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We study the role of establishment-specific wage premiums in generating
recent increases in West German wage inequality. Models with additive fixed
effects for workers and establishments are fit into four subintervals spanning
the period from 1985 to 2009. We show that these models provide a good ap-
proximation to the wage structure and can explain nearly all of the dramatic
rise in West German wage inequality. Our estimates suggest that the increas-
ing dispersion of West German wages has arisen from a combination of rising
heterogeneity between workers, rising dispersion in the wage premiums at dif-
ferent establishments, and increasing assortativeness in the assignment of
workers to plants. In contrast, the idiosyncratic job-match component of wage
variation is small and stable over time. Decomposing changes in mean wages
between different education groups, occupations, and industries, we find that
increasing plant-level heterogeneity and rising assortativeness in the assign-
ment of workers to establishments explain a large share of the rise in inequal-
ity along all three dimensions. JEL Codes: J00, J31, J40.
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I. INTRODUCTION

Wage inequality has risen in many countries, attracting the
sustained attention of policy makers and the general public (see
Katz and Autor 1999; Acemoglu and Autor 2011 for detailed re-
views). Most existing studies explain the rise in inequality as a
consequence of supply and demand factors that have expanded
the productivity gap between high- and low-skilled workers (e.g.,
Katz and Murphy 1992; Bound and Johnson 1992; Juhn, Murphy,
and Pierce 1993; Goldin and Katz 2008). Economists have long
recognized, however, that some firms pay higher wages than
others for equally skilled workers (e.g., Slichter 1950; Rees and
Schultz 1970; Krueger and Summers 1988; Van Reenen 1996).
The magnitude of this workplace component of wage inequality is
explored in several recent publications, including Abowd, Kra-
marz, and Margolis (1999), Goux and Maurin (1999), Abowd,
Creecy, and Kramarz (2002), Gruetter and Lalive (2009), and
Holzer et al. (2011).! Virtually all these studies find significant
employer-specific wage differentials. To date, however, there is
little evidence on whether these differentials have widened over
time, and if so whether they can help explain the rise in cross-
sectional wage inequality.?

In this article we use detailed administrative data from West
Germany to study trends in the dispersion of the workplace-spe-
cific wage premiums earned by individuals on different jobs and
measure the contribution of workplace heterogeneity to the rise
in inequality. Wage inequality has widened substantially in
Germany over the past two decades (see Dustmann, Ludsteck,
and Schonberg 2009). Figure I, for example, shows the evolution
of various real wage percentiles for full-time male workers in
West Germany, indexed to a base of 1996.> Over the 13-year

1. An earlier generation of studies (e.g., Davis and Haltiwanger 1991; Groshen
1991; Bernard and Jensen 1995) documented substantial between-plant variation
in wages but was unable to deal fully with nonrandom assignment of workers to
firms.

2. Barthetal. (2011) find that between-plantinequality has grown over time in
the United States but are unable to fully account for changes in the pattern of
sorting of workers to firms due to limitations in their data. Cardoso (1997, 1999)
provides evidence that between plant wage variation grew in Portugal but is again
unable to fully account for selection of workers into firms based on unobservables.
Skans, Edin, and Holmlund (2009) provide similar between-plant evidence for
Sweden.

3. The data underlying this figure are described in detail in Section III.
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Ficure 1
Trends in Percentiles of Real Log Daily Wages for West German Men

Figure shows percentiles of log real daily wage for full-time male workers
on their main job, deviated from value of same percentile in 1996 and multi-
plied by 100.

period from 1996 to 2009, the gap between the 20th and 80th
percentiles of wages expanded by approximately 20 log points,
roughly comparable to the rise in inequality in the U.S. labor
market over the 1980s.*

The German labor market presents an important test case
for assessing changes in wage-setting behavior and the role of
firm-specific heterogeneity. After a decade or more of disappoint-
ing economic performance (Siebert 1997), the country imple-
mented a series of labor market reforms in the late 1990s and
early 2000s, and has recently emerged as one of the most success-
ful economies in the Organisation for Economic Co-operation and
Development.® There is widespread interest in the sources of this
recent success and the lessons it may hold for other countries.

To separately identify the impact of rising heterogeneity in
pay across different workers and rising heterogeneity in the pay
received by the same individual on different jobs, we divide the

4. For example, Katz and Murphy (1992) show that the 90-10 gap in log weekly
wages for full-time male workers rose by 0.18 between 1979 and 1987, and Autor,
Katz, and Kearney (2008) show that the 90-10 gap in log weekly wages for full-time
full-year male workers rose by 0.25 between 1979 and 1992.

5. For overviews of recent changes in the German labor market, see Eichhorst
and Marx (2009), Burda and Hunt (2011), and Eichhorst (2012).
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period between 1985 and 2009 into four overlapping intervals and
fit separate linear models in each interval with additive person
and establishment fixed effects, as in Abowd, Kramarz, and
Margolis (1999; henceforth AKM). We then compare the esti-
mates of the person and establishment effects across intervals
to decompose changes in the structure of wages.

In an initial methodological contribution we present new evi-
dence on the quality of the approximation to the wage structure
provided by AKM’s additive worker and firm effects specification.
We show that the strong separability assumptions of the AKM
model are nearly (but not perfectly) met in the data. In particular,
generalized nonseparable models with fixed effects for each job
yield only a small improvement in explanatory power relative to
the AKM specification, both within narrow time intervals and
between intervals. We also check for patterns of endogenous mo-
bility that could lead to systematic biases in the AKM specifica-
tion and find little evidence of such patterns.

Our main substantive contribution is a simple decomposition
of the rise in wage inequality among full-time male workers in
West Germany. We find that the increase is attributable to in-
creases in the dispersion of both the person-specific and work-
place-specific components of pay, coupled with a rise in the
assortativeness of job matching that magnifies their joint
effect.® Overall, the rise in the variance of the person component
of pay contributes about 40% of the overall rise in the variance of
wages, the rise in the establishment component contributes
around 25%, and their rising covariance contributes about a
third. We find qualitatively similar results for full-time female
workers.

We go on to use our estimated models to decompose the rise in
between-group inequality across different education, occupation,
and industry groups. We find that two-thirds of the increase in
the pay gap between higher- and lower-educated workers is at-
tributable to a widening in the average workplace pay premiums
received by different education groups. Increasing workplace
heterogeneity and rising assortativeness between high-wage

6. Recent contributions by Andersson et al. (2012) and Bagger, Sorensen, and
Vejlin (2012) also document increases in assortative matching between workers
and employers. Those studies use related statistical methods but assume that
person and establishment effects are stationary over the entire sample period.
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workers and high-wage firms likewise explain over 60% of the
growth in inequality across occupations and industries.

Finally, we investigate two potential channels for the rise in
workplace-specific wage premiums: establishment age and col-
lective bargaining status. Classifying establishments by entry
year, we find a trend toward increasing heterogeneity among es-
tablishments that entered the labor market after the mid-1990s,
coupled with relatively small changes in the dispersion of the
premiums paid by continuing establishments. The relative in-
equality among newer establishments is linked to their collective
bargaining status: an increasing share of these establishments
have opted out of the traditional sectoral contracting system and
pay relatively low wages. These patterns suggest that rising wage
inequality in West Germany is related to institutional changes in
the wage-setting process, though the underlying source of these
coincident trends is less clear.

