions
to achieve higher wage growth. However, when inflation is hypothetically 10%, more than 60%
of respondents would take action. The regression line indicates that for every percentage point
increase in inflation, people believe they would be 1.47 percentage points more likely to take
actions that put them in conflict with their employer. Pilossoph and Ryngaert (2024) and Haj-
dini et al. (2025) present related findings using survey and observational data—higher inflation
expectations lead workers to search for new jobs, which is a specific kind of costly action.
Third, we find similar patterns in observational data, documenting a positive cross-country
correlation between several proxies for conflict and inflation. We proxy the prevalence of con-
flict using cross-country data on union membership, union strikes, and job-to-job transitions,

which are common costly actions reported in Figure 1. Consistent with our survey result, all
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three of these measures rise with inflation. Specifically, we estimate a regression

AYc,t:ﬁnAnc,t+Yc+Yt+€c,t; (1)

where Y, ; is the proxy for labor market conflict in country c in year ¢ and 7 ; is the inflation
rate in country c in year ¢. y. and y; are country and year fixed effects, respectively. We measure
union membership as the fraction of employed workers in unions and we measure strikes using
the log of the number of workers on strike in a given year, both sourced from the International
Labor Organization. The union membership panel contains 37 countries from 1960-2022 and
the strike activity dataset has 80 countries from 1969-2022. We measure job-to-job transitions
as the fraction of employed individuals in one period who are employed by a different employer
in the next period. We use data from Donovan, Lu, and Schoellman (2023), who construct har-
monized measures of job-to-job transition rates. We use this data for 30 countries from 1997 to
2021.

The combination of differencing and fixed effects in Regression (1) removes country-specific
trends in both conflict and inflation, consistent with our focus on shocks to inflation rather
than changes in steady-state inflation. We are interested in f3;, which captures the relationship
between the change in conflict and the change in inflation over the corresponding period.

Table 1 shows the results. Columns 1 through 3 show the results for 5-year changes and
Columns 4 through 6 show the results for 2-year changes. Appendix Figure B.5 shows the binned
scatterplot underlying the estimate of 8, in columns 1 through 3. There is a clear positive rela-
tionship — when inflation in a country rises by 10 percentage points over a 5-year period, job-to-
job transitions rise by 1.0 percentage point, the fraction of employees who are in unions rises by
1.1 percentage points, and the number of workers on strike increases by 24 percent. Appendix
Table B.3 shows that these relations are robust to various choices such as the time difference,
fixed effects, outlier trimming, or the inclusion of other business-cycle controls. Overall, these
correlations are consistent with the premise that an increase in inflation leads to more conflict
between workers and firms. However, we caution that other reasons for the relationship are also
possible—for instance, higher union power could cause more industrial action and, as a result,
more inflation.

Towards a model of inflation and conflict. So far, our descriptive evidence suggests that

inflation leads workers to take costly actions—which we term conflict— to have wages keep up
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Table 1: Labor Market Action and Inflation: Cross-Country Evidence

5-Year Difference 2-Year Difference

Job-to-Job  Union Strikes  Job-to-Job Union  Strikes
(1) (2) 3) 4) 6) (6)

At -5 Inflation  10.017***  11.150** 2.361***
(3.435) (5.187) (0.478)
At s> Inflation 3.486 7.468**  0.929**
(2.496) (3.093) (0.400)

Observations 282 1,308 1,962 381 1,419 2,196

Notes: This table shows the relationship between inflation and three labor market outcomes: job-to-job transitions (30 countries from 1997-
2021, sourced from Donovan et al., 2023), union membership (37 countries from 1960-2022, sourced from the International Labour Orga-
nization), and strike activity (80 countries from 1969-2022, sourced from the International Labour Organization). We use headline inflation
(expressed in decimal form, e.g., 0.02 for 2%), sourced from the World Bank. In all cases, inflation is trimmed at the top 2% across all years
and countries within the World Bank dataset. All regressions include both country and year fixed effects. The dependent variable in the first
three columns is the 5-year difference in each labor market outcome, while the last three columns show the 2-year difference specifications. In
columns 1 and 4, the dependent variable is based on the job-to-job transition rate (in percentage points). In columns 2 and 5, the dependent
variable is based on the union membership rate (in percentage points), defined as the fraction of workers who are in a union. In columns 3 and
6, the dependent variable is based on the log of the number of workers involved in strikes and lockouts. Standard errors are clustered at the
country level. Included years and countries vary by column depending on data availability.

with inflation. The next section models this behavior and studies its implications for the welfare
costs of inflation.

How should our model incorporate conflict? Because conflict can take many forms and none
of the specific costly actions in Panel B of Figure 1 dominate, we follow the approach of menu-
cost models of price setting (e.g., Golosov and Lucas, 2007). We model workers as paying a
generic “conflict cost” to engage in conflict. This approach is suitable for us, as our key eco-
nomic lesson does not depend on the underlying forms of conflict. At the margin, the benefits
of higher wages from more frequent conflict are always offset by the associated conflict costs.

Specific forms of conflict from Panel B of Figure 1 connect to theoretical mechanisms studied
in the literature. Costs of achieving higher wage growth can come from on-the-job renegotiation
costs (Blanco and Drenik, 2023), costly job search (Afrouzi et al., 2025), the standard disutility
from increasing labor supply, and the costs of initiating collective bargaining. The range of mo-
tives of workers who did not choose conflict in Figure 3 also connects to interesting theoretical
mechanisms. 48% of workers did not seek conflict because they were unlikely to find a better
job than their current one. These workers could be at the top of a job ladder, related to Burdett

and Mortensen (1998). Moreover, 38% of workers did not engage in conflict because their firm
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set wages comparable to the rest of the industry, suggesting that strategic complementarities
are relevant (Fukui, 2020). 36% of respondents said that raising wages at their current job was
too difficult, suggesting that the on-the-job renegotiation costs of Blanco and Drenik (2023) are
prohibitively large. Detailed explorations of specific forms of conflict for the impact of inflation
are beyond the scope of our paper and are studied in greater detail in related work of Afrouzi
et al. (2025), Blanco et al. (2025a), and Pilossoph et al. (2024).

How do we measure this generic conflict cost? While our descriptive evidence above is useful
to motivate the model, it is not designed for measurement. The descriptive evidence reflects
respondents’ actions taken in response to the specific high but falling inflation in 2023. Survey
respondents also choose whether to engage in conflict, potentially selecting into conflict in 2023
for reasons that may be challenging to model. As a result, in Section 5, we design hypothetical
survey questions better suited to measuring the conflict cost, as they abstract from the particular

actions taken in response to the specific economic conditions faced in 2023.

4 A Conflict-Cost Model

Motivated by the evidence in the previous section, we develop a “conflict-cost model” to inves-
tigate how conflict affects the welfare costs of inflation to workers. In the model, which focuses
on the worker’s decision problem, workers receive a default wage offer from their employer. This
default offer may not be fully indexed to inflation. Workers optimally choose whether to engage
in costly conflict with their employer to have their wages catch up with inflation. We emphasize
key parameters that determine how conflict affects the welfare costs of inflation in the model,

which we measure using survey hypotheticals in Section 5.

4.1 The Worker’s Problem

Time is discrete and indexed by ¢ € {0, 1,...}. The economy is populated by a continuum of work-
ers i € [0,1]. Each worker’s expected utility is given by
(0,0

U; =E Zﬁt(logci,t_Ki,tji,t) ) @)
=0
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where c; ; is the worker’s consumption, over which they have logarithmic utility.® The indicator
¥ ; takes a value of one if the worker chooses to take actions that place them in conflict with
their employer in order to increase their wage, and zero otherwise. «;; is the “conflict cost”,
i.e., the utility cost to worker i of taking the costly action at time ¢. The conflict cost takes the
“Calvo-plus” form of Nakamura and Steinsson (2010) and Auclert et al. (2024).° Specifically, with
probability 1 — A, the worker incurs a utility cost x > 0 to increase their wage, meaning x; ; = k.
With probability A € [0, 1), conflict is costless to the worker, meaning «x; ; = 0. The cost x; ; is
i.i.d. over time and across workers. A costless wage increase might come from workers having a
low cost of conflict for idiosyncratic reasons. It may also arise from firms unsolicitedly offering
workers wage increases to ensure their wages keep up with inflation and productivity growth,
thereby avoiding conflict.

Each worker i receives a real wage w; ; = W; ;/ P;, where W, ; is the nominal wage and P; is
the price level. If the worker does not take actions to increase their wage (.%; ; = 0), they earn a
defaultreal wage w; ; = wl?ft =Wj -1 e 7" =(1-1)(7=7%) \which follows from I/Vl."it = Vl/i,,;_le“”’(”f_”ss)
in nominal terms. Here, a denotes the growth rate of the default nominal wage at steady state
inflation 7°%, y € [0, 1] is the degree of indexation to inflation shocks (y = 0 is no indexation and
y = 1is full indexation), and 7; =log (P;/ P;_) is the inflation rate. If the worker takes actions to
increase their wage (.%; ; = 1), they raise their wage to a conflict-induced (real) wage w;,; = wz .
The conflict-induced real wage w;, grows in line with productivity, following

logw;, =logw;, | +g+zis 3)

where z; ; represents idiosyncratic productivity shocks and g represents trend productivity growth.
The idiosyncratic shock z; ; has a mean of 0, is i.i.d. across workers and time, independent of
Ki, is continuously distributed over a support [z,00) with probability density function f(z; ),
where z = a — 7°° — g. The lower bound z in the support of z; ; guarantees that, at steady-state

inflation, the worker’s productivity shock realization is never so negative that their default wage

d

w?, exceeds the conflict-induced wage w;,.

8The log-utility case provides a clean benchmark because conflict decisions are independent of wage levels,

conditional on the wage gaps defined in (5).
9We adopt “Calvo-plus” costs for simplicity, however our main results hold with a more general distribution of

costs as in Caballero and Engel (2007) and Alvarez et al. (2022). See Section 4.3 for details.
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In the main analysis, we assume that the conflict-induced nominal wage is exogenous and
fully indexed with inflation by imposing (3). In Section 4.3, we also demonstrate how our main
result extends to cases where the conflict-induced nominal wage is partially indexed or over-
shoots in response to inflation shocks. In Appendices C.3 and C.4, we also extend the model so
that the conflict-induced wage is determined endogenously.

In the main analysis, we study the case where the worker is hand-to-mouth and ¢; ; = w; ;.
In Section 4.3, we study the case in which the worker faces a standard borrowing constraint and
verify that our main conclusion stands.

Discussion. This setup captures several features of wage setting found in Section 3. Work-
ers choose between accepting a default wage offered to them by the employer or increasing
wages by taking costly actions that place them in conflict with their employers. We use a single
reduced-form parameter « to capture the time, monetary, or psychological costs associated with
these actions. The actions ensure a conflict-induced wage that keeps up with both inflation and
productivity growth. In the absence of these actions, workers receive a default wage offered by
the employer that may not be fully indexed to inflation shocks (y < 1). In other words, the de-
fault contract between workers and employers is potentially incomplete with respect to inflation
shocks (Grossman and Hart, 1986; Hart and Moore, 1990), with the degree of incompleteness
captured by a parameter 7.

Alternative, more sophisticated wage setting policies could feature firms setting wages to
prevent conflict entirely, in order to avoid paying higher conflict-induced wages after workers
take actions. For instance, firms could always offer wages that are just high enough that work-
ers choose not to engage in conflict. Our survey suggests that this form of more sophisticated
wage setting is not too common. First, this more sophisticated policy would imply that default
wage offers must be fully indexed to inflation to keep workers exactly indifferent to engaging in
conflict when inflation rises. Second, with these sophisticated policies, conflict would never be
observed in equilibrium. Neither prediction is supported by our survey.'® We therefore summa-
rize firms’ behavior by the steady-state growth rate and the inflation indexation of the default
wage (a and v, respectively) and the frequency of “free” catch-up opportunities for workers (1),

which firms may offer to avoid conflict. In Section 5, we discipline these parameters using re-

19Firms might not engage in sophisticated wage-setting policies if there are costs to adjusting wages away from
the default wage offer, such as managerial frictions to rearranging contracts.
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sponses to tailored survey questions.

Our model is similar to the standard menu-cost model of price setting (e.g., Alvarez et al.,
2016). However, we apply the model to wage setting and in doing so, impose three impor-
tant differences. First, in the menu-cost model, the firm’s objective depends on a quadratic loss
based on the gap between the current price and the optimal reset price, while in our model, the
worker’s objective is always increasing in the gap between the current wage and the conflict-
induced wage (as formalized in (7)). Second, the adjustments in our model are one-sided—
workers take actions to raise their wage but not to cut it. In standard menu-cost models, adjust-
ment is two-sided, as firms pay menu costs to either raise or lower prices. Third, in our model,
all workers periodically receive wage increases, even without costly conflict and even if they do
not receive a free wage catch-up opportunity, due to the default wage increases governed by «
and y. In the standard menu-cost model, prices instead remain unchanged if the firm does not

pay a menu cost or receive an exogenous free opportunity to change their price.

4.2 The Impact of Inflation Shocks on Worker Welfare and Wages

The economy starts from a steady state with inflation 7°* = 0. An unexpected aggregate shock
to the path of inflation {92, = {nt - ﬂ“}zo is realized at the beginning of period 0.!! The
economy does not face other aggregate shocks. We are interested in characterizing how the
inflation shock affects workers’ welfare and (log) real wages. Specifically, workers’ aggregate

welfare and real wages are defined as
1 o) 1
/4 Ef E [Z B’ (logci—xi %) di and logw;, E[ log w; (di, 4)
0 =0 0

where E[-] averages over the realization of idiosyncratic shocks (after the realization of the ag-
gregate shock). The impact of the inflation shocks on workers” welfare and wages is denoted by

W =W —w* and {2, = {logw; —log wss}ctx:)o, respectively.'?

1Both positive and negative shocks to 7, are allowed. Because of idiosyncratic shocks, the effects of inflation
shocks on aggregate worker welfare are locally linear. In the main analysis, we focus on workers’ problems and
treat inflation as exogenous. In Appendix Section C.3, we study a general equilibrium model where inflation is

endogenously determined.
12Note that, given workers’ utility function, the change in welfare can be interpreted as a consumption-

equivalent welfare loss, as in Lucas (1995).
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To summarize the worker’s problem conveniently, we introduce a “wage gap,” defined as
the difference between the actual wage and the conflict-induced wage, x; ; =logw; ; —logw?,.

Based on the process for real wages, the dynamics of the wage gap are given by

xl',t_l—(l,l+Zi’t)—(1—’}’)ﬁ't ifﬂi,t:() 5)

xi,I: )
0 ifji,tzl

where u = g — a + 7°° = 0 parameterizes the (negative) drift of the wage gap in steady state. We
then rewrite the utility of worker 7 in (2) as a function of wage gaps, conflict decisions, and an

exogenous constant that is invariant to conflict decisions and the path of inflation:

%i:[E[Zﬁt{IOg(w;texi't)_Kivtji't}] :[E[Zﬁt(xi,t_Ki:tyirt) +E ﬁtlogw;t]. (6)
t=0 t=0 t=0
Worker i’s problem can then be summarized by:
max [ [Z B (xi,e - K,-,tﬂi,t)] s.t. (5) and x; _; given. 7
{xifiidi2o  Li=0

In each period ¢, a worker faces two options. First, the worker can choose to take actions (.%; ; =
1), increasing their wage and eliminating the wage gap (x;,; = 0). Second, the worker can refrain
from conflict (. ; = 0) and allow the wage to adjust according to the employer’s default wage
offer, so x; ; = xﬁt = xi,-1— (1 +2i,¢) — (1 —y) 74, where xg[ captures the wage gap implied by the
employer’s default wage offer.

When conflict s costly (x;,; = k), the worker’s optimal conflict choice can be characterized by
a threshold rule: there exist thresholds {T,}?2 , such that the worker engages in conflict (.%; ; = 1)
if xgt < -T;and does not (%, ; = 0) if xgt > —T;. Weuse T >0 to denote the steady-state conflict
threshold at which the worker is indifferent between conflict with employers and accepting the

default wage at steady-state inflation 7*%.13

I3There is a testable prediction—that the wage gap is a key determinant of conflict—which we verify using re-
spondents’ behavior in 2023. In Appendix Table B.4, we relate respondents’ conflict decisions in 2023 to their per-
ceived wage gap implied by the employer’s default wage offer in 2023, defined as the difference between the nomi-
nal wage growth of their employer’s default wage offer and their conflict-induced nominal wage growth. Consistent
with our model, a more negative perceived wage gap strongly predicts more conflict (column 1), including after

controlling for worker characteristics (column 2), and after controlling for perceived inflation—which, consistent
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In the model, workers engage in conflict in steady state, without shocks to inflation. At 7*%,
from the dynamics of wage gap in (5), there are two reasons a worker’s wage gap can be pushed
below —T, inducing conflict: the negative drift of the wage gap in steady state (u > 0) and a large
positive idiosyncratic shock z; ;.

We now turn to characterizing the impact of inflation shocks on worker welfare. We first
show that inflation increases the fraction of workers engaging in conflict, consistent with the
survey and observational evidence in Finding 4 above. We define frac; = fol 4 +di as the share

of workers who engage in conflict with their employer at each time ¢.

Proposition 1. Ify < 1, then an increase in inflation at t = 0 leads to a larger fraction of workers

engaging in conflict at t = 0, frac,.

Suppose that inflation increases. As long as default wages are not fully indexed to inflation
shocks (y < 1), workers’ real wages fall absent conflict. As a result, more workers are pushed
over their conflict threshold and choose to incur conflict costs in exchange for higher wages.
This result shows that conflict is state dependent in the model. Alternatively, if conflict were
time dependent—a special case of our model with x — co and A > 0—conflict {.%; ;} -, would
not change with inflation.

We now study the impact of inflation shocks on aggregate worker welfare and how it con-
nects with the responses of aggregate wages. We first decompose the response of aggregate

(real) wages to inflation shocks into two terms:

W, = w?rosion n li};:atch-up'
The first term, which we call wage erosion, is the impact of inflation shocks on real wages while
holding each worker i’s conflict decisions {Ji,t}io as if the inflation were fixed at the steady
state level. The second term, which we call wage catch-up, is the impact of inflation shocks on
real wages through changes in each worker i’s conflict decisions.

Formally, let w, (71' 6 Fit hi_t) denote worker i’s real wage at time ¢ for a given path of infla-

with the model, does not predict conflict conditional on the perceived wage gap (column 3). Without controlling
for the perceived wage gap, higher perceived inflation does predict worker conflict decisions, consistent with the
view that it lowers perceived wage gaps by increasing perceived conflict-induced nominal wage growth conditional

on default nominal wage growth (column 4).
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. . . t . g . .
tion 71 = {rr;}._, conflict choices .%; ; = {-%; ; (hir, To)},_,, and idiosyncratic history
_ t *
hi:= ({Zi,T,Ki,T},:O, Wi—1, w,-,_l) .

Wage erosion measures how aggregate real wages would change in response to inflation shocks,

holding conflict decisions fixed at their steady state value:

“erosmn—f logw, th,ﬂl o i dz—f logw s J,s“:, h,-,[)di. (8)

t
Here, 4] = {ﬂ N=Siq (hi,T, Jl'ss)} o is what conflict decisions would have been, given steady-
’ ) T=
state inflation, as well as the same history of idiosyncratic shocks. Wage catch-up is the compo-
nent of wage adjustment that results from changes in conflict choices due to inflation shocks:
it

1 1
wgatch-llpzf logwt(nt,f,-,t,h,-,t)di—f 1ogwt(ﬂt,J h; )d 9)
0 0

We can now examine the impact of inflation shocks on aggregate worker welfare. From (4), we

can decompose this impact into two components:

(0,0
W = > Bl - > . (10)
i,_z aggregate costs of

aggregate real wage response inflation due to conflict

The first term captures the impact of inflation on the present value of aggregate real wages. The

second term, the aggregate costs of inflation due to conflict, is given by
1 00 00
E [Z Bl (ﬂw — flsi)} di=x)_ p(frac, —frac”) (11)
t=0 =0

and captures how inflation shocks change the total conflict costs borne by workers. This term
equals the utility cost per conflict multiplied by the change in the present value of the fraction
of workers who engage in conflict due to inflation shocks. We now connect the two components
of welfare change to the two components of wage adjustment, thereby presenting the main an-

alytical result of the paper.

Theorem 1. 7o first order, the impact of inflation shocks {7 ;}32, on aggregate worker welfare is
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given solely by wage erosion,

(e.0) o0
o A ~ h-
W ~ Z'Bt erosion __ Zﬂtwt_Zﬂtw;atc uP, (12)
t=0 t=0

because the welfare gains from wage catch-up due to conflict responses to inflation shocks are

offset by the associated changes in conflict costs.
o0
Z t ) catch up (13)

Equation (12) shows that the impact of inflation shocks on workers’ welfare depends only on
wage erosion. The benefits of wage catch-up from more frequent conflict are offset by the addi-
tional conflict costs, implying that, to first order, wage growth achieved through costly conflict is
irrelevant for worker welfare. The result follows from the general envelope theorem in Milgrom
and Segal (2002), which applies to discrete choices, i.e., workers’ optimal choices of whether to
engage in conflict with employers {f,-,t}:io. The result also applies to an arbitrary sequence of
inflation shocks (including deflationary shocks), regardless of their persistence.

To illustrate the intuition behind this theorem, consider a sequence of positive inflation
shocks 7i; = 0 for all ¢. First, consider the infra-marginal workers whose conflict decisions are
unaffected by inflation shocks because inflation shocks do not push their wage gaps over the
conflict thresholds. Inflation shocks erode their real wages, and there is no wage catch-up be-
cause their conflict decisions remain unchanged. The impact of inflation shocks on their welfare
is hence captured by the wage erosion term, which equals the impact of inflation shocks on their
observed real wages.

Second, consider the marginal workers who switch from not engaging in conflict to engag-
ing in conflict due to inflation shocks. These workers’ wage gaps are pushed over the conflict
thresholds as the inflation shocks erode their real wages. Before the (small) inflation shocks,
these marginal workers were near the conflict thresholds and were approximately indifferent
between engaging in costly conflict and accepting the default offer due to worker optimality. As
a result, even though these workers experience positive wage catch-up due to conflict, the con-
flict costs of achieving these wage gains offset those gains. Consequently, the impact of inflation

shocks on these marginal workers’ welfare is still captured solely by the wage erosion term.
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One consequence of Theorem 1 is that the impact of inflation shocks on worker welfare and
real wages can differ significantly. Welfare depends solely on wage erosion, while changes in the
real wage also reflect wage growth achieved through changes in conflict decisions. Even if the
aggregate nominal wage keeps up with inflation—so that the impact of inflation shocks on the
aggregate real wage Y 22, ' 10, is close to zero—inflation can still harm worker welfare if workers
must engage in costly conflict more frequently for the aggregate nominal wage to keep up with
inflation. As a result, measuring worker welfare using observed wage growth understates the
costs of inflation.

Only in the special case of our model with time-dependent wage setting is the impact of in-
flation shocks on the aggregate real wage sufficient to capture their impact on worker welfare. In
this case, with A > 0 and x — oo, Theorem 1 still holds. Conflict .#; ; = 1 if and only if the exoge-
nous free catch-up opportunity arrives. As a result, conflict decisions {fi,t};ﬁo are invariant to
inflation shocks: both the aggregate costs of inflation due to conflict, 5, and the wage-catch up
term, LDfatCh'uP in Equation (9), are zero, since they arise only from how inflation shocks change
conflict decisions.

The theorem focuses on the first-order impact of inflation shocks on worker welfare. For
large shocks, and taking into account non-linearity, Theorem 1 does not hold exactly because
some workers would strictly prefer to engage in conflict as inflation shocks push them over the
conflict threshold. However, the general lesson remains the same. Workers have to engage in
costly conflict to achieve wage gains. Therefore, the impact of inflation shocks on worker welfare
differs from the impact on real wages and the aggregate cost of inflation due to conflict can
be significant. This lesson can be seen from the decomposition of inflation shocks’ impact on
worker welfare in (10), which does not rely on a first-order approximation. In fact, if the inflation
shock becomes very large, the aggregate costs of inflation due to conflict are the sole component
of the overall costs of inflation to workers: eventually, every worker engages in conflict, leading
to large aggregate costs of inflation due to conflict without declines in real wages after inflation
shocks.

