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Abstract

Since the late 1970s, wage inequality has been on the rise in a number of OECD countries,
but nowhere it has increased as much as in the UK and the US (Gottschalk and Smeeding 1997;
Ruiz Huerta et al. 1999). Wage inequality, on the contrary, increased only little or not at all in many
Continental European countries, although recent research seems to suggest an acceleration in the
widening of wage differentials and an increase of the “working poor” (Cipollone 2001). The
problem of income distribution has become fashionable again, since it is recognised that, by
affecting growth, inequality has an efficiency as well as an equity dimension.

The most popular explanation of the increase in wage inequality is based on shiftsin relative
demand for different skill groups. The relationship between rising wage differentials and shifts in
relative demand for skills is based on the assumption that a worker’s wage measures his marginal
productivity, and that productivity is dependent upon skill. Since the returns to skill have increased,
it is argued that the demand for skilled labour has outgrown the increase in supply, while the fall in
the demand for unskilled labour has exceeded the decrease in supply.

Changes in demand for skill can arise from different, non-mutually exclusive, sources: skill-
biased technological change, shifts in product demand and the process of restructuring, outsourcing
and (domestic and international) de-localisation are the most cited. Among these, skill-biased
technical change came to dominate. The technological explanation of wage dispersion assumes
complementarity between investment in new technologies and skilled labour, so that the diffusion
of information technology is taken to account for the acceleration in the rate of growth of demand
for skill. Moreover, specific assumptions about technology lead to predict perfect segmentation
between skilled and unskilled workers (Caselli 1999, Dunne et al. 2000, Kremer and Maskin 1996)
and between productive systems (Duranton 1998).

Explanations of rising wage inequalities based upon the human capital theory have thus
converged towards the idea of the segmentation of |abour markets which had been developed in the
‘80s (Doeringer and Piore 1971, Piore and Sabel 1984, Wilkinson 1981, Villa 1984). Some of the
features of the old theories have been incorporated into the new models. It is emphasised, for
instance, that interaction between technology and workplace organisation shapes the way in which
technol ogies are implemented and determines different outcomes in terms of demand for skills. And
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again, increasing recognition of the role played by changes in labour market institutions in the rise
in inequality spurred attempts at making institutional change endogenous, reflecting adaptation to
exogenous technological revolution (Duranton 1998, Acemoglu et a. 2001).

The recent rediscovery of explanations of rising inequality based upon models of |abour
market segmentation calls for clarification of the assumptions that are at the root of the two models.
The similarity between them isin fact only apparent. This clarification is all the more necessary in
that the two explanations have different economic policy implications.

The ‘classical’ theories of labour market segmentation are institutionally much richer than
their human capital counterpart. The dynamic interdependence between technologica and
ingtitutional factors — legislation, norms and customs, the structure and organisation of production,
bargaining and power relations — shapes the demarcation between internal and external markets and
the alocation of workers to the various segments, presides over the process of acquisition and
progression of skills and, therefore, governs the determination of wages and wage differentials. Two
aspects are considered in detail. The first concerns the concept of skills. The new theories
acknowledge that changes in skills depend on how technology is implemented, however, the
definition of skill seems to be still too deterministic. The ‘classic’ segmentation theory emphasises
that, far from being smply a technical feature, skill has a social dimension as well; moreover the
process of valorisation of skillsis part of a learning process based upon competencies which are
often tacit, and is affected by the social and organisational system. The second point concerns the
relations linking the various segments. In the new models, segregation is entirely determined by
technology: skilled workers delink themselves completely from the unskilled, so that, under the
assumption of perfect segregation, the two segments have no organic interdependence. The richer
institutional framework of the classic segmentation theory, on the contrary, explains how the mutual
interdependence between internal and external labour markets can explain changes in boundaries
between segments and in the characteristics of each segment.

Finally, observable job characteristics account for only about one third of the overall change
in wage inequality, this leaves most of the change unexplained (Katz and Autor 1999). The theories
based on workers characteristics (such as skill, education, experience) cannot account for the
documented rise of within-groups inequality, i.e, the fact that homogeneous workers are treated
differently. It is concluded that explanations of the rise in inequality based only on technological

factors and workers characteristics cannot provide a convincing explanation of the rise in inequality.
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