II. BACKGROUND: MACRO TRENDS AND INSTITUTIONAL
CHANGES

As background for our empirical analysis, this section briefly
summarizes some of the major changes that have affected the
West German labor market since the early 1980s. Two critical
events were the collapse of the Soviet empire and the reunifica-
tion of East and West Germany.” An immediate consequence of
these political developments was massive in-migration to West
Germany. Approximately 1.7 million former residents of East
Germany moved to the west in the early 1990s (see Burda 1993
and Wolff 2009). Even more ethnic Germans (approximately 2.8
million people) arrived from Russia and the former Eastern Bloc
countries during the 1990s (Bauer and Zimmermann 1999).
These new migrants—many of whom lacked modern training
and language skills—contributed to the rise in unemployment
in West Germany (Glitz 2012) and the build-up of pressure for
labor market reform.

More subtly, the decision to impose West German wage
scales on the less productive East led to fissures in the traditional

7. These processes began in the late 1980s and ended in the early 1990s. The
Berlin wall fell in November 1989. Economic reunification was achieved in spring
1990 with the elimination of the East German mark in June of that year. The
country was officially reunified in October 1990.
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collective bargaining system (Burda 2000). Until the 1990s most
West German firms accepted the provisions of the major sectoral
agreements negotiated between employer associations and large
unions. These pay scales proved to be far too high for East
German firms, however, leading to massive defections from the
system—a process that is allowable under German law (see Ochel
2003). Eventually the defections spilled over to the West, prompt-
ing a sharp decline in the fraction of employees covered by col-
lective agreements. For example, data presented by Kohaut and
Ellguth (2008) and Ellguth, Gerner, and Stegmaier (2012) show a
fall in collective bargaining coverage in West Germany from 83%
in 1995 to 63% in 2007.®

A second and related phenomenon is the adoption of “opt-out”
or “opening” clauses by firms that have remained part of the
sector-level agreement (e.g., Hassel and Rehder 2001; Heinbach
2006). Originally intended for firms in the East, these clauses
allow individual plants to depart from the agreement, typically
in response to the threat of closure or job loss.® A study by Hassel
and Rehder (2001) suggests that about one-half of the top 120
firms in West Germany had signed opening clauses by 2000 and
about 43% of their employees were covered by these pacts.'®

By the mid-1990s the unemployment rate in Germany had
risen to nearly 10%. Intensifying pressure for labor market
reform led to the passage of the Labor Law Act for Promotion of
Employment in October 1996. This law extended the maximum
duration of fixed-term contracts, raised the establishment size
threshold for dismissal protection, and reduced the replacement
rate for sick leave pay. The trend toward liberalization was

8. Asdiscussed by Fitzenberger, Kohn, and Lembcke (2013), not all workers in
a given establishment necessarily have the same contractual coverage status. For
example, managers and temporary workers (who are included in our data set) are
exempt. The coverage rates in the text assign a single establishment status to all
employees and should be interpreted carefully.

9. For example, the 1993 sectoral agreement in metalworking provided for an
opening clause (or hardship clause) for plants in East Germany. As of the mid-
1990s, the East German metalworking employer association estimated that 60%
of plants were making use of the clause (EIRO 1997a). The 1997 sectoral agreement
in the chemical industry in West Germany allowed for plant-specific wage cuts of up
to 10% to save jobs (EIRO 1997b).

10. Many firms that recognize the sectoral contract also pay a wage premium
above the sectoral minimum (see Jung and Schnabel 2009). We are not aware of any
research that shows whether this so-called wage cushion component has become
more or less variable over time.
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partially reversed in 1999 with a law bringing “marginal jobs”
(part-time jobs with low earnings) that were previously excluded
from social security taxes into the tax system.!! With the reces-
sion in 2001, however, pressures for reform reemerged, ultim-
ately leading to adoption of the Hartz Reforms in 2003-2005.
These lowered the generosity of benefits for exhaustees of regular
unemployment benefits, while introducing subsidies for low-wage
jobs (Jacobi and Kluve 2006). In addition, the employee portion of
social security taxes for “mini-jobs” (jobs paying less than €400 a
month) was eliminated, providing a further impetus for the ex-
pansion of part-time/low-wage work.

ITI. DATA

We use earnings records from the German social security
system that have been assembled by the Institute for Employ-
ment Research into the Integrated Employment Biographies
(IEB) data file (see Oberschachtsiek et al. 2009). These data in-
clude total earnings and days worked at each job in a year, as well
as information on education, occupation, industry, and part-time
or full-time status. With the exception of civil servants and self-
employed workers, nearly all private sector employees in Ger-
many are currently included in the IEB.

For our main analysis we focus on daily wages at full-time
jobs held by men age 20-60. Because the IEB does not include
hours of work, limiting attention to full-time jobs reduces the
impact of hours dispersion that could confound trends in inequal-
ity.'? Less than 7 percent of male workers in the IEB have no full-
time job in a year, so the inclusion of wages for part-time men has
only a small impact on the trends we study. As a check on our
main conclusions, we present a parallel analysis for full-time
female workers. A smaller majority of German women work
full-time (e.g., only about 64% in 2000), raising potential concerns

11. The firm size threshold for dismissal protection was also raised back to 10
employees, and fixed-term contracts were limited to initial employment only (in-
stead of being renewable).

12. A detailed analysis by Dustmann, Ludsteck, and Schonberg (2009,
Appendix Table 7) of data from the German Socio-Economic Panel shows no
change in the variance of hours among full-time male workers in West Germany
after 1990, suggesting that hours variation is not a major source of the rise in wage
dispersion we document.
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about selectivity biases.'® Unfortunately, many part-time women
work in mini-jobs that were not covered by social security until
1999, so it is difficult to study trends for part-time female workers
using IEB data. The available data, however, suggest that gen-
eral trends for all female workers are not too different from those
for full-time women (see later discussion).

To construct our sample, we begin with the universe of full-
time jobs held by workers age 20—60 in each year from 1985 to 2009.
We exclude mini-jobs (which are only included after 1999) and jobs
in which the employee is undergoing training. As explained in more
detail in the Online Appendix, we sum the earnings received by a
given individual from each establishment in each year and desig-
nate the one that paid the highest total amount as the main job for
that year. Most full-time workers are employed at only one estab-
lishment in any year (the average is around 1.1 per year), and there
is no trend in the number of jobs held per year, so we believe the
restriction to one job per year is innocuous (see Online Appendix
Table A.1). We calculate the average daily wage by dividing total
earnings by the duration of the job spell (including weekends and
holidays). An individual who has no full-time job in a given calen-
dar year is assigned a missing wage for that year.

The establishment identifiers in the IEB are assigned for
administrative purposes and may combine multiple work sites
owned by the same firm if they are in the same industry and
municipality. A new establishment identifier (EID) is issued
whenever a plant changes ownership, so the “death” of an estab-
lishment identifier does not necessarily mean that the plant has
closed, nor does the “birth” of a new EID necessarily mean that a
new plant has opened.'* Although this makes it difficult to iden-
tify plant closings, for purposes of modeling wage determination
we believe it is appropriate to treat an ownership change as a
potential change in the workplace component of pay, even when

13. The relative size of the full-time female workforce has been relatively stable
over the past 25 years, suggesting that the selectivity biases among full-time work-
ers may be relatively constant. The rise in female employment rates since the mid-
1990s in Germany has mainly occurred through an expansion of part-time
employment.