What determines the magnitude of wage erosion, and as such the impact of inflation shocks
on worker welfare? The following proposition links wage erosion to two factors: first, the in-
dexation of the default wage; and second, the frequency of conflict at steady-state inflation.

We capture the frequency of conflict at steady-state inflation by the fraction of workers who,
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at steady state, do not engage in conflict from the current period onward for k periods, @’ =
fol (Hfzo (1 -5 )) di—that s, the probability that the employer’s default wage offer “survives”

i,t+s

without conflict over these periods. When conflict is frequent, the survival probability is low.

Proposition 2. To first order, wage erosion and the impact of inflation shocks on worker welfare

are given by

t

. R o0 o0
Wit =~ (1-y) ) ®FAs V=0 and Wz—(l—y)Zﬁs(Zﬁkcpf
s=0 s=0 k=0

s, (14)

The proposition shows that given inflation shocks, wage erosion is a function only of the
indexation of the default wage (y) and the frequency of conflict in steady state as measured by
the survival probability {q)ff }. The impact on welfare, being the present value of wage erosion,
depends on the same two factors. Welfare costs of inflation shocks are smaller when indexation
is high—in the extreme case of full indexation (y = 1), inflation shocks do not lead to any wage
erosion. Welfare costs are also smaller when conflict is more frequent at steady-state inflation,
meaning survival probabilities are low.

Intuitively, imagine a worker who did not engage in conflict between periods s and ¢ at
steady state. For such a worker, the inflation shock 7; lowers their real wage at ¢ by (1—7) 7.
The term 1 —y captures the fact that the inflation shock may not lower real wages one-for-one
even without conflict because of the indexation of the default wage. Suppose instead that the
worker would engage in conflict between periods s and ¢ at steady state. Then, 75 does not lower
their real wage at £, because conflict allowed their nominal wage to fully catch up with inflation
fs. Summing across workers, 7 s erodes aggregate real wage at ¢ by (1 —y) ®3* ;. Summing over
inflation shocks in all periods, we arrive at the expression for wage erosion in (14). The impact
of inflation shocks on worker welfare then follows from (12).

The main value of Proposition 2 is to clarify how key parameters of the model determine the
welfare costs of inflation shocks. First, a higher conflict cost k means that workers engage in
conflict less frequently at steady state, which raises the survival probabilities of the employer’s
default wage offer {®;’}. Therefore, a higher conflict cost increases the magnitude of wage ero-
sion and raises the welfare costs of inflation shocks. Similarly, a lower probability of free wage
catch-up A or a higher growth rate of the default nominal wage at steady state a also raises the

survival probabilities {CDiS } and, hence, the magnitude of wage erosion and the welfare costs of
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inflation shocks. Finally, higher indexation y increases the employer’s default wage offer after
inflation shocks, which lowers the magnitude of wage erosion and the welfare costs of inflation
shocks. Guided by the proposition, we design survey hypotheticals to directly measure these

parameters in Section 5.

4.3 Extensions

To focus on the key economics and quantify our survey evidence in a simple manner, our base-
line model captures conflict in a reduced-form way and focuses on the extensive margin of con-
flicts. This framework deliberately abstracts from certain specific features of conflict behavior
documented in Section 3. In Appendix Section C.1, we develop theoretical extensions of the
baseline model that incorporate some of these features. We show that the main result stated
in Theorem 1 continues to hold in these extensions, a robustness that stems from the general
applicability of the envelope theorem in Milgrom and Segal (2002).

First, Theorem 1 does not depend on the “Calvo-plus” assumption, but also holds for general
distributions of conflict costs with non-negative supports. Second, Theorem 1 also holds if we
focus on the intensive margin of conflict—allowing conflict costs to scale with wage gains from
conflict. We study a model akin to Rotemberg costs in price setting: a worker engaging in conflict

endogenously chooses how much to raise their wage w; ; beyond the default offer wl?i ,» incur-

ring a utility cost of 5 (log w; ; —log wft)z. The impact of inflation shocks on aggregate worker
welfare is still given by wage erosion, namely the impact of inflation shocks on workers’ real
wages when their conflict decisions, here given by the intensity of conflict log w; ; —log wft, are
held at the steady-state level. We also study a case in which a worker makes an intensive-margin
labor supply decision, which maps directly to the hard-work option in Panel B of Figure 1. In
this case, the impact of inflation shocks on aggregate worker welfare is given by “pay erosion,”
defined as the effect of inflation shocks on workers’ total real pay if their labor supply is held at
the steady-state level. Third, Theorem 1 extends to the case in which the worker does not have
log utility and/or faces a standard borrowing constraint, provided each worker’s wage erosion in
(12) is appropriately weighted by their marginal utility.

In our baseline model, the conflict-induced (real) wage wz ; is exogenous and invariant to
inflation shocks. However, Theorem 1 also extends to the case where w; , comoves with inflation

shocks and/or is endogenously determined, for example, based on the state of the labor market
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(as further explored in Appendix Sections C.3 and C.4).'* In this case, (12) still holds, with the
formula for wage erosion—still defined as how inflation shocks would affect workers’ real wages

if their conflict decisions were held at the steady state—given by:
) t t
WOt = — (1-y) ) @ s+ ) (1= 03 ) Guss, (15)
s=0 s=0

where g, s = log(w}/w :_1) is the growth rate of aggregate conflict-induced (real) wages log w; =
fol log w; ,di, and deviations from their steady-state values are still denoted by hats. Compared
to (14), the additional term captures how changes in conflict-induced real wages affect work-
ers’ real wages when their conflict decisions are held at the steady state. Finally, as we discuss
in Section 6.3 and Appendix Section C.3, Theorem 1 also holds when inflation is endogenously
determined in general equilibrium, driven by either aggregate supply or demand shocks.

Three meaningful directions lie beyond the scope of the current paper. First, one could for-
mally model costly on-the-job search and study how inflation affects those costs, as in Afrouzi
et al. (2025) and Pilossoph et al. (2024). Second, one could introduce firm optimization and al-
low firms to endogenously choose the default wage contract (e.g., optimize y and a). Third, one
could introduce endogenous separation and study how it is influenced by inflation, as in Blanco
et al. (2025a).

5 Using the Survey to Calibrate Key Model Parameters

As we have discussed, several model parameters determine the extent to which conflict affects
the costs of inflation: how much workers dislike taking actions to increase their wages (i.e., the
utility cost to each worker of engaging in conflict x); the probability of free wage catch-up A;

the degree of indexation of employers’ default wage offers y; and the growth rate of the default

141n our baseline model, all workers are employed. In Appendix Section C.4, we extend the model to allow for
unemployment, determined endogenously in general equilibrium through random matching in the Diamond-
Mortensen-Pissarides tradition. Inflation can “grease the wheels of the labor market” (Blanco and Drenik, 2023) by
increasing overall employment in general equilibrium. This channel increases worker welfare through both higher
employment rates and the upward pressure these exert on wages in general equilibrium. But even in this extended
setting, aggregate costs of inflation due to conflict remain significant, both in absolute value and as a share of the

overall costs of inflation.

25



nominal wage at steady state inflation a. This section uses the second part of our survey, based
on custom-designed hypothetical questions, to measure these parameters.

We use those survey hypotheticals to measure key parameters (instead of relying on the first
part of the survey based on workers’ experiences in 2023) to abstract from the specific context
of the survey—namely, the high inflation of 2023 and the actions that workers took in response.
As such, our parameter estimates are less affected by the specific context associated with the
motivating evidence in Section 3.1° An alternative approach would be to infer these conflict
costs indirectly by calibrating a model to match moments of the wage growth distribution, as
in the menu-cost literature (e.g., Alvarez et al., 2016). However, in our model, wage growth may
arise from either conflict or default wage increases governed by a and y. One cannot easily
differentiate conflict-induced wage growth from default wage growth in the data, which makes

it challenging to map the distribution of wage growth to conflict costs.

5.1 Conflict Costs

We first measure the fraction of their wages that workers would sacrifice to avoid conflict with
their employers. As we discuss below, this object maps one-to-one to the conflict threshold T
and hence the conflict cost x in the model. To measure it, we proceed in two steps. First, we
elicit the conflict-induced nominal wage growth in the next 12 months, that is, the wage growth
workers believe they could secure from their employer if they took costly actions, AW ™. Second,
we elicit the default nominal wage growth in the next 12 months at which workers are indif-
ferent between accepting their employer’s default wage offer versus choosing to take costly ac-
tion, AW The difference, AW* — AWM measures the fraction of their wages that workers
would sacrifice to avoid conflict with employers.

The elicited fraction of wages that workers would sacrifice to avoid conflict, AW* — AW/ndiff
maps directly to the conflict threshold T in our model. To see this, note that the difference be-
tween the default nominal wage growth AW¢ and the conflict-induced nominal wage growth
AW* over the same horizon captures the wage gap of the default wage offer, x% = AW? — AW*.

In the model, for a worker without a free wage catch-up opportunity, if the wage gap x¢ is suffi-

157 literature (e.g., Barsky et al., 1997; Falk et al., 2023) shows that answers to well-designed hypothetical survey
questions are stable and predictive of incentivized or real-life decisions. However we caution that fully separating
respondents from their recent experience, even with well designed hypothetical questions, is challenging.
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Figure 5: Survey Question to Elicit Indifference Nominal Wage Growth A Wndiff

| would do my best
using any
strategies at my
| would accept my disposal to
employer's pay increase my pay
growth offer further
Employer offers you pay growth of 4% O O
Employer offers you pay growth of 3.5% O O
Employer offers you pay growth of 3% o O
Employer offers you pay growth of 2.56% O O
Employer offers you pay growth of 2% O O
Employer offers you pay growth of 1.5% O O
Employer offers you pay growth of 1% O O
Employer offers you pay growth of 0.5% O O
Employer offers you pay growth of 0% O O

Notes: this figure contains the question from the survey eliciting the indifference nominal wage growth, AW Boreach hypothetical default
nominal wage growth offered by the employer, respondents are required to choose whether they would accept the offer or take costly actions to
achieve a higher wage growth. Respondents first answer a question that reveals their conflict-induced nominal wage growth, AW*: “[clommon
strategies to increase pay include initiating a difficult conversation about pay with employers, or searching for higher paid jobs with other
employers. Please, think ahead to 12 months from now. Suppose that you are working at the same job at the same place you currently work,
and working the same number of hours. What pay growth do you think you would get if you do your best to increase pay using any strategies
at your disposal, including the common strategies listed above?”. In order to elicit the indifference nominal wage growth Awindif, respondents
then answer the question “[yJour employer increases pay for everyone in your position, including you, by z% (possible values listed below).
Would you accept your employer’s offer without taking any actions to increase your pay or would you do your best to increase your pay using
any strategies at your disposal (such as initiating a difficult conversation about pay with employers, or searching for higher paid jobs with other
employers)? Remember that you have said that if you do your best to increase pay using any strategies at your disposal, you would have a pay
growth of y%.” Here, y is their answer to the previous question.

ciently negative (x¢ < —T, where T > 0 is the conflict threshold), the worker engages in conflict.
If the wage gap is less negative (x? > —T), the worker does not engage in conflict. At the conflict
threshold (x = —T), the worker is indifferent between accepting the default wage offer and en-
gaging in conflict. As a result, when the default nominal wage growth is equal to the indifference
nominal wage growth, AW4 = AWNdiff e have x4 = AW _ Ay = —T. So, AW* — Ayindiff
equals the conflict threshold T. We then use the conflict threshold T to pin down the conflict

cost parameter k.'°

To elicit the indifference nominal wage growth, AWINdiff e adapt the standard “multiple

price lists for willingness to pay elicitation” used in experimental economics (e.g., Jack et al.,

16Eormally, let v (x) denote the worker’s value given its end-of-period wage gap in (7) at steady state. That is,
v (x) = x+maxgg, o E [X 218" (xi,e — Ki,0Fi,¢) Ixi,0 = x], subject to (5) and 7, = 7 for all £. One can then use the
conflict threshold T to pin down the conflict cost parameter « : v*% (0) —x = v°* (—T). See Appendix Section C.2 for

additional details about the mapping between our elicitation and the model.
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2022). Based on the reported conflict-induced nominal wage growth AW*, we constructed a
menu of default nominal wage growth options where the maximum wage growth is AW™ and
the minimum is AW™ minus 4 percentage points, with a gradient of 0.5 percentage points.
Figure 5 shows this menu for an example in which the respondent reported AW* = 4%. For
each hypothetical default nominal wage growth in the menu, we asked participants whether
they would accept the default offer or take actions to achieve higher wage growth.!” In the
top row, employers offer a default nominal wage growth equal to the conflict-induced nomi-
nal wage growth. If conflict is costly, workers should always accept the default offer. In the
bottom row, the employer’s default nominal wage growth offer is much lower than the conflict-
induced nominal wage growth, so workers should choose conflict unless the costs are pro-
hibitively large. At some intermediate default nominal wage growth hypothetically offered by
the employer, workers should switch between accepting and engaging in conflict. The default
nominal wage growth at which conflict decisions switch bounds the worker’s indifference nomi-
nal wage growth, AWM within a 0.5% interval. Specifically, letting AW?2°°°Pt denote the lowest
default nominal wage growth in the menu at which respondents accept the employer’s default
offer, we have AWndiff ¢ [AWAceePt — 0.5%, AW?2°ePt] and the conflict threshold

T e [AW™ — AWACPL AW™ — AW?PL 4+ 0.5%)] . (16)

We set T at the median of the interval. For those who would take costly actions at all default
wage offers, we assign a T of zero. For those who would never take actions that put them in
conflict with their employer, we know that T exceeds 4% but cannot provide a point estimate. We
summarize conflict thresholds using the median of the cross-respondent distribution to avoid
measuring values of T above 4%.!8

Figure 6 illustrates the full distribution of elicited conflict thresholds T in our sample. The
conflict thresholds are large and heterogeneous. Conditional on having a positive T, the median

worker would sacrifice 1.75% of their wages in order to avoid taking costly actions that put them

1"We randomized whether the menu was ascending or descending, and whether accepting or conflicting is or-
dered first, which means that the average results are unaffected by any anchoring due to page location. Fortunately,

we find that the cost of conflict is the same across groups, meaning order is not important.
8The only group of respondents for whom we do not define conflict thresholds throughout the analysis is those

who give non-monotone responses, which reassuringly correspond to less than 7% of the sample.
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Figure 6: Distribution of Conflict Thresholds Elicited from Survey
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Note: this figure illustrates the distribution of elicited conflict thresholds T showing the percentage of participants with each discrete value. T
is defined as the difference between the conflict-induced nominal wage growth (AW ™) and their indifference nominal wage growth (Aw/indiffy
the default nominal wage growth at which workers are indifferent between accepting their employer’s default wage offer versus taking costly
action. Specifically, we set T at the median of the interval in (16). The data exclude respondents who give non-monotonic responses. The
median elicited conflict threshold, conditional on being positive, is highlighted in the figure. The right-most column contains all respondents
with a elicited conflict threshold of more than 4%.

in conflict with their employer.!” We find substantial dispersion around this median value of
T, with more than 15% of the sample being willing to sacrifice at least 4 percent of their wages
to avoid conflict. While there is substantial dispersion in what workers are willing to sacrifice
to avoid conflict, we do not find much systematic heterogeneity across worker demographics

or income (See Appendix Figure B.1.)22’2! In our baseline model, we calibrate x so that T =

19As discussed above, we measure the conflict threshold T based on workers who do not have a free wage catch-
up opportunity and have a non-zero conflict cost. So, we report the median elicited T conditional on it being
positive.

20T assess magnitudes, one useful comparison is union dues, which approximate how much workers pay to
avoid direct conflict with employers. Union dues are generally between 1-2% of wages per year. For example,
dues for the Service Employees International Union (health care, 1.9 million members) were 1.7%, and United Auto

Workers (auto manufacturing, 1 million members) were approximately 1.1%.
2l1n Appendix Section D.1, we show that the elicited conflict threshold T is increasing in the conflict-induced

nominal wage growth AW*. One explanation could be heterogeneity in respondents’ conflict costs. Intuitively,
workers with higher conflict costs and higher thresholds T engage in conflict less frequently. Therefore, on average,
their conflict-induced nominal wage growth AW * is higher. Section 6.3 and Appendix Section D.2 evaluate this
possibility in an extension of our baseline model, and finds that this extension accounts well for the relationship
between conflict-induced nominal wage growth and elicited conflict thresholds. A second explanation for this

pattern is forms of reference dependence in workers’ conflict decisions, such as an aversion to nominal wage cuts.
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1.75%. In Appendix Section D.2, we consider an extension of the baseline model which allows for
cross-sectional heterogeneity in conflict costs, capturing the dispersion in the elicited conflict
thresholds documented in Figure 6 and show that results are similar.

Finally, 11.90% of respondents report that they would always engage in conflict, irrespective
of the employer’s offer (the leftmost orange bar in Figure 6). These workers perceive that conflict
is costless, which we map to the probability of a free wage catch-up in our model A. In our quar-
terly calibration, we translate this yearly share into a quarterly free wage catch-up opportunity
with probability A = 1 - (1-0.119)14 = 3.12%.

Our measure of T is derived from hypotheticals, but reassuringly, the cross-sectional vari-
ation is consistent with respondents’ self-reported actions in 2023. We provide two pieces of
evidence. First, respondents with a higher conflict threshold T elicited in hypotheticals (more
averse to conflict) were less likely to engage in conflict in 2023. We see this in the left panel of
Figure 7, where there is a strong negative relationship between the fraction of respondent who
took actions in 2023 on the y-axis and their elicited T on the x-axis. In Appendix Table B.5, we
further verify that the elicited T still negatively predicts the likelihood of worker conflict in 2023,
after controlling for their perceived inflation and perceived wage gap in 2023.

Second, as we would expect, among respondents who did not engage in conflict in 2023,
those with a higher elicited conflict threshold T perceived that they would have gained more
wage growth through conflict in 2023. Specifically, the right panel of Figure 7 shows that, for
respondents who accepted the default wage offer in 2023, those with higher T (most averse
to conflict) have larger perceived wage gains from conflict (defined as the difference between
their perceived nominal wage growth if they had taken costly actions in 2023 and the nominal

wage growth of their employer’s default wage offer that they accepted in 2023).2?

Together, these
cross-sectional patterns show consistent answers across sections of the survey and increase our

confidence that the elicited conflict thresholds predict worker behavior.

Appendix Section D.3 provides some evidence that aversion to nominal wage cuts is one force that tends to lower
our elicited conflict thresholds.
22perceived wage gains from conflict corresponds to —x¢ in the model, that is, the negative of the wage gap

implied by the employer’s default wage offer.
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Figure 7: Validating Elicited Conflict Thresholds
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Note: Panel A shows the relationship between the elicited conflict threshold (T), based on the hypotheticals in Figure 5, and an indicator for
whether the respondent took actions to achieve higher wage growth in 2023. Panel B is restricted to respondents who accepted their employer’s
default wage offer in 2023 and shows the relationship between their elicited conflict threshold (T) and perceived wage gains from conflict
(defined as the difference between their perceived conflict-induced nominal wage growth had they taken costly actions in 2023 and the nominal
wage growth of the employer’s default wage offer they accepted in 2023). In Panel B, the perceived wage gains are trimmed at the 1st and 99th
percentile. In both panels, we include those respondents with T > 4%, assigning them a value of 4.25%, and we exclude respondents who give
non-monotonic responses in the elicitation of T. The coefficients of these relationships are displayed, with robust standard errors enclosed in
parentheses. Stars denote levels of statistical significance: 1% (***), 5% (**), and 10% (*). See Appendix Figure B.6 for robustness to including a
control for conflict-induced nominal wage growth AW *.

5.2 Default Nominal Wage Growth and Inflation

The framework in Section 4 shows that the aggregate costs of inflation due to conflict depend
on how much the default nominal wage adjusts with inflation, captured by y. This object is hard
to measure in observational data, since one cannot easily distinguish between conflict-induced
nominal wage growth and default nominal wage growth offered by an employer. Instead, we
elicit the degree of indexation of default wage offers to inflation using survey hypotheticals. Sim-
ilar to Section 3, we randomly assign participants into a hypothetical scenario in which inflation
is expected to be 2%, 4%, 6%, 8% or 10% over the next 12 months. We then asked survey respon-
dents what default nominal wage growth employers would offer them in that setting.

Figure 8 shows that workers perceive that employers would offer almost the same default
nominal wage growth at all levels of inflation. The y-axis is default nominal wage growth that
workers expect their employer to offer. The x-axis is hypothetical inflation scenario. For refer-
ence, we also plot the 45-degree line, which reflects the slope of fully indexed default nominal
wage growth to inflation. The blue circles plot the mean default nominal wage growth expected
by the respondents in the scenario that was posed to them. The regression line, with shaded

95% confidence intervals, has a slope of 0.05, but is not statistically significantly different from
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Figure 8: Default Nominal Wage Growth and Inflation
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Note: This binned scatterplot depicts the relationship between the default nominal wage growth respondents reported they would receive
under a hypothetical inflation scenario and the hypothetical inflation rate, along with the 95% confidence interval of the predicted relationship.
The gray dashed line serves as a reference 45-degree line. The coefficient of this relationship is displayed, with the standard errors enclosed
in parentheses. The stars indicate levels of statistical significance: 1% (***), 5% (**), and 10% (*). The sample is all respondents. Respondents
answered the following question: “Consider a hypothetical situation in which inflation is expected to be 7 in the next 12 months. Suppose that
you are working at the same job at the same place you currently work, and working the same number of hours. What pay growth do you think
you would get by default if you do not take any strategies at your disposal to increase your pay (such as initiating a difficult conversation about

pay with employers, or searching for higher paid jobs with other employers)?” The hypothetical inflation scenario is 7 = 2%,4%, 6%, 8% and
10%.

zero. The slope implies that workers believe a 1 percentage point increase in inflation leads to a
0.05 percentage point increase in employers’ default wage offers, absent conflict.”> We calibrate
Y = 0.05 based on this slope. Note that this slope captures perceived default wage indexation,
which could be lower than actual default wage indexation. In our numerical exercises, we also
explore robustness to much higher levels of y than our baseline survey estimates.

Finally, Figure 8 also shows that workers perceive employers would offer them a default nom-
inal wage annual growth of 3.25% at steady-state inflation (2% annually), which directly maps to
a in the model, i.e., the growth rate of the default nominal wage at steady state inflation. Specif-
ically, this implies a quarterly value of a = 0.81%, which means workers receive periodic default

wage increases at steady-state inflation.

ZWe find similar results when relating the default nominal wage growth over the next 12 months that workers

expect their employers to offer to the inflation they expect over the next 12 months (Appendix Figure B.7).
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6 Quantifying How Conflict Affects the Costs of Inflation

In this section, we use the model developed in Section 4 to map the survey evidence in Section 5
into the costs of inflation for workers. This allows us to quantitatively assess how much incorpo-
rating conflict matters for these costs. We find that the costs of inflation incorporating conflict

are significantly larger than the costs of inflation via falling real wages alone.

6.1 Calibration

We calibrate the model from Section 4 at a quarterly frequency and summarize the parameters
in Table 2. As we discussed above, we use our survey to measure the costs of conflicts (A =3.12%
and x = 7.97% such that T = 1.75%), the degree of indexation of the default wage to inflation
shocks (y =0.05), and the growth rate of the default nominal wage at steady state inflation (a =
0.81%). Furthermore, for the quarterly calibration, we set the discount factor to a standard value,
B =0.99. The trend productivity growth rate g = 0.76% is chosen to map a steady-state average
annual growth rate of real wages of 3.02% in the ASEC-CPS survey.** We assume 7°* = 0.5%,
implying a steady-state annual inflation of 2%, again a standard value.

