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Abstract

The USlabour market is characterized by a high skill wage mark-up and low unemployment,
while the German labour market has a low skill wage mark-up and a high, mainly unskilled
unemployment rate. This paper adds an innovative labour supply explanation to the
discussion how these distinct labour market equilibria could arise.

ill-biased technological change induces training needs for the employees willing to
work in the skilled labour market and increases relative skill demand. In a simple general
equilibrium model, this paper shows that skilled insiders in the USA enjoy higher rents and
increase the skilled wage mark-up stronger than in Germany in the wake of skill-biased
technological change. The reason is that the unskilled outsiders in the USA do not possess a
powerful credible threat to improve their position. Thisis a consequence from higher training
and education costs in the USA for unskilled employees and unemployed. In Germany, the
lower skill wage mark-up leads to an increased relative skill demand which is not matched by

the skill supply and therefore mis-match unemployment arises.

JEL-codes: J24, J31, O33
Key Words: Mis-match unemployment, training costs, skill biased technological
change, Labour supply

1 This paper was conceived during Joan Muysken stayed at ZEW as a guest professor. He wants to thank the
ZEW for its hospitality. Usefull comments by Andries de Grip, Clemens Kool, Erik de Regt and participants at
the MiMa colloquium in Maastricht are gratefully acknowledged.



1 I ntroduction

Since the early 1980s, skill demand seems to have increased stronger than skill supply (see,
for example, Johnson, 1997). In the wake of this trend two different reactions can be
distinguished on the labour market. In some countries especialy unskilled unemployment
increased, mainly resulting from mis-match (see for example Manacorda and Petrongolo,
1999 or Acemoglu and Pischke, 1999), while in other countries the skilled wage mark-up
increased (see for example Juhn, Murphy and Pierce, 1993 or Nickell and Bell, 1996). The
differences in reactions of the national labour markets and their institutional reasons attracted
alot of attention in the literature (see for example the survey in Chennels and Van Reenen,
1999). In this paper, we focus on the labour market situation in the United States and
Germany. The reason is that these countries are in a sense the most extreme and pure cases
with respect to the development of relative skilled wages and unemployment. In addition,
severa studies discuss the differences in the institutional settings on the labour markets in
both countries and their consequences, see for example Acemoglu and Pischke (1999),
Freeman and Schettkat (1999), Siebert (1997), or Berg (1994).

In the USA, on the one hand, skilled workers have enjoyed higher wage mark-ups in
recent years, while unskilled wages fell and skilled wages increased.? On the other hand, the
total unemployment ratio cyclically moved around 5% and declined further in recent years.®
In Germany, however, unemployment increased in steps after the adverse shocks in 1982 and
1992 while it barely declined in the boom periods at the end of the nineties.* On the other
hand, median earnings of skilled and unskilled workers moved paralle in all sectors.”
Therefore in Germany relative skilled wage mark-ups are constant and lower than in the USA,
but unemployment is higher and affects mainly the unskilled.®

Both stylized facts, that of higher skilled wage mark-ups and that of higher
unemployment, are denoted by Krugman, Freeman and others as two sides of the same coin
(see, for example, Fitzenberger, 1999). They are often associated with one driving force, the
so-called skill biased technological change that increases relative skill demand and affects all

2 Topel (1997) shows for example that the wages of workers at the 10" percentile fell by roughly 26 percent
between 1969 and 1994 in the USA while the wage of workersin the 90" percentile rose by about 10 percent.
Several empirical studiesindicate that returns to schooling are more than compensating and increasing. See, for
instance, Juhn et al. (1993), Johnson (1997), Topel (1997), OECD (1996a), and Acemoglu and Pischke (1999).
3 See, for example OECD (1999a) and Manacorda and Petrongolo (1999).

4 See, for example OECD (1999a).

> See Figure 1 in Steiner and Mohr (1998).

® See also Fitzenberger (1999).



countries in a comparable manner. Explanations of the evolution of the two separate equilibria
in the wake of skill biased technological change in the USA versus Germany frequently refer
to wage rigidities or effective minimum wage protection in Germany.’ This conventional
explanation of the two sides of one coin phenomenon has recently been challenged, however.
On the one hand, severa authors assert that the rigidities are introduced in the models in a
merely ad hoc way and that they are not based on empirical facts, see for example Nickell
(1997), Fitzenberger (1999, p. 3) or Card and Krueger (1995). On the other hand, it is
criticized that the wage rigidity explanation is partial in two ways. It keeps skill supply
exogenous and it only focuses on the labour market and does not take other markets into
account, see for example Atkinson (2000).

The present paper explains the evolution of the two equilibria in both countries from
different ingtitutional settings on the labour markets (see also Atkinson, 2000, and Davis,
1998) and therefore endogenizes their explanation. Further, goods market repercussions of
skill biased technological changes are taken into account. Finally, this paper introduces a new
argument to the debate: skill biased technological change has a positive impact on skill supply
and training. Skill biased technological change increases skill rents and therefore the
motivation to invest in training. On the other hand, it boosts innovation dynamics.® As a
consequence, the product cycle has shortened and the rate of implementation of innovationsin
firms has risen in al developed countries. There is a clear relation between innovations and
training costs in firms, because changes in processes and products always result in training
needs and therefore the necessity of life long employee training is nowadays more important.®
Training needs are positively correlated with the qualification level of the employee (see
Acemoglu and Pischke, 1999 or Pannenberg, 1995 for German individual data). Therefore,
we can also state as a stylised fact that training needs and training costs for skilled jobs
increased in the wake of skill biased technological change. Skill biased technological change
also may be the origin of mis-match unemployment when firms are constrained by skilled

labour supply. At a given skilled wage mark-up skill demand increases stronger than skill

7 See Krugman (1995), Siebert (1997), Davis (1998), and Chennels and Van Reenen (1999).

8 Direct measures of innovation dynamics like product cycles or changes in work organization caused by
innovations are not easy to obtain. Therefore the input for research and development have to be taken as an
indication for innovation dynamics, see also Chennels and VVan Reenen (1999). The share of civilian research
and development expenditures on GNP increased in the eightiesin all OECD countries (it only declined slightly
in thefirst years of the 90"sin the USA), cf. OECD (1996b)

® Seefor example Ebling et al. (1999). Bartel and Sicherman (1998) also show that several proxies for
technological change are positively correlated with training.



supply and as a consequence total unskilled labour demand decreases, see for example
Manacorda and Petrongolo (1999).