14. Using clusters of worker flows between establishments, Schmieder and
Hethey (2010) estimate that only about half of EID births and deaths in the IEB
are true plant openings or closings.
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TABLE I
SUMMARY STATISTICS FOR SAMPLES OF FULL-TIME MEN AND WOMEN

Log real wage, Log real wage,
unallocated allocated
(1) (2) 3) (4) (5) (6)
Number Percent
observations Mean Std. dev. censored Mean Std. dev.

Panel A. Full-time men
1985 11,980,159 4.221 0.387 10.63 4.247 0.429
1990 13,289,988 4.312 0.398 11.92 4.342 0.445
1995 13,101,809 4.340 0.415 9.78 4.361 0.447
2000 12,930,046 4.327 0.464 10.31 4.352 0.502
2005 11,857,526 4.310 0.519 9.36 4.336 0.562
2009 12,104,223 4.277 0.535 10.00 4.308 0.586
Panel B. Full-time women
1985 6,068,863 3.836 0.462 1.52 3.840 0.470
1990 7,051,617 3.942 0.476 2.01 3.947 0.486
1995 7,030,596 4.026 0.483 1.95 4.030 0.491
2000 7,009,075 4.019 0.532 2.47 4.026 0.545
2005 6,343,006 3.999 0.573 2.36 4.006 0.588
2009 6,566,429 3.979 0.587 2.80 3.988 0.606

Notes. Samples includes employees in West Germany age 20-60, working full-time in nonmarginal
jobs. Real wage is based on average daily earnings at the full-time job with highest total earnings during
the calendar year, adjusted for inflation using the Consumer Price Index. Unallocated wage data in col-
umns (2) and (3) are based on raw daily wage data, which are censored at social security maximum for the
corresponding year. Allocated wage data in columns (5) and (6) include stochastic allocation of censored
observations based on a Tobit model.

a plant remains open. A new owner, for example, may introduce
a bonus system that alters the workplace component of pay.
In cases where a new EID is assigned to a continuing plant,
there is no bias in treating the “new” EID as a new establishment,
only a potential loss in efficiency, because the old and new estab-
lishments can have the same impacts on wages.

Table I illustrates some basic characteristics of our wage
data, showing information for every fifth year of the sample for
men in the upper panel and women in the lower panel. The data
set includes 12 to 14 million full-time male wage observations in
any year, and 6 to 7 million full-time female wage observations.
As shown in column (2) of the table, average real daily wages of
full-time men rose by about 8% between 1985 and 1990, then were
relatively stable over the next 20 years. Average real daily wages
of full-time women rose by 11% between 1985 and 1990 and an-
other 6% between 1990 and 1995, but then stabilized at a level
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about 30 log points below the mean for men.'® The standard de-
viation of log wages for both gender groups rose slightly between
1985 and 1995, then surged over the next 15 years, rising by 12
log points for men and 10 log points for women from 1995 to 2009.

An important limitation of the IEB data is the censoring of
earnings at the social security maximum. As shown in column (4)
of Table II, 10% to 12% of male wage observations and 1% to 3% of
female wage observations are censored in each year. To address
the problem of censoring we follow Dustmann, Ludsteck, and
Schonberg (2009) and use a series of Tobit models—{fit separately
by gender, year, education level (five categories), and age range
(four 10-year ranges)—to stochastically impute the upper tail of
the wage distribution. Because our primary interest is in models
that include person and establishment effects, we develop an im-
putation procedure that captures the patterns of within-person
and within-establishment dependence in the data. Specifically,
our Tobit models for a given year include the worker’s earnings
and censoring rate in all other years, as well as the mean earn-
ings and censoring rate of his or her coworkers in that year. Using
the estimated parameters from these models, we replace each
censored wage value with a random draw from the upper tail of
the appropriate conditional wage distribution (see the Online
Appendix for details).

The effect of this imputation procedure is illustrated in col-
umns (5) and (6) of Table I, where we show the means and stand-
ard deviations of log daily wages after replacing censored
observations with allocated values from the Tobit models. For
women the means and standard deviations are only slightly
higher than in columns (2) and (3), reflecting the relatively low
censoring rates. For men, the allocation procedure matters more:
on average the imputation raises the estimated mean log wage by
2.7 percentage points and the estimated standard deviation by
4.5 percentage points, with slightly larger effects in years with a
higher censoring rate.

Although we believe that this imputation procedure works
reasonably well, a natural concern is that our results—particu-
larly for men—would be somewhat different if we used a different

15. See Anotnezyk, Fitzenberger, and Sommerfeld (2010) for further discussion
of recent trends in male—female wage differences in Germany.
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technique.’® To address this concern, we present robustness
checks based on the subset of full-time male workers with appren-
ticeship training. This group, which includes about 60% of the
German male workforce, has relatively low censoring rates. As
we show later, our main conclusions are very similar when we use
only the apprentice subsample.

IV. OVERVIEW OF TRENDS IN WAGE INEQUALITY

Figure II plots four measures of wage dispersion for full-time
males: the standard deviation of log wages (including imputed
wages for censored observations), the gap in log wages between
the 80th and 20th percentiles, the gap between the 80th and 50th
percentiles, and the gap between the 50th and 20th percentiles.
To facilitate comparisons we normalize the gap measures by
dividing by the corresponding percentile gaps of a standard
normal variate.!” If log wages were normally distributed, the
normalized gaps and the standard deviation would all be equal.
Though this is evidently not the case, the trends in the standard
deviation and the normalized gaps are quite similar. In particu-
lar, the standard deviation rose by 15 log points from 1985
to 2009, the (normalized) 80—-20 gap rose by 16 log points, the
80-50 gap rose by 15 log points, and the 50-20 gap rose by 18
log points. Because the gap measures are unaffected by censor-
ing, these similarities suggest that our imputation procedure
does not lead to major biases in estimating the change in wage
dispersion over time. Another notable feature of the data in
Figure II is that the growth rates in all four measures of inequal-
ity increased in the mid-1990s. For example, the growth rate of

16. Dustmann, Ludsteck, and Schonberg (2009) present an extensive robust-
ness analysis in which they evaluate several alternatives to their basic Tobit im-
putation models and conclude that they give similar results. We conducted our own
validation exercise by taking data for younger men with apprenticeship training
(who have censoring rates under 1%), artificially censoring the data at thresholds
such that 10%, 20%, 30%, or 40% of the observations were censored, applying the
same Tobit models used in our main analysis to these samples, imputing the upper
tail observations in each sample, and then reestimating trends in the dispersion of
wages. The results, summarized in the Online Appendix, suggest that use of
imputed wages leads to a slight upward bias in the measured variance of wages
in each year, but no bias in the measured trend in inequality.