We assume that the idiosyncratic productivity shock is such that z; ;+p follows a Gamma (a, b)
distribution, a flexible continuous distribution with support [0,00).?> We calibrate the shape and
scale parameters of the Gamma distribution (a, b) = (0.13,0.03) such that idiosyncratic shocks
have a mean of zero, E [z; ;] = 0, and the yearly share of workers engaging in conflict at steady-
state inflation is equal to 48%, as in Panel B of Figure 4.%6 As in standard menu cost models,

the distribution of idiosyncratic shocks impacts how workers’ wage gaps move and thus the fre-

24We access ASEC-CPS data from the IPUMS CPS database (Flood et al., 2023).
25As assumed in the theory section, setting the lower bound of the idiosyncratic productivity shock to z = —u

ensures that the steady-state distribution of wage gaps has non-positive support.
26This choice is conservative in terms of the aggregate costs of inflation due to conflict. Alternatively, we can

calibrate to the 21% of workers who chose conflict in 2023 (Panel A of Figure 1), which we study in Appendix Section
C.6. Our choice in the main text is conservative because it implies that a higher share of workers already engage
in conflict each year in steady state, resulting in smaller aggregate costs of the inflation shock due to conflict. The
difference in the fraction of workers between Panel B of Figure 4 and Panel A of Figure 1 can arise because workers
who already engaged in conflict in 2022, when inflation peaked, were less likely to engage in conflict again in 2023.
Alternatively, it could be that conflict in practice is less frequent than in hypothetical questions, as workers might
underestimate the monetary, time, and psychological costs of conflict.
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Table 2: Main Analysis—Calibration

Description Value Target
B Discount factor 0.99 Standard
. Own survey
flict cost 7.97
K Conflict cos % such that T =1.75%
A Probability of free catch-up 3.12% Own survey
ASEC-CPS
T 1 h .
§ rend real wage growt 0.76% 3.02% annual real wage growth
a  Default nom. wage growth at steady state inflation 0.81% Own survey
Y Indexation of default nominal wage 0.05 Own survey
P Steady state inflation 0.5% 2% annual inflation
E[zi:] =0
Zit Idios. shocks z; ; + 4 ~ Gamma (a, b) (0.13,0.03) [zl't]

48% yearly share of conflict

quency of conflict. As a result, the share of workers engaging in conflict at steady state inflation
is informative about the distribution of idiosyncratic productivity shocks, which in turn impacts

the costs of inflation shocks through Proposition 2.

6.2 Quantifying the Aggregate Costs of Inflation Due to Conflict

We use the calibrated model to quantify the welfare costs of inflationary shocks to workers. We
solve for the first-order impact of inflation shocks {7 ,}92 , using Sequence-Space Jacobian meth-
ods, developed in Auclert et al. (2021) and Auclert et al. (2024). This approach allows us to ana-
lyze the welfare consequences of an arbitrary path of inflation.

We consider three inflationary scenarios in this subsection, plotted in the left figure of each
panel of Figure 9. The first scenario is a transitory inflation shock (Figure 9, Panel A), in which
we set fip = 1% and 71; = 0 for ¢ = 1. The second scenario is a persistent inflation shock (Fig-
ure 9, Panel B), in which we set /i, = p’- 1% with p = 0.72, which matches the empirical auto-
correlation of inflation in the US time series (specifically, the auto-correlation of quarterly PCE
inflation between 2013Q1 and 2024Q1). The third scenario is based on the post-pandemic infla-
tion 0f 2021-2023 (Figure 9, Panel C).2” Asin Section 4, an unexpected aggregate inflation shock

is realized at t = 0, and workers have perfect foresight about the path of inflation afterwards.

27Specifically, we study inflation shocks based on the difference between the headline Personal Consumption
Expenditures (PCE) Inflation between January 2021 and December 2023 (quarterly frequency, but annualized), and
steady-state inflation 2%. Following December 2023, we assume that inflation converges back to steady state at a

rate of p =0.72.
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Figure 9: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting one quarter. In
Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation is given by annualized headline PCE
inflation over 2021-2023, after subtracting the steady state inflation based on the historical mean inflation. In the left figure of each panel, we
plot the path of annualized inflation shock. In the right panel, we plot the percent deviation of the real wage from the steady state in the solid
blue line. We also plot wage erosion in the dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap

T T T T T T T T T T T
21:Q1 21:Q3 22:Q1 22:Q3 23:Q1 23:Q2 24:Q1 24:Q3 25:Q1 25:Q3 26:Q1

Quarter (t)

Quarter (t)

between the two lines, shaded in gray, represents wage catch-up achieved through more frequent conflict.
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Table 3: Decomposing the Impact of Inflation Shocks on Worker Welfare

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation —-0.93% -0.23% -0.70%
Persistent inflation -3.23% -1.32% -1.91%
2021-2023 inflation -10.64% -4.95% -5.68%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persistent inflation shock
(row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column shows the response of the present value
of real wages in each scenario, again as a percent of annual consumption. The final column shows the welfare impact from aggregate costs of
inflation due to conflict, — %, again as a percent of annual consumption.

The right figure of each corresponding panel shows the dynamic response of real wages and
wage erosion under each scenario, with the latter being relevant for welfare. For each scenario,
the solid blue line displays the overall real wage response {i0;}72,. The dashed orange line dis-
The shaded region captures the gap between

~ IeS)
the two, i.e., wage catch-up due to more frequent conflict {wﬁatch uP}

. . A i [e.0]
plays the resulting wage erosion {@w§™s°"} ~ .

. The total area of the

shaded region then captures the present value of wage catch-up due to conflict and measures
the aggregate cost of inflation due to conflict, 5, defined in (11).

For the transitory inflation shock, real wages fall by around 0.3% on impact. However, the
welfare-relevant wage erosion falls by more than 0.7%, meaning that the modest fall in real
wages is mostly because workers engage in conflict more frequently to raise their wages. For
the persistent inflation shock with p = 0.72, real wages and welfare-relevant wage erosion fall
roughly equally on impact. However wage erosion falls significantly more than real wages in
subsequent quarters. Therefore, there is a large but delayed wage catch-up to the inflation
shock through more frequent conflicts in later quarters. The delay occurs because workers have
incentives to delay conflict when the inflation shock is persistent. Even if they engage in con-
flict now so that their wages keep up with the initial inflation, the persistent inflation shock
still causes their real wages to fall in the absence of future conflict. As a result, workers can
economize on conflict costs by delaying conflict until inflation has accumulated. For 2021-2023
inflation, which peaked in 2022, there is again a large but delayed gap between real wages and
wage erosion. Overall, in all cases, the shaded region between real wages and wage erosion is
large, meaning a substantial fraction of the wage growth was achieved through costly conflict
and the aggregate costs of inflation due to conflict are large.

Table 3 confirms the importance of conflict for the welfare costs of inflation. The table dis-
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plays the welfare costs of inflation to workers and decomposes them into real wage responses
and the aggregate costs of inflation due to conflict, according to (10). In the table, welfare units
are denoted in terms of percent of annual consumption. For all inflationary scenarios, we find
that the costs of inflation to workers, incorporating conflict costs, are more than twice the costs
that arise from falling real wages alone. For example, for the persistent inflation shock with
p = 0.72, the overall welfare costs of inflation to workers are 3.23% of annual consumption. The
aggregate costs of inflation due to conflict are 1.91%, constituting 59% of the total costs.?® For
2021-2023 inflation, aggregate costs of inflation due to conflict constitute 53% of the total costs.

One unique feature of the 2021-2023 inflation, compared with the previous simpler tran-
sitory and persistent inflation scenarios, is that it peaks several quarters after the initial quar-
ter. Therefore, inflation expectations can meaningfully affect the timing of conflict decisions.
In Appendix Figure C.8, we consider the case where workers’ inflation expectations are based
on observed inflation expectations in the survey data, by combining the Survey of Professional
Forecasters (SPF) and the New York Federal Reserve’s Survey of Consumer Expectations (SCE).
In Appendix Figure C.9, we instead assume that workers have no foresight; they expect inflation
to be at the steady state in the next period and are surprised by inflation in each period. No mat-
ter the assumptions on inflation expectations, the share of overall welfare costs of the 2021-23

inflation that is due to conflict remains above 50%.

6.3 Quantitative Robustness

We explore the robustness of our findings to different parameterizations and extensions of the
model. The exact magnitudes of the costs of inflation to workers vary, but our main lesson—that
a significant share of aggregate costs of inflation arises from conflict—is robust across a range
of plausible calibrations.

Indexation parameter y. The degree of inflation indexation of default wages is an important
input to our calculations. If we allow the default wage to be more indexed, then the overall costs

of inflation to workers fall. However, while the degree of indexation affects the overall costs of

28These results are not comparable to quantitative exercises from menu-cost models of price setting, which
typically study the welfare costs of steady-state changes in inflation and use permanent decreases in consumption
as welfare units (e.g., Nakamura et al., 2018). We instead study the welfare costs of transitory inflation shocks and

use decreases in a single year of consumption as welfare units.
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inflation, it does not affect the relativeimportance of conflict. Intuitively, the impact of inflation
shocks on worker welfare is proportional to 1 -7, i.e., all that matters for workers’ decisions is
the component of inflation that is not automatically accounted for through wage indexation,
(1-7) 7. The degree of indexation simply scales up both the overall costs of inflation shocks
(see, e.g., (14)) and aggregate costs of inflation due to conflict, but does not affect the relative

importance of conflict. We formalize this intuition:

Proposition 3. 7o first order, the ratio of aggregate costs of inflation due to conflict to the overall

costs of inflation shocks, — 3/ W, is invariant to the degree of indexation of default wagey € [0,1).

Panel A of Appendix Figure B.8 quantitatively investigates how the indexation parameter af-
fects the impact of the persistent inflation shock.?® We vary the degree of indexation y between 0
and 0.6. The upper bound is conservative: the indexation of actual wages to inflation estimated
by Smets and Wouters (2007) is 0.58. The indexation of default wages to inflation shocks in the
absence of conflict must be lower. Even with high indexation of 0.6, we still find meaningful
costs of inflation to workers. Moreover, consistent with Proposition 3, we verify that the ratio
of aggregate costs of inflation due to conflict to the overall costs of inflation remains constant—
above 0.5—as the degree of indexation varies.

Probability of free wage catch-up A. A second important parameter is A, the probability
that a worker receives a free wage catch-up opportunity. Our baseline calibration has A =3.12%
using the share of workers who reported zero conflict costs in our survey, implying an 11.90%
share of annual free catch-up. This strategy could understate the true value of A. Workers who
do not have zero conflict costs might still receive free wage catch-up if the firm offers workers
unsolicited wage increases to avoid conflict. Panel B in Appendix Figure B.8 shows that our con-
clusions are similar with higher values of A than in the baseline calibration.>’ As we increase A
and hence the share of annual free catch-up, 1— (1 — 1)*, the share of aggregate costs of inflation
arising from conflict becomes smaller. However, the ratio of aggregate costs of inflation due to
conflict to the overall costs of inflation remains above 50% even if A = 12%, implying a 40% share

of annual free catch-up (i.e., 4 times more than our baseline calibration). External estimates of

29Here, we discuss results for the persistent inflation shock from Panel B of Figure 9. Appendix Figures B.9 and

B.10 also present the analogous results for the transitory shock and 2021-2023 inflation.
30For each A, we re-calibrate x so that conflict threshold T = 1.75% is kept constant and fix all other parameters

as in Table 2.
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how wages increase beyond the default wage are well within this range.3!

Conflict costs x. Finally, we assess the quantitative robustness of our results to variations in
the conflict cost x, which map one-to-one with the conflict threshold T as explained in Section
5. In our baseline calibration, we calibrate x = 7.97% so that the conflict threshold is T = 1.75%,
following our survey evidence. Panel C in Appendix Figure B.8 varies the conflicts cost k¥ such
that the conflict threshold T varies between 1% and 2%, the interquartile range of our estimates.
We find that our quantitative results are robust to different parameterizations of conflict costs.
Even with T = 1%, implying a significantly lower conflict cost k¥ = 3.70%, the ratio of aggregate
costs of inflation due to conflict to the overall costs of inflation remains above 50%.

We also consider an extension of our model that accommodates heterogeneous conflict
costs, capturing the dispersion of elicited conflict thresholds in Figure 6. In Appendix Section
D.2, we modify the baseline model by assuming that workers have heterogeneous conflict costs.
We measure these conflict costs using the distribution of conflict thresholds in Figure 6. We
show that the ratio of aggregate costs of inflation due to conflict to overall costs of inflation is
again above 50% for all inflation scenarios.>?

Alternative Calibration. Complementary to the above exercises studying robustness to vari-
ations in a given parameter, we also consider alternative calibrations. First, in Appendix Section
C.7, we calibrate conflict costs and the probability of free wage catch-up (x and A) using only
the 21% of respondents who took action in 2023, as these respondents may have a better under-
standing of the nature of conflict costs. Second, in Appendix Section C.8, we calibrate x and A
using only the subset of respondents who took action in 2023 by having a difficult conversation
with their employers. In both cases, the ratio of aggregate costs of inflation due to conflict to
overall costs of inflation shocks remains close to or above 50% for all inflation scenarios, verify-
ing the robustness of the conflict channel’s importance.

General-equilibrium determination of inflation. In the main analysis, we study how in-

flation shocks impact worker welfare within a partial equilibrium model. In Appendix Section

31For instance, Faberman et al. (2022) estimate that 3.1% of all employed workers receive unsolicited job offers

each month, which translates to 31% per year.
32This extended model also explains the untargeted positive relationship between the elicited conflict threshold

and conflict-induced nominal wage growth documented in Footnote 21 and Appendix Section D.1: workers with
higher conflict costs choose conflict less frequently, meaning that on the relatively rare occasions when they do,

their wage growth is higher.
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C.3, we extend our analysis by considering a general-equilibrium model in which inflation is
determined endogenously. In this model, inflation can be driven by either positive aggregate
demand shocks (monetary policy easing shocks) or negative aggregate supply shocks (produc-
tivity shocks). We show that the underlying source of inflation does not matter in evaluating
the impact of inflation on worker welfare. The benefits from wage catch-up due to more fre-
quent conflict in response to inflation are offset by the associated conflict costs. The ratio of
aggregate costs of inflation due to conflict to overall costs of inflation remains high. How-
ever, aggregate shocks can impact worker welfare beyond their effect through inflation (e.g.,
through conflict-induced real wages, as in (15)). Demand-driven inflationary shocks are expan-
sionary and can raise welfare beyond the shock’s impact through inflation, while supply-driven
inflationary shocks are recessionary and can reduce worker welfare beyond the shock’s impact
through inflation. In this sense, the source of inflation (demand- vs. supply-driven) does matter

for overall worker welfare.

7 Conclusion

Why do workers dislike inflation so much? We show that “conflict costs” play a significant role:
workers must incur these costs to have their nominal wages keep up with inflation, as employers
do not automatically provide wage increases when inflation is high. We capture these conflict
costs in a menu-cost style model applied to wage setting, and show, both analytically and quan-
titatively, that conflict costs change how inflation shocks impact workers’ welfare. Disciplined
by a survey of U.S. workers, our model demonstrates that incorporating conflict costs substan-
tially increases the costs of inflation to workers.

Beyond the specific application to the costs of inflation, our conflict cost model offers a
tractable approach to introducing state-dependent wage setting, providing many avenues for
future research. For example, firms may also face costs in adjusting wages away from the default
wage offer. These firm-side conflict costs are particularly relevant for downward wage rigidity,
as firms would prefer to adjust wages downward when possible. In subsequent work, we aim
to quantify these firm-side conflict costs, link them to empirical evidence on downward wage
rigidity, and study their macroeconomic implications. We also hope that future work builds on

our evidence linking conflict to wage growth, and continues to explore the importance of con-
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flict in observational data.
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Why Do Workers Dislike Inflation? Wage Erosion and Conflict Costs
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A Proofs

In the theoretical appendices, to improve exposition, we define x, = —T,. When conflict is costly

d <

(xi,r = ), the worker’s optimal conflict choice is to engage in conflict (#; ; = 1) if x?, < x,, and not to

engage (%; ; =0) if xft > x,. We use x** = —T to denote the steady-state value of x,.

Proof of Proposition 1

At t = 0, wage gaps implied by the employer’s default wage offer {x?o} are distributed with cu-

i€[0,1]
mulative distribution function

Gg (xfo;noo) = GHss (xfo +(1-7) fto) , (A.1)

where G%* is the steady-state stationary cumulative distribution function of the wage gap implied by
employer’s default wage offer, and where we define 7, = {7:}92,. As further explained in the proof
of Theorem 1, the worker’s optimal conflict decision at ¢ = 0 can be characterized as follows. When
conflict is costly (k; o = x), the worker chooses to engage in conflict if xl?fo < X, (T1:00) and not if xgo >
X (T1:00) , Where X, (7T1:00) is a threshold as a function of 1.0 = {77}72,. When conflict is costless

d

(xi,0 = 0), the worker chooses to engage in conflict if x7) < 0 and not if x?o > 0. Then the fraction of

workers that conflict at 0 is

fraco=(1-A) Gg (X0 (T 1:00) ; To0) + AGg (0; 7T oo)

= (1= 1) G (s () + (1 =) ) + AG (1 =) ),

where the first term in the first line captures workers whose conflict is costly and whose conflict choice
can then be characterized by the threshold x,, (71:o0) , and the second term in the first line captures
workers whose conflict is costless and whose conflict choice can then be characterized by the thresh-
old of 0. The second line substitutes in (A.1). Because the cumulative distribution function G%*° (-) is

an increasing function, the fraction of workers engaging in conflict at ¢ = 0, fracy, increases with 7.



Proof of Theorem 1 and Proposition 2.

Worker’s problem. We first define y; (¢, -%,¢ (i, o) , hi,¢) , which captures worker i’s wage gap at
time ¢ for a given path of inflation 7, = {m;}!_, conflict choices .9 ¢ (hi,; o) = {Fi (h,-yr;noo)}izo,
and history of idiosyncratic conditions h; ; = ({zi,r, Km—}izo , x,-,_l) 33 This objectis connected to worker
i's real wage w¢ (¢, %, (Ri,r; o), hi ¢) as defined in the main text by

*
it

Xe (e Fiye (i o), hit) =10gwy (¢, Fi ¢ (hiy 1 Woo) , Biyt) —log w

where w} is invariant to conflict decisions and the path of inflation. One can hence write wage ero-

sion and wage catch up defined in (8) and (9) as

‘ 1 1
erosion = [0 X (e To e (™) ) di - [0 X (0, o (i ™) i) di,  (A2)
and . .
w?atCh-uPEfo Xr(ﬂt,fi,t(hi,z;ﬂoo),hi,t)di—fo Xe (e, Fie (hiys ), hig) di, (A.3)

where %% = {7°°}° |, and .%; ¢ (h; ;; ) captures what the conflict decisions would have been, given
steady-state inflation, as well as the same history of idiosyncratic shocks (i.e., .# is‘; in the main text).

From (4) and (6), the impact of inflation on aggregate worker welfare can be written as
R 1 00
W= /(; E [Z lBt [Xl' (”t)ji,t (hi,t;”oo) ) hi,t) — Xt (”ss’ji,t (hi,t;”ss) ’ hi,l’)] di— i, (A.4)
t=0

where ¢ defined in (11) captures the aggregate costs of inflation due to conflict.

One useful property is that, for all (7w ¢, % ¢ (hi ¢; Too), hie),

Oxt (7e, Iyt (Piy 15 oo) i) _ ) 0 ess (A.5)

Oms (=)o (1= Fix (hiri o) ifE=s

That s, if £ = 5, a one-unit increase in inflation at s lowers wage gap at ¢ by 1 -y if the worker does not
engage in conflict during {s,---, t}.

The worker i’s problem as a function of the inflation path 7, and initial wage gap x; -, can be

33With slight abuse of notation, the history of the idiosyncratic condition here is slightly different (but a function of)
hir= ({zm, Kin} ;0 , Wi —1, w;‘_l) as defined in the main text. This is motivated by the fact that the worker’s problem (A.6)
only depends on the initial wage gap x; -1 =logw; -1 —logw; _,.



written as:

U (oo, Xi-1) = max Zﬁ [xe (e, zt(hi,t;”oo),hi,t)—Ki,tfi,t(hi,t;”oo)]] s.t. (8),
{Jll(hl tv”oo)}t 0 t=0
(A.6)

where E averages over the realization of idiosyncratic shocks {z;;,x;,:} 7o, Let {ﬂi‘ft (Ri,e; Too) }Zo
denote the optimally chosen conflict decision for each individual history as a function of the inflation
path 7 that solves (A.6) and .7/, (Rt o) = {J Il (hi ;Jtoo)};o denote the corresponding history
of conflict decisions up to t.

Our goal is to apply the envelope theorem (Theorem 2) of Milgrom and Segal (2002), which al-
lows the application of the theorem to settings with infinite discrete choices {ﬂi,t (hi,,; ﬂoo)}(;io. The

sufficient condition to apply the Envelope Theorem in Milgrom and Segal (2002) is, for each s,

E [iﬁt(?)(t(”t»fi,t(hi»f;”oo)’h”)]
— O

exists and is uniformly upper bounded by a Lebesgue integrable function. This is indeed true given

(A.5), which means that

a%l’ ”trjl t (hi,l’;”oo) ’ hi,l‘)
on;

-Y
_’3’

e[S

because each conflict decision .#; ; takes the value of either zero or one. Applying the Envelope The-

orem and using (A.5), we have, for all s =0,

U (oo xit) = [0k (6T (i ) i)

_ t
o, = tggﬁ E . a.e.
e} t
=—(1-y) ) BE [l_[( l‘r;”oo)) a.e., (A7)
t=s T=S$§

where a.e. means almost everywhere in 7.
We now further characterize the worker’s optimal conflict decision. First, consider the ¢ = 0 con-
flict decision. After the realization of idiosyncratic shock (z,-yo, K,-,O) , the worker’s optimal conflict de-

cision at t = 0 solves

V(xgo’Ki,O’ﬂlzoo) max (1-.%;) (xlo+,6% (7[1 000 X ))+J,0(0+,6021 (T 1:00,0) —Ki0), (A.8)

i,0

where 71:00 = {717}2; and x = xj,—1— (u+zi0) — (1 —7) Ao, the wage gap implied by the employer’s

default wage offer, summarizes the impact of x; _1, z; 9, and 7y on the worker’s problem. Moreover,



ay(xgovki,Or”l:oo)

we can apply the Envelope Theorem similarly to show that exists almost everywhere

ax?o
and its absolute value is bounded by ﬁ That is, similar to (A.7),
07/ (XZOJ‘KZ.,O)HI:OO) oo ¢ "
y - Z B'Ey [H (1 -7 (hi,r;noo)) >0 a.e., (A.9)
ax,-,o =0 7=0

where a.e. means almost everywhere in x?o and Ey averages over the realization of idiosyncratic shocks

{zi,1,xi,} 70, starting from 7 = 1. Note that

U (Foo, Xi,-1) = (l—ﬂ)f V (xi-1—p—(1=7) Ao — 2i0, % T1:00) f (2i0) dzi0
z
o0
+/1f V (xi—1—p—(1=7) A0 — 2i0,0, T1:00) [ (2i0) dzip-
z

We know that

a%(noo»xi—l) ooaj/(xi —l_u_(l_Y)ﬁO_ziO;K,nl:oo)
V-a-2 : : o) dzi
0x;-1 ( )fg 6xl?i0 f(zi0)dzio

0V (x;—1—p—(1=7)A0—2i0,0, T1:00
+7tf (x,, 1— M ( )f) To—Zi0,0,7T1 )f(zi,O) dzio=0. (A.10)
Z

d
z Oxl.,o

In other words, % (71.'00, x,-,_l) is weakly increasing and differentiable in x; ;.

