Why did earnings  inequality increase in the Netherlands in the past two decades?
Paul de Beer (Amsterdam Institute for Advanced Labour Studies/De Burcht)
Paper for the workshop on ‘Inequality measurement’, University of Utrecht, January 25, 2006.

[First draft, please do not quote, comments welcome]
In many developed countries income disparities increased since the 1980s. At present, there seems to be almost general agreement among social researchers that this increase of income inequality is due to technological development (skill-biased technological change) which has resulted in a growing income gap between the high skilled and the low skilled.

In this paper, I want to try to find out whether this analysis is also correct for the Netherlands. To summarize my conclusions:

1. Since 1983 income inequality has increased quite strongly in the Netherlands.

2. This is mainly due to changes in the inequality of earnings.

3. However, there is no tendency of an increasing earnings gap between high educated and low educated workers, i.e. no rising skill gap.

4. Besides, the relative labour market position of the low skilled did not deteriorate either..

5. So, there are no indications that skill-biased technological change has caused the rise of income inequality.

6. Rising inequality is mainly due to rising within-group inequality – irrespective of the groups studied – which might support the hypothesis of Cook and Frank in The winner-take-all society that the wage structure itself is changing, in the sense that earnings differentials are increasingly determined by relative instead of absolute productivity differences. 

1. Rising inequality since 1983. From 1962 to 1983 income inequality fell by 29% (Gini), 47% (Theil) or 27% (Relative Quartile Distance, RQD), respectively, from 1983 to 1990 it increased by 15% (Gini), 25% (Theil) or 25% (RQD), and during the 1990s inequality remained roughly the same (+3% Gini, Theil, -4% RQD). [P.M. comparison with other countries.]
2. Largely due to rising earnings inequality. The rise of income inequality from 1983 to 2000 can be fully explained by changes of within-group inequality, i.e. within the categories of employees, of the self-employed, and of non-working people. And two thirds of this rise of within-group inequality can be attributed to employees. Hence, about 16%-points of the rise of Theil by a quarter between 1983 and 2000 can be explained by rising income disparities among employees.

Since there are not sufficient reliable data available for hourly wages, for an analysis of earnings inequality I concentrate on the weekly (before 1994) or annual earnings (since 1994) of fulltime employees. The evolution of earnings inequality of fulltime employees is even more pronounced than the evolution of total income inequality: from 1972 to 1984 earnings inequality declined by 31% (Theil), 33% (Gini) or 14% (RQD), and from 1984 to 2004 inequality increased by 25% (Theil), 32% (Gini) or 17% (RQD). 

3. No rising skills premium. In the Netherlands, strikingly little data are available about earnings by educational attainment. However, all scattered estimates of the return on education show that this return declined by about a third between 1960 and 1985. This fall can therefore largely explain the reduction of earnings inequality during the 1960s, 1970s and early 1980s. However, various estimates show that between 1985 and 1995 the return on education did not rise, but remained more or less stable. There are hardly any estimates for the period after 1995. Ter Weel (2003) found a moderate increase of the return on education from 6% in 1994 to 7% in 1998. Leuven and Oosterbeek (2000) found a strong increase between 1994 and 1999 from 6% to 8.5%. However, there estimates are based on two different source; hence, I have strong doubts about the comparability of these figures. Recently I have done some calculations on the Amenities and Services Utilisation Survey (AVO) of the Social and Cultural Planning Office (SCP), which includes a quite extensive questionnaire on earnings and is held every four years since 1979, the last time in 2003. I found no indication for a rising return on education at all, but instead a continuing strong, though somewhat irregular falling trend, from 5.3% in 1987 to 3.5% in 2003. Hence, it seems to be very unlikely that the rising earnings disparities can be explained by growing wage differentials between high and low educated workers. 
(I have to acknowledge that there is a serious drawback of this AVO survey: the figures for the first two and the most recent year are on gross earnings, while the other four figures are on net earnings. However, since one would expect the gross earnings differentials to be larger than the net differentials, this would mean that the net return on education in 2003 would even be smaller than the one I reported.)

If one mistrusts these estimates, which are based on not very large surveys and are very sensitive for the way in which information on earnings is collected, one can also try to squeeze some extra information from the large surveys on which the official figures on earnings from Statistics Netherlands are based. Since a little more than a quarter (viz. 28%) of fulltime workers in the Netherlands is high educated and a little less than a quarter (24%) is low educated, one would expect the rise of earnings differentials to be the largest within the top quartile and the bottom quartile of the earnings distribution. However, from 1995 to 2004 earnings differentials within the middle half of the income distribution (i.e. the ratio of the third and first quartile) increased stronger (viz. 2.7%) than income differences within the top and bottom quartile (i.e. the ratio of the 95th and 75th percentile, 1.8%, and of the 25th and 5th percentile, 0.4%). It is not clear how technological change could explain rising earnings differentials within the middle half of the earnings distribution. 

So, although there is only scattered and contradictory evidence on the evolution of earnings differentials between low and high educated in the past ten years, it seems unlikely that a rising educational gap explains the rise in earnings inequality in this period. And it is almost certain, that the strong rise in earnings inequality from 1984 to 1994 cannot be explained by a rising earnings gap between high educated and low educated workers.