17. For example, we divide the 80-20 gap by & 1(0.8) — ®1(0.2) = 1.683,
where ®(.) represents the standard normal distribution function.
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Ficure 11
Trends in Wage Inequality for Full-Time Male Workers

This figure shows measures of dispersion in real daily wage for full-time
male workers. Normalized percentile gaps are differences in percentiles divided
by corresponding differences in percentiles of standard normal variate.

the standard deviation of log wages increased from 0.23 log point
a year in the 1985-96 period to 0.96 log point a year from 1996 to
20009.

Figure III compares the trend in the normalized 80-20 wage
gap for full-time men with the trends for three other groups of
workers: all men (i.e., full- and part-time), full-time women, and
all women.'® As noted earlier, the fraction of male workers with
no full-time job in a year is relatively low in West Germany
(around 2% in 1985, and just under 7% in 2008), so the addition
of part-time workers to the male sample has only a small effect on
measured inequality. Wage inequality among full-time female
workers is higher than among full-time men and rises a little
less over our sample period, though the general trends for the
two groups are quite similar. Inequality in daily wages for all
regularly employed females (i.e., including all jobs except

18. For this analysis we use the Sample of Integrated Labor Market
Biographies (SIAB), a 2% public use sample from the IEB (Dorner, Konig, and
Seth 2011). We use the same procedures as for our IEB sample but do not impute
wages for censored observations. Riphahn and Schnitzlein (2011) use the SIAB data
to document trends in inequality for men and women together in West and East
Germany. Their results for West Germany are very similar to ours. They show that
wage inequality in East Germany has risen somewhat faster than in the West.
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Ficure IIT
Wage Inequality Trends for Alternative Samples of Workers

Based on tabulations of SIAB. Measured wage is average daily wage in job
with highest total earnings in the year. Wage gap is the difference between the
80th percentile of log real wages and the 20th percentile, divided by 80-20 gap
for a standard normal variate.

untaxed mini-jobs) is even higher, perhaps reflecting the vari-
ation in hours of work among part-timers, but rises more slowly
than for full-time women or men. Even for the broadest sample of
female workers, however, there is evidence of an acceleration in
inequality in the mid-1990s. Given the broad similarity in trends
across the various groups, we concentrate for the remainder of
this section on full-time men. We return to consider full-time
women in more detail in Section VI.

IV.A. Trends in Residual Wage Inequality

Starting with the seminal U.S. studies by Katz and Murphy
(1992) and Bound and Johnson (1992), analysts have noted that a
large share of recent rises in wage inequality have occurred
within conventional skill groups. This is also true in West
Germany, as we show in Figure IV, which plots the residual
standard deviations of log wages from a series of linear regression
models, each fit separately by year. As a point of departure the top
line in the figure shows the trend in the unadjusted standard
deviation of wages, which rises from 0.37 to 0.52 between 1985
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Figure IV
Raw and Residual Standard Deviations from Alternative Wage Models

See note to Figure II. Figure shows measures of dispersion in actual and
residual real daily wage for full-time male workers. Residual wage is residual
from linear regression model. “Mincer” refers to model with dummies for edu-
cation categories and cubic in experience, fit separately in each year. Other
models add controls as indicated.

and 2009. The second line in the figure is the standard deviation
of the residuals from a standard Mincerian earnings function
(with dummies for four education levels and a cubic experience
term) fit separately by year. Residual inequality rises a little less
than overall wage inequality (from 0.30 in 1985 to 0.43 in 2009),
but exhibits the same shift in trend in the mid-1990s.

Several recent studies have suggested that part of the rise in
U.S. wage inequality is attributable to a rise in the variation in
wages across industries (e.g., Bernard and Jensen 1995) and/or
occupations (e.g., Autor, Levy, and Murnane 2003; Autor, Katz,
and Kearney 2008). The third, fourth, and fifth lines in the figure
show the trends in the residual standard deviation of wages after
controlling for industry (~300 dummies with separate coefficients
in each year), occupation (~340 dummies), and industry x occu-
pation (~28,000 dummies). While time-varying industry and oc-
cupation controls clearly add to the explanatory power of a
standard wage equation, they have only a modest impact on the
trend in residual inequality.'® We return in Section VI to examine

19. A basic human capital model (dummies for education and cubic in experi-
ence) has an R? coefficient of about 0.35. Adding industry or occupation controls
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trends in between-occupation and between-industry inequality in
light of our econometric decomposition of wage inequality into
person and establishment effects.

In contrast to the rather modest effect of industry and occu-
pation controls, the bottom line in Figure IV shows that adding
dummies for each establishment (with year-specific coefficients)
has a sizable impact on the trend in inequality. Within-plant
inequality, as measured by the residual standard error of the re-
gression model rises by only 0.05 between 1985 and 2009, com-
pared to the 0.13 rise for the baseline model that controls for
education and experience. This contrast suggests that rising het-
erogeneity in wages offered by different employers may explain
some of the rise in German wage inequality. We caution, how-
ever, that nonrandom sorting of workers to establishments makes
it very hard to interpret the estimates from wage models with
establishment effects but no controls for unobserved worker
skills. Even if there are no workplace-specific wage premiums,
one could still observe significant and increasingly important es-
tablishment effects if workers at the same establishment have
similar unobserved abilities and the returns to these abilities
are rising over time, or if the degree of sorting across establish-
ments is rising.

To study trends in workplace sorting, we developed two in-
dices that are described at greater length in an earlier version of
this article (Card, Heining, and Kline 2012). The first is an index
of educational sorting based on the coefficient from a regression of
the mean level of schooling at worker i’s establishment in year ¢
on his own schooling measured in that year. As noted by Kremer
and Maskin (1996), this coefficient can range from 0 (no sorting)
to 1 (perfect sorting). The value of the index for full-time male
workers increases steadily, from 0.34 in 1985 to 0.47 in 2009.

Our second measure of sorting examines the degree of occu-
pational segregation across workplaces. Specifically, we divide
three-digit occupations into 10 equally sized groups, based on
mean wages in each occupation during the period 1985-1991.
We then compute Theil indices of segregation for the decile

raises the R?to about 0.50. Adding the interaction of occupation and industry raises
it to about 0.60. In an earlier draft (Card, Heining, and Kline 2012) we also pre-
sented specifications that control for federal state. However, there islittle change in
mean wages across states, so these controls add very little to the basic Mincer
specification.
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groups across establishments in each year. The Theil index
ranges from O (perfect integration) to 1 (perfect segregation)
and can be interpreted as a rescaled likelihood ratio test for the
null hypothesis that every establishment employs the national
occupation mix (Theil and Finezza 1971). Over our sample
period the index rises steadily from 0.46 to 0.53, implying that
high- and low-wage occupations are increasingly segregated be-
tween establishments.

Overall we conclude that the degree of sorting of different
education and occupation groups to different establishments
has risen in West Germany over our sample period. This rise
may account for some share of the the increasing importance of
establishment effects in a wage model.

IV.B. An Event Study Analysis of the Effect of Job Changes
on Wages

If the variation in wages across establishments is mainly due
to sorting, then people who change workplaces will not necessar-
ily experience systematic wage changes. If, on the other hand,
different establishments pay different average wage premiums,
then individuals who join a workplace where other workers are
highly paid will on average experience a wage gain, whereas
those who join a workplace where others are poorly paid will ex-
perience a wage loss. Figures Va and Vb present simple event-
study analyses that examine the wage effects of job transitions in
the early (1985-1991) and later (2002—2009) years of our sample,
classifying the origin and destination workplaces by the mean
wages of other workers at those workplaces.