First consider the case that conflict is costly (x; o = k). Because % (71,'1:00, xfl ) is weakly increasing

0
in xfo, the value of not conflicting, xfo + pU (JTI;OO, x?o) , strictly increases in xfo. The value of conflict-
ing B (7 1:00,0) — K o is instead independent of x?o. The worker’s optimal conflict choice can then be

characterized by a threshold x,, (71:00) ,** which satisfies
—K + B (71:00,0) = Xy (F1:00) + p (”1:00»{0 (77:1:00)) . (A.11)

The worker chooses to engage in conflict if xl?io < X, (7T 1:00) and not if x?o > X (7 1:00) 35 Second con-
sider the case that conflict is costless (x; ¢ = 0). In this case, the worker chooses to engage in conflict

if x?o <0 and notif xl?io > (.36

34Such a threshold always exists and is unique because x+ % (7, X) strictly increases in x, lim_, oo X+ B% (7 1200, X) =
—oo, and limy_, 4 o0 X + B (T 1100, X) = +00,

35There is a measure-zero set of workers who are indifferent between conflict and non-conflict. In our paper, we let
these indifferent workers engage in conflict. Our results, e.g., Theorem 1, remain true if these indifferent workers do not

engage in conflict.
36In our model, as discussed in the main text, the stationary distribution of wage gaps implied by the employer’s default



Now we use the implicit Function Theorem for Lipschitz Functions (e.g., Clarke, 1990, p. 269)
to prove that x (71:o0) is Lipschitz continuous in 7., around z*°. To apply this theorem, define
H (7 1:00, X) = —K + B (7 1:00,0) — X — B9 (71:00, X) . One needs two conditions. First, H (/T 1.+, X) is Lip-
schitz continuous in 1., around °* and x*° = x,, (;x*%) . This is true because of (A.7), (A.9), (A.10), and
the fact that the absolute value of the partial derivatives is bounded above by ﬁ Second, w
0. This is true because % -1- ,Ba%(g:l ’f“) < —1.Asaresult, X, (71:0) is Lipschitz continuous
in 1.0 around ¢

Finally, consider the conflict decision for an arbitrary period ¢. It can be written as the same prob-

lem as (A.8),

Vv (xft,K,',t,JtHlm) = m;dtx (1-i:) (x + U (”t+1 o0r X )) + i1 (04 BU (7 £41:00)0) —Ki t),
where ¢4 1:00 = {7792, and xﬁt = xir-1— (L +zi¢) — (L—y)#;, the wage gap implied by the em-
ployer’s default wage offer at ¢. The optimal conflict decision at ¢ can be characterized the same way
as at 0, and the conflict threshold x, (7¢+1:0) is the same function as x,, (71:o0) and is Lipschitz con-
tinuous in 74100 around ;s

Aggregate worker welfare. We now study the impact of inflation shocks on aggregate worker wel-
fare. We define # (7o) = fol% (oo, Xi,—1) di. From (4) and (6), the impact of inflation on aggregate

worker welfare can then be written as # = # (71,) — # (%) From (A.7),

67//(7roo)__ = ) :
“om. - ;s f [H 1 I l‘r,ﬂoo))]dl, a.e.
=—(1-7))_ B'Ds i (ms)  ace.
t=s

where @ ; (o) =E [ fol (1'[5: s (l i (hi ;71'00))) di ] captures the “survival” probability between pe-
riod s and £ = s, i.e., the fraction of workers who never engage in conflict during the period s, s+
, t.Define # (e) = W (e + (1 — €) %) . We have
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wage offer, G4 (xf_l) has a non-positive support. As a result, at steady-state inflation, the worker always prefers to con-
flict and set the wage gap to zero if it is costless to do so. With positive inflation shocks (7i; = 0 for all ), the distribution of
wage gaps implied by the employer’s default wage offer, Gd ( ) further studied below, also has a non-positive support
for all . So the worker again always prefers to conflict and set the wage gap to zero if it is costless to do so. The charac-
terization here is more general, allowing negative inflation shocks and the possibility of positive wage gaps implied by the
employer’s default wage offer. Therefore, the worker could choose not to conflict even if it is costless to do so.



As aresult, for all 7,
o0 00 1
W=W (o)~ W (7%) =—(1- )ZZ U st(sﬂoo+(1—£)ﬂ“)de)ﬁs. (A.12)

From the formula for wage erosion in (8) and using (A.5), we know that

t
wtterosmn _ (f [H hz,r?”ss))] di) 'ﬁs,
s 0 =

=—(1-y) ZOCDS”‘ (75 - s (A.13)

Note that @, (r°°) is equal to @}° ; defined in the main text, i.e., the “survival” probability at steady-
state inflation. It only depends on ¢ — s because the distribution of wage gaps in each period is the
same, given by the stationary distribution. This proves Proposition 2.

We now prove the key part of Theorem 1. That is, to first order, W ~ >0 il LD‘;“’S“’“. From (A.13),
we know that

18
18

Z ﬁt ~erosion _ _ (1 _ Y) ﬁtq)s,t (JISS) fis.

0
Il
(=)
~
Il

s
Together with (A.12), we only need to prove that @ ; (7T, is continuous in 7, around 7°* forall ¢ = s.
As proved formally below, this follows naturally from the Lipschitz continuity of x, (7 ¢+1:00) IN 7 £+ 1:00
around 7*® for each ¢ = 0.

Formally, we first prove by induction that, for each ¢ = 0, Gd ( . noo) is continuous in 7t around
%% and is continuous in x Where Gd ( i Jtoo) is the cumulative distribution function of the wage
gaps implied by the employer s default wage offer at ¢. From the proof of Proposition 1, we know that,
att=0, Gd( lO,Jl’oo) = Gbss (xl?fo +(1-7) ﬁo) is continuous in 7, (hence 7, and xl?fo. For all ¢t = 0,

f £ J'l'oo) , we can find, G; (xi,t;noo), the cumulative distribution function of the wage gaps

d
given G (x

at the end of period ¢ (after conflict decisions):

Gi(xi5o0) =1 - 1) (maX{Gf (%1, o0) — GY (x, (ﬂt+1:oo);ﬂoo),0} + G (x, (T t+1:00) ; o) ]lxi,tzo)
(A.14)
+ A (max{ G (x5 oo) = Gf (03 700) 0} + G (0 700) T, 20

where the first line captures workers whose conflict is costly and whose conflict choice can then be
characterized by the threshold x, (7¢+1:00), and the second line captures workers whose conflict is
costless and whose conflict choice can then be characterized by the threshold 0. Recall that x, (77 ¢4 1:00)

d ‘Jl’oo) is continuous in 7, around 7% and is

is Lipschitz continuous in 7 ¢4 1.00 around %%, If Gf (xl. %



continuous in xl o Gt (x, 0 Jtoo) is continuous in 7, around 7£** and is continuous in x; ; outside the
point x; ; = 0.

One can then find

Gt+1( zt+1’”00) :f

z

o0
G, (,U"‘ (1 _Y) el + Zip1 + xgtﬂ;”oo) f(zi,t+1) dzj i1,

where f (-) is the probability density function for z; s+1. If G¢ (x;,1; 7o) i continuous in 7, around 7%

d 'Jtoo) is continuous in

and is continuous in x; ; outside the point x; ; = 0 (so a.e. in x; ¢), Gt 1 ( A

d
it+1°

Gd ( i 71,'00) is continuous in 7, around s ’*

T around 7% and is continuous in x* 37 This finishes the proof by induction that, for each ¢ =0,

Now we prove that @ ; (7T,) is continuous around 7 ** for all ¢ = s. To do so, we introduce G; ; (xi,,;; Jroo) ,
the distribution of wage gap x; ; conditioning that the employer’s default wage offer “survives” be-
tween s and ¢, i.e., Hizs (1 - Jl.*T (h,-y,;noo)) = 1. First, for all s =0,

Py s (o) = (1=2) (1= G (&, (5111000 7eo) | + A (1= G (0 7))

is continuous in 7, around 5. And

Gs,s (xi,s; ”oo) = max

Dy 5 (Too) Dy 5 (o)

{(1 ) (G2 (x5 oo) = G (2, (7 541:00) ; Too) ) 0}+max{/l(6’f (Xi,5: o) = G (05 7o) 0}

is continuous in 7, around 7** and in x; ;. Moreover, for any ¢ = s, define G4

s, t+1

d .
( lHl,Jtoo), as the

distribution of xf .1 conditioning that the employer’s default wage offer “survives” between s and ¢.

We have, for any t = s,

oo
d . _ d
G t+1( ,Hl,noo)—f Gs,t(u+(1—y)nt+1+zl 141+ X t+1;7roo)f(zi,t+l)dzi,t+l
Z

By 141 (o) = @, (7o) (1= ) (1= G,y (x,4) (Frs200)i7e0) ) + A 1= G, (070

1- A)( G2, (0,141 7o) - th+1(3_ct+1(ﬂt+2:oo);7too))
G X; s oo ) = Max ,0
st (¥i413 7oo) Dy 141 (Too) D1 (Too)

A (G?,m (%0415 oo) = Gﬁm (O;JTOO))
+ max .0
®S,t+1 (jtoo) /(Ds,t (”OO)

By induction, forall £ = s, @ ; () is continuous in 7, and G ; (xi,t; Jtoo) is continuous in 7, around

37This follows from  Lebesgue dominated  convergence  theorem and the  fact  that

‘GI (“+ (1 _Y)ﬁtﬂ + Zi,t+l +xgt+1;”oo)‘ =<1 andfl 'f(zi,[_{.l) dzl',[+1 < 00.



% and in x; ;. This finishes the proof that @ ; () is continuous in 7, around 7** for all £ = s. As
a result, to first order, # ~ >0 ,[3[12)‘?0“0“. The rest of Theorem 1 follows directly from the fact that
W =320 B W~ 5cand Wy, = WeOSOM 4 NP,

Proof of Proposition 3.

The workers’ problem (7) depends on the degree of indexation y and inflation shocks {7172, only
through inflation shocks net-of-indexation (1 —y) it . To first order, # and 3 will all be linear functions
of {(1 ) #}52,- The degree of indexation simply scales both # and 5 by a factor of 1 -y, but does

not affect —% This proves Proposition 3.



B Appendix Figures and Tables
B.1 Appendix Figures

Figure B.1: Heterogeneity in Conflict: Demographics

A. Taking Actions in 2023 B. Conflict Threshold
Inflation expectation — 21.69 Inflation expectation — 1.80
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actions to achieve a higher ’ : :
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Note: Panel A displays the percentage of participants who took actions to achieve a higher wage growth in 2023, with 95%
confidence intervals shown for each demographic category. Panel B illustrates the mean of the elicited conflict threshold
T, based on the hypotheticals in Figure 5, along with 95% confidence intervals displayed for each demographic category.
In Panel B, we include respondents with T > 4%, assigning them a value of 4.25%; we exclude respondents who give non-
monotonic responses in the elicitation of T. The categories depicted include inflation expectations, firm profits, union
membership, employer type, education level, age, and gender.



Respondents who took actions
to achieve a higher wage in 2023 (%)

Figure B.2: Heterogeneity in Conflict: Income

A. Taking Actions in 2023 B. Conflict Threshold
30 3.5
& 301
K]
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Note: Panel A shows the percentage of participants who took actions to achieve a higher wage growth in 2023, with 95%
confidence intervals displayed for each income category. Panel B illustrates the mean of the elicited conflict threshold T,
based on the hypotheticals in Figure 5, along with 95% confidence intervals displayed for each income category. In Panel B,
we include respondents with T > 4%, assigning them a value of 4.25%, and exclude respondents who give non-monotonic
responses in the elicitation of T.
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Respondents (%)

Figure B.3: The Effectiveness of Conflict: Within-individual Distributions

A. Respondents Taking Action B. Respondents Accepting Default Wage Offer
Median: 2% 07 iMedian: 1%
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Note: In Panel A, we plot the perceived wage gains from conflict in 2023 for respondents who reported taking action to
achieve that wage growth, which we define as the difference between the actual nominal wage growth and the hypothetical
default nominal wage growth respondents reported they would have received if no actions had been taken. In Panel B, we
plot the perceived wage gains from conflict in 2023 for respondents who did not take action to receive that wage growth,
which is the hypothetical nominal wage growth respondents reported they would have received if they took actions minus
their actual default nominal wage growth. In Panel C, we plot the distributions from Panels A and B on top of each other.
In all panels, the unit of observation is the respondent. In all cases, the data range has been truncated, with values ranging
from a minimum of -10% to a maximum of 25%. The data have been restricted to respondents who indicated that they
took actions to achieve a higher wage growth in 2023 in Panel A and to respondents who accepted their employers’ default
wage offer in 2023 in Panel B.
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15+
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Figure B.4: The Effectiveness of Conflict: Perceived Real Wage Growth

A. Respondents Taking Action B. Respondents Accepting Default Wage Offer

Hypothetical wage growth if no actions taken Hypothetical wage growth if actions taken
Note: Panels A and B depict the distribution of perceived real wage growth in 2023 and the hypothetical perceived real
wage growth respondents reported they would have received if no actions had been taken or if actions had been taken
to achieve a higher wage growth, respectively. The perceived real wage growth is defined as the worker’s nominal wage
growth in 2023 minus their perceived rate of inflation in 2023. The data range has been truncated, with values ranging
from a minimum of -25% to a maximum of 15%. Panel A restricts to respondents who took actions in 2023, asking the
question “Above, you indicated that you got a pay raise by either initiating a difficult conversation with your employer
about your pay, searching for a higher paying job with other employers or switching employers in order to get a raise. If
you, or possibly your union, had not implemented any of these strategies, what pay growth do you think your employer
would have offered you in 2023?” Panel B restricts to respondents who accepted their employers’ default wage offer in
2023, asking the question “[w]hat pay growth do you think you could have attained this past year if you had taken actions
such as initiating a difficult conversation with your employer to ask for a raise, searching for higher paying jobs with other
employers, or switching employers in order to get a raise?”.
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5-year change in log(No. workers on strike)

Figure B.5: Cross-country correlation between labor market conflict action and inflation: Binned scat-
terplots

A. Strikes B. Job to Job Transition Rate

5-year change in Job to Job Rate (%)
o

T T T T

20 10 0 10 20 6 4 2 0 2
5-year change in Inflation (%) 5-year change in Inflation (%)

C. Membership

T T T T T

-10 -5 0 5 10
5-year change in Inflation (%)

5-year change in Union Membership (%)

Note: Each panel presents a 20-bin scatterplot relating five-year changes in headline inflation (in percentage points) to
labor market outcomes. Panel A shows the relationship with the five-year log difference of workers involved in strikes and
lockouts (80 countries from 1969-2022, sourced from the International Labour Organization); Panel B plots the five-year
change in the job-to-job transition rate (in percentage points, 30 countries from 1997-2021, sourced from Donovan et al.,
2023); and Panel C depicts the five-year change in union membership, defined as the percent of workers in a union (in
percentage points, 37 countries from 1960-2022, sourced from the International Labour Organization). The inflation data
are sourced from the World Bank. In each panel, both the outcome variable and inflation are residualized on country and
year fixed effects, and inflation is trimmed in the World Bank dataset to exclude the top 2% most extreme observations.
Observations are unweighted.
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Figure B.6: Validating Elicited Conflict Thresholds: Controlling for Conflict-Induced Nominal Wage
Growth

A. Taking Actions in 2023 B. Perceived Wage Gains from Conflict in 2023
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Note: Panel A shows the relationship between the elicited conflict threshold (T), based on the hypotheticals in Figure 5,
and an indicator for whether the respondent took actions to achieve higher wage growth in 2023, adding a control for the
conflict-induced nominal wage growth (AW *). Panel B is restricted to respondents who accepted their employer’s default
wage offer in 2023 and shows the relationship between their elicited conflict threshold (T) and perceived wage gains
from conflict (defined as the difference between their perceived conflict-induced nominal wage growth had they taken
costly actions in 2023 and the nominal wage growth of the employer’s default wage offer they accepted in 2023), adding a
control for the conflict-induced nominal wage growth (AW ™). In both panels, we include those respondents with T > 4%,
assigning them a value of 4.25%, and exclude respondents who give non-monotonic responses in the elicitation of T. In
Panel B, the perceived wage gains are trimmed at the 1st and 99th percentile. The coefficients of this relationship are
displayed, with the standard errors enclosed in parentheses. Stars denote levels of statistical significance: 1% (***), 5%
(**), and 10% (*).
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Figure B.7: Wage Indexation: Variation from Inflation Expectations

10+

6 ST v=0.16***
- (0.03)

Expected nominal wage growth (%)

2 4 6 8 10
Expected inflation (%)

Note: This binned scatterplot depicts the relationship between the default nominal wage growth over the next 12 months
that workers expect their employers to offer and the inflation they expect over the next 12 months, along with the 95%
confidence interval of the predicted relationship. This figure restricts the sample to respondents who expect inflation
between 0% and 10% next year. Among the full sample, 72% fall in this range, because 24% are excluded because they
expect inflation above 10% and about 4% are excluded because they expect prices to fall. The gray dashed line serves as a
reference 45-degree line. The coefficient of this relationship is displayed, with the standard errors enclosed in parentheses.
The stars indicate levels of statistical significance: 1% (***), 5% (**), and 10% (*).

15



Figure B.8: Aggregate Costs of Conflict due to Inflation as a Function of Key Parameters (the Persistent
Inflation Shock)

Panel A: Indexation Parameter

Welfare and Wages Share of Costs of Inflation due to Conflict
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Panel C: Conflict Costs
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Notes: these figures summarize the impact of the persistent inflation shock on wages and worker welfare under different
model parameterizations. The left figure of each panel plots the decline in the present value of real wages (blue solid line),
and the present value of welfare-relevant wage erosion (dashed orange line) after the inflation shock, both as a percentage
of annual consumption as in Table 3. The gap between the two lines, shaded in gray, represents the present value of wage
catch-up achieved through more frequent conflict. The right figure of each panel plots the ratio of these two terms as the
parameter varies. Panel A varies the indexation parameter y between 0 and 0.6. Panel B varies probability of free wage
catch-up A such that the annual share of free wage catch-up, 1— (1 - A)*, is between 0 and 40%. Panel C varies the conflict
cost x such that the conflict threshold T varies between 1% and 2%.
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Figure B.9: Aggregate Costs of Conflict due to Inflation as a Function of Key Parameters (the Transitory
Inflation Shock)

Panel A: Indexation Parameter
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Notes: these figures summarize the impact of the transitory inflation shock on wages and worker welfare under different
model parameterizations. The left figure of each panel plots the decline in the present value of real wages (blue solid line),
and the present value of welfare-relevant wage erosion (dashed orange line) after the inflation shock, both as a percentage
of annual consumption as in Table 3. The gap between the two lines, shaded in gray, represents the present value of wage
catch-up achieved through more frequent conflict. The right figure of each panel plots the ratio of these two terms as the
parameter varies. Panel A varies the indexation parameter y between 0 and 0.6. Panel B varies probability of free wage

catch-up A such that the annual share of free wage catch-up, 1— (1 - A)*, is between 0 and 40%. Panel C varies the conflict
cost x such that the conflict threshold T varies between 1% and 2%.
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Figure B.10: Aggregate Costs of Conflict due to Inflation as a Function of Key Parameters (2021-23
Inflation)

Panel A: Indexation Parameter
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Notes: these figures summarize the impact of the post-Pandemic inflation shock on wages and worker welfare under
different model parameterizations. The inflation shock is given by the path of annualized headline PCE inflation over
2021-2023, after subtracting the steady-state inflation based on the historical mean inflation. The left figure of each panel
plots the decline in the present value of real wages (blue solid line), and the present value of welfare-relevant wage erosion
(dashed orange line) after the inflation shock, both as a percentage of annual consumption as in Table 3. The gap between
the two lines, shaded in gray, represents the present value of wage catch-up achieved through more frequent conflict.
The right figure of each panel plots the ratio of these two terms as the parameter varies. Panel A varies the indexation
parameter y between 0 and 0.6. Panel B varies probability of free wage catch-up A such that the annual share of free wage

catch-up, 1 - (1-— A)%, is between 0 and 40%. Panel C varies the conflict cost x such that the conflict threshold T varies
between 1% and 2%.
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B.2 Appendix Tables

Table B.1: Distributions in Survey Sample vs. Population

Survey US population

Male 0.52 0.52
Female 0.48 0.48
Secondary education (e.g., GED/GCSE) 0.02 0.02
High school diploma/A-levels 0.37 0.39
Technical/community college 0.12 0.11
Undergraduate degree (BA/BSc/other) 0.32 0.30
Graduate degree (MA/MSc/MPhil/other) 0.14 0.13
Doctorate degree (PhD/other) 0.04 0.04
Democrat 0.29 0.28
Republican 0.25 0.26
Independent 0.33 0.33
None 0.06 0.07
Other party 0.06 0.06
22-29 years old 0.24 0.20
30-39 years old 0.38 0.29
40-49 years old 0.21 0.26
50-60 years old 0.17 0.26
Full-Time 0.83 0.83
Part-Time 0.17 0.17
For-profit company 0.80 0.77
Not-for-profit corporation 0.10 0.07
State government 0.03 0.06
Federal government 0.02 0.03
Local government 0.04 0.07
Other employer 0.01

White 0.68 0.75
Black 0.12 0.14
Asian 0.08 0.07
Mixed 0.08 0.02
Other 0.04 0.02
No reported ethnicity 0.00
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Covered by a 0.11 0.13

Not part of a 0.81 0.87
No reported 0.07

Income

$0-$19,999 0.11 0.12
$20,000-$39,999 0.24 0.22
$40,000-$69,999 0.34 0.31
$70,000-$99,999 0.17 0.16
$100,000-$124,999 0.06 0.08
$125,000+ 0.07 0.11

Note: The table displays statistics for the overall U.S. population, as compared to the sample of respondents in our survey.
We pre-screen so that our respondents are at least 22 years old but no older than 60, full-time or part-time employed, and
not self-employed. The statistics for the U.S. population were also limited by these criteria before taking the summary
statistics, which are constructed using IPUMS-CPS-ASEC data for March 2023, and Gallup data for 2024.
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Table B.2: Wage Growth for Action Takers vs. Non-Action Takers

Nominal wage growth Real wage growth
) 2) 3) 4)
Action taker in 2023 1.840*** 1.797*** 1.594*** 1.704%**
(0.346) (0.371) (0.421) (0.450)
Controls X X
Observations 2933 2786 2930 2782

Notes: The dependent variable in columns 1 and 2 is reported nominal wage growth in 2023 (in percent) and the depen-
dent variable in columns 3 and 4 is the perceived real wage growth (in percent), defined as the nominal wage growth in
2023 minus the worker’s perceived inflation in 2023. “Action taker in 2023” is an indicator equal to one if the respondent
reported taking action to achieve a higher wage growth in 2023. All regressions trim nominal and real wage growth at the
1st and 99th percentiles. Columns 1 and 3 report the bivariate association between being an action taker and wage growth,
while columns 2 and 4 add controls for union membership, tenure with the current employer, age, annual pre-tax income
category, sex, and highest education level completed. Robust standard errors are reported in parentheses.
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Table B.3: Inflation and Labor Market Outcomes—Robustness Table

Panel (a): Job-to-Job Flows

5-Year Difference 2-Year Difference  Level
(1) ) (3) (4) (5) (6) (7
Ay ¢—5 Inflation rate 4.628* 8.405** 10.017***  16.469***  8.275**
(2.526) (3.378) (3.435) (4.691) (3.259)
A¢,s—5 log(GDP per capita) 1.926
(1.331)
At s—o Inflation rate 3.486
(2.496)
Inflation rate 3.249
(2.736)
Observations 285 283 282 265 282 381 456

Panel (b): Union Membership

At s—5 Inflation rate 19.575***  14.638**  11.150** 5.696 12.516**
(6.429) (7.065) (5.187) (8.554) (5.890)
A¢,+—5 log(GDP per capita) -3.167
(2.933)
At s> Inflation rate 7.468**
(3.093)
Inflation rate 16.772*
(9.245)
Observations 1,308 1,308 1,308 1,178 1,232 1,419 1,566
Panel (c): Strike Activity
Ay ¢—5 Inflation rate 2.831%** 2.431%* 2.361%** 1.948 2.338***
(0.431) (0.474) (0.478) (1.628) (0.484)
A¢,s—5 log(GDP per capita) 0.923
(0.599)
Ay -2 Inflation rate 0.929**
(0.400)
Inflation rate 2.261%**
(0.553)
Observations 1,962 1,963 1,962 1,763 1,853 2,196 2,554
Country FE v v v v v v
Year FE v v v v v v
5% tails trimmed v

Notes: This table shows the relationship between inflation and three labor market outcomes: Panel (a) job-to-job transi-
tions (in percentage points, 30 countries from 1997-2021, sourced from Donovan et al., 2023), Panel (b) union membership
defined as the fraction of workers who are in a union (in percentage points, 37 countries from 1960-2022, sourced from the
International Labour Organization), panel (c) log of the number of workers involved in strikes and lockouts (80 countries
from 1969-2022, sourced from the International Labour Organization, excluding observations with zero strikes). We use
headline inflation (expressed in decimal form, e.g., 0.02 for 2%), sourced from the World Bank. In all cases, inflation is
trimmed at the top 2% across all years and countries within the World Bank dataset. In columns 1-5, the variables are
differenced over 5 years, in column 6 we use the 2-year difference, and in column 7 we use levels. In all panels, Column 1
includes country fixed effects only. Column 2 introduces year fixed effects, and column 3 includes both country and year
fixed effects. Column 4 trims 5% of the tails for 5-year inflation growth within each sample. Column 5 adds a control for
the 5-year change in log GDP per capita. In all specifications, standard errors are clustered at the country level. Statistical
significance is denoted as follows: *** p < 0.01, ** p < 0.05, *p < 0.10.
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Table B.4: Predicting Whether Workers Took Action in 2023

1) 2) 3) 4 (&)

Perceived Wage Gap -0.556***  -0.591***  -0.624*** -0.666"**
(0.144) (0.144) (0.154) (0.147)
Perceived Inflation 0.081 0.316**
(0.154) (0.153)
Wage Growth without Action -1.400***  -1.188***
(0.177) (0.170)
Observations 2,926 2,781 2,644 2,659 2,754
Controls X X X X

Notes: The dependent variable is an indicator equal to 1 if the respondent reported taking any action in 2023 to achieve a
higher wage growth. The key independent variable is “Perceived wage gap” implied by the employer’s default wage offer in
2023, defined as the difference between the nominal wage growth of their employer’s default wage offer and their conflict-
induced nominal wage growth. “Perceived inflation” is based on reported perceptions of price changes in 2023. “Wage
growth without action” is the default nominal wage growth offered (or believed would have been offered) by the employer.
All continuous regressors are expressed as percentages. To reduce the influence of outliers, the perceived wage gap and
wage growth without action are trimmed at the 1st and 99th percentiles and perceived inflation is trimmed at the 1st and
95th percentile. Controls include union membership, tenure with the current employer, age, pre-tax income category, sex,
and highest education level completed. Statistical significance is denoted as follows: ***p < 0.01, **p < 0.05, * p < 0.10.
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Table B.5: Predicting Whether Workers Took Action in 2023 Using the Elicited Conflict Threshold

@ ) 3)

Perceived Wage Gap  -0.786"**  -0.821***  -0.889***
(0.147) (0.148) (0.156)

Conflict Threshold -5.004***  -4.742***  -4,703***
(0.522) (0.522) (0.538)

Perceived Inflation 0.050
(0.158)

Observations 2,727 2,593 2,484

Controls X X

Notes: The dependent variable is an indicator equal to 1 if the respondent reported taking any action in 2023 to achieve a
higher wage growth. The key independent variable is “Perceived wage gap” implied by the employer’s default wage offer in
2023, defined as the difference between the nominal wage growth of their employer’s default wage offer and their conflict-
induced nominal wage growth. “Perceived inflation” is based on reported perceptions of price changes in 2023. “Conflict
threshold” is the elicited conflict threshold (T), based on the hypotheticals in Figure 5. We include those respondents with
T > 4%, assigning them a value of 4.25%, and exclude respondents who give non-monotonic responses in the elicitation
of T. All continuous regressors are expressed as percentages. To reduce the influence of outliers, the perceived wage gap
is trimmed at the 1st and 99th percentiles and perceived inflation is trimmed at the 1st and 95th percentile. Controls
include union membership, tenure with the current employer, age, pre-tax income category, sex, and highest education
level completed. Statistical significance is denoted as follows: ***p < 0.01, **p < 0.05, * p < 0.10.
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C Additional Model Analysis

In the theoretical appendices, to improve exposition, we define x, = —T,. When conflict is costly
(xi,: = ), the worker’s optimal conflict choice is to engage in conflict (%; ; = 1) if x;i ; < X, and not to

engage (.%; ; = 0) if xf . > x,. We use x*° = —T to denote the steady-state value of x,.