In a simple general equilibrium framework, this paper derives two equilibria after the
shift in relative skilled labour demand due to skill biased technological change: One
equilibrium with a high skilled wage mark-up and low unemployment and one with a lower
skilled wage mark-up and (unskilled) unemployment. The crucia institutional factor which is
responsible for the different labour market outcomes in Germany and the USA is according to
our model: training costs for unskilled workers are higher in the USA than in Germany. In
Germany, the threat of unskilled outsiders to train, enter the skilled labour market and replace
the insiders is stronger than in the USA, because their training costs are lower. The skilled
insiders in Germany react with a lower relative wage mark-up to the outsider threat. The
lower relative skilled wage leads to an increased skilled labour demand which is not satisfied,
because not sufficient unskilled outsiders are motivated to invest in training. Therefore
German firms are constrained in their skill demand and mis-match unemployment occurs. In
the USA, fewer additional skilled employees are demanded, because the skilled wage mark-
up is higher. Therefore less mis-match unemployment is incurred.

In section 2, abasic genera equilibrium framework is developed where all employees
have an adequate job. When relative skill demand increases, due to skill biased technological
change, relative and absolute skilled and unskilled labour demand changes, depending on the
elasticity of relative skill supply. In the next section, insider wage setting behaviour is
introduced and the two labour market equilibria are derived. In the last section, we interpret
these results in the light of the empirical observations in the USA and Germany and end with

some policy conclusions.



2 A general equilibrium model with skill biased technological change

We set out with the description of a standard two-goods, two-factor general equilibrium
model (compare also Davis, 1998). Then we show how the impact of skill biased

technological change on the labour market depends on the reaction of Iabour supply.

21 Thegeneral structure

We distinguish between skilled labour H and unskilled labour L as factors of production, with
wages wy and w, respectively. The relative wage is w = wy/w. Total supply of skilled and
unskilled labour is n and m, respectively, and relative supply is given by h* = n/m. Moreover,
two goods are produced under constant returns to scale: a skill-intensive good X and a skill-
extensive good Y, where P isthe relative price of Xto Y, i.e. P = Px/Py. Since we assume wy
>w and n < m, throughout the analysis, we imposew > 1 and h* < 1.

Let consumers have the following utility function:
u=[xr v )

with 0 < r < 1 and 1/(1+r) being the elasticity of substitution between X and Y.
Maximization of utility subject to the budget constraint | =R X +RY, with | denoting

income, yields:
1
é =P, @

which shows that the relative consumption of skill-intensive to skill-extensive goods is

inversely related to the relative price, since 1/(r -1) <O.
The production of goods is represented by a Cobb-Douglas production function:

X =A(Hy ) (L )™ 3)
Y=(H,)°(L,)"" with O<b<ac<l, (4)



with Hi, L; denoting the use of production factors H and L in the production of good i.
Furthermore b < a indicates that X is the skill-intensive and Y the skill-extensive good. The
factor A is a productivity index of the skill intensive goods producing sector.

Profit maximization subject to equations (3) and (4) yields:

w = Ky A]J(a-b)Pll(a-b)’ (5)

wherek; > 0isaconstant.° This implies that at equilibrium on the goods markets, the skilled
wage is higher, the higher the price of skill-intensive goods and the higher the efficiency of
production in this sector.** The implied positive relation between w and P at the equilibrium
on the goods markets is presented in the second quadrant of Figure 1 below.

Aggregate demand for labour is given by:

H=Hx+ HY,
L=Lx+ Ly (6)

Arbitrage between sectors, given the consumption behaviour implied by equation (2), then
results in a negative relation between relative wages w and relative demand for labour h ©
H/L, which isincreasing in A.*? The demand curve for skilled relative to unskilled labour is
downward dloping for two reasons. First, a higher relative wage implies that skilled workers
become more expensive, hence they are demanded less in the production of both goods.
Second, apart from this direct effect, there is also an indirect effect. A higher relative wage
means that the skill-intensive good becomes more expensive (see the equilibrium on the
goods markets curve) and therefore consumer demand shifts towards the skill-extensive good.
Hence demand for skilled workers declines for that reason, too. The resulting downward
sloping demand curve h? is presented in the first quadrant of Figure 1.
The ssmultaneous equilibrium on both the labour and goods market is represented in Figure 1,
for a given relative factor endowment h*. Labour markets equilibrium at full employment h*
fixes relative wages w at w* - see point E on the demand curve for labour in the first quadrant.
The equilibrium wage w* should also be consistent with the goods markets equilibrium at P*

— see the curve in the second quadrant.

9 Thisis elaborated in the annex.
1 Aninterpretation of thisrelation isthat when the relative price P increases, it is easier to make profits on X.
Therefore, skills are lured away from Y to X and w = wy/w_ increases.
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Figure 1l Equilibrium on both the goods markets and the labour markets

2.2  Theimpact of skill biased technological change

Technological change manifests itself in this model as an increase in A in equation (3),
which means that more skill-intensive goods can be produced with the same labour input.®
As a consequence, relative demand for skilled labour increases at the same relative wage rate,
since it becomes more profitable to employ labour in skill intensive goods. Therefore, skill
biased technological change shifts the demand curve for labour outwards, as indicated by h(w)
= h® in Figure 2 below.