Specifically, we begin by calculating the distribution of mean
coworker wages across all person-year observations in a given time
interval (1985-91 or 2002-9). For job changers with at least two
consecutive years in both the old and new jobs, we classify the old
job based on the quartile of coworker mean wages in the last year
at that job, and the new job based on the quartile of coworker mean
wages in the first year on that job. We then assign job changers to
16 cells based on the quartiles of coworker wages at the origin and
destination workplaces. Finally, we calculate mean wages in the
years before and after the job change event in each cell.?°

20. We drop observations at establishments with only one full-time male em-
ployee. We also exclude job changers who spend a year (or more) out of full-time
employment in between consecutive full-time jobs. Note that job changers could
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FiGure V

Mean Wages of Job Changers Classified by Quartile of Mean Wage of Coworkers
at Origin and Destination Establishment (A) 1985-1991, (B) 2002-2009

Figure shows mean wages of male workers observed in 1985-1991 or 2002—
2009 who change jobs in the respective interval, and held the preceding job for
two or more years, and the new job for two or more years. “Job” refers to
establishment with most earnings in year, excluding part-time work. Each
job is classified into quartiles based on mean wage of coworkers.

For clarity the figures only show the wage profiles for work-
ers leaving quartile 1 and quartile 4 jobs (i.e., those with the
lowest-paid and highest-paid coworkers). Online Appendix
Table A.3 provides a complete listing of mean wages before and
after the job change event for each of the 16 cells in the two inter-
vals. In that table we also show the numbers of movers in each

move directly from job to job or have an intervening spell of nonemployment (or
part-time employment). Finally, since the sample periods include seven or eight
years, some individuals can appear in the event study more than once.

9702 ‘0T Yoke | Uo Asjpxieg ‘eluloied Jo Aisienun e /Bioseuinolpioxosby/:dny wouy pepeojumoq


http://qje.oxfordjournals.org/

WORKPLACE HETEROGENEITY AND WAGE INEQUALITY 985

cell (which range from 30,000 to 500,000) and a trend-adjusted
wage change for each job change group.

The figures suggest that different mobility groups have dif-
ferent wage levels before and after a move. For example, average
wages prior to a move for workers who go from quartile 4 to quar-
tile 1 jobs are lower than for those who go from quartile 4 to quar-
tile 2 jobs, with similar patterns for the other mobility groups.
Within mobility groups there is also strong evidence that
moving to a job with higher paid coworkers raises pay. People
who start in quartile 1 jobs and move to other quartile 1 jobs
have relatively constant wages, and those who move to higher
quartile jobs experience wage increases. Likewise, people who
start in quartile 4 jobs experience little change (other than a
modest upward trend affecting all groups in 1985-1991) if they
move to another quartile 4 job, but otherwise suffer wage losses,
with larger losses for those who move to lower quartile jobs.

Comparing Figures Va and Vb, it appears that the size of the
wage gains and losses associated with job transitions grew dra-
matically from the late 1980s to the 2000s. In the 1985-1991
period, for example, a transition from quartile 1 to quartile 4
was associated with a trend-adjusted wage increase of roughly
23 log points, and in the 2002—-2009 period, the same transition
was associated with a 47 log point increase. Likewise, in the
1985-1991 period, a transition from quartile 4 to quartile 1 was
associated with a trend-adjusted wage loss of 22 log points; in the
20022009 period, the same transition yielded a 43 log point drop.
This striking growth in the magnitude of the wage gains and
losses associated with job mobility is one of our key findings,
and underlies our results in Section VI on the growing role of
establishment heterogeneity in wage inequality.

Another interesting feature of Figures Va and Vb is the ap-
proximate symmetry of the wage losses and gains for those who
move between quartile 1 and quartile 4 establishments. The gains
and losses for other mover categories exhibit a similar degree of
symmetry, particularly after adjusting for trend growth in wages
(see Online Appendix Table A.3). This symmetry suggests that a
simple model with additive worker and establishment effects may
provide a reasonable characterization of the mean wages result-
ing from different pairings of workers to establishments.*!

21. Notice that if the mean log wage paid to worker i at establishment j can be
written as m;; = o; + ¥; + z;;, where z;; is a random error, then the average wage
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A final important characteristic of the wage profiles in
Figures Va and Vb is the absence of any Ashenfelter (1978)-
style transitory dip (or rise) in the wages of movers in the year
before moving.?? The profiles of average daily wages are remark-
ably flat in the years before and after a move. Taken together with
the approximate symmetry of the wage transitions already noted,
these flat profiles suggest that the wages of movers may be well
approximated by the combination of a permanent worker compo-
nent, an establishment component, and a time-varying residual
component that is uncorrelated with mobility.

V. ECONOMETRIC MODEL AND METHODS

With this background we now turn to our econometric frame-
work for disentangling the components of wage variation attrib-
utable to worker-specific and employer-specific heterogeneity. In
a given time interval our data set contains N* person-year obser-
vations on N workers and J establishments. The function J (i, ¢)
gives the identity of the unique establishment that employs
worker i in year ¢. We assume that the log daily real wage y;, of
individual i in year ¢ is the sum of a worker component «;, an
establishment component v 5, an index of time-varying observ-
able characteristics x,8, and an error component r;:

(O Vit = o + Vg p + X5, B+ iz

Following AKM, we interpret the person effect o; as a combin-
ation of skills and other factors that are rewarded equally across
employers. Likewise, we interpret the index x},8 as a combination
of life cycle and aggregate factors that affect worker i’s

gain for moving from establishment j to establishment % is v, — ¥, while the aver-
age gain for moving from % tojis y; — ¥, thatis, the wage changes for moversin the
two directions are equal and opposite. If wages contain a common trend component,
the trend-adjusted wage changes will be symmetric.

22. Ashenfelter (1978) noted that participants in job training programs were
likely to experience a transitory dip in earnings in the year prior to entering the
program. Our setting is different because we are studying job transitions, and be-
cause we measure average daily wages rather than annual earnings. Changes in
the number of days worked at a constant wage (due to a spell of unemployment after
a job loss, for example) will not affect our estimates.
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productivity at all jobs. We include in x;; an unrestricted set of
year dummies as well as quadratic and cubic terms in age fully
interacted with educational attainment. Finally, we interpret the
establishment effect y/; as a proportional pay premium (or dis-
count) that is paid by establishment j to all employees (i.e., all
those with J (i, ¢) = j). Such a premium could represent rent-shar-
ing, an efficiency wage premium, or strategic wage posting be-
havior (e.g., Burdett and Mortensen (1998); Moscarini and Postel-
Vinay 2012).