C.1 Theoretical Extensions

More general distribution of conflict costs. Our main result, Theorem 1, does not depend on the
"Calvo-plus" form and holds for a more general distribution of conflict costs with non-negative sup-
ports, because the application of the envelope theorem in Milgrom and Segal (2002) does not require
specific restrictions on the distribution of conflict costs. Formally, we consider the general case that
the conflict cost x; ; is i.i.d. over time and across workers, independent of z; ;, and drawn based on
the cumulative distribution function H (x; ;) with a support of [0,00). The worker problem part of the
Proof in Theorem 1 continues to hold, with the only modification being that the conflict threshold

X, (7 +1:00: X ,1) NOW also depends on «; ;, given by

—Kj,t + BU (T 141:00,0) = X, (T p41:00Ki 1) + BU (78 41:000 X, (T 41:005K i1 1)) -

That is, worker with a conflict cost x; ; at ¢ chooses to engage in conflict if xl?i L =X, (Jtt+1:oo;1<,-, t) and

not if x?t > X, (7 t+1:00:K,¢) - Similar to the Proof in Theorem 1, x, (7 £+1:00;X,¢) is is Lipschitz contin-

uous in 7 ¢41:00 around 7*® for each x; ; = 0.
The aggregate worker welfare part in Theorem 1 also continues to hold, with minor modifications

about how we go from G¢ (xfft;ztoo) t0 Gt (Xi,1; oo)

(o]
Gy (1,65 7o) = fo [rnaX{G‘f (X165 700) = G (2, (7 411003 K11 To0) ,0} + G (x, (100K 1) s oo) ]lx,-,,zo] dH (xi:),
how we construct @ s () and Gg s (Xi,s; Too) ,

Dy 5 (Too) =f0 (I—Gf (x, (ﬂs+1:oo;1<i,s);Jtoo))dH(Ki,s),

® Gf (xlys;ﬂoo) - Ggl (ES (”S"'I:OO;KI,S);JIOO)
G (315 77) = fo e Dy s (Tco)

,o}dH(K,;s),
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and how we construct ®; ¢+ (o) and G s+1 (Xi,r11; Too) forany £ = s,

[o.0]
D 141 (o) = D s (Jroo)fo (1 — Gy (2,1 (Ter2i00i K1 141) ;noo)) dH (ki 1),

o0 { Gz[+1 (xi,t+1;7too) - G?,Hl (£t+1 (”t+2:oo§7<i,t+1);7too)
m

G Xit+1; Moo =
st (i1 7oc) f Dy 141 (Too) [ Dy ¢ (7o)

0 yO}dH(Ki,l+1)'

The intensive margin of conflict—allowing conflict costs to scale with wage gains from conflict.
In our baseline analysis, conflict costs are fixed and do not depend on the wage gains from conflict
(the gap between conflict-induced wage w;t and the default wage wl?f ;). Moreover, after engaging in
conflict to raise their pay, the worker’s (real) wage is given exogenously by the conflict-induced (real)
wage w;t and is not chosen by the worker. Here, we consider an alternative setup that captures the
intensive margin of conflict. Workers choose the conflict-induced wage, and conflict costs increase
with wage gains—akin to Rotemberg costs in price setting. Specifically, when engaging in conflict
to raise their wages beyond the default offer, the worker chooses their (real) wage w; ; but incurs a
period- ¢ utility cost of 5 (log w; ;—log wl?f t)z. In this case, our main result remains true: the impact of
inflation shocks on aggregate worker welfare is still given by # =~ Y90, Bl werosion Wage erosion is still
defined as how inflation shocks would impact workers’ real wages if their conflict decisions (defined
now in terms of the intensity of the conflict log w; ; —log wg ;) were held at steady-state level.

Specifically, the worker i’s problem is given by

O at K d)?
max E|Y B |logw;,— = (log w; s —log wl.,t) ,
{wi, e} 720 t=0 2

where wl?i = Wi e® "~ (=1 (:=7%) captures the default real wage offered by the employer as in the
main analysis. We can again summarize it terms of “wage gap,” x;,; =logw; ; —log w; ,, defined as the

difference between the actual wage and the frictionless wage w? , given by (3):

’
[ ¢ K - A ™~
U (Fooy Xi—1)= max E Y B4 xi—= | Xie— | Xim1 = (u+2i0) = (1) 4
xi,t}t:O t=0 2
Worker’s optimal choice of x; ; implies, for all £ =0,
d d
1-x (xi,t — xi’t) + BE; [K (x,-,Hl — xi,t+1) =0,

o0

where E, averages over the realization of idiosyncratic shocks {z; s} ..,

starting from ¢ + 1. Iterating
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forward, we have, for all t =0,
4 1
Xigp =Xj  +——

x(1-p)

Applying the envelope theorem similar to the proof of Theorem 1, for all s = 0,

o0u (”om xi,—l)
on;

_F

T} 1-y) ae,

= —ﬁsK (xi,S - xgs) (1 _Y) =

Similar to the proof of Theorem 1, the impact of inflation on aggregate worker welfare is

1 1
W:f %(ﬂoo,xi,_l)di—f U (75, x;,-1) di.
0 0

o0 o0 o0 .
= — (1 _7) Z ,BS Z ﬁkﬁ,s — Z ’Btw?rosmn’
s=0 k=0 =0

where

. t
w?roswn __ (1 _Y) X;,)ﬁs (C.1)
s=

is now defined as how inflation shocks would impact workers’ real wages if their conflict decisions
(defined in terms of the intensity of the conflict x; ; — xg ;) are held at steady-state level. The formula
in (C.1) is as if @;° = 1 for all k in the formula of wage erosion (14) in Proposition 2. This is because the
inflation shock 7 ; would lower workers’ real wage at ¢ > s by (1 —y) #; if the intensity of their conflict
decisions were held at steady-state level.

Intensive-margin of labor supply adjustment. Here, we consider an alternative setting where
workers adjust labor supply along a continuous intensive margin. This maps directly to the hard-
work option in Panel B of Figure 1. In this case, the impact of inflation shocks on aggregate worker
welfare is given by “pay erosion,” defined as the effect of inflation shocks on workers’ total real pay if
their labor supply is held at the steady-state level.

The worker i’s problem is given by

(0,0
max [E Y Blu(cinlic)| st (C2),
{¢ i.t}t:O =0
where ¢; ; denotes worker i’s labor supply. The worker’s consumption is given by ¢; ; = w; ; = wlht[ i
where w; ; the worker’s total real pay and wlh . is the worker’s hourly real wage. We assume that u (c, £)
is strictly increasing in c, strictly decreasing in ¢, jointly concave, continuously differentiable and

belongs to the balanced growth path preferences of the form in King, Plosser, and Rebelo (1988).38

38 Alternatively, we could allow a time-varying utility function u; (c, ¢) to guarantee the existence of a balanced growth
path.
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This ensures that a balanced growth path is possible since real wages grow over time in our model. The
hourly wage evolves similarly to the analysis (but we abstract from wage gains due to costly conflicts,

as we focus on the intensive margin of wage adjustment):

h a-m%—(1-y) (m—n*) b.1-21
w' e w. prob.
wh =¢ bt P (C.2)
w; w. prob. A,

where w;, follows its process in the main analysis. We define the function

h
v(wivt

):m;lxu(wkté,ﬁ).

We assume that the maximizer £* ( ) exists and is unique and continuously differentiable. It follows

that

1, h h * h
v (wi,t) w;, = uc(w,-,t,f (wi,t)) Wi ;.

The aggregate worker welfare can be written as

szol[E [z)ﬁtv(wgt)di].

Let li/lh ,=log wlh (74, hit) —log wf’ . (%%, hi 1) denote the effect of inflation on the worker’s log hourly
wage given their idiosyncratic history. Similar to the proof of the case with general utility in (C.11), to

first order, the impact of inflation shocks on worker welfare is given by

W~ fZﬂ wlS wlswl di = fZﬁwuﬁfﬂ wiSw!,di.

We now define “pay erosion” as the effect of inflation shocks on workers’ total real pay when their
labor supply is held at the steady-state level, and note that it equals the effect of inflation shocks on

the worker’s log hourly wage L?)lh .

~ erosion

WSO = log (w], (70, hy ) £5) ~log (w], (%%, hy ) £55) = wl,
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We can then express the impact of inflation shocks on worker welfare as

o0
W ~ f Z ,Btuc (wss glgst) WSS gpyerosion 74
t=0

it i,t 77t

SS SS SS
1 uc(wl.,[,éi t) w

1 .
. ) 1t A i .
f ue (w35, €55) wl.“tdz] f 1 WEosion g (€3)
0 ’ ! ! 0 $S pss $S 3 ’
Jo uc(w (l.,t) wiSdi

it’

= iﬁl‘
=0

Compared to (12), there are two main differences. First, as in the extension beyond log utility and
hand-to-mouth workers, each worker’s pay erosion must be weighted appropriately, reflecting differ-
ences in marginal utility and steady-state pay. Second, total pay erosion now plays the role of wage
erosion. In our main analysis, because a worker’s total real pay equals their real wage, pay erosion and
wage erosion are equivalent.

Finally, we could allow workers to achieve wage gains through costly conflicts, as in the main anal-
ysis, while also allowing them to make the intensive-margin labor supply adjustments studied here.
In this further extension, the impact of inflation shocks on worker welfare would still be summarized
by (C.3). That is, the impact is still given by “pay erosion,” defined as the effect of inflation shocks
on workers’ total real pay when both conflict decisions and labor supply are held at their steady-state
levels.

Beyond log utility and hand-to-mouth consumers. In the main analysis, we study the case in
which the worker has log utility and is hand-to-mouth. Our main result, Theorem 1, can be extended
to the case where the worker faces a standard borrowing constraint or does not have log utility. Here,
we allow the worker’s utility u () to be an arbitrary twice-differentiable, strictly increasing, and strictly

concave function. The worker’s budget constraint is given by
Cirtajr=wi;+(1+r)a;j;—1 st ajr=a, (C.4)

where a; ; is the net savings, r is the real rate of return on savings (treated as exogenous as in the main
analysis), and a; _ is given. The worker is subject to the standard borrowing constraint a; ; = a.
The worker i’s problem as a function of the inflation path st ,, and initial conditions (wi,_l , w;‘_l, ai,_l)

can be written as:
4 (71’00, wi_1, w;"_l,ai,_l) = max .
{ai.t(hi,t;”oo)rCi,t(hi,t;noo))ji,t(hi,t;”oo)e{orl}}t:()

o0
E|Y B u(cir(hii o)) = KitTir (hi,t;”oo)] (C.5)
=0
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subject to (C.4) and

w; ;1% A=) (=) i g =,
Wi, = (C.6)
w;t ifg ;=1
Note that the wage gaps are no longer sufficient statistics for workers’ problems when the worker

faces a standard borrowing constraint or does not have log utility. Let {Ji’ft (hi,t;ﬂoo)}c:() denote the
optimally chosen conflict decision and .#;", (hi,e; oo) = {JZ‘T (hiz; o) };0 the corresponding history
of conflict decisions up to t. Also let {a; , (hl-,t;ztoo),c; , (hi't;”“)}zo denote the optimally chosen
net savings and the corresponding consumption given the optimally chosen conflict and net savings
decisions.

The key challenge is that the envelope theorem we use for Theorem 1 (Theorem 2 of Milgrom and
Segal (2002)) only applies to unconstrained problems. To apply the envelope theorem suitable for
constrained problems (Corollary 5 of Milgrom and Segal (2002)), the choice set must be a convex com-
pact set. We henceforth consider an alternative problem where workers choose the probability of con-
flict with their employer to increase pay, .%; ; € [0,1]. In this case, workers’ choices {.%; ; (hi,1; o) } 1o

t.39

reside in a convex compact set.”” The dynamics of the worker i’s real wage is given by:

w; 1€ 0N =) with prob. 1-.%;

Wi = (C?)

wr with prob. .%; ;

1,

The worker’s alternative problem is then given by

Y *
/4 (J'too, Wi-1, W; _y, al-,,l) = max .
{ai (hi,;7o0),Cie (hiy 137 00) Tt (B, 157000 ) €10, 11} 52

E Zﬂfu(ci,t(h,-,t;noo))—Ki,tyl—,,(h,-,t;noo)] s.t. (C.4) and (C.7). (C.8)
=0

In fact, the worker’s value % (Jl'oo, wi -1, w; 1 ai,_l), allowing them to choose the probability of
conflict .%; ; (hi,[;zroo) € [0,1], is the same as the worker’s value % (Jl'oo, w;_1, w;_l, ai,_l) , when they
make a discrete choice of whether to conflict or not .%; ; (hi,t;ﬂoo) € {0,1}. This is because a worker
will choose an interior probability of conflict .%; ; (hi,r; o) € (0,1) if and only if they are indiffer-
ent between conflict and non-conflict. By the same token, the optimally chosen conflict decision
{J l.": ; (hi,t; Jl'oo) }Zo for the problem (C.5) also maximizes the alternative problem (C.8).

We can then apply the envelope theorem in Corollary 5 of Milgrom and Segal (2002) to the alter-

39We use the fact that the infinite product of compact sets [0, 1] remains compact under the product topology.
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native problem (C.8). Similar to (A.7),

alogwt(ﬂ't,j{tt (hi,t;jtoo)’hi,t) 0 iftr<s C.9)
= . 9
Oms —(1-7) £=s(1—f;1(hi,r;ﬂoo)) ifr>s
As aresult,
0w (”OO» Wij,-1, w;_l)ai,—l) _ iﬁtﬂ—: P alogwt(”t)j;:t (hi,t;”oo)»hi,t) de
or. Z it Wit or.
e} t

=—(1-y) Y. B'E | (ci,e) wie [] (1 -7 (hi,r;ﬂoo)) a.e, (C.10)

t=s T=S$§

where w; ; = w; (Jtt,fi’:t (h,-,t;Jtoo),h,-,t) and A; = u'(ci¢) = u (c;[(hi,t;noo)) capture the Lagrange
multiplier of the budget constraint at history h; ; given the aggregate shock 7 ,. Aggregating (C.10),

oW (7o)
07,

=—(1—Y)[iﬂtf01[E

t
u' (ci,e) wie [] (1 -7 (h,-y,;:too))] di, a.e.

T=S$§

Similar to the proof of Theorem 1, we know that, to first order,
. 00 1
W ~ Z ﬁt ul (Cfst) fst li/eroswndl
t=0 0
where ¢}, = ¢}, (hi,s %), W}, = w; (nss,J.ft (hi,;7%), hi,t) , and

w;artosmn - log( ( Jitt (hz 5T ) h;, t)) —log (wt (nss,j;:t (hi_t;nss) , hi,t))

Together, the impact of inflation {7,}72, on aggregate worker welfare can be written as

SS S§S

% - ss ! w (Ci't) wi't ~ erosion
W:Zﬁ Sdi - w; o di. (C.11)
=0 o u’(cl t) w;sdi

wlep)ui
fO u/( ) ss dl :
ers with lower levels of consumption have a higher marginal utility of consumption, so they receive a

Compared to (12), different workers’ wage erosion may receive different weights

relatively higher weight conditional on their wage.
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Conflict-induced real wages co-move with inflation. In our baseline model, the conflict-induced
(real) wage w; : is exogenous and invariant to inflation shocks. Theorem 1 also extends to the case
where w; , Co-moves with inflation, for example, because w; ; depends on the state of the labor mar-
ket, which itself may be influenced by inflation (as further explored in Appendices C.3 and C.4). In
this case, the first-order impact of inflation shocks on aggregate worker welfare is still given by # =

% o BIWesON where wage erosion—how aggregate shocks would impact the workers’ real wages if
their conflict decisions did not respond to aggregate shocks—is given by (15), restated here:

. t t
erosion — _ (1 _ Y) Z O s+ (1 - (D;is) Sw,s»

s=0 §=0
where g,,s = log(w;/w} ) is the growth rate of aggregate conflict-induced (real) wages logw; =
fol log (wl* s) di and deviations from their steady-state values are still denoted by hats. The first term
is exactly the same as in (14), and the second term captures how inflation shocks affect workers’ real
wages through the growth of conflict-induced real wages when conflict decisions are fixed at their
steady-state value.

Specifically, the conflict-induced real wage w; , now generalizes (3) and follows
logw;, =logw;, |+ guw,:+2ziz (C.12)

where g,,,; =log(w;/w}_,) is the growth rate of the aggregate conflict-induced (real) wage, which can
depend on inflation shocks, and logw; = [ 1ogw; .di. In this case, the worker’s problem can then be

summarized by:

max [F Mx; =% 1% 6,
{jl-,t}(:io ;)ﬂ [ 1,t 1,t l,t]

subject to the dynamics of the wage gap

Xi—1— (,U+ Zi,t) — 8wt~ (1 —Y)ﬁt ifg,=0

xi,t: )
0 ifji’[:].

where deviations from their steady-state values are still denoted by hats. This is the same problem as
(7) with relevant aggregate shocks replaced from {(1-y) &} 2, to {§uw,: + (1 —¥) #:}” . So, the Proof in

Theorem 1, which focuses on the problem in (7) based on wage gaps, continues to hold:
A m t .
Wx ~ Z :6 )Acgrosmn’
t=0
where fc?msmn is defined as in (A.2), which captures the impact of aggregate shocks on aggregate wage
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gaps while holding each worker’s conflict decision at the steady-state level, and is given by

. t t
£ = (1-9) YO s~ 3O Bus V20,
s=0 s=0
and #* is now defined as in (A.4), which captures the impact of aggregate shocks on worker welfare

sans the exogenous component in (6):
. “ (o]
Wx=W - Z Blws;.
=0

*

From the definition of wage gap, x; ; = logw;; —logw; ,,

we know that wage erosion, which captures

the aggregate shocks on aggregate real wages while holding each worker’s conflict decision as if infla-

tion and productivity growth are at the steady-state level, is connected with £¢7°si°" by:
w(terosion — )%?rosion + u‘);‘,

where W} =Y!_, §u,s. Together, we arrive at (15).

C.2 Additional Materials on Quantification
C.2.1 Mapping survey elicitation to the model

Conflict threshold. In our survey, we first ask respondents to think 12 months ahead and report their
conflict-induced nominal wage growth relative to their current wage. We denote this growth by AW =
log %, where W denotes the nominal wage 12 months ahead induced by a single instance of conflict
and W_ denotes the current nominal wage. The growth rate of the employer’s default wage offer is
given by AW? = logvm'/,—il, where W denotes the default nominal wage 12 months ahead absent any
instance of conflict.

By definition, the wage gap implied by the employer’s default wage offer is given by:

wd w"

d d *

=1 -1 =log— —log—

X ogw ogw og b og b
wd w*

=logW% —logW* = logW —log

w_
=AW - AW*,

where P denotes the price level. In words, the wage gap of the default wage offer is the difference

between default nominal wage growth and conflict-induced wage growth.
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Let v** (x) denote the worker’s value given its end-of-period wage gap in (7) at steady state. That
is, v**(x) = x + maxyy, yo E (X1 B (xi,r —xi,t%i¢) |xip = x|, subject to (5) and 7, = 7 for all ¢. If
workers engage in conflict and obtain nominal wage growth AW", they receive the value v** (0) — «. If
instead they accept the default wage offer AW¢, they receive the value v (AWd - AW*).

As explained in the paper, we elicit AW™4, the default nominal wage growth at which workers
are indifferent between accepting their employer’s default wage offer versus choosing to take costly

action. Formally, AW solves
vSS (Awlndlff_ AW*) — vSS (0) —K
Note that because the conflict threshold T solves precisely
v (=T) = v**(0) —x,

it follows that T = AW* — AW/ndiff,
Default nominal wage growth. In the model, the default wage is given by W% = W_e@7(=7") 1t

follows that the default nominal wage growth is a function of inflation:

d

d — —_—
AW () = log( W

):a+)/(7r—7t“).

In our survey, we elicit people’s perceived default nominal wage growth under different inflation sce-

narios. We can then recover a and y directly from the OLS regression in Figure 8.

C.2.2 Computation methods

To solve the model, we discretize the wage gaps on an equally-spaced grid ranging from -6% to 0%. We
approximate the distribution of idiosyncratic shocks z; ; using a finite-support discretization method.
To ensure a smooth solution, we slightly modify the baseline worker problem by introducing an arbi-
trarily small taste shock. Specifically, if the worker does not receive a free wage catch-up opportunity,

then they choose to conflict if
Vs 0)—x + é«conﬂict >, (x) +€no—conﬂict

where ¢eonflict gp( gno-conflict qenote i.i.d. Type-I Extreme-Value random variables with scale param-
eter 1/s and v, (x) denotes the worker’s value given the end-of-period wage gap in (7) in the taste-

shock-augmented model, as given by (C.14). This assumption implies that the probability that a
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worker with default wage gap x engages in conflict to increase their wage is given by

eS(vt(O)—K)

A+(1=2) eSW(0)—K) 4 psv(x)’ (C.13)
where
log{es(””l((’)"‘) + es””l(xgm) }
Ve (X)=x+PE [ Ave1 (0)+ (1 - A) - +YiM xio=x| st (),
(C.14)

where ygp is the Euler-Mascheroni constant. As s — oo, the solution with taste shocks converges
to the baseline model. That is, the probability that a worker with wage gap x engages in conflict to
increase their wage in (C.13) is A if v;(0) —x < v;(x), and 1 if v;(0) — x = v;(x). In our numerical
implementation, we set the shape parameter to a large value, s = ~—-. The resulting steady-state

0.0005
adjustment probabilities are shown in Figure C.1.