4. No deterioration of the labour market position of low skilled. It is sometimes suggested that skill-biased technological change predominantly results in larger earnings differentials in the U.S., but in higher unemployment or lower activity rates among the low-skilled in Europe. Hence, the lack of clear evidence of an increasing wage gap between high skilled and low skilled in the Netherlands might be explained by the fact that an increasing number of low skilled workers is excluded from the labour market and, hence, is no longer part of the earnings distribution.

If this analysis were correct, one would expect that the risk of unemployment would rise or the probability of employment would fall for the low educated as compared to the high educated. Indeed, recently several politicians and policy makers have suggested that in the near future we may be facing a “new underclass” of perhaps two million low skilled who won’t be able to find a job.

However, if one calculates the relative risk of low educated compared to high educated to be unemployed or to be employed (by means of so-called odds ratios), there is no indication that labour market opportunities for the low skilled have deteriorated in comparison with the high educated. If we look at the evolution over the past three decades, it turns out that these odds ratios fluctuate with the business cycle: during an economic slump, the relative risk of unemployment or inactivity of the low educated rises, but during economic recovery it catches up again.

5. No indications for accelerating technological development. There is another reason why it is not very likely that skill-biased technological change has caused the rise in earnings inequality. That is, that there are no macro-economic indicators that point to an acceleration of technological development from the period before 1984 and after 1984. The most obvious macro-economic indicator for technological development would be the annual rise of labour productivity. However, in the two decades before 1984, when earnings differentials declined, productivity growth was much stronger than in the two decades since 1984, when the earnings differentials grew.

6. Rising within-group inequalities. There are a number of alternative explanations for rising earnings inequality, which focus on changing wage differentials between older and younger workers, between men and women, between workers with permanent and with fixed-term contracts, between unionized and non-unionized sectors or between exposed and sheltered sectors. The common feature of all these explanations is that they assume that rising earnings inequality is caused by increasing wage differentials between specific groups. However, if one calculates wage differentials by age, by sex, by contract type, and by industry/sector, it turns out that these differentials explain next to nothing of the increase of earnings inequality. Wage differentials between women and men decreased considerably from 1995 to 2004 (from 36% to 27%), the wage gap between old and young remained virtually constant, as did the gap between permanent and fixed-term jobs. The wage dispersion between sectors (as measured by the Theil index) did however rise by about a third. Nevertheless, this rise in inter-industry wage differentials can only explain a small part of the total rise of earnings inequality from 1995 to 2004.
Hence, it turns out that the rise of earnings inequality was mainly due to an increase of within-group inequalities, irrespective of what group we are focussing on. To formulate it differently: the unexplained variation of the standard Mincerian wage equation has risen considerably. E.g. the R2 from the wage equations I estimated from the AVO survey first increased from 39% in 1979 to 57% in 1987 and then fell again to 31% in 2003. Another way to demonstrate this is to show total, explained and residual variation of the wage equation. While total variance increased considerably since 1995, the explained variance almost halved since 1987. Hence, the increasing variance is fully due to a rising residual, i.e. unexplained variance.
7. Rising rewards for relative performance. In order to find an explanation of the evolution of the Dutch earnings distribution I have sketched, I would like to suggest a variation on the theory of rank oder tournaments of Lazear and Rosen and the theory of winner-take-all markets of Frank and Cook (The winner-take-all society). Both stress the importance of rewards based on relative performance instead of absolute importance. Moreover, Frank and Cook state that pay differentials between ranks have increased. The growing importance of reward systems based on relative performance can be explained by changes in production processes and the structure of the economy, in particular the growing importance of services. Since, in general, individual performance in services is harder to measure than performance in physical production, companies increasingly rely on relative performance rewards. Frank and Cook attribute the increase of pay differentials between ranks to a number of factors, of which the combination of technological development (esp. ICT and mass media) and globalization is probably most important. These factors have led to expansion of the market for top performers resulting in larger economies of scale. This can be illustrated/clarified most convincingly for superstars, either in the domain of sports, of entertainment, of the arts, or of CEOs. 

It is hard to find direct evidence for the Frank and Cook hypothesis, apart from specific groups which are not sufficiently numerous to explain the general trend of earnings inequality. Although Frank and Cook state that the same mechanism also applies to what they call “minor-league superstars” they have to admit that there is no direct evidence for this. 

One way in which their hypothesis, if true, should manifest itself is in rising pay for managers. The AVO survey I analysed includes information on the number of employees someone is in charge of. The log of this number turns out to be indeed a strong predictor of earnings (controlling for other factors). If the number of subordinates doubles, earnings increase on average by about 8%. So, someone who is in charge of 16 subordinates will earn about 50% more than someone with the same characteristics who has no management tasks. However, just as the return to education, the return to management activities also fell from 1979 to 1991. Although it increased again from 1999 to 2003, this is not sufficient to explain the rising wage equality since the middle 1980s. 

Nevertheless, a rising management premium is only one way in which an increasing importance of relative performance pay might manifest itself. It is however hard to find other indicators for this possible explanation of rising earnings inequality. Hence, I have to conclude that the answer to the question in the title of this paper still is: we don’t know.
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