We assume that the error term r;; in equation (1) consists of
three separate random effects: a match component ;5 5, a unit
root component ¢;;, and a transitory error g;:

Tit = NigG,¢) + Cit + it

The match effect n;; represents an idiosyncratic wage premium
(or discount) earned by individual i at establishment j, relative to
the baseline level o; + v/;. We assume that 7;; has mean zero for all
¢ and for all j in the sample interval. Match-specific wage compo-
nents arise in models in which there is an idiosyncratic product-
ivity component associated with each potential job match, and
workers receive some share of the rents from a successful
match (e.g., Mortensen and Pissarides 1994). The unit root com-
ponent ¢; captures drift in the portable component of the individ-
ual’s earnings power. Innovations to this component could reflect
(market-wide) employer learning, unobserved human capital ac-
cumulation, health shocks, or the arrival of outside offers which,
in some models (e.g., Postel-Vinay and Robin 2002), bid up the
offered wage at the current job and other potential jobs. We
assume that ¢; has mean zero for each person in the sample
interval, but contains a unit root.?? Finally, the transitory com-
ponent ¢; represents any left-out mean-reverting factors. We
assume that ¢; has mean zero for each person in the sample
interval.

Let y denote the stacked N* x 1 vector of wages sorted by
person and year, D =[d',...,d"] an N* x N design matrix of
worker indicators, F = [f1,...,f/] an N* xJ design matrix of

firm indicators, X = [«x!,..,x%] an N* x K matrix of time varying

23. Thus, the mean zero restriction on this component defines the person spe-
cific intercept «;.

9702 ‘0T Yoe |l Uo Asjpxieg ‘elulo)ied Jo Aisieniun e /Bio'seuinolpioxosby/:dny wouy pspeojumoq


http://qje.oxfordjournals.org/

988 QUARTERLY JOURNAL OF ECONOMICS

covariates, and r an N* x 1 vector of composite errors. Then our
model can be written in matrix notion as:
y=Da+Fy+XB+r
=Z't+r,
where Z = [D,F,X] and &£ = [, ¥/, BT .

We estimate (2) by ordinary least squares (OLS). These esti-
mates solve the standard normal equations:

(3) 77t =7'y.

(2)

A unique solution requires that the matrix Z'Z has full rank. As
shown by AKM and Abowd, Creecy, and Kramarz (2002), the es-
tablishment and person effects in (1) are only separately identi-
fied within a “connected set” of establishments that are linked by
worker mobility. To simplify estimation, we restrict our analysis
to the largest connected set of establishments in each time inter-
val. Within the largest connected set—which includes over 95% of
the workers and 90% of the establishments in each interval—we
normalize the establishment effects by omitting the last estab-
lishment dummy. The Online Appendix provides details of our
procedure for obtaining a solution to the normal equations. In
brief, we use an iterative conjugate gradient algorithm (as in
Abowd, Creecy, and Kramarz 2002), which solves for the vector
of coefficients & without actually inverting the matrix Z'Z.

V.A. Assumptions on the Assignment Process

For OLS to identify the underlying parameters of interest,
we need the following orthogonality conditions to hold:

(4) E[d'r] =0 Vi,E[f'r] =0 Vj,E[x*r] =0 VE.

The assumption that all three components of r are orthogonal
to the time-varying covariates x* is standard. Moreover, our as-
sumptions on the means of 1y, ¢, and ¢; imply that E[d"r| = 0.
Thus, the key issue for identification is whether the compos-
ite errors r are orthogonal to the vectors of establishment identi-
fiers f/.

A sufficient condition for E[f/r] = 0 to hold for every estab-
lishment j is that the assignment of workers to establishments
obeys a strict exogeneity condition with respect to r:

() PG =jlr) =P 1) =)) = Gjelei, Y1, ..., Y) Vi, £,
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where the employment probability functions Gj(.) sum to 1 for
every worker in every period.?* Importantly, (5) does not pre-
clude systematic patterns of job mobility related to «; and/or
{¥1,...,¥}.?° For example, a comparison of the number of job
movers underlying the profiles in Figures Va and Vb suggests
that workers are more likely to move from low- to high-wage es-
tablishments than in the opposite direction (see Online Appendix
Table A.3). This does not represent a violation of (4) because our
fixed effects estimator conditions on the actual sequence of estab-
lishments at which each employee is observed. Similarly, higher
(or lower) turnover rates among lower productivity workers is
fully consistent with (4), as is the possibility that high-skilled
workers are more (or less) likely to transition to workplaces
with higher wage premiums. Finally, as the subscripts on the
function Gj(.) make clear, mobility may be related to fixed or
time-varying nonwage characteristics of establishments, such
as location or recruiting effort. Such mobility aids in identifica-
tion by expanding the connected set of establishments.

We now consider three forms of “endogenous mobility” that
violate (5) and could cause biases in our approach. The first is
sorting based on the idiosyncratic match component of wages, 7;;.
This form of sorting—which is familiar from the standard Roy
(1951) model—changes the interpretation of the estimated estab-
lishment effects, since different workers have different wage pre-
miums at any given establishment, depending on the value of
their match component.?®

It is possible to test for such sorting in two ways. First, if
workers tend to select jobs based on the match component, then
we would expect the (trend-adjusted) wage gains for workers who
move from one establishment to another to be quite different from

24. Proof: E[f'r] :E[Zﬁ@rit} = E[ZE[er}m] :E[Z Giulat, Y1, ,.,,wJ)rit] =
Lt Lt

it
> Gilai, Y1, ..y Y)E[ri] = 0.
it

25. For instance, mobility might follow a stationary Markov process:
PJG,t+1)=j1J@,t) =j) = Hj j(e, V1, ..., ) which (along with an appropriate
initial condition) would lead the set of worker-firm assignments to obey (5) in
each period.

26. See French and Taber (2011) for a detailed discussion of Roy-type models
and references to the related literature.
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the wage losses for those who make the opposite transition.
Ignoring any wage growth arising from experience or year effects,
and any correlation of mobility with ¢; or &;, the expected wage
change for a worker who moves from establishment 1 to estab-
lishment 2 between period ¢ — 1 and ¢ is:

Elyit —yir—1l (1, 0) =2, J(@,¢ — 1) =1]
= wZ - Wl +E[’712 - 7711|J(lvt) - 2» J(L»t - 1) = 1])

and the expected wage change for a worker who moves in the
opposite direction is

Elyis —yie-1ld (@, 1) =1, J (@, — 1) = 2]
=1 — Y2 +E[nn —n2ld@,t) =1, J@,t— 1) =2].

By contrast, under our maintained assumptions, the expected
wage changes are e — 1 and 1 — Y9, respectively. As the im-
portance of the match components increases, the sorting bias
terms E[nig — nald(@,t) = 2,J(, ¢t — 1) =1] and E[na — ni2ld (i, ?)
= 1,J(i,t — 1) = 2], both of which are positive, will dominate,
leading to wage gains for movers in both directions. We have al-
ready seen from the simple event studies in Figures Va and Vb
that the gains associated with transitioning from a low- to a high-
coworker wage establishment are roughly equal to the losses
associated with moving in the opposite direction. Moreover, the
mean wage changes for workers who move between establish-
ments in the same coworker wage quartile are close to zero in
interval 4 (a period with negligible aggregate wage growth), sug-
gesting that there is no general mobility premium for movers. We
examine these issues in more detail by looking directly at wage
changes for workers who move between establishments with dif-
ferent estimated fixed effects, and we reach the same conclusions:
wage gains and losses are (roughly) symmetric for movers be-
tween higher and lower wage establishments, and there are no
wage gains for moving between establishments with similar esti-
mated fixed effects.