Figure C.1: The Probability that a Worker with Wage Gap x Engages in Conflict

1.0 o ——— e

0.8
0.6
0.4

00‘,, .............. ‘ .............. S “‘
-6 -5 -4 -3 -2 -1 0
Wage gap (%)

Adjustment probability M°5(x)

Notes: this figure plots the steady-state probability that a worker engages in conflict in (C.13) under the baseline calibra-
tion with an additional Type-I EV-distributed taste shock, with location parameter 0 and shape parameter s = 1/0.0005.

C.3 General-Equilibrium Determination of Inflation

In the main analysis, we study the case in which inflation shocks are exogenous. Here, we study a gen-
eral equilibrium model in which inflation is determined endogenously. In this model, inflation can

be driven by either positive aggregate demand shocks (monetary easing shocks) or negative aggregate
supply shocks (productivity shocks).
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Workers. There is a continuum of labor types i € [0, 1]. For each type i, workers belong to a type-
specific large family that provides insurance against idiosyncratic employment risk. Each worker of
type i supplies one unit of labor inelastically. We use n; ; to denote the total number of employed

-

workers of type i. The consumption of i’s large family is given by C; ; = n; ;w; e t, where w; ; is

the real wage of labor type i and «; ; controls the fraction of wage loss by taking conflict decisions.*’
The conflict cost x; ; follows the same process as in the main analysis and is equal for all members of
the family.

The preferences of the large family of type i are given by:

%i:[E[ZﬁtlogCi,t] :[E[Z,Btlognm +E Zﬁt(logwi,t—Ki,tji,t)
t=0 t=0 t=0

Real wages are determined as in the baseline model: the default real wage is given by

d _ a-n%—(1-y) (m,—n*s
wi,l’ — wi,t—le ( Y)( t )

and the conflict-induced real wage is now given by:
logw;, =logw; +logd;; and log?d;,=1logd;,1+g+ 2z,

where log w; captures the aggregate component of the conflict-induced wage and 9;; captures the
type-specific productivity level which is subject to type-specific productivity shocks z; ;. These shocks
satisfy fol z;i tdi =0 and fol logd; _1di = 0. Conflict decisions occur at the worker level, taking total
labor demand for each type as given. So, the optimal conflict decision is exactly the same as in the
main analysis, summarized by (7). The large-family framework follows the standard approach in the
literature for incorporating labor markets into New Keynesian models, as Gali (2011), and ensures that
the optimal conflict decision is perfectly aligned with the main analysis.

Firms. Competitive firms have a Cobb-Douglas production function using all labor inputs i €
[0, 1]. X

logY; = at+€fo log(9;,¢ni,¢) di

where € € (0,1) captures the return to scale and a; is an aggregate supply (productivity) shock. The

firms maximize real profits:

1
Ht:Yt—f wi,tni,tdi.
0

40Note that specifying the conflict cost as a fraction of the wage, rather than in utility units, simplifies the analysis in

this extension; moreover, the main analysis can be interpreted similarly in this way.
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Wages. We use a simple wage rule to capture how a tighter labor market leads to higher wages in
general equilibrium. Specifically, we assume that the aggregate component of the conflict-induced
real wage is given by:

W =ynNy, (C.15)

where log N; = fol log n; ;di captures aggregate employment, i} =log w;} —logw***, and N; = log N; -
log N*%. Gertler et al. (2020) and Hazell and Taska (2025) show that this process approximates well the
behavior of the real wages. Christiano, Eichenbaum, and Trabandt (2016) also find that simple wage
rules of this sort approximate well the dynamics of more complex bargaining models.

Capitalists. Capitalists own the firms and earn dividends from their profits I1;. They solve a stan-

c

i1 (O maximize

dard intertemporal problem, choosing consumption, C¢, and savings, A

o0
> B'logCy
t=0

subject to the budget constraint

c c _ Tt-1 aC
Ci+A; =e""TA +11,.

Their Euler condition for optimality is:
W' (C7) = pe’u'(CF),

where

Fe=1r—T¢41

is real interest rate.
Monetary policy. The monetary authority controls the path of nominal interest rates {i;} >, fol-
lowing a Taylor rule:

i[:iss+(bnﬁ[—it

where i** = —log B+ 7*° is the steady-state nominal interest rate, and i; is an aggregate demand (mon-
etary) shock with mean zero. A positive i; corresponds to a monetary easing and a positive aggregate
demand shock.

Market clearing. In equilibrium, the goods market clears according to Y; = fol E;di+ Cf, and
the asset market clears according to A = 0, where E; ; = C;, eXiiTi captures the total expenditure of

"‘ivfjfvf). Because assets are in

workers of type i inclusive of the resource cost of conflict n; ;w; ; (1 —e
zero net supply, the equilibrium is such that C{ =II; = (1 -¢€) V7.

Calibration. We calibrate the model at a quarterly frequency. For consistency, the parameters
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that relate to the optimal conflict decision in (7) are the same as in the main analysis. We set € = 0.85
to target a 15% profit share (Karabarbounis and Neiman, 2019). We choose steady-state productivity
a*® to normalize steady-state output to one, Y** = 1. We set the steady-state real wage such that
N*%¥ = 0.945, implying a steady-state unemployment rate of 5.5%. For the wage rule in (C.15), we set
wn =1, as estimated by Gertler et al. (2020) and Hazell and Taska (2025). Finally, we set ¢p; = 1.5, the
standard Taylor rule parameter.

The impact of aggregate shocks on worker welfare. The economy starts from a steady state. As
in the main analysis, unexpected aggregate shocks to {a; = a; — a** ,Zt}(;io are realized at the begin-
ning of period 0 and there is perfect foresight afterwards. Inflation {f; =, -7} in this model is
endogenously determined, and can be driven both by negative supply shocks {a,}72, and positive de-
mand shocks {i;}72,. We study the impact of aggregate shocks on worker welfare W =W —W* where

W = [9;di.In this environment, this impact is given by

W Z ﬁtN["_ Z ﬁt Ael’OSlOIl (C.].G)

=0

Relative to (12), there is a new term, Y%, 8° N;, which captures the impact of aggregate shocks on

employment. The second term, the wage erosion term, Y92, ,Bt perosion

, is still defined as how aggre-
gate shocks would affect workers’ real wages if their conflict decisions were held at steady state. The
formula for wage erosion is given by (15), based on the extension allowing changes in the growth rate
of aggregate conflict-induced (real) wages, g.,s = log(w}/w?_,), as aggregate shocks can affect them

through (C.15). We restate it here:

t t
~ erosion S§S A SS A
we =—(1-7v) Zd)t Jis+ Z (1-@%,) 8u,s (C.17)
s=0 §=0
EMA/?IOS]OH,” =wer0510n,w

-t

where deviations from their steady-state values are still denoted by hats.

The first term, w°%°™”  captures how much aggregate shocks erode real wages through inflation.
This term is exactly the same as the formula for how inflation leads to wage erosion in Proposition 2 of
our main analysis. In this sense, the underlying source of inflation (supply- vs. demand-driven) does
not matter for how much inflation impacts worker welfare. The benefits from wage catch-ups due to
more frequent conflict in response to inflation are always offset by the associated conflict costs.

The second term, W™ " captures how much aggregate shocks affect wage erosion through
changes in the growth rate of conflict-induced (real) wages. That is, it captures how much aggregate

shocks impact worker welfare beyond their effect through inflation. To understand this term, note

38



that if workers’ conflict decisions are held at the steady-state level, the growth g,, ; affects the real wage
at time ¢ = s if workers engage in conflict between periods s and ¢ at steady state, which occurs with

probability 1 -®3° | i.e., the probability that the employer’s default wage offer does not survive for £ —s

P
periods at steady state. The sign of this term depends on the underlying shock that drives inflation
(supply vs. demand-driven inflation). For example, in the general equilibrium model studied here,
based on the wage rule in (C.15), negative supply-driven inflation (negative productivity shocks) can
lower workers’ conflict-induced real wages by lowering employment, thereby reducing their welfare
beyond the shock’s impact through inflation. On the other hand, positive demand-driven inflation
(monetary easing shocks) can increase workers’ conflict-induced real wages by increasing employ-
ment, raising their welfare beyond the shock’s impact through inflation.

Similar to (10), we further decompose the impact of aggregate shocks on worker welfare (C.16) as

8

W=y BN, +Zﬁ W, — 3 (C.18)

t=0

=Y B+ Bl -2 (C.19)
t=0 =0

8

where the first term captures aggregate employment responses and the second term captures aggre-
gate real wage responses. The third term, aggregate costs due to conflict J, are still given by (11).
Similar to (C.17), it can be further decomposed into aggregates costs due to conflict driven by infla-
tion (as if §,,; = 0 for all ¢) and aggregates costs due to conflict driven by changes in the growth rate of
conflict-induced (real) wages (as if i; = 0 for all #) . As in (13), the welfare gains from wage catch-up
due to more frequent conflict are offset by the associated conflict costs. This observation holds re-
gardless of whether the changes in conflict decisions are driven by changes in inflation or changes in

conflict-induced (real) wages:

(o0} o0

~ ~ catch-up, ~w* ~ catch-up,w*

Y FTIIPT and iV & Y prastup (C.20)
=0 =

C.3.1 The Impact of Aggregate Demand Shocks on Worker Welfare

We now study the impact of aggregate demand shocks on worker welfare. We consider a sequence
of monetary easing shocks {i;}72, (while holding productivity constant, d; = 0) such that the induced
inflation sequence {7}72, is exactly the same as the persistent inflation scenario we studied in Panel
B of Figure 9. That is #i; = p* - 1% with p = 0.72.

Panel A of Figure C.2 plots the underlying positive aggregate demand shocks (i;), Panel B of Fig-
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ure C.2 plots the inflation impulse responses to these shocks (7i;), which coincides with the persistent
inflation scenario we studied in Panel B of Figure 9. Panel C of Figure C.2 plots the aggregate output
impulse responses to these shocks (¥;). The black dash-dotted line in Panel A of Figure C.3 plots the
aggregate employment impulse responses to these shocks (N;). The blue solid line plots aggregate
real wage impulse responses to these shocks (i;). Positive aggregate demand shocks lead to posi-
tive inflation, aggregate output, aggregate employment responses. Real wage responses are slightly
negative and close to zero, due to a combination of the direct negative impact of inflation on real
wages and the positive impact of employment on conflict-induced real wages in (C.15) and hence real
wages. In Appendix C.3.3, we show that the model’s prediction of real wage insensitivity to demand
disturbances aligns with empirical evidence on the effects of monetary policy shocks.

Based on (C.16), we know that the black dash-dot line (,) and the orange dash line (¢s°")
in Panel A of Figure C.3 fully characterize the impact of aggregate demand shocks on worker wel-
fare. Negative wage erosion contributes to the aggregate costs to workers, and positive employment
responses alleviate these costs. Furthermore, the gap between real wages and wage erosion is still
substantial, meaning aggregate costs due to conflict () remain an important part of aggregate costs
to workers.

As in (C.19) , we can further decompose the impact of aggregate demand shocks to the impact
driven by inflation and the impact driven by changes in the growth rate of conflict-induced (real)
wages. Panel B of Figure C.3 zooms in the impact through inflation. Specifically, it plots inflation-
driven wage erosion @ *°™” in (C.17) (as if g,,; = 0 for all ) and inflation-driven real wage changes
w7 (asif g, = 0forall £). The gap between those lines capture inflation-driven wage catch-up, which
is equal to inflation-driven aggregate costs due to conflict 2" in (C.20) and is substantial. As discussed
above, these terms are exactly the same as their counterparts for the impact of inflation in the main
analysis. That is, Panel B of Figure C.3 is identical to Panel B of Figure 9, which studies the impact of
the persistent inflation scenario on worker welfare.

Panel C of Figure C.3 zooms in the impact through changes in the growth rate of conflict-induced
(real) wages. Specifically, it plots LI/?rOSi"n’w* in (C.17) (asif #, = 0 for all #) and the corresponding "
(as if ; = 0 for all 7). The gap between those lines captures aggregate costs due to conflict through
changes in the growth rate of conflict-induced real wages %" in (C.20). Because conflict-induced
real wages rises after positive aggregate demand shocks, workers engage in conflict more frequently
to achieve them, so here are additional aggregate costs through conflict: % is positive, further in-
creasing the total aggregate costs due to conflict 7.

Note that, in this calibration, monetary policy shocks reduce worker welfare, despite leading to
higher employment and exerting negligible effects on equilibrium real wages. This result underscores

the importance of accounting for conflict costs when evaluating the welfare consequences of infla-
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tionary shocks.
Figure C.2: Impulse Responses to Aggregate Demand Shocks
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Notes: Panel A plots the underlying aggregate demand shocks (i;), Panel B plots the deviation of inflation from the steady
state (fi;). Panel C plots the percent deviation of aggregate output from the steady state (Y;). The sequence of i; is chosen
such that the induced 7; is exactly the same as the persistent inflation scenario we studied in Panel B of Figure 9.
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Figure C.3: Worker Welfare and its Decomposition—Aggregate Demand Shocks
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Notes: Panel A plots the percentage deviation of employment from the steady state (N;, black dash-dotted), the percent
deviation of the aggregate real wages from the steady state (i, solid blue), and the wage erosion (Lbfmsmn, dashed or-
ange). Panel B plots inflation-driven wage erosion @™ in (C.17) (as if g, = 0 for all ) and inflation-driven real wage
changes w7 (as if §,,, = 0 for all £). Panel C plots wage erosion driven by changes in the growth rate of conflict-induced
real wages, w‘;“’si‘m’“’* in (C.17) (as if 7, = 0 for all #), and the corresponding " (as if 7, = 0 for all #). The sequence of i,
is chosen such that the induced 7, is exactly the same as the persistent inflation scenario we studied in Panel B of Figure

9.
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C.3.2 The Impact of Aggregate Supply Shocks on Worker Welfare

We now study the impact of aggregate supply shocks on worker welfare. We consider a sequence
of (negative) aggregate productivity shocks {a;}72, (while holding monetary disturbances constant,
i; = 0) such that the induced inflation sequence {7;}?2 is exactly the same as the persistent inflation
scenario we studied in Panel B of Figure 9. That is 7, = p’ - 1% with p = 0.72.

Panel A of Figure C.4 plots the underlying negative aggregate productivity shocks (a;), Panel B
of Figure C.4 plots the inflation impulse responses to these shocks (7;), which coincides with the
persistent inflation scenario we studied in Panel B of Figure 9. Panel C of Figure C.4 plots the aggregate
output impulse responses to these shocks (Y;). The black dash-dotted line in Panel A of Figure C.5
plots the aggregate employment impulse responses to these shocks (V;). The blue solid line plots
aggregate real wage impulse responses to these shocks (i0;). Negative aggregate productivity shocks
lead to positive inflation but negative aggregate output, real wage, and employment responses. In
Appendix C.3.3, we show that the model’s prediction of real wage declines to supply disturbances
aligns with empirical evidence on the effects of oil shocks.

Based on (C.16), we know that the black dash-dotted line (V) and the orange dash line ( LD‘?OSion) in
Panel A of Figure C.5 fully characterize the impact of aggregate productivity shocks on worker welfare.
Both negative employment responses and negative wage erosion contribute to the aggregate costs
to workers. Furthermore, the gap between real wages and wage erosion is still substantial, meaning
aggregate costs due to conflict (%) remain an important part of aggregate costs to workers.

As in (C.19), we can further decompose the impact of aggregate productivity shocks to the impact
driven by inflation and the impact driven by changes in the growth rate of conflict-induced (real)
wages. Panel B of Figure C.5 zooms in the impact through inflation. Specifically, it plots inflation-
driven wage erosion w;’msjon’” in (C.17) (as if g,,, = 0 for all r) and inflation-driven real wage changes
w7} (asif §,,, = 0forall £). The gap between those lines capture inflation-driven wage catch-up, which
is equal to inflation-driven aggregate costs due to conflict 52" by (C.20) and is substantial. As discussed
above, these terms are exactly the same as the impact of inflation in the main analysis. That is, Panel
B of Figure C.5 is identical to Panel B of Figure 9, which studies the impact of the persistent inflation
scenario on worker welfare.

Panel C of Figure C.5 zooms in the impact through changes in the growth rate of conflict-induced
(real) wages. Specifically, it plots u?frosmn'w* in (C.17) (as if i, = 0 for all ) and the corresponding
w;’ " (as if 1, = 0 for all 1). The gap between those lines captures aggregate costs due to conflict
through changes in the growth rate of conflict-induced real wages %" in (C.20). In this case, be-
cause conflict-induced real wages fall after negative productivity shocks, workers engage in conflict

less frequently, and %" is in fact negative. However, because inflation-driven aggregate costs due
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to conflict z"remain large and positive, the total aggregate costs due to conflict >r remain large and

positive.

Figure C.4: Impulse Responses to Aggregate Supply Shocks
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Notes: Panel A plots the underlying aggregate productivity shocks (4;), Panel B plots the deviation of inflation from the
steady state (7i;). Panel C plots the percent deviation of aggregate output from the steady state (Y;). The sequence of a; is
chosen such that the induced 7, is exactly the same as the persistent inflation scenario we studied in Panel B of Figure 9.
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Figure C.5: Worker Welfare and its Decomposition—Aggregate Supply Shocks

& Panel A: Employment and Real Wage
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Notes: Panel A plots the percentage deviation of employment from the steady state (N;, black dash-dotted), the percent
deviation of the aggregate real wages from the steady state (il;, solid blue), and their wage erosion (lixf“’smn, dashed or-
ange). Panel B plots inflation-driven wage erosion @™ in (C.17) (asif §,,; = 0 for all ) and inflation-driven real wage
changes w7 (as if §,,, = 0 for all £). Panel C plots wage erosion driven by changes in the growth rate of conflict-induced
real wages, li/fmsmn’w* in (C.17) (as if #, = 0 for all £), and the corresponding V" (as if 7, = 0 for all #). The sequence of @,
is chosen such that the induced 7, is exactly the same as the persistent inflation scenario we studied in Panel B of Figure

9.
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C.3.3 Empirical Evidence on Response of Real Wages to Inflationary Shocks

In this section, we show that the model’s implied real wage dynamics are consistent with those ob-
served empirically in response to inflationary shocks. Similar to the model’s predictions in Figures
C.2 and C.4, we show that, empirically, real wages are essentially flat in response to aggregate demand
shocks but fall in response to negative aggregate supply shocks. These results are consistent with the
prior literature documenting the responses of real wages to, for example, technology shocks (Gali,
1999; Basu et al., 2006) and monetary policy shocks (Christiano et al., 2005; Altig et al., 2011). See
also Angeletos et al. (2020), who show that real wages are flat in response to the “main business cycle
shock.”

Our analysis closely follows the recent work by Del Canto et al. (2025). To investigate the impact
of aggregate demand shocks, we study the impact of the Gertler and Karadi (2015) monetary policy
shocks on real wages. This series provides a monthly measure of monetary policy surprises between
January 1990 and June 2019. Our supply shock series is the measure of oil shocks in Kédnzig (2021). This
series provides a measure of oil supply shocks from January 1957 and December 2017. Our measure
of the price level is the headline Consumer Price Index (CPI) and our measure of nominal wages is
the mean weekly earnings, available at monthly frequency from the Outgoing Rotation Group of the
Current Population Survey, calculated following Del Canto et al. (2025).

We estimate the impulse responses of prices and real wages using a standard local projection

method. That is, we estimate the regression

Vi+h = Yir-1 = @p + P -shock, + ¢y,

where y; is either the log CPI or the log real wage, and shock; is one of the two shocks.

Figure C.6 presents the empirical impulse response functions across Panels A-D. Panel A (top left)
displays the response of the price level to a monetary policy shock calibrated to induce a 25 basis
point decline in the one-year Treasury yield. The shock leads to a persistent increase in prices, in line
with existing empirical findings. Panel B illustrates that real wages exhibit no significant response
following the monetary shock. Panel C (bottom left) reports the effects of an oil price shock, defined
as a 10 percent increase in the real price of West Texas Intermediate (WTI) crude oil in the vicinity of
OPEC-related announcements. In this case, as shown in Panel D (bottom right), inflation increases,

while real wages decline.
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Figure C.6: Impulse Response of Real Wage and Prices to Shocks

Panel A: IRF of Prices to Monetary Shock Panel B: IRF of Real Wages to Monetary Shock
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Notes: each panel reports monthly local-projection impulse responses. Responses are changes in logs relative to the
month before the shock, y;., — y;—1, where y; is either headline CPI (prices) or the real wage (CPS ORG mean weekly
earnings deflated by CPI). Monetary policy shocks use a monthly series available 1990:01-2019:06, normalized to raise the
1-year Treasury yield by 25 bp on impact. Oil-market shocks use a monthly series available 1957:01-2017:12, normalized to
a 10% increase in real WTI around OPEC announcements. Solid lines show coefficients in log points; shaded bands denote
90% intervals according to Newey-West standard errors with 6 lags. Panel A: impulse response of prices to a monetary
shock. Panel B: impulse response of real wages to a monetary shock. Panel C: impulse response of prices to an oil shock.
Panel D: impulse response of real wages to an oil shock.

C.4 General-Equilibrium Determination of Employment

Our baseline model quantifies the aggregate costs of inflation due to conflict in a setting where all
workers are employed. However, inflation shocks can also increase overall employment in general
equilibrium by “greasing the wheels of the labor market” (Blanco and Drenik, 2023). This channel
benefits aggregate worker-welfare through both higher employment rates themselves and their up-
ward pressure on wages in general equilibrium.

In this section, we extend our model to consider the importance of conflict costs when employ-
ment and wages are determined in general equilibrium. We find that, even in this extended setting,
aggregate costs of inflation due to conflict remain significant, both in absolute value and as a share of

the overall costs of inflation.
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Workers. Employed workers face a problem nearly identical to the benchmark model, except that
they may become unemployed at the beginning of the period with an exogenous probability s. If they
stay employed, they receive a default wage offer from their employer that is not fully indexed to infla-
tion. Given the “Calvo-plus” conflict cost in the baseline model, workers optimally decide whether to
engage in costly conflict with employers. Real wages are determined similarly to the baseline model.

The conflict-induced wage is now given by:
logw;, =logwy; +logd;; and logd;,=logd;,1+g+zis, (C.21)

where 9, ; captures worker productivity subject to idiosyncratic productivity shocks z; ; and satisfies
fol ziydi =0 and fol logd; _1di = 0. The aggregate component of the conflict-induced wage w; is
further specified below.

Unemployed workers randomly match with vacancies created by firms. They find a job with prob-
ability f; = 0,q (0;), where 0; captures labor market tightness, and g (6;) = ‘PH;" captures the prob-
ability that a vacancy will be filled.*' When a worker who was unemployed in the previous period
finds a job, their initial wage is given by w;t in (C.21), which keeps up with inflation. If they stay
unemployed, they earn cpwz , from home production, where ¢ € (0,1) represents the flow value of
unemployment.

Firms. Each firm employs at most one worker. If a firm is currently matched with a worker with
productivity 9; ;, it produces 9; ; units of final goods. Firms are owned by risk-neutral capitalists with
a discount factor . There is competitive entry to create vacancies (each of which costs c, fol 0;1di
units of output), which will be filled with probability g (). Firms are uncertain about the productivity
of the worker they will match with when they post the vacancy. Free entry implies the value of a
vacancy is zero.

Determination of wages and employment. We use a simple wage rule, similar to Blanchard and
Gali (2010), to capture how a tighter labor market leads to higher wages in general equilibrium. Specif-

ically, we assume that the aggregate component of the conflict-induced real wage is given by:
Wi =wpk;, (C.22)

where E; captures the fraction of workers employed at period ¢, i} =logw —logw**, and E, = E, -
E*S capture deviations from their steady state value. Gertler et al. (2020) and Hazell and Taska (2025)

show that this process approximates well the behavior of the real wage for newly hired workers, who

“1Market tightness is defined as the number of vacancies divided by the number of job seekers at the beginning of the
period, i.e., 0; = v;/ (1 - (1 - s) E;—1) where v; denotes the number of vacancies and 1 — (1 — s) E;_; represents the number

of job searchers at the beginning of the period.
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in our model receive the conflict-induced wage. Christiano, Eichenbaum, and Trabandt (2016) also
find that simple wage rules of this sort approximate well the dynamics of more complex bargaining
models.*?