It is obvious that the new labour market equilibrium depends on the reaction of labour
supply. We discuss three possible outcomes here: wage flexibility and either inelastic labour
supply or perfectly elastic labour supply and wage rigidity with inelastic labour supply. In the
first two cases full employment prevails, while in the third scenario, unemployment is
incurred.

In the case of wage flexibility and inelastic labour supply, the supply of skilled and
unskilled workers does not change. Therefore relative supply remains in h* and the new
equilibrium is found at point C in Figure 2, a the wage w". The relative wage increases
because relative demand for skilled workers has increased, whereas relative supply hasn‘t —
i.e. h(w") = h*. Notice that in point C both unskilled and skilled labour demand do not change

12 Thisis elaborated in equation (11) in the annex.

13 The same effect would be reached when productivity of skilled labour increases relative to that of unskilled
labour, in the production of both goods.



after skill biased technological change, because skilled wages increased and unskilled wages
decreased.

Figure 2 The impact of skill biased technological change and labour supply
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The other extreme is perfectly eastic labour supply, which implies that sufficient
unskilled workers skill themselves in order to adapt to the higher relative and total demand for
skilled workers. The new equilibrium is characterized by point A'® in Figure 2, with relative
demand a h; = h(w*). One can easily derive that the number of skilled workers in the new

equilibrium situation now equals:*®

_ h(w*) - h*
H= n+m—1+ () )

The situations in points A and C in Figure 2 correspond to a perfectly elastic and
inelastic supply of labour, respectively. It is obvious, that depending on the elasticity of Iabour

supply, the new equilibrium is found somewhere on the relative demand curve h(w) = H?
between points A and C.

14 Whether the production of skilled goods hasincreased relative to unskilled goods or not, and hence whether
the relative price has decreased or not, depends on the parameters of the model, see equation (11) in the annex .
15 Since the rel ative wage has remained the same, but relative supply of skilled workers hasincreased, much
more skill intensive goods are produced and sold at alower relative price.

18 This can be derived by solving Dfrom h, = (n+D)/(m-D), while h* = n/m.



In al these cases wage flexibility has to be assumed. The assumption of wage
flexibility is questioned widely in the literature, however. Typical reasons for that are fixed
minimum wages, wage bargaining or insider behaviour.!” One may wonder therefore what
happens when relative wages are rigid — i.e. they do not fully adjust when technological
change occurs. The implications are most clear when labour supply is indastic.

As we aready mentioned above, when labour supply is inelastic the supply of skilled
workers relative to the unskilled ones remains at h* . If due to complete wage rigidity the
relative skilled wage remains at w*, relative demand increases to h, = h(w*), as we know
from Figure 2. However, since the supply of skilled workers remains fixed at n, demand for
unskilled workers is n/h(w*). Since the supply of unskilled workers is m, mis-match

unemployment prevails and the number of unemployed unskilled workers, Z,, is given by: 18
ZL = m- nh(w*). ©)

This situation is characterized by point E in Figure 2. At the wage w* relative demand
for skilled workers has increased. This implies that if the absolute supply of skilled workers
does not change, absolute demand for unskilled workers decreases.

The above analysis has covered the three extreme cases of relative labour supply and
wage rigidity. Depending on the elasticity of supply and the degree of relative wage rigidity,
skill biased technological change leads to an outcome which is either on the relative demand
curve for labour h%, between the points A and C — in case of flexible wages — or in the area
below that curve, bounded by AE and CE — in case of wage rigidities. We elaborate this
below for the case of insiders and outsiders.

17 See, for instance, Davis (1998), Blanchard and Summers (1986), Lindbeck and Snower (1988), Siebert (1997),
and Nickell (1997).
18 7, is positive because h, > h*.



3 Insider power and skill-biased technological change

The starting point of the analysisisthe initial equilibrium situation as it is depicted in Figure 1
in point E with a relative wage w* and relative demand h* . The n skilled workers are now
considered as insiders, working on well paid jobs, whereas the m unskilled workers are the
outsiders. In equilibrium there is full employment for both skilled and unskilled workers.

Let there be an exogenous shock, for instance caused by innovative activities of high
tech firms that improve the productivity in the skill-intensive goods sector. Therefore the
relative demand curve for labour shifts from h%! to h(w)= h®, as has been discussed in Figure
2 above. Now the guestion is what happens to relative wages and prices, skill supply, and the
labour market equilibrium if the skilled insiders are able and willing to set skilled wages and
constrain the entry of unskilled outsiders to the skilled labour market.

We assume that innovations always induce training costs that have to be born by the
employees.’® In addition, skilled jobs require higher training efforts than unskilled jobs, see
for example Acemoglu and Pischke (1999). Therefore both insiders and outsiders have to
train themselves and incur training costs in order to work on the skilled labour market after
the introduction of the new technology. Notice that (a part of the) training costs are sunk. The
decision to train has to be taken before skill demand is known (Muysken and Zwick, 1999)
and therefore the training costs that do not lead to a wage mark-up are lost. This is the case,
for example, if no adequate job is found and therefore the higher Iabour productivity can not
be used. The more specified the knowledge or the quicker it is outdated, the higher is the risk
that the training costs can not be re-earned after the investment. In this model it is assumed for
simplicity that the knowledge necessary to handle the innovation is outdated after one period
(when the new innovation arrives). If the workers therefore do not get a job in the investment
period, the investment costs are completely lost.

Work in the unskilled labour market does not require training costs in our modd. As a
consequence, skill supply is endogenous and subject to a rational expected cost/benefit
calculation for training. Usually the acquisition of skills is not restricted and we can conclude
therefore that more unskilled employees invest in training when the pay-off of being skilled
increases with respect to training costs. Benefits of training are the wage mark-up for skilled
workers when they find an adequate job and a reduction in the unemployment hazard, because

the qudlification level is negatively related with unemployment rates (ayard, Nickell and
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Jackman, 1991: 286-292, OECD, 1998a, or Acemoglu and Pischke, 1999). This is partly due

to bumping-down effects, in other words skilled workers replace unskilled workers while

those unskilled workers do not find work any more (Van Zon, Muysken, and Meijers, 1998).
We show now that the sunk cost property of training gives insiders the possibility to

prevent outsiders from entering the skilled work force.