Second, if match effects are important, a fully saturated
model that includes a separate dummy for each job ought to fit
the data much better than our additively separable baseline
model. As we show shortly, the job match model has a better fit
statistically, but the improvement is small. The standard devi-
ation of n;; implied by the improvement in fit is in the relatively
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modest range of 0.06—0.08, which limits the scope for potential
endogeneity.?”

A second form of endogenous mobility may arise if drift in the
expected wage a person can earn at all jobs (i.e., the shocks to the
unit root error component ¢;;) predicts firm-to-firm transitions. For
example, in learning models with comparative advantage (e.g.,
Gibbons et al. 2005) some components of worker ability are re-
vealed slowly over time. If these abilities are valued differently
at different establishments, workers who turn out to be more pro-
ductive than expected will experience rising wages at their initial
employer and may also be more likely to move to higher wage
establishments (i.e., firms specializing in skilled workers).?®
Likewise, workers who turn out to be less productive than expected
will experience wage declines and will be more likely to move to
lower wage establishments. Such patterns will lead to an over-
statement of the importance of establishments, as the drift compo-
nent ¢; in wages will be positively correlated with the change in
the establishment effects. The absence of any systematic trends in
wages prior to a move for workers who transition to better or worse
jobs casts doubt on the importance of learning as a major source of
bias in our estimates.?®

The drift component ¢;; could also be correlated with mobility
patterns if workers obtain outside offers that bid up their wages
and also predict transitions to higher wage establishments (as in
Postel-Vinay and Robin 2002). This “offer-shopping” mechanism
implies that OLS estimates of an AKM-style model may overstate
the importance of establishment effects. However, offer shopping
cannot explain the patterns of wage losses experienced by

27. Small match effects in wages do not necessarily imply small match effects in
productivity as workers may simply have low bargaining power in negotiating with
their employers. Several recent studies have found alow bargaining share for work-
ers (Card, Devicienti, and Maida 2010; Cahuc, Postel-Vinay, and Robin 2006;
Carlsson, Messina, and Skans 2011).

28. Gibbons et al. (2005) consider the case where different sectors value skills
differently. Their model could be extended to deal with differences across employers
within a sector.

29. Note that instantaneous learning—in which workers are suddenly revealed
to be more or less productive and make a job transition—could generate spurious
establishment effects without detectable blips or dips in wages prior to a job tran-
sition (Gibbons and Katz 1992). Although bias from such a process would be difficult
to detect, empirical estimates suggest that employer learning occurs over a horizon
of several years (Lange 2007).
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workers who move to lower wage establishments.?® Nor can it
explain the symmetry in the wage gains and losses associated
with transitions between high- and low-paying establishments
exhibited in Figures Va and Vb.

A third form of endogenous mobility could arise if fluctu-
ations in the transitory error &;; are associated with systematic
movements between higher and lower wage workplaces. Suppose
for example that ¢; contains an industry by year component and
that workers tend to cycle between jobs at higher wage employers
that are relatively sensitive to industry conditions and jobs at
low-wage employers that are more stable. In this scenario, work-
ers who have recently experienced a positive (negative) transitory
wage shock will be more likely to move to higher (lower) wage
establishments, leading to an attenuation in the estimated em-
ployment effects. As noted in the discussion of Figures Va and Vb,
however, there is little evidence that mobility patterns
are related to transitory wage fluctuations, suggesting that any
correlation between mobility patterns and the ¢;’s is small.

V.B. Variance Decompositions

Using equation (1), the variance of observed wages for work-
ers in a given sample interval can be decomposed as:

Var(yir) = Var(e;) + Var(Vaq,) + Var(xj,p)
(6) + 2Cov(aj, Vi, p) + 2Cov (Y, e, X7, )
+ 2Cov (o, x, B) + Var(ri).

In our analysis that follows we use a feasible version of this de-
composition that replaces each term with its corresponding
sample analogue.®!

As discussed in the Online Appendix, sampling errors in the
estimated person and establishment fixed effects will lead to posi-
tive biases in our estimates of Var(e;) and Var (v, ). In addition,
correlation between the sampling errors of the person and

30. Wage losses are possible in such models but should not easily be predicted by
the average coworker wage at the origin and destination establishment.
31. For instance, Var(y;) is estimated by S, = ﬁ Sy — 7)? where
it

¥ = 5= 2 yir- Likewise, Cov(a;, ¥y, is estimated by S, , =~ = N}_l >(a — &)1/},]@_ P
it it

LA

where ¢; and @J(m) refer to estimated person and establishment effects, respect-

. 1 ~
ively, and @ = = Z @it
it
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establishment effects is likely to induce a negative bias in the
estimated covariance between the person and establishment
effects (Andrews et al. 2008; Mare and Hyslop 2006). We do
not attempt to construct bias-corrected estimates of
Var(a;), Var(Ygg,p), or Cov(ai, iya,p)->> Instead, we analyze
trends in the estimated moments under the assumption that
the biases are similar in earlier and later sample intervals.

VI. RESULTS

We estimate model (1) using data from the four overlapping
sample intervals: 1985-1991, 1990-1996, 1996-2002, and 2002—
2009. Columns (1)—(4) of Table II show, for each interval, the
number of person-year observations for full-time male workers,
the number of individuals, and the mean and standard deviation
of log wages. In each interval we have 85-90 million person-year
observations on wages for about 17 million individual workers. As
expected from the patterns in Table I, the standard deviation of
wages rises substantially from 0.38 in interval 1 (1985-1991) to
0.51 in interval 4 (2002-2009). Mean log wages rise about 5%
from interval 1 to interval 2 and then are quite stable.

Columns (5)—(8) present a parallel set of statistics for the
largest connected set of workers in each interval. Mobility rates
between establishments are sufficiently high in West Germany
that, in each interval, 97% of person-year observations and ap-
proximately 95% of all workers are included in the connected set.
Mean wages for observations in the connected set are slightly
higher than in the overall population of full-time male workers,
whereas the dispersion of wages is slightly lower. Neither the
relative size of the connected group nor the relative mean/stand-
ard deviation of wages in that group change across the four inter-
vals, suggesting that there is little or no loss in focusing attention
on the largest connected group for the remainder of the article.

Table III summarizes the estimation results for full-time
male workers in each of the four intervals in our analysis. As
shown in the top two rows, our models include 16—-17 million
person and 1.2—1.5 million establishment effects in each interval.
To summarize our findings, we report the standard deviations of

32. We construct unbiased estimates of the standard deviation of r;; using the
root mean squared error of the regression, which adjusts for the number of param-
eters estimated in the regression model.
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the estimated person and establishment effects, the standard de-
viation of the time-varying covariate index, and the correlations
between these components. We also report the root mean squared
error (RMSE) from the model and the adjusted R? statistic, both
of which take account of the large number of parameters being
estimated in our models.

The results in Table III point to several interesting conclu-
sions. First, the person effects and the establishment effects both
become more variable over time. The correlation between the
person and establishment effects also rises substantially, from
0.03 in period 1 to 0.25 in period 4. Relative to these two main
components, the covariate index x},8 exhibits less dispersion, es-
pecially in the three later intervals, when aggregate wage growth
was negligible. A second observation is that the residual standard
deviation of wages (measured by the RMSE) is relatively small
and rises only slightly over time. The high explanatory power of
the AKM model is reflected in the adjusted R? statistics, which
increase from 90% to 93% across the intervals.