The employment rate E, follows from the law of motion E; = [1—s(1— f;)| E;-1 + f; (1 — E;—1) %3
The job finding rate is given by f;, where the labor market tightness 8, is determined in general equi-
librium, based on the ratio between vacancies implied by free entry and the number of job seekers.
The model is closed by goods market clearing.

Calibration. We again calibrate the model at a quarterly frequency. For the worker problem, we
use the same parameters as in Table 2, except that we re-calibrate the conflict cost x = 7.10% so that
T = 1.75%, as indicated by the survey. This adjustment incorporates the fact that workers may be
exogenously separated at a quarterly rate s = 0.1, a standard value (e.g., Shimer, 2005). We set the
flow value of unemployment to ¢ = 0.50, which is consistent with the results in Chodorow-Reich and
Karabarbounis (2016).

For the matching function we set the elasticity of the vacancy filling probability with respect to
tightness ton = 0.7, as in Shimer (2005), and calibrate ¥ = 0.65 so that the steady-state unemployment
rate is 5.5%. We set ¢, = 0.07 so that ¢,/ q(6°°) is 10% of the aggregate conflict-induced wage w™*** in
steady state, in line with Silva and Toledo (2009). For the wage rule in (C.22), we set wg = 1 so that all
else equal a 1 percent point increase in employment increases real new-hire wages by 1%, as Gertler
et al. (2020) and Hazell and Taska (2025) estimate.

The impact of inflation shocks on worker welfare. The economy starts from a steady state. As in
the main analysis, an unexpected aggregate shock to the path of inflation {#, = 7, — 7** }‘;‘;0 is realized
at the beginning of period 0 and there is perfect foresight afterwards. We can interpret these inflation
shocks as monetary policy shocks when the monetary authority uses the path of nominal interest
rates to implement a path for inflation {7,}72,. We study the impact of inflation shocks on worker

welfare:
W=y BUESw, +(1-E*)Ww; +E, [log(w*) —log (pw* )]} - 5, (C.23)
t=0

where the first term captures the impact on employed workers’ average real wage, the second term
captures the impact on unemployed workers’ average real income (an unemployed worker i earns

¢w; ), the third term captures the impact through changing employment rates (where log(w**) -

42For consistency with the baseline analysis, the default real wage is again given by wf, = Wi e = (=) (mi =)

43The law of motion reflects the timing of our model: aggregate shocks, idiosyncratic productivity shocks, and exoge-
nous separation of existing employment (with probability s) happen at the beginning of the period. Then, firms create
vacancies and unemployed workers, both old and new, look for jobs. Finally, matches happen and production takes place.
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Figure C.7: The Aggregate Costs of Inflation due to Conflict—GE Determination of Employment
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Notes: this figure plots the impact of the persistent inflation shock with p = 0.72 for the general equilibrium extension
of the baseline model. The figure displays the deviation of employment from the steady state (black dash-dotted), the
percent deviation of the average real wage of the employed from the steady state (solid blue), and their wage erosion
(dashed orange).

log (pw***) is the gap between employed workers’ average real wage and unemployed workers’ real
income in steady state), and the fourth term captures aggregate costs of inflation due to conflict 5
defined in (11).

Figure C.7 studies the case of the persistent inflation shock. The figure displays employment
{Et}io (black dash-dotted line), the overall real wage response {1;}?2, (solid blue line), and the re-
sulting wage erosion {1} ' (dotted orange line), which is defined as how inflation would affect
employed workers’ average real wage if workers’ conflict decisions are fixed at the steady state.** We
observe that inflation “greases the wheels” of the labor market: employment increases with the in-
flation shock. Additionally, as in the baseline model, the gap between real wages and wage erosion
is large, meaning that a substantial fraction of wage growth is achieved through costly conflict. The
overall welfare costs of the inflation shock to workers in (C.23) are equal to 2.28% in units of annual
consumption of the employed, lower than the baseline in Table 3, reflecting the general-equilibrium
determination of employment and wages. The aggregate costs of inflation due to conflict remain sig-
nificant: i is equal to 1.70% of annual consumption of the employed, representing 75% of the total
welfare costs. Because most workers are not new hires, they still need to pay conflict costs to keep up

with inflation and benefit from the higher conflict-induced wages from the tighter labor market.

#4The definition of Ws°" is now given by (15), including the impact of inflation shocks on conflict-induced real wages

w; through changes in employment in (C.22).
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C.4.1 Additional Details for General Equilibrium Determination of Employment and Wages

Worker’s problem and welfare. Similar to (6), we can rewrite the utility of worker i € [0, 1] as a function
of wage gaps, conflict decisions, and a constant exogenous to worker i, and summarize worker i’s

problem as

max E | B'[xi:—%i i+ (1—Eic)log(¢p)] | +E

{Fid20 =0

> ﬂ‘log(wlfﬁt)}, (C.24)
t=0

~ S
-

Exogenous to worker i

where E; ; is the end-of-period employment status of worker i (E; ; = 1 means being employed, and
E; ; = 0 means being unemployed); x; ; is their wage gap (x; ; = logw; ; —log w; , if the worker is em-
ployed, E; ; = 1, and x; ; = 0 if the worker is unemployed, E; ; = 0); and «; ; is the i.i.d. conflict cost
(xi,; = x with probability 1 — A and x; ; = 0 with probability A). The employment status E; ; evolves

according to

. 1 if (Eip-1=1&s;;=0) or ((Ei;-1=00rs;;=1) and f;; < f3)
it =
0 else,

where s; ; is the i.i.d. separation shock (s;; = 0 with probability 1 — s and s; ; = 1 with probability s)
and f;; is the i.i.d. job finding shock uniformly distributed in [0, 1]. The wage gap of the employed

(E;; =1) evolves according to

i = Xit—1— (/J+ Zi,t) - (1 —Y) (=7~ 8w, ifS=0andE;; 1=1 (C.25)
0 ifjjyt:].OI'Ei’t_lzo,

where gy, = log(w; /w} |),u=g— a+n*, and deviations from their steady-state values are still de-
noted by hats. (C.25) captures the fact that, if the previously unemployed worker finds a job, their
wage is given by w? , so their wage gap x;,; is zero.*>

Aggregate worker welfare is given by

W= fol E [gﬁt [xi,z+10g(wi*,t) — %Ki T+ (1 —Ei.t)log((l))]] 4

00 1
= Z'Bf{gtlog wt+f [E[—K,-,tfi,ﬁ (1 —Ei,t)log((pw;t)] di},
t=0 0

45Given our timing assumptions, some workers are separated but immediately find a job within the same period. We

assume that these workers retain their previous default nominal wage offer.
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where logw; = fol %’f [xl-, i+ log(w;." t)] di is the employed workers’ average wage. The impact of an

inflation shock on aggregate worker welfare is given by

W=y p [ESw,+ (1- E*)w;] + E, (log(w**) —log(pw™**))] - %,

18

0

~
Il

where log(w**) —log(¢pw™***) captures the gap between the employed-workers’ average wage and the
unemployed-workers’ income in steady state, and Jr denotes the aggregate costs of inflation due to
conflict.

Finally, as in the baseline model, we define wage erosion by the counterfactual path of wages
for workers holding constant the conflict decisions. It is now given by (15), including the impact of

inflation shocks on conflict-induced real wages ; through changes in employment in (C.22).

Firm’s problem. The value of a firm employing worker i is given by

57 (ﬁi,t, wi,t) =0 —wi+PBA-9)E, [fift+1jt+1 (ﬁi,Hl» w;(,t+l) + (1 —j{ftﬂ)ftﬂ (ﬁi,t+1; wi,t+1)

+ fsmax{¥;41,0}

where #*

..., captures worker i’s optimal conflict decision, ; denotes the value of a posted vacancy,

and we use the fact that firms are owned by risk-neutral capitalists with a discount factor . The value

of a posted vacancy is given by

1 1
Vom=c, [ Oudi+q©) | Ai(0nw;,)di+p(1-q@0)maxiFis,o.

The free entry condition implies that 7; = 0 for all £ > 0.6

Capitalists’ consumption-and-savings problem. Capitalists own the firms, earn dividends from their
operation, and pay the costs to post new vacancies. They face a standard intertemporal consumption-
savings decision problem. In equilibrium, the real interest rate e’*~"**! must satisfy the capitalists’

Euler equation: Be’* 7"+ = 1, because capitalists are risk-neutral with a discount factor .

Monetary policy. In the main text, we specify monetary policy as determining a path for inflation
{7} 1>0- Implicitly, we assume that monetary policy controls the path of nominal interest rates {i;} ;>

in order to implement the path of inflation.

46The free entry condition defined here based on 7; is only approximately right, as workers who immediately find a job
retain their previous default nominal wage offer. But because the probability of immediate reemployment is small relative

to the number of unemployed, we use this approximation to simplify.

52



Goods market clearing. The model is closed via goods market clearing. Let C;” and C; denote the

aggregate consumption of workers and capitalists, respectively. Goods market clearing is given by:
1
C[w+Cf+(Cyf 19l‘ytdl.) U[:Yt+f (Pwl*l.dl,
0 {i:E; ;=0} '

where v; denotes the total number of vacancies posted, and Y; = E; fol 9 +di denotes aggregate pro-

duction, i.e., the sum of production of all firms.*’

47Since separations are exogenous and independent of productivity, we can factor aggregate output as E; times average
productivity.
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C.5 Costs of 2021-2023 Inflation without Perfect Foresight

In this appendix, we study and decompose the costs of 2021-2023 inflation to workers without assum-
ing perfect foresight of the 2021-2023 inflation. Two technical points are worth mentioning. First, as
shown in Auclert, Rognlie, and Straub (2020), the Sequence-Space Jacobian approach can be easily
extended to alternative models of expectations. Here, we follow Bard6czy and Guerreiro (2023) and
specify workers’ inflation expectations directly based on survey data. Second, for these cases with-
out perfect foresight, to maintain comparability with the perfect-foresight case, we base our welfare
assessments on the ex-post realized outcomes; i.e., we use the realized path of inflation to evaluate

welfare. An alternative would be to consider “ex-ante welfare” based on workers’ expectations.

Figure C.8: The Aggregate Costs of Inflation due to Conflict during the 2021-2023 Inflation with Ob-
served Expectations Data
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Notes: In the left panel, we plot the path of annualized headline PCE inflation over 2021-2023, after subtracting the steady
state inflation based on the historical mean inflation. We then contrast this realized path of inflation with expected infla-
tion for each quarter, where expected inflation is from the Survey of Consumer Expectations and the Survey of Professional
Forecasters. Specifically, the SCE provides households’ expectations for inflation over the coming 12 months, but does not
provide quarterly or long term expectations over this period. The SPF does provide quarterly and long term expectations,
but arguably professionals’ expectations are less relevant than households’. We create an expectation series that re-scales
the value of the SPF so that mean expectations over the first year are the same as households’ expectations from the SCE.
We also use a spline to interpolate medium term expectations, which are not reported in the SPE In the right panel, we plot
the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in the dashed
orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two lines, shaded in
gray, represents wage catch-up achieved through more frequent conflict. In this exercise, workers’ inflation expectations
are based on observed expectations.
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Figure C.9: The Effect of 2021-23 Inflation With No Foresight
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Notes: The path of inflation shock is given by the path of annualized headline PCE inflation over 2021-2023, after sub-
tracting the steady state inflation based on the historical mean inflation. The figure plots the percent deviation of the real
wage from the steady state (solid blue line) and the welfare-relevant wage erosion (dashed orange line). The gap between
the two lines, shaded in gray, represents wage catch-up achieved through more frequent conflict. Unlike in the main text,
workers have no foresight about the inflation shock: in each period, they expect inflation to remain at the steady state in
all future periods.
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C.6 Alternative Calibration — Alternative Steady State Share of Conflict

In our baseline calibration, we calibrate the parameters of the distribution of idiosyncratic productiv-
ity shocks such that the yearly share of workers engaging in conflict at steady-state inflation is equal
to 48%, as in Panel B of Figure 4. Here, we consider an alternative calibration where the yearly share
of workers engaging in conflict at steady-state inflation is equal to 21%, based on the evidence for the
year of 2023 in Panel A of Figure 1. This implies that the idiosyncratic productivity shock is such that
zir+p ~ Gamma (a, b), where a = 0.02 and b = 0.28. We also re-calibrate the cost of conflict x so that

the conflict threshold is T = 1.75%. We fix all other parameters as in Table 2.

Table C.1: Decomposing the Impact of Inflation Shocks on Worker Welfare — Alternative Steady State
Share of Conflict

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation -1.67% -0.25% -1.42%
Persistent inflation —5.80% —-0.95% —4.86%
2021-23 inflation -19.11% —-3.29% —-15.83%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persis-
tent inflation shock (row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column
shows the response of the present value of real wages in each scenario, again as a percent of annual consumption. The
final column shows the welfare impact from aggregate costs of inflation due to conflict, — 3, again as a percent of annual
consumption. We recalibrate so that the yearly share of workers engaging in conflict at steady state is 21%.

From Proposition 2, we know that a lower frequency of conflict in steady state implies higher costs
of inflation shocks to worker welfare. As the Table C.1 shows (compared to Table 3 in the main text),
the increase in total welfare costs of inflation shocks is primarily attributable to higher aggregate costs
of inflation due to conflict. Figure C.10 plots dynamic response of real wages and wage erosion under

inflation scenarios, corresponding to Figure 9 in the main text.
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Figure C.10: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict — Alternative
Steady State Share of Conflict
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting
one quarter. In Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation
is given by annualized headline PCE inflation over 2021-2023, after subtracting the steady state inflation based on the
historical mean inflation. In the left figure of each panel, we plot the path of annualized inflation shock. In the right panel,
we plot the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in the
dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two lines,

shaded in gray, represents wage catch-up achieved through more frequent conflict. We recalibrate so that the yearly share
of workers engaging in conflict at steady state is 21%.
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C.7 Alternative Calibration — Action Takers in 2023

In our baseline calibration, we calibrate the conflict cost parameters (x,A) using elicited conflict
thresholds based on all survey respondents. Here, we consider an alternative calibration using only
the 21% of respondents who took action in 2023, based on their answers displayed in Figure 1, as
these respondents may have a better understanding of the nature of conflict costs. For this subset
of respondents, 22.56% have a zero elicited conflict threshold, and the median conflict threshold for
those with a positive elicited conflict threshold is 1.25%. This implies (x, 1) = (4.59%, 6.19%). All other
parameters are as in Table 2.

Table C.2 shows the welfare costs of inflation shocks to workers under different inflation scenarios,
corresponding to Table 3 in the main text. Figure C.11 plots dynamic response of real wages and wage
erosion under different inflation scenarios, corresponding to Figure 9 in the main text. The ratio of
aggregate costs of inflation due to conflict to the overall costs of inflation is close to or above 50% for

all inflation scenarios, verifying the robustness of the conflict channel’s importance.

Table C.2: Decomposing the Impact of Inflation Shocks on Worker Welfare — Action Takers in 2023

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation —0.69% —-0.24% —0.45%
Persistent inflation —2.40% -1.17% -1.23%
2021-23 inflation —7.90% —4.24% —-3.67%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persis-
tent inflation shock (row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column
shows the response of the present value of real wages in each scenario, again as a percent of annual consumption. The
final column shows the welfare impact from aggregate costs of inflation due to conflict, — 3, again as a percent of annual
consumption. We calibrate the conflict cost parameters (k, 1) using the 21% of respondents who took action in 2023.
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Figure C.11: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict — Action Takers

in 2023
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting
one quarter. In Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation
is given by annualized headline PCE inflation over 2021-2023, after subtracting the steady state inflation based on the
historical mean inflation. In the left figure of each panel, we plot the path of annualized inflation shock. In the right panel,
we plot the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in
the dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two
lines, shaded in gray, represents wage catch-up achieved through more frequent conflict. We calibrate the conflict cost

parameters (x, 1) using the 21% of respondents who took action in 2023.
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C.8 Alternative Calibration - Difficult Conversations with Employers in 2023

In our baseline calibration, we calibrate the conflict cost parameters (x,A) using elicited conflict
thresholds based on all survey respondents. Here, we consider an alternative calibration using only
the subset of respondents who took action in 2023 by having a difficult conversation with their em-
ployers, based on their answers displayed in Figure 1. Such an action perhaps best approximates our
baseline model. For this subset of respondents, 28.03% have a zero elicited conflict threshold, and the
median conflict threshold for those with a positive elicited conflict threshold is 1.25%. This implies
(x,A) = (4.39%,7.89%). All other parameters are as in Table 2.

Table C.3 shows the welfare costs of inflation shocks to workers under different inflation scenarios,
corresponding to Table 3 in the main text. Figure C.12 plots dynamic response of real wages and wage
erosion under different inflation scenarios, corresponding to Figure 9 in the main text. The ratio of
aggregate costs of inflation due to conflict to the overall costs of inflation is close to or above 50% for

all inflation scenarios, verifying the robustness of the conflict channel’s importance.

Table C.3: Decomposing the Impact of Inflation Shocks on Worker Welfare — Difficult Conversations
with Employers in 2023

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation —0.64% —-0.24% -0.41%
Persistent inflation —-2.24% -1.12% -1.12%
2021-23 inflation —-7.37% —4.03% —-3.33%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persis-
tent inflation shock (row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column
shows the response of the present value of real wages in each scenario, again as a percent of annual consumption. The
final column shows the welfare impact from aggregate costs of inflation due to conflict, —3, again as a percent of annual
consumption. We calibrate the conflict cost parameters (k, A) using the subset of respondents who took action in 2023 by
having a difficult conversation with their employers.

60



Figure C.12: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict — Difficult Con-
versations with Employers in 2023
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting
one quarter. In Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation
is given by annualized headline PCE inflation over 2021-2023, after subtracting the steady state inflation based on the
historical mean inflation. In the left figure of each panel, we plot the path of annualized inflation shock. In the right panel,
we plot the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in
the dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two
lines, shaded in gray, represents wage catch-up achieved through more frequent conflict. We calibrate the conflict cost
parameters (k, 1) using the subset of respondents who took action in 2023 by having a difficult conversation with their

employers.
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C.9 Alternative Calibration — Respondents with AW™ = 4%

Here, we consider an alternative calibration in which we estimate the conflict cost parameters (x, )
using only the subset of respondents who report conflict-induced nominal wage growth AW* = 4%.
Those respondents’ elicitation questions display no negative default nominal wage growth, so their
elicitation is not affected by aversion to nominal wage cuts (as discussed in Appendix D.3). For this
subset of respondents, 6.65% have a zero elicited conflict threshold, and the median conflict threshold
for those with a positive elicited conflict threshold is 2.25%. This implies (x, 1) = (12.01%,1.71%). All
other parameters are as in Table 2.

Table C.4 shows the welfare costs of inflation shocks to workers under different inflation scenarios,
corresponding to Table 3 in the main text. Figure C.13 plots dynamic response of real wages and wage
erosion under different inflation scenarios, corresponding to Figure 9 in the main text. The ratio of
aggregate costs of inflation due to conflict to the overall costs of inflation is above 50% for all inflation

scenarios, verifying the robustness of the conflict channel’s importance.

Table C.4: Decomposing the Impact of Inflation Shocks on Worker Welfare - Respondents with AW ™ =
4%

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation -1.14% —-0.24% -0.91%
Persistent inflation -3.98% -1.56% —2.42%
2021-23 inflation -13.12% —5.96% —-7.15%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persis-
tent inflation shock (row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column
shows the response of the present value of real wages in each scenario, again as a percent of annual consumption. The final
column shows the welfare impact from aggregate costs of inflation due to conflict, —5, again as a percent of annual con-
sumption. We calibrate the conflict cost parameters (x, 1) using the subset of respondents who report a conflict-induced
nominal wage growth above 4%.
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Figure C.13: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict — Respondents
with AW* = 4%
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting
one quarter. In Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation
is given by annualized headline PCE inflation over 2021-2023, after subtracting the steady state inflation based on the
historical mean inflation. In the left figure of each panel, we plot the path of annualized inflation shock. In the right panel,
we plot the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in
the dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two
lines, shaded in gray, represents wage catch-up achieved through more frequent conflict. We calibrate the conflict cost
parameters (k, 1) using the subset of respondents who report a conflict induced nominal wage growth above 4%.
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D Heterogeneity in Conflict Thresholds

D.1 Conflict Thresholds and Conflict-induced Nominal Wage Growth in the Sur-

vey

Figure D.1: Conflict Thresholds and Conflict-induced Nominal Wage Growth

10+ B = 1.53"

Conflict-induced wage growth (%)

0 1 2 3 4
Conflict threshold (%)

Notes: This figure plots a binned scatter of conflict-induced nominal wage growth over the next 12 months (AW*, y-
axis) against the elicited conflict threshold (T, x-axis), based on the hypotheticals in Figure 5. The sample is restricted to
respondents who report conflict-induced nominal wage growth below 50% and first engage in conflict then accept the
default wage offer when eliciting T. The solid line shows the fitted linear relationship from an OLS regression. The slope
coefficient (), standard error in parentheses, and significance stars are reported in the top right corner. Stars denote
levels of statistical significance: 1% (***), 5% (**), and 10% (*).
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D.2 Model with Heterogeneous Conflict Costs

One explanation for the previous pattern is heterogeneity in respondents’ conflict costs. Intuitively,
workers with higher conflict costs, and higher thresholds T, engage in conflict less frequently and so,
on average, their conflict-induced nominal wage growth AW* is higher. This extension also captures
the dispersion in elicited conflict thresholds in Figure 6. In this extension, we also verify that the ratio
of aggregate costs of inflation due to conflict to the overall costs of inflation is still above 50% for all
inflation scenarios, verifying the robustness of the conflict channel’s importance.

We modify the baseline model by assuming that workers have heterogeneous conflict costs. We
assume that there are groups of otherwise identical workers with heterogeneous conflict costs. Each
group g € {1,...,G} has mass g = 0. The conflict costs of workers in group g are determined by the

same Calvo-plus structure as in the main analysis:

0 w.prob. A
Ki,t =
Kg W.prob.1-A4,

where k¢ = 0 is heterogeneous across g. For simplicity, we keep A the same for all groups and calibrate
it as in the baseline model. This assumption can easily be relaxed. The aggregate worker welfare is

now given by

1 (0,0]
W = an e and Wy=— E|) ' (logci—xirFis) | di,
g Jieg Li=0

where #; denotes average welfare of workers in group g. Our previous results for #” in Theorem 1

now apply directly to #%, so

7// — Z:Bt Aerosmn iﬁtwg, Z:Bt Acatch up
t=0

Averaging across all groups implies that Theorem 1 can also be extended for the impact of inflation

shocks on aggregate worker welfare in this model:

(o]

(o]
71/ ’Bt ~ erosion ,Bt t i catch up
Z =L P-) P

~ ~ catch u ) catch-u
where W; = ¥ wgilg ;, WSOSON = Y gty Wwerosion and 1y P=yn, W P The same characteriza-

tions of wage erosion in Proposition 2 apphes to the wage erosion of group g:
3

A=~ (1-7) X 05

s=0
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with {CI); k} capturing the probability that the employer’s default wage offer “survives” without con-
flict for k periods at steady state for the group g. Define ®;° =3 7 gq)gf . for all k. Then, aggregate wage
erosion is given by:
DI = (1) Y @5 i,
s=0

We set G = 8 to match the empirical distribution of elicited conflict thresholds T in Figure 6, rang-
ing from 0.25% to 3.75%.'® We set the mass mg equal to the relative frequency of workers in each
group. We then calibrate k¢ for each group to match the elicited conflict threshold for that group. We
fix all other parameters as in Table 2.

Table D.1 shows the welfare costs of inflation shocks to workers under different inflation scenarios,
corresponding to Table 3 in the main text. Figure D.2 plots dynamic response of real wages and wage
erosion under different inflation scenarios, corresponding to Figure 9 in the main text. The ratio of

aggregate costs of inflation due to conflict to overall costs of inflation is above 50% for all inflation

scenarios, verifying the robustness of the conflict channel’s importance.

Table D.1: Decomposing the Impact of Inflation Shocks on Worker Welfare — Heterogeneous Conflict
Costs

Overall Welfare Impact Real Wage Response Impact due to Conflict

Transitory inflation —-0.80% -0.21% —-0.59%
Persistent inflation —2.79% -1.16% -1.62%
2021-23 inflation -9.18% -4.34% -4.84%

Notes: the first column shows the overall impact on worker welfare after the transitory inflation shock (row 1), the persis-
tent inflation shock (row 2), and the 2021-2023 inflation (row 3), as a percent of annual consumption. The second column
shows the response of the present value of real wages in each scenario, again as a percent of annual consumption. The
final column shows the welfare impact from aggregate costs of inflation due to conflict, — 3, again as a percent of annual
consumption. The table is based on the extension with heterogeneous conflict costs in Appendix Section D.2.

48As in Figure D.1, to which we compare this extension, we restrict attention to respondents who first engage in conflict
and then accept the default offer. For those who always engage in conflict with their employers, we use them to calibrate
the probability of a free wage catch-up in our model A and, for simplicity, assume that A is the same for all groups g.
We remove workers who would never engage in conflict in our elicitation of the conflict threshold of Figure 6 since their
elicited T is not well defined.
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Figure D.2: Real Wage Dynamics and the Aggregate Costs of Inflation due to Conflict — Heterogeneous
Contflict Costs
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Notes: each panel plots the response to a given inflation scenario. In Panel A, there is a transitory shock to inflation lasting
one quarter. In Panel B, there is a persistent shock, that decays at quarterly rate p = 0.72. In Panel C, the shock to inflation
is given by annualized headline PCE inflation over 2021-2023, after subtracting the steady state inflation based on the
historical mean inflation. In the left figure of each panel, we plot the path of annualized inflation shock. In the right panel,
we plot the percent deviation of the real wage from the steady state in the solid blue line. We also plot wage erosion in the
dashed orange line, which captures the impact of inflationary shocks on worker welfare. The gap between the two lines,
shaded in gray, represents wage catch-up achieved through more frequent conflict. The figure is based on the extension
with heterogeneous conflict costs in Appendix Section D.2.
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This extended model with heterogeneous conflict costs also explains the untargeted positive re-
lationship between the elicited conflict threshold and conflict-induced nominal wage growth docu-
mented in Appendix D.1: workers with higher conflict costs choose to conflict less frequently, imply-

ing that, on average, their conflict-induced nominal wage growth is also larger.

Figure D.3: Conflict Thresholds and Conflict-induced Nominal Wage Growth — Heterogeneous Con-
flict Costs
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Notes: this figure displays the relationship between annualized conflict-induced nominal wage growth (y-axis) and con-
flict threshold (x-axis) based on the extension with heterogeneous conflict costs in Appendix Section D.2. The x-axis cor-
responds to the conflict threshold T, for each worker group g. The y-axis reports the average yearly conflict-induced

nominal wage growth for each worker group g, based on simulations of the evolution of workers’ wages in the model over
a one-year horizon.
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D.3 Aversion to Nominal Wage Cuts and Elicited Conflict Thresholds

Another potential explanation for the pattern in Appendix Section D.1 is forms of reference depen-
dence in workers’ conflict decisions, such as aversion to nominal wage cuts.

In the hypothetical survey question of Figure 5, all respondents see a menu of default nomi-
nal wage growth rates spanning four percentage points below their reported conflict-induced wage
growth. That is, based on the reported conflict-induced nominal wage growth, AW™, we construct
a menu of default nominal wage growth options where the maximum wage growth is AW* and the
minimum is AW* minus 4 percentage points, with a gradient of 0.5 percentage points. Therefore, re-
spondents with AW™ < 4% must contemplate options with negative default nominal wage growth. An
aversion to nominal wage cuts, which is a standard justification for downward nominal wage rigidity,
can potentially affect the elicited conflict threshold of these respondents.

Figure D.4 below explores the importance of aversion to nominal wage cuts in the survey. In each
panel, the x-axis is the conflict-induced nominal wage growth AW™ and the y-axis is the indiffer-
ence wage growth, AWM the default nominal wage growth at which workers are indifferent be-
tween accepting their employer’s default wage offer versus choosing to take costly action. The differ-
ence, AW* — AW4IT measures the conflict threshold T. In the left panel, we show respondents with
AW* < 3%, i.e., respondents considering default offers with negative nominal wage growth (all those
below the black line). As a point of comparison, the right panel shows respondents with AW* > 4%.%°
Lastly, the size of each bubble is the fraction of respondents that reported each AW™4iff for each given
reported AW™ (i.e., the weight sums to 1 for each value of AW™).

There are several patterns to note in the figure. First, there is “missing mass” of AWM4iff jn the
left panel below 0, consistent with aversion to nominal wage cuts. While the reported AW ™4 s fairly
uniform within the four-percentage point interval for values in the right panel, it is less uniform on the
left. This is especially true for the sample of workers with AW™* = 0%, where over 70% of respondents
reported that they would not accept a default wage offer with below 0 nominal wage growth. Second,
some respondents are willing to accept nominal wage cuts, and the fraction willing to do so decreases
with AW™. For example, 30% of respondents are willing to accept nominal wage cuts when AW™ is
zero, while only 11% are willing to accept such cuts when AW* is 1%.

These patterns suggest an aversion to accepting nominal wage cuts to avoid conflict, though some
workers are still willing to contemplate such cuts in certain circumstances. This aversion likely lowers
the estimated conflict thresholds for the 43% of the sample who reported AW™ < 4%.

In Appendix Section C.9, we consider a calibration of the model using only the subset of respon-

dents who report AW™ = 4%. In this subset of workers the median conflict threshold is 2.25% and

“SWe only display respondents with round-number values of AW* as examples, to avoid an overly crowded figure.
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Indifference Wage Growth (%)

the share of workers with zero conflict thresholds is 6.65%. We show that our quantitative results are
robust to considering this alternative calibration. The ratio of aggregate costs of inflation due to con-
flict to the overall costs of inflation is even higher in this alternative calibration, owing to the higher

elicited conflict threshold and thus higher conflict costs.

Figure D.4: Aversion to Nominal Wage Cuts in the Survey
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Notes: this figure shows the distribution of AWM the default nominal wage growth at which workers are indifferent
between accepting their employer’s default wage offer versus choosing to take costly action, across different levels of
conflict-induced nominal wage growth (AW™). Panel A shows respondents with conflict-induced nominal wage growth
AW* = 3%, restricting to those reporting whole percentage points. Panel B shows respondents with conflict-induced
nominal wage growth AW™ = 4% and AW™ < 7%, restricting to those reporting whole percentage points. The size of each
bubble is the fraction of respondents that reported each AWM for each given reported AW*.

70



E Survey Questionnaire

E.1 Pre-screening background questions

1. Before we begin, please enter your Prolific ID below.

[Text box]
2. What is your current age in years?

[Text box]

[We accepted participants aged 22 to 60 years old.]
3. What is your employment status?

[Full-Time; Part-Time; Due to start a new job within the next month; Unemployed (and job seeking);
Not in paid work (e.g., homemaker, retired or disabled); Other]

[We accepted participants who selected Full-Time or Part-Time]
4. Please describe your work

[Employee of a for-profit company or business or of an individual, for wages, salary, or commis-
sions; Employee of a not-for-profit, tax-exempt, or charitable organization; Local government employee
(city, county, etc.); State government employee; Federal government employee; Self-employed in own
not-incorporated business, professional practice, or farm; Self-employed in own incorporated business,
professional practice, or farm; Working without pay in family business or farm; None of the above]

[We rejected participants who selected Self-employed in own not-incorporated business, profes-
sional practice, or farm; Self-employed in own incorporated business, professional practice, or farm

or Working without pay in family business or farm]

E.2 Consent

This is a consent form. Please read and click below to continue.

Study background: this is a study by researchers at the London School of Economics, the Univer-
sity of Chicago, and the University of California. Your participation in this research will take approxi-
mately 7 minutes.

What happens in this research study: if you decide to participate, you will be asked to complete
a series of questions about your perceptions of inflation, the costs of inflation, and how you negotiate
your pay. You will also answer basic questions about demographics.

Compensation: there are no costs to you for participating in this research study, except for your
time. On completion of the survey, you will be redirected to Prolific. You will be paid around $1.50 for

completing the survey.
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Risks: Your involvement in this study poses no additional risks beyond those encountered in daily
life.

Benefits: Participating in this research offers compensation, as detailed earlier. Additionally, the
findings may contribute to society by informing better policymaking. This, in turn, can guide efforts
to minimize the negative effects of inflation. Voluntary participation: participating in this research is
voluntary. You can withdraw from the study at any time.

Confidentiality: We will collect data through a Qualtrics questionnaire in the University of Chicago
system, overseen by our Research Team. All gathered data will be securely stored in a password-
protected Dropbox account dedicated to this research project. Identifiable data will not be collected
as part of this study. If you decide to withdraw, any collected data will be permanently deleted. De-
identified information from this study may be used for future research studies or shared with other
researchers for future research without your additional informed consent.

Contact: For questions, concerns, or complaints about this research, contact the researchers at
danielav@uchicago.edu. For inquiries regarding the IRB process for this study, reach out to the Uni-
versity of Chicago IRB team at cdanton@uchicago.edu.

Agreement to participate: by clicking continue, you indicate that you have read this consent form

and voluntarily agree to participate in the study.

E.3 Preamble

The button to continue will appear after 15 seconds.

The annual inflation rate measures how much prices in the economy rise from year to year. It
is defined as the yearly growth of the general level of prices of goods and services. For example, an
inflation rate of 2% means that, on average, prices for goods and services rise by 2% over 12 months.
In other words, an average bundle of goods and services that costs $100 at the beginning of a year
costs $102 at the end of the year. If the inflation rate is negative, it is referred to as deflation. Deflation

means that, on average, prices of goods and services fall from one year to the next.

E.4 Demographics

1. How long have you been working for your current employer?

[Less than 1 year; Between 1 and 3 years (2); Between 3 and 5 years (3); Between 5 and 10 years (4);
More than 10 years (5)]
2. Do most people in your occupation or industry have their pay set by a union?

[Yes; No; I don'’t know]

3. Which category represents your annual pre-tax individual pay from your current employer?

72



If you have multiple jobs, please report the pay in the job in which you have the most earnings

[15 non-overlapping brackets from $0-$9,999 to $200,000 or more]
4. What is the value of your household’s total financial investment (checking and savings accounts,
stocks, bonds, 401(k), real estate, etc.) minus total financial liabilities (credit card debt, mortgages,
student loans, consumer loans, etc.)? If you are not sure, please estimate.
You should choose a negative range if the value of your liabilities is greater than the value of your in-
vestments.

[29 non-overlapping brackets from - $50,000 or less to $1,000,000 or more]

E.5 Experienced inflation in 2023

1. During the year 2023, did prices in general go up or down?
[Prices in general went up; Prices in general went down; Prices in general stayed the same; I don’t

know]
* Branch: If in Q1 of this section "Prices in general went up"

2. During the year 2023, by what percent did prices in general rise?
Please write your answer in percent. If you mean x%, input x.

[Text box]%
3. A generalrise in prices in the economy, which we call inflation, can have many effects, both positive
and negative. On net, do you think your household was made better or worse off because of inflation
in the year 20237

[We were substantially worse off; We were somewhat worse off; Inflation didn'’t really affect our

household; We were somewhat better off; We were substantially better off]
* Same branch:

— Sub-branch: If in Q3 of this branch "We were substantially worse off" OR "We were some-

what worse off"

4. What were the biggest factors that contributed to your dislike for the rise in inflation (which is
defined as the growth rate in prices) in the year 2023?
Please pick up to three reasons.

[Inflation hurts my real buying power, it makes me poorer: things that I buy became more expensive
more quickly than my pay rose.; Inflation reduced the value of my savings, such as my investments or
pension, potentially meaning I had to change my saving behavior.; Inflation causes a lot of inconve-

nience: budgeting and financial planning is more difficult and confusing for me, for example, I find it
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harder to comparison shop or plan my savings decisions.; Inflation is bad for society overall, for instance
because inflation harms the overall economy, reduces political stability, disproportionately harms dis-
advantaged groups.; Inflation makes it challenging for businesses to operate effectively. When inflation
is high, businesses struggle to set accurate prices for their goods and services. This leads to a poor allo-
cation of resources and production.; Higher inflation makes it harder to know what will happen in the
future.; Other, please add additional comments below [Text box]]

5. Please rank your top reasons that contributed to your dislike for the rise in inflation (which is
defined as the growth rate in prices) in the year 2023, from the most (1) to the least (3) important

reason.

[The options chose by respondents in the previous questions with radio buttons next to them to rank

these options]
e Same branch:

— Same sub-branch:

+ Under sub-branch: If in Q4 of this sub-branch "Inflation hurts my real buying power,
it makes me poorer: things that I buy became more expensive more quickly than my

pay rose."

6. Message: You previously suggested that a key reason that you disliked inflation was that the things
that you buy became expensive more quickly than your pay rose, which reduced your standard of

living. We want to understand more about your answer.
* Same branch:

— Same sub-branch:

+ Under sub-branch: If in Q4 of this sub-branch not selected "Inflation hurts my real
buying power, it makes me poorer: things that I buy became more expensive more

quickly than my pay rose."

6. Message: You previously suggested that pay not keeping up with prices was not a key cost of in-
flation for your household over the past year. We want to understand a little bit more about why this

is.
e Same branch:

— Sub-branch: If in Q3 of this branch "Inflation didn't really affect our household"
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4. What were the reasons why you were not affected by inflation in the year 2023?

[My income, or my household’s income, increased at roughly the same rate as inflation, ensuring
that my real buying power did not fall as inflation rose.; My household altered our spending behavior
in order to consume cheaper goods but maintain our living standards.; My household didn’t notice any
significant changes in the price of the goods that we buy. We could afford what we needed without

cutting back on our budget.; Other, please add additional comments below[Text box]]
¢ Same branch

— Sub-branch: If in Q3 of this branch "We were somewhat better off" OR "We were substan-

tially better oft"

4. Why do you think your household was made better off because of inflation in the year 2023?
[My income, or my household'’s income, increased at a higher rate than inflation, ensuring an in-

crease in my real buying power; Other, please add additional comments below[Text box]]
* Branch: If in Q1 of this section "Prices in general went down"

2. During the year 2023, by what percent did prices in general fall?
Please write your answer in percent. If you mean x%, input x.

[Text box] %
3. A general fall in prices in the economy, which we call deflation, can have many effects, both positive
and negative. On net, do you think your household was made better or worse off because of deflation
in the year 20237

[We were substantially worse off; We were somewhat worse off; Deflation didn’t really affect our

household; We were somewhat better off; We were substantially better off]

¢ Same branch:

- Sub-branch: If in Q3 of this branch "We were substantially worse off" OR "We were some-

what worse off"

4. Why do you think your household was made worse off because of deflation in the year 20232
[Text box]

e Same branch:
- Sub-branch: If in Q3 of this branch "Deflation didn't really affect our household"

4. Why do you think your household was not really affected by deflation in the year 20232
[Text box]

75



E.6 Exploring actions to increase pay

1. What was your pay growth in 2023?
Please write your answer in percent. If you mean x%, input x.
[Text box] %
2. Common strategies to increase pay include initiating a difficult conversation with your employer to
ask for a raise, searching for higher paying jobs with other employers, or switching employers in order
to get a raise. Moreover, you could have obtained a second job or worked longer hours to get a raise.
A union could also bargain for higher pay on your behalf.
Did your employer offer you this [Stated pay growth value in Q1 in this section]% by default or did
you, or a union on your behalf, use any of the actions above or other actions to increase your pay?
[My employer offered me this pay by default.; My employer did not offer me this pay by default and

I, or a union on my behalf, used some of the strategies above.]
e Branch: If in Q2 of this section "My employer offered me this pay by default."

3. What was your motivation for accepting your employer’s default wage offer and not taking other
actions to negotiate a higher pay raise?
Please pick up to three options.

[My company does not negotiate to increase my pay. Perhaps because they would have to lay off
workers or because they can replace me with another employee.; [ am unlikely to be able to find a higher
paying job that suits me as well as my current job, perhaps because of the perks and benefits offered
by my job, or because there are few good alternative jobs.; My company sets pay in line with the rest of
the industry, and industry-wide pay is not growing, perhaps because of the state of the overall economy.;
Taking actions to raise my pay, such as a difficult conversation or searching for a new job, is too difficult.
These actions take too much time or effort, or risk a conflict with my employer.; My employer’s default
wage offer was satisfactory, because they offered wage growth in excess of the increase in my cost of
living.; My contract was negotiated before the higher inflation.; Other, please add additional comments
below [Text box]]

4. Please rank your top reasons for accepting your employer’s default wage offer and not taking other
actions to negotiate a higher pay raise, from the most (1) to the least (3) important reason.

[The options chose by respondents in the previous questions with radio bottoms next to them to rank

these options]

e Branch: If in Q2 of this section "My employer did not offer me this pay by default and I, or a

union on my behalf, used some of the strategies above."
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3. Did you take any of the following actions to achieve this pay change?
Please select all that apply

[l initiated a difficult conversation with my employer about my pay; I searched for a higher paying
job with other employers, to make it easier to bargain with my employer over pay; I switched employers
in order to get a raise; I obtained a second job in addition to my main job; I worked longer hours or
performed better at work in order to get a performance based pay increase; A union bargained for higher
pay on my behalf; Other, please add additional comments below [Text box]]

4. Above, you indicated that you got a pay raise of this [Stated pay growth value in Q1 in this section]%
by implementing a common strategy to increase pay such as initiating a difficult conversation with
your employer to ask for a raise, searching for higher paying jobs with other employers, switching
employers in order to get a raise or other. Moreover, you could have obtained a second job or worked
longer hours to get a raise. A union could have also bargained for higher pay on your behalf.

If you, or possibly your union, had not implemented any of these strategies, what pay growth do you
think your employer would have offered you in 2023?

Please write your answer in percent. If you mean x%, input x.

[Text box]%

5. What was your, or your union’s, motivation for taking actions in order to secure a pay increase in
20237
Please pick up to three options.

[My cost of living increased due to high inflation, therefore I needed more money to fund my spend-
ing and saving plans; My performance and output in the workplace increased significantly; I always
bargain for pay; It was a long time since the last time my pay had been increased; Other, please add
additional comments below/[Text box]]

6. Please rank your top reasons for taking actions in order to secure a pay increase in 2023, from the
most (1) to the least (3) important reason.

[The options chose by respondents in the previous questions with radio bottoms next to them to rank

these options]
e Same branch:

- Sub-branch: If in Q3 of this branch "I initiated a difficult conversation with my employer

about my pay"

8. How many times in 2023 did you initiate a difficult conversation with your employer about your

pay?
[Text box] times
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9. Compared to a typical year, how were the conversations with your employer about pay?
[The conversations were substantially easier; The conversations were somewhat easier; The conver-
sations were the same as a typical year; The conversations were somewhat more difficult; The conversa-

tions were substantially more difficult]

* Same branch:
— Sub-branch: If in Q3 of this branch "A union bargained for higher pay on my behalf"

10. Compared to a typical year, did your union take more actions to increase pay in 2023 (e.g., engage
in a tough negotiation or go on strike)?

[Compared to a typical year, my union did not take more actions to increase pay.; Compared to a
typical year, my union took more actions to increase pay. My union engaged in tougher negotiations.;
Compared to a typical year, my union took more actions to increase pay. My union organized a strike.;
Compared to a typical year, my union took other actions to increase pay, please add additional com-

ments below. [Text box]]

* Same branch:
— Sub-branch: If in Q3 of this branch "I obtained a second job in addition to my main job"

11. In how many months in 2023 did you work for a second job in addition to your main job?

[Text box] months
12. Compared with a typical year, did you spend more months working on a second job in addition to
your main job in 2023?

[Yes; No]

¢ Same branch:

— Sub-branch: If in Q3 of this branch "I searched for a higher paying job with other employ-

ers, to make it easier to bargain with my employer over pay"

13. In how many months in 2023 did you submit at least 1 job application?
[Text box] months

14. Compared to a typical year, did you submit more job applications in 2023?
[Yes; No]

e Same branch:

- Sub-branch: If in Q3 of this branch "I worked longer hours or performed better at work in

order to get a performance based pay increase"
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15. In how many months in 2023 did you work longer hours or did extra work to increase your perfor-
mance?

[Text box] months
16. Compared to a typical year, did you work longer hours or did extra work to increase your perfor-
mance in 2023?

[Yes; No]
* Same branch:
— Sub-branch: If in Q3 of this branch "I switched employers in order to get a raise"

17. How many times in 2023 did you switch employers in order to get a raise?
[Text box] times

18. Compared to a typical year, did you switch employers more times in order to get a raise in 2023?
[Yes; No]

e Branch: If in Q2 of this section "My employer did not offer me this pay by default and I, or a
union on my behalf, used some of the strategies above" but the only choice selected in Q2 of
this section was "A union bargained for higher pay on my behalf" OR if in Q2 of this section "My
employer offered me this pay by default.”

19. Above, you indicated that you got a pay growth of [Stated pay growth value in Q1 in this section]%
in 2023.
What pay growth do you think you could have attained in 2023 if you had taken actions such as ini-
tiating a difficult conversation with your employer to ask for a raise, searching for higher paying jobs
with other employers, switching employers in order to get a raise, or others?
Please write your answer in percent. If you mean x%, input x.

[Text box] %

E.7 Employer’s profits

1. During the year 2023, do you think that your employer’s profits:
[Went up; Stayed the same; Went down; Not relevant - [ work for a non-profit or government; I don’t

know]

E.8 Attention check

1. In questionnaires like ours, sometimes there are participants who do not carefully read the ques-

tions and quickly click through the survey. This means that there are a lot of random answers which
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compromise the results of research studies. To show that you read our questions carefully, please
enter turquoise as your answer to the next question.
What is your favorite color?

[Text box]

E.9 Future inflation

1. During the next 12 months, do you think that prices in general will go up, or go down, or stay where
they are now?

[Go up; Stay the same; Go down; I don't know]
e Branch: If in Q1 of this section "Go up"

2. By about what percent do you expect prices to go up on the average, during the next 12 months?
Please write your answer in percent, if you mean x%, input x
[Text box] %

¢ Branch: If in Q1 of this section "Go down"

2. By about what percent do you expect prices to go down on the average, during the next 12 months?
Please write your answer in percent, if you mean x%, input x
[Text box] %

E.10 Cost of conflict

Common strategies to increase pay include initiating a difficult conversation about pay with employ-
ers, or searching for higher paid jobs with other employers. Please, think ahead to 12 months from
now. Suppose that you are working at the same job at the same place you currently work, and working
the same number of hours.
1. What pay growth do you think you would get by default if you do not take any strategies at your
disposal to increase your pay, including the common strategies listed above?
Please write your answer in percent, if you mean x%, input x

[Text box] %
2. What pay growth do you think you would get if you do your best to increase pay using any strategies
at your disposal, including the common strategies listed above?
Please write your answer in percent, if you mean x%, input x

[Text box] %
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3. Your employer increases pay for everyone in your position, including you, by z% (possible values
listed below). Would you accept your employer’s offer without taking any actions to increase your
pay or would you do your best to increase your pay using any strategies at your disposal (such as
initiating a difficult conversation about pay with employers, or searching for higher paid jobs with
other employers)?

Remember that you have said that if you do your best to increase pay using any strategies at your
disposal, you would have a pay growth of [Stated pay growth value in Q2 in this section]%.

[9 rows presented in either descending or ascending order, each with different pay growth values.
The maximum value corresponds to the pay growth stated in Q2 of this section, while the minimum
value is this pay growth value minus 4. The difference between each row is 0.5 percentage points. For
each row, respondents are presented with two options: "l would accept my employer’s pay growth offer"

or "l would do my best using any strategies at my disposal to increase my pay further." |

E.11 Hypothetical inflation

[In this section, participants were randomly assigned to one of 5 possible hypothetical inflation scenar-
ios, either 2%, 4%, 6%, 8% or 10%.]
Consider a hypothetical situation in which inflation is expected to be [Hypothetical inflation]% in the
next 12 months. Suppose that you are working at the same job at the same place you currently work,
and working the same number of hours.
1. What pay growth do you think you would get by default if you do not take any strategies at your
disposal to increase your pay (such as initiating a difficult conversation about pay with employers, or
searching for higher paid jobs with other employers)?
Please write your answer in percent, if you mean x%, input x

[Text box] %
2. Would you accept your employer’s offer without taking any actions to increase your pay or would
you do your best to increase your pay using any strategies at your disposal?

[I would accept my employer’s pay growth offer; I would do my best using any strategies at my dis-

posal to increase my pay further]
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