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Extended Abstract

This paper examines the role of policies and institutions in explaining cross-country
di¤erences in wage inequality and economic growth observed in the past four decades. For
example, from the 1970�s until 1990�s wage inequality has increased substantially in the U.S.
and U.K, while it has changed little in France and Germany during the same period (cf.,
Katz and Autor (1999)). At the same time, since the mid-90�s, productivity growth in the
U.S. and U.K has outpaced France and Germany. This paper proposes a particular model of
human capital accumulation (described below), and explores whether the interaction of skill-
biased technical change with di¤erences in institutions across countries can explain these and
other di¤erences in economic outcomes. The speci�c policies and institutions we focus on�
progressive taxation, unionization, and minimum wage laws� all share the key feature that
they compress the wage structure, thereby hampering the incentives to accumulate human
capital.

In order to discuss the speci�cs, we �rst describe the basics of the model: Individuals
begin life with a �xed endowment of �raw labor�(i.e., strength, health, etc.) and are able
to accumulate �human capital�(skills, knowledge, etc.) over the life cycle. The aggregate
production technology takes raw labor and human capital as two separate inputs, and each
individual supplies both of these factors of production at competitively determined prices
(wages). Individuals can choose to either invest in human capital on-the-job up to a certain
fraction of their time, or enroll in school where they can invest full time. We assume that
skills are general (i.e., not �rm-speci�c) and labor markets are competitive. As a result, the
cost of on-the-job investment will be completely borne by the workers, and �rms will adjust
the hourly wage rate downward by the fraction of time invested on the job. Thus, the cost of
human capital investment is the forgone earnings while individuals are learning new skills.

We introduce two features into this framework. First, we assume that individuals di¤er
in their ability to accumulate human capital. As a result, individuals di¤er systematically
in the amount of investment they undertake, and consequently, in the growth rate of their
wages over the life cycle. Workers with high ability invest more than others, accepting lower
wages early on in return for higher wages later in life. As a result, wage inequality results
from the systematic fanning out of individual wage pro�les over the lifecycle.1

The second element in the model, and the driving force behind the non-stationary changes
during this period, is skill-biased technical change (SBTC) that occurs starting in the early
1970s. We interpret �skill� broadly as �human capital� (rather than more narrowly as
�education�) and view SBTC as a change that raises the productivity of human capital

1Recent evidence from panel data on individual wages provide support for individual-speci�c growth rates
in wages; see, for example, Baker (1997), Guvenen (2007), and Huggett, Ventura, and Yaron (2006).
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relative to raw labor. In this model, the marginal cost of investment (i.e., forgone earnings) is
proportional to the prices of both human capital and raw labor, whereas the marginal bene�t
of investment is proportional only to the price of human capital. Therefore, SBTC increases
the bene�t more than the cost, resulting in a rise in human capital investment. Furthermore,
the strength of this investment response increases with the ability level, implying that those
with high ability increase their schooling and on-the-job training investments more than
others, accepting even lower wages early in life in return for even higher wages later in life.
Therefore, cross-sectional wage inequality rises due to the further fanning out of wage pro�les
after SBTC.

The model described here provides a central role for policies and institutions that com-
press the wage structure. For example, unions and progressive income taxes reduce (after-
tax) wages at the higher end of the wage distribution while arti�cially boosting them at the
lower end. As a result, they reduce the marginal bene�t of investment (the higher wages
in the future) relative to the cost of investment (the current forgone earnings), and hinder
investment. Similarly, minimum wage laws impose an upper bound on the amount of on-the-
job human capital investment, by e¤ectively preventing �rms from creating jobs that o¤er
low initial wages (below the legal minimum) but higher training opportunities. Therefore,
individuals in an economy with a compressed wage structure will not increase their invest-
ments as much as in an economy with an undistorted labor market. As a result, the model
predicts that countries with more redistributive institutions (i) will not experience a large
increase in inequality in the early phases of SBTC, but (ii) will also not be able to accumulate
the requisite human capital, and therefore experience the growth surge that happens several
decades after the onset of SBTC. At least, casual observation suggests that this prediction
�ts the di¤erences between the U.S. and U.K. on one hand, and France and Germany on the
other. Notice also that both growth and inequality are endogenous in this model and are
determined by the interaction of SBTC with the institutions of each country. This paper
investigates these predictions more systematically by explicitly introducing the variation in
these policies both across countries and over time into the model above.
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