Table III also shows the RMSEs and adjusted R? statistics
from models with unrestricted match effects (i.e., separate dum-
mies for each person-establishment combination). These models
fit somewhat better than the baseline AKM models, confirming
the presence of a match component in wages. However, the esti-
mated standard deviation of the match effects rises only slightly
over time, from 0.060 to 0.075. This small change is consistent
with our interpretation of the match effects as uncorrelated
random effects. If instead they were specification errors caused
by incorrectly imposing additivity of the person and establish-
ment effects, we would expect the relative fit of the AKM model
to deteriorate over time as the variances of the person and estab-
lishment effects increase in magnitude.

Additional insight into the nature of the match-specific error
components comes from examining the errors for different groups
of workers at different establishments. Violations of the separ-
ability assumptions in the AKM model might be expected to cause
relatively large mean residuals for particular types of matches—
say, cases where highly skilled workers are employed at low-wage
establishments. To search for such neglected interactions, we
divided the estimated person and establishment effects in
each interval into deciles, and computed the mean residual in
each of the 100 person x establishment decile cells. Figure VI
shows the mean residuals in each cell using data from interval
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Mean Residual

Establishment Effect Decile

Ficure VI
Mean Residuals by Person/Establishment Deciles, 2002—-2009

Figure shows mean residuals from estimated AKM with cells defined by
decile of estimated establishment effect, interacted with decile of estimated
person effect. See column (4) of Table IIT for summary of model parameters.

4. Reassuringly, the mean residuals in each cell are small, and
uniformly less than 1% in magnitude.®® The largest deviations
appear among the lowest-decile workers and the lowest-decile
establishments: for these groups there appear to be small but
systematic departures from the additive separability assump-
tions of the AKM model. A complete investigation of these non-
separabilities is clearly a topic for future research, but given the
small magnitude of the deviations we suspect that they have rela-
tively little effect on our basic conclusions.

A related diagnostic focuses on the ability of the model to
capture wage dynamics associated with job changes. Figure VII
presents an event-study analysis for job transitions in the 2002—
2009 period, similar to the event study in Figure Vb but classify-
ing origin and destination workplaces by the quartile of their
estimated establishment effects. As in Figures Va and Vb, there
is little evidence of transitory wage shocks in the year just before
(or just after) a job change. The average wage gain for those who
move from a quartile 1 to a quartile 4 establishment is also very

33. We emphasize that there is no mechanical reason for the mean residuals in
each cell to be close to zero. Although there are 20 linear restrictions on the 100 cell
means, there are 80 remaining degrees of freedom.
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Ficure VII

Mean Wages of Movers Classified by Quartile of Establishment Effects for
Origin and Destination Firms, 2002—2009

Figure shows mean wages of male workers observed in 2002-2009 who
change jobs in the interval and held the preceding job for two or more years,
and the new job for two or more years. “Job” refers to main job in year, exclud-
ing part-time jobs. Each job is classified into quartiles based on estimated es-
tablishment effect from AKM model presented in Table III column 4.

similar to the average wage loss for those who move in the oppos-
ite direction, confirming the symmetry prediction from our model.

The wage changes in Figure VII for people who move
between quartile groups are relatively large, reflecting the rela-
tively large dispersion in the estimated establishment effects. In
contrast, people who switch jobs but stay within the same quar-
tile group have small average wage changes. The absence of a
general mobility premium for these workers suggests that job
mobility is not driven by idiosyncratic job-match effects. We
have also examined the mean wage residuals for transitions
between the various origin and destination cells. We find rela-
tively small mean residuals (under 3% in absolute value) in
every transition cell. We take this as evidence that at a minimum,
our approach provides a good first approximation to the wage
determination process, consistent with the relatively high ad-
justed R? statistics for the model.

VI.A. Decomposing Changes in the Structure of Wages

We now turn to the implications of the estimated models in
Table III for understanding the rise in wage inequality over time.
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8
° 10
Establishment Effect Decile
Ficure VIII
Joint Distribution of Person and Establishment Effects (A) 1985-1991, (B)
2002-2009

Figure shows joint distribution of estimated person and establishment ef-
fects from AKM model for respective intervals. See Table III columns (1) and (4)
for summary of model parameters for 1985-1991 and 2002-2009.

As noted, the estimated person and establishment effects both
exhibit increasing dispersion over time. Perhaps even more strik-
ing is the rise in the correlation between these effects. This in-
crease suggests a fundamental change in the way workers are
sorted to workplaces.®* The increase in assortative matching is

34. It is important to remember that these components only provide a descrip-
tion of the covariance structure of wages. As pointed out by Lopes de Melo (2008),
Lentz and Mortensen (2010), and Eeckhout and Kircher (2011), the correlation
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illustrated in Figures VIIIa and VIIIb, which show plots of the
joint distributions of the estimated person and establishment ef-
fects in intervals 1 and 4, using the same decile categories as in
Figure VI. The joint distribution for our earliest sample interval
(Figure VIIIa) shows little evidence of assortative matching. In
contrast, the joint distribution for our last interval (Figure VIIIb)
shows a clear tendency for higher wage workers to sort to estab-
lishments offering larger wage premiums.

To quantify the separate contributions of rising dispersion in
person and establishment effects, and increases in assortative
matching, we conduct a simple variance decomposition based on
equation (6) in each interval. Table IV summarizes the results of
this decomposition. Between intervals 1 and 4, the variance of the
person effects rose from 0.084 to 0.127, representing about 40% of
the overall increase in the variance of wages, while the variance
of the establishment effects rose from 0.025 to 0.053, contributing
another 25%. The covariance term also rose from 0.003 to 0.041,
adding about 34% of the total rise in wage variance.

Table IV also reports three simple counterfactual scenarios
that help illustrate the relative importance of the various terms.
Under the first counterfactual we hold constant the correlation of
worker and firm effects (i.e., no change in sorting) but allow the
variances of the person and establishment effects to rise. Under
this scenario, the variance of wages would have risen by 0.077, or
about 70% of the actual rise, suggesting that the increase in sort-
ing can account for about 30% of the rise in variance. In the
second counterfactual we hold constant the variance of establish-
ment effects but allow the variance of the person effects and the
correlation between the person and establishment effects to rise.
Under this scenario, the variance of wages rises by 0.072, sug-
gesting that the rise in dispersion of establishment effects ac-
counts for about a third of the rise in the variance of wages.
Finally, in the third scenario we hold constant sorting and the
rise in the variance of the establishment effects, leading to a coun-
terfactual rise in the variance of wages of 0.047 (about 40% of the
total actual increase) attributable to the rise in the dispersion of
the person effects.

between worker and establishment wage effects need not correspond to the correl-
ation between worker and establishment productivity.

9702 ‘0T Yoe |l Uo Asjpxieg ‘elulo)ied Jo Aisieniun e /Bio'seuinolpioxosby/:dny wouy pspeojumoq


http://qje.oxfordjournals.org/

QUARTERLY JOURNAL OF ECONOMICS

1000

Downloaded from http://gje.oxfordjournals.org/ at University of California, Berkeley on March 10, 2016

‘STUOTIOLISOT [joq sosodwt
€ [eNJOBLