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Endogenous Skill Premium and Heterogeneous Labor
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Summary

In this paper, we examine the relation between wage inequality (skill premium) and

the number of skilled workers. We find higher labor tax or higher consumption tax

reduces both the number of the skilled workers. There are the most important facts

about the evolution of wage inequality as follows.

@

The ratio of the skilled workers to the unskilled has increased from 1970s to the
present. However, although many countries (North America and Europe except
Germany) experienced a decrease in the skill premium (the ratio of wage the
skilled workers earn to that of the unskilled ones) through 1970s, the skill

premium of the countries have been steadily increasing since 1980s.

Some empirical studies have found that while within skilled group inequality has
been increasing, the wage differentials within unskilled group are different among
countries. For example, while the US and the UK experienced more unequal
wages for the unskilled workers, Germany and Belgium went through a period of

unskilled wage compression.

This paper relates to the literature that analyses the interaction between wage

inequality, technology and education. There are two strands.
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@ The first strand determines where the bias comes from.

Acemoglu(1998), Galor and Moav (1998), Lloyd-Ellis(1999), Kiley(1999), and Nahuis

and Smulders(2002)

@ The second strand treats a biased-technology shock as given and explains the
effect of the shock on wage inequality.

Greenwood and Yorukogu(1997), Caselli(1999), and Meckl and Zink(2004)

Our analysis belongs to the second strand. We develop an overlapping generations
model where heterogeneous agents have different innate abilities. Our model is based
on the Nelson-Phelps Hypothesis which contended that workers endowed with more
skills tend to deal better with technological change in the sense that their productivity
is less costly for them to acquire the additional skills needed to use a new technology.

In our model, the skilled worker and the unskilled one are determined endogenously
at each period. As in Meckl and Zink (2004), the skill premium is defined by the ratio of
an average effective wage of the skilled worker to that of the unskilled in order to
measure Between-Group Inequality. Our model generates the evolution of skill
premium endogenously.

We try to analyze the transitional dynamics and the comparative statics on the
steady state in our framework. We solve the solution numerically.

The result of macro dynamics in our model implies that the evolution of both the
skilled worker and the average skill premium has the same behaviors. That is to say,
the combination of a Nelson-Phelps Hypothesis and OLG model is consistent with the
behavior of wage inequality and the number of the skilled labor after 1980s.

Furthermore, we examine the effect of some parameters on the steady state. The

results of the comparative statics are summarized as follows.

D An increase in the technological level, in the discount factor, the upper bound of
ability, and a decrease in educational costs, the labor income tax rate and the
consumption tax rate raises both the number of the skilled worker and the average
skill premium. These effects may imply the evolution of wage inequality after
1980s.

@ An increase in the lower bound of ability raises the number of the skilled worker,
whereas it decreases the skill premium. This effect may explain the evolution of

wage structure in the 1970s.



Decentralization and Educational Performance:

Evidence from State-level Cross-section Data for the United States
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