The behaviour of insiders

The n insiders determine first whether they invest in training and stay in the skilled labour
market. If they do, they also determine their wage demand, which leads to the skilled wage
mark-up. Outsiders then can react to the wage mark-up set by the insiders.

When the insiders want to work in the skilled labour market, they have to pay training
costs ¢, that are necessary to work efficiently after the implementation of skill biased
technological progress. Note that for analytical simplicity, training costs ¢, are defined
relative to the unskilled wage, wi.. When the insiders work in the unskilled labour market,
training is not necessary. Moreover, when working in the unskilled sector the skilled insiders
do not have to fear unemployment because they are able to bump down outsiders. Thus only
unskilled outsiders face the problem of unemployment when total labour demand is lower
than total 1abour supply.

From the above it follows that insiders decide to invest in training when:

chE w—1 9)

With the relative wage at w* we assume that the insiders do cover their training costs. Hence
point E in Figure 2 isfeasible.

It is tempting, however, for the insiders to aim at a higher wage, but it is never in the
interest of the insiders to set a skilled wage that leads to a skilled labour demand lower than
n.2° Therefore, the highest relative wage the insiders set is w" where skilled labour demand is
equal to the number of insiders n, i.e. h(w") = h* - compare point C in Figure 2.

On the other hand, for the insiders it is never utility- maximizing to set a wage that
allows outsiders to substitute them, see, for example, Lindbeck and Snower (1990), or
Fiorillo, Santacroce, and Staffolani (1999). This means that the relative wage only is set at the

19 Even when the firm pays for the training, the workers have to invest their working time and effort and
therefore always bear part of the costs.

2 Thisisusually found in insider-outsider models, see for example Blanchard and Summers (1986), Lindbeck
and Snower (1988), Lindbeck and Snower (1994) ), or Fiorillo, Santacroce, and Staffolani (1999).

11



level w" when the outsiders have no credible threat to replace them, otherwise the insiders set

alower wage. In order to analyse this further, we first have to look at outsider behaviour.

The behaviour of heterogeneous outsiders

The main difference between outsiders and insiders is that the outsiders did not invest in
education and training in the previous period and therefore they worked in the unskilled
labour market, see also Lindbeck and Snower (1990, 1994). As they do not have enough
education and previous training and did not get the insiders training-on-the-job, it is more
costly for the outsiders to acquire the necessary training in order to compete with the insiders.
Therefore ¢y, > ¢, where ¢, are the outsiders training costs, also relative to the unskilled
wage.

Outsiders have three options: either they do not invest in training and education and
stay outside the skilled labour market, or they imitate the insiders and get the skilled jobs
demanded by the firm that are not occupied by the insiders. Finally, they may substitute the
insiders by offering a higher profit to the firm than the insiders. We assume that in the initial
situation before the technology shock, i.e. a point E in Figure 2, the outsiders do not pose a
credible threat to replace the insiders.

Usually, it is assumed in the insider-outsider literature that outsiders are homogeneous
in their capabilities (see for example Blanchard and Summers, 1986, Lindbeck and Snower,
1988). This implies, however, that all outsiders have to invest in human capital in order to
pose a credible threat to replace the insiders or to join them. If we introduce heterogeneous
outsiders, this does not hold any more and it is possible that for example the insiders set the
wage such that they avoid to be substituted by all outsiders, but nevertheless some outsiders
gtill have an interest to join the insiders. Therefore, we obtain a much richer picture of the
possible outcomes with heterogeneous outsiders. %

In each society there are different degrees of skills which roughly correspond to
different levels of schooling — therefore it is useful to distinguish a limited amount of groups
of outsiders. In our analysis we distinguish between three groups for analytical smplicity, the
extension to more groups then is rather straightforward. These three groups differ in their
ability to obtain the required level of skills.

21 Compare also the recent insider-outsider models in Lindbeck and Snower (1994), or Fiorillo, Santacroce and
Staffolani (1999) where all workers are heterogeneous and insiders have market power because they are more
productive than the outsiders.



For obvious reasons we now dlightly change our notation and assume that there are (1
+ b)m outsiders. A fraction b/(1 + b) of the (1+b)m outsiders has a very low probability to
obtain the required skill level after schooling: we therefore call them the "backward”
outsiders. The “backward” outsiders never have an incentive to invest in human capital and
therefore never want to join or replace the insiders. Of the remaining m outsiders that might
train, afraction g < 1 succeeds with certainty in obtaining the required skill level when they
train themselves, they are the "clever" outsiders. The other part, a fraction 1 — g which
consists of "normal" outsiders has a probability p < 1 to obtain the required skill level after
having participated in the training programme. Thus we distinguish between gm "clever"
outsiders, (1-g)m "normal” outsiders and bm "backward" outsiders. Members of each group of
outsiders pursue their own interests, taking into account the actions of the other outsiders.?
This implies, for instance, that when investing in training is in the interest of the normal
outsiders only when the clever outsiders also invest in training, the normal outsiders only train
when it isin the interest to invest in training for the clever outsiders, too.

In the following, we show that there are three main equilibria depending on outsider
investment costs, the share of clever and normal outsiders and the insider wage demand. In
the first equilibrium, the outsiders do not pose a credible threat and the insiders therefore can
set the wage as it pleases them (i.e. at W", see Figure 2). In the second and third equilibrium,
the m clever and normal outsiders have a credible threat and therefore the insiders reduce their
wage demand such that they just cannot be substituted. In the second equilibrium, it is not in
the interest of the outsiders to join the insiders, whereas in the third equilibrium, it is in the

interest of the clever outsiders to join the insiders.
The outsiders' threat condition

We assume that the number of clever outsiders is relatively low, when compared to the
number of insiders, while the number of clever and normal outsiders taken together exceeds
the number of insiders. Thus we assume: gm < n < m In the “threat” case, clever and normal
outsiders try to outperform the insiders. This is only possible when the clever and normal
outsiders co-operate, since the number of clever outsiders alone is too small to pose a credible

threat to replace the insiders.

22 This assumption is also made in Lindbeck and Snower (1994).
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There are more outsiders than insiders. Therefore, if the outsiders replace the insiders,
not al m outsiders, but only the fraction h* find a skilled job and earn the skilled wage, while
others remain on the unskilled labour market and are therefore over-educated. Since they
invested in training, however, the former outsiders do not run the risk to become unemployed.
It is clear that the previous insiders want to avoid this situation, because they would as a
conwequence work on the unskilled labour market, too, and even may become unemployed.

When we first look at the normal outsiders, their expected utility U ”‘rl-g — relative to

the unskilled wage — associated with outperforming is:?®

o h* é h 0
= w1 —py-c, (10)
Tgrp- e g 9 M

The normal outsiders are only motivated to train and outperform the insiders, if their expected
utility is lower compared to the utility obtained when they do not invest in human capital. In
the latter case, a fraction h*/h(w) is employed in unskilled jobs, whereas the remaining
unskilled outsiders earn s— where s£ 1 is the outside option (unemployment benefit) relative
to the unskilled wage. The associated utility U ™", aso relative to the unskilled wage, then is:

U " = p*/[hw)(1 + b)] + [1—h*/[h(w)(1 + b)] s. (12)

As one might expect, this utility increases towards 1, thus in absolute terms to the unskilled
wage, when the relative wage increases to w", because all outsiders find a job at w" (see point
CinFigure?2).%

For the clever outsiders the utility when investing in human capital together with the

normal outsidersin order to outperform the insiders, U ‘hrg, is analogously given by:

h* é h* u
th —
g = ————— +e]A

= wtd- ———— ¢ (12)
g+pld-9) & g+pl-9)a

m:*

This utility clearly exceeds U ”‘rl.g from equation (10) at a given wage rate. Thus when it is

profitable for normal outsiders to threat the insiders, it certainly is for the clever outsiders.®

23 \We assume that anybody who has followed training, is preferred to get alow skilled job and therefore does
not run the risk of unemployment.
24 Now we have h(w") = h*/(1+b).
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The utility not to invest in training for the clever outsiders is the same as for the normal
outsiders in equation (11).

Comparison of the utility levels in equations (10) and (11) shows that it is in the
interest of the normal and clever outsiders to invest in training if U ”"1_9 > U ", For agiven

relative wage w should therefore hold:

h* é h* U
R T SRl S >

When equation (13) holds, the m outsiders pose a credible threat to replace the insiders. We
cal this the “threat” condition.

It is interesting to note that the right-hand side of the threat condition (13) is an
increasing function of the relative wage w as long as the demand elasticity of skilled relative
to unskilled labour to the relative wage, h(h,w), is not too large.®® We assume that this
condition is satisfied.?” Hence the outsider threat is more credible when the relative wage
increases, i.e. in that case the outsiders also invest in training when the investment costs are
high. The intuition is that with higher relative wages the wage premium increases and can be
shared by a much larger number of outsiders who become insider.

The threat condition is depicted as the line TT in Figure 3. As we argued above, it is
increasing in the relative wage and lies below training costs ¢™ for outsiders at the wage w*.%®
When the training costs exceed the curve at a certain wage, condition (13) is not met and
hence the outsiders cannot pose a credible threat. In the area below the curve threats are
credible and the insiders are forced to reduce their wage demand below w".

Figure 3 shows that the threat of clever and normal outsiders is only credible as long

as the training costs for outsiders are not too high:

Cm < (Wn —)h*/[1+ g(1-p)/p] + [b/(1-D)](1-9). (14)

% |tisalso clear that U ”"g <y compare eguations (10) and (12), hence the clever outsiders would prefer to
threat the insiders by training themselves only. Thisis not credible, however, because gm<n.

@+b)p w

p+@l- p)gl-s
27 Typical values for the demand elasticity of skilled relative to unskilled labour are in the range —2 to —4 , taking
cross effects into account, see Table 5.8 in Fitzenberger (1999).
2 Thisimpliesthat holds: ¢, > (1-s)[1- h*/{(1 + b)h(w*)}] + (W* - 1)h*/[g + p(1 —g)]. The costs of training for
insiders haveto be ¢, < w*-1 at the sametime. Thisis perfectly possible, even whenc, = cp,.

26 This means that - h(h,w) < h(w)? should hold.
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From equation (14) one sees that, the higher the share of backward outsiders, b/(1 — b), the
lower the number of normal and clever outsiders, m, and the higher the probability p that the
normal outsiders succeed in training, the more credible is the threat they pose to the outsiders.
Therefore it is highly improbable that the backward outsiders are motivated to invest in
human capita a w" they have a much lower probability of success when educating
themselves and if they invest, this would increase the number of outsiders and therefore the

risk of the outsiders to be over-educated.

Figure 3: The threat and join condition

C no threat
T
J
7
J
] -
T ==
Jj
W
w* all we w> w"

w

The outsiders' join condition

Another option for the outsiders is to join the insiders. It follows from equation (7) that if the
gm clever outsiders invest in training, m[(1+b)h(w)-h*]/[1+h(w)] outsiders can be employed
in the skilled labour market. If this expression exceeds gm at the prevailing wage, al clever

outsiders find employment. Thisis the case when:

(+b)hw)- h*

1+ h(w) 1)

We assume the demand shock to be sufficiently large, the proportion of backward outsiders b

to be large enough, or the proportion of clever outsiders g to be small enough, such that this
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condition does hold at the initial wage w* (where the additional demand for skilled outsiders

is the highest). Intuitively it should be clear that when the number of joining outsiders exceeds
the number of insiders, a very large demand shock is needed to be able to absorb all joining

outsiders. Therefore the option to join the insiders without over-education risk only is a
relevant option for the clever outsiders and not for the normal outsiders.?

The condition (15) implicitly defines w?, the relative wage below which all clever
outsiders can join, without the risk of having to accept an unskilled job. Notice that those
outsiders who stay unskilled run the risk to get unemployed when the relative wage is below
w?, because skilled labour demand is lower than skilled labour supply. This reduces total
labour demand and therefore mis-match unemployment arises. When the wage is below w?,

the utility U jg of clever insiders, relative to the unskilled wage, to join therefore is given by:
Ulg=w-an WEW. (16A)
However, when the wage exceeds w9, clever outsiders run the risk to be over-educated and

employed in unskilled jobs. In that case the utility U jg, relative to the unskilled wage, to join
is:

Ui, =L ArDW- bt 6 1 A+bhw- bl
g 1+(@+b)h(w) & g 1+@+b)h(w) g

w > We, (16B)

Notice that when w > w? , all outsiders are employed, because the additional skilled labour
demand is satisfied and therefore no mis-match unemployment arises. The same reasoning
that led to equation (13) then shows that clever outsiders train themselves and join the

insiders, aslong as:

h*
G < (W= D1 - 9 w<we,  (17A)
¢ <TQAFOW-R* pyiq. N gl wew.  a7B)
g 1+ (1+b)h(w) 1+ b)h(w)

We cdll thisthe “join” condition.

29 We assume for simplicity that (h*+g)/(b+ 1-g)<h< (h*+ 1)/b.
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One sees that the clever outsiders do not invest in human capital and imitate the
insidersif the skill wage mark-up (w-1) is too low or the replacement rate of the unemployed
in comparison to the unskilled wage (-9) is too low. In addition, a low chance to find a
suitable skilled job relative to the probability to be over-qualified reduces the motivation of
the clever outsiders to join the insiders.

The join condition initially increases almost proportional to the relative wage rate, as
can be seen from the right-hand side of equation (17A). However, when we consider the right-
hand side of the join condition (17B) as a function of the relative wage w, it seems plausible
that the function is initially increasing and then decreasing in w: a w" it is dways equa to
zero.%° As a consequence the willingness of the clever outsiders to join the insiders decreases
at some moment, with an increasing relative wage. The intuition is that athough the relative
wage is higher, the wage premium is earned by less outsiders and more outsiders are over-
educated, because the additional relative demand for skilled workers decreases. Moreover, the
threat of unemployment increases, too, which also has a negative impact on the willingness to
join the insiders. We assume that the right-hand side of equation (17B) is aready decreasing
at w9, athough this is not important for our analysis.3* The join condition for the clever
outsiders is depicted as the line JJin Figure 3. It first increases in the relative wage, until w9,
and then decreases to zero at the wage w".

Of course it could also be possible that the normal outsiders want to join the insiders,
too. As it is implausible that due to skill biased technological change skill labour demand
more than doubles (see also footnote 28), normal outsiders always have to enter with the risk
of over-education and therefore equation (17A) is not relevant. Normal outsiders therefore
enter if:

c < (A+b)h(w)- h* h*

m 1+ h(w) (w-D+d- (1+b)hw)

)1-'s) (18)

It is obvious that the graph of this condition lies below the join condition depicted in
Figure 3, because p<1/g. We have depicted this condition as the dotted line jj in Figure 3,

starting above the TT-line and decreasing to zero at w". It can aso start below the TT-line as

%0 Therright-hand side can bewrittenas: 1+ 0 1 (w) - h* (w- 1)+ M(l _s)» Withl(w) =

g 1+b+1(w) I (w)
(1+b)h(w). The terms before (w-1) and (1-s) are decreasing inw. The rate of decrease isincreasing withw. At
low valuesfor w, the positive impact of w itself may dominate. However, at w" the right-hand side is always
equal to zero.
3L f it still increasestill some value w®>w?, we should use w® instead of w® below.
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is obvious from comparison of (17B) with g = 1 with the threat condition (10), but the case

presented here has some interesting implications, as we elaborate below.

It is highly interesting to compare the join conditions with the threat condition. The right-hand
side of the join condition (17A) of the clever outsiders initialy starts at a higher level and
increases faster in the relative wage rate, when compared to the threat condition. Therefore
the join condition dominates the threat condition till some relative wage rate above w?. We
denote this wage rate where both conditions become equally binding by w>'. When the wage
increases above WY, it is profitable for the clever outsiders to switch from joining the insiders
to threatening the insiders, together with the normal outsiders - it is obvious that we find w* <
wi< wi< w32

When we compare the join condition of the normal outsiders with the threat condition,
it might also be profitable for relatively low training costs for the normal outsiders to join. We
represent the join condition of the normal outsiders by the jj-line in Figure 3. In that figure we
have assumed that the jj-line starts above the TT-line, which only holds for certain specific
parameter values. In that case when the wage lies below w2, it is also profitable for the
normal insiders to join the insiders instead of to threat them. If the jj-line lies below the TT-
line for al relative wages, joining is never a feasible option for the normal outsiders.®

The interaction of insider and outsider behaviour

From the analysis above it follows that the m outsiders are able to pose a credible threat when
there is a group of normal and clever outsiders, together with a group of backward outsiders,
that satisfies equation (14). If that is not the case, the insiders will set the wage at w" and full
employment will occur - compare case | in Table 1 below.

Since the insiders want to maximise their utility, they set their wage demand as high as
possible. When they are confronted with a credible threat, they therefore always set their
wage such that this thresat is just deterred, that is, according to the TT-line in Figure 3. Hence,

the lower the training costs c™ of the outsiders, the lower the wage set by the insiders.

32 W™ can be found from h(w™) = 2h*/(1-h*).
33 For any value of the relative wage w the following should hold: h(w) > h* (1+p+g(1-p))/[ (1+ b)(p+g(1-p)) -
h*], compare equations (13) and (18). The value of w?' is defined when this expression is an equality.
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From the analysis above, it follows that when the wage thus set exceeds w>, joining is
not a feasible option for the outsiders and mis-match unemployment occurs, since relative
skill demand is higher than h* and therefore the firms are constrained in their demand for
skilled labour. Thisis equilibrium 11 in Table 1. When joining is a feasible option, however, at
least the clever outsiders join. Since additional skilled demand is lower than the number of
joining clever outsiders, investment in training of the clever outsiders goes hand in hand with
full employment. The reason is that not all clever outsiders are able to find an adequate job for
their skill — cf. equilibrium I11. However, when the relative wage is below w?, al clever
outsiders are able to find adequate jobs after training and relative demand will fall again
below h*. Hence unemployment will occur — cf. equilibrium IV in Table 1. Finaly, it may
become profitable for the normal outsiders to invest in training too. This is the case when the
relative wage along the TT line will be set below w?'!. Then, analogous to equilibrium 111,
training goes hand in hand with full employment, because not all normal outsiders are able to
find adequate skilled jobs — cf. equilibrium V in Table I.

Table 1; Possible Labour Market Outcomes with Insiders and Outsiders

Equ. |Rangeof c"at TT |Outsider Employment Insider Wage setting
threat

I c">w" no Full employment w"

I w'>c™m > w yes Mis-match unemployment [At TT line

[l w¥ > " >wd yes Full employment At TT line

VvV [wI9>c">wAl Yes Mis-match unemployment |At TT line

Vv WA > M > w* Yes Full employment At TT line

It should be clear that not all these cases are necessarily possible. We have constructed
Figure 3 in such a way that all cases can indeed occur. However, this is because all switch
points in the relative wage are defined there. But w? is only defined when the demand shock is
sufficiently large relative to the proportion of clever insiders — cf equation (15). Since we
assume this to be the case, w*" is defined too, as we have derived above. As a consequence it

can be a feasible option for clever outsiders to join the insiders. Whether w2 is defined or not,
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however, and hence whether normal outsiders want to join or not, depends very much on the
shares of backward outsiders and clever insiders.

An interesting observation is that the position of w", w9, w> and w* relative to each
other is independent of the shares of backward and clever outsiders. Hence one might wonder
why these different categories of outsiders are distinguished. As can be seen from equation
(13), however, the position of the TT-line is highly dependent on these shares. That position
determines the range of training costs for which outsiders can pose a credible threat. This
range is larger, the higher the share of backward outsiders, as we have indicated above.
Therefore it is useful to distinguish between severa categories of outsiders.

Finally, notice that the utility of the insiders is always higher than that of the outsiders.
First, their training costs are lower than those of the outsiders and therefore the utility of the
joining outsiders is lower than that of the insiders. Furthermore the expected utility of the
insdersin al equilibria with or without outsider threat is higher than that of the outsiders. In
addition the utility of the joining outsiders is higher than that of the over-qualified outsidersin
unskilled jobs and that of the unskilled outsiders. Finally, from the analysis above it follows
that skill biased technological change improves the relative utility position of skilled
employees, because their market power increases. Therefore this model accounts for the rents
skilled workers enjoy compared to unskilled workers in recent years induced by skill biased

technological change (see, for example Johnson, 1997, or Chennelsand Van Reenen, 1999).

4 Conclusion: the stylized facts reconsidered

This paper offers an innovative interpretation of the observed differences in the labour
markets between the United States and Germany. In the United States, the skilled employees
can considerably increase the skill wage demand, because they have higher insider power than
in Germany (equilibria | and I1). The investment costs for outsiders when they want to be
eligible to work in the skilled labour market are so high that they do not pose any or only a
small threat to the insiders. The high skill wage mark-up leads to no or only a small additional
skilled employee demand. No outsider has a motivation to invest in training and therefore
there is no over-qualification and no unemployment (equilibrium 1). If outsiders pose a small
threat, some mis-match unemployment arises (equilibrium I1), because the additional skilled
labour demand is not satisfied.
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The insider rents are lower in Germany, because the powerful outsider threat forces
the insiders to reduce their wage demand considerably in comparison to their maximum
demand (equilibrium V). The outsider threat is more pervasive, because the training costs for
unskilled outsiders are lower. The lower wage mark-up in the wake of skill biased
technological change leads to a higher additional skilled labour demand. This additional
labour demand is not completely satisfied, because it is only in the interest of a small part of
the outsiders to train. These outsiders find a skilled job with certainty, but some skilled jobs
are not filled. Therefore we also do not have over-qualification in Germany, but mis-match
unemployment.

The interpretation that the differences in wage determination between the USA and
Germany stem from higher insider power in the USA is not new, see for example the survey
in Teulings and Hartog (1998) and the empirical evidence in Holmlund and Zetterberg (1991).
Insider power in this literature is determined by the corporatistic labour market structure in
Germany versus the competitive labour market in the USA. This paper asserts that higher
insider power in the USA also may be induced by weaker outsider threats due to higher
training costs. The crucial empirical question therefore is. are the training costs of the
unskilled employees in order to perform skilled tasks lower in Germany than in the US? The
direct evidence is scant (OECD, 1999a). One observation is that there are more publicly
subsidised training programs for less skilled workers in Germany than in the USA, see OECD
(19994, pp. 163-166). Additional evidence is that in Germany the participation of unemployed
in training programmes relative to the participation of employed is higher than in the USA,
see aso OECD (1999a). Lynch (1994), OECD (1999a), and Acemoglu and Pischke (1999)
stress that the incidence of unskilled training in the USA is much lower than in Germany,
which may be a consequence of the fact that training is mostly provided by private
enterprises.3* In addition, it fell between 1983 and 1991 in the USA while training incidence
of highly qualified workers increased. In Germany, to the contrary, training levels of both
groups of workers increased between 1979 and 1991. Findly, the skill level of unskilled
workers in the USA is much lower than in Germany.® Berg (1994) observes for the USA:

“The job classification system (...) continues to encourage the division between skilled and

34 Only 4 percent of young workers who are not university graduates get formal training at work in the United
States, Lynch (1994).

35 See the survey in Muysken and Nekkers (2000) or the evidence in Nickell and Bell (1996), Lynch (1994), and
Oulton and Stedman (1994). The OECD (1998b) shows that literacy scores of less-educated people are lower in
the USA and the UK than in other Western European countries. OECD (1999b) cal cul ates that the change
needed in volume of training provided to persons with less than upper secondary education to increase their



nonskilled work. Some plants have (...) broadened the lines of demarcations between jobs.”
He aso notes that this is not the case in comparable German plants, because training of low
skill workers entails more general components there. This suggests that the training costs of
the unskilled may be exceedingly high, their flexibility low, and that the qualification gap
reduces their potential to pose a credible threat to the skilled insiders in the USA.

This interpretation of the evolution of two distinct labour market equilibria in
Germany and the USA in the wake of skill biased technological change has some interesting
policy implications for labour markets that increasingly need live-long training of especially
the skilled labour force. The lower insider power in Germany stems from a credible unskilled
outsider threat to replace the skilled insiders and invest in training and education themselves.
This higher outsider power may be the consequence of the school system, public training
programmes and tax advantages offered for training unskilled employees and unemployed.
The high mainly unskilled unemployment, on the other hand, is the consequence of too low
incentives for the outsiders to fill the gap in skilled labour demand. It is too costly for most
outsiders to sink investment costs in training in comparison to the low wage mark-up for
skilled workers.

In order to avoid mis-match unemployment on the labour market and reduce high
skilled insider wage mark-ups, the model suggests, to increase the incentives of the unskilled
outsiders to invest in human capital in order to be €eigible to work in the skilled labour
market. This could be achieved by subsidising the sunk part of the training costs of outsiders
when they want to join the skilled labour market. In Germany with its many programmes for
training of the unemployed, this would mean to focus training subsidies to otherwise sunk
costs. Other courses with general knowledge that increase productivity for a long period and
in many professions (examples are: reading, writing, or language skills) should not be
financed by the state, analogoudly, because they are in the interest of the unemployed and not
burdened by the sunk cost risk. Sunk training costs may for example be costs for knowledge
that is outdated quickly (possible examples are knowledge to handle specific computer soft
ware or frequently changing tax rules) or that increases productivity in narrowly defined jobs
only (possible examples are the specialised professions in the health sector). Possible
subsidies or stimuli are for example tax discounts on training expenses, paid training leave,

tax levies that oblige employers to spend a certain percentage of their total wage bill in

participation to the level of those with an upper secondary education in percentageis 207 in the United Statesin
contrast to 69 in Germany.
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training or training funds from employees, employers and public sources, see also OECD
(1999a) p. 166.
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Annex: A simple formal representation

Thisannex presents a standard two-goods, two-factor general equilibrium model (compare
also Davis, 1998).

We distinguish between skilled labour H and unskilled labour L as factors of
production, with prices wy and w, respectively. The relative price is w = wy/w,. Total supply
of skilled and unskilled labour is n and (1+b)m, respectively, and relative supply is given by
h* = n/(m(1+b)). Moreover, two goods are produced under constant returns to scale: a skill-
intensive good X and a skill-extensive good Y, where P is the relative price of Xto Y, i.e. P =
Px/Py.

Let consumers have the following utility function:

u=[x +v' ] o<r<a, (A1)

Maximization of (A1) subject to the budget constraint | = PxX + PyY, with a given income |
yields:

_L
1

X _éP u
< &5 U (A2)
Y &R
The production of goods is represented by a Cobb-Douglas production function:
X = AH, L, "?

Of b<afl, (A3)
Y=H,"L*"

whereb < a indicatesthat X is the skill-intensive good and Y the labour-intensive one. The
parameter A is a productivity index.
Maximization of the profit function

P=P xXX+P - wy(Hy +Hy)-w (L, +L,), (A4)

subject to equations (A3) yields:

éH, u éH, U
Wy =aAPx(_§L_XL:J =bR(éL_l,J , (Ada)
e-x u e~ u
éH, i éH, U
=(1-a)AP, eL—u =(1- b)R éL_l‘J . (A4b)
e-x u e u

Eliminating Hx/Lx and Hy/Ly respectively yields:>®

BHere k" =a*(@- a)"® /b° (1- b)*°.
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ép a-b
Wi _pabeg AP (A5)
wo eRa

When we look at demand for labour more explicitly, we define for aggregate demand:
H = Hx + Hy, (A6)
L=Lx+ Ly (A7)

Let us define for smplicity: h = H/L, hx = Hx/Lx and hy = Hy/Ly. Then we can derive from
equations (A6) and (A7):

_h-h (A8)

Actually, equation (A4) yields hy and hy as a function of relative prices:’

1 1
éAP Ua-b éAP, Uia-b
he=keg—tq  and~h =k g-*g (A9)
e’y u e’y u

Moreover, combining equations (A2) and (A3) also yields Lx/Ly as afunction of relative
prices:

1
hYb Y 1-r
hxa

(A10)

(D> (D
0.0
o\ C
p

<

Lx —
I-Y

D

Substitution of equations (A9) and (A10) in (A8) then resultsin arelation between h and P
which represents the demand curve for labour:

1 1

he = Aﬁpa_b kxkvbp v +Akvkxa _

: (A11)
kP LT+ Ak

Y Here k, " =b°@A-b) P /a"@-a)Pand~k* " =b?(1-b)*?/a®(1-a)*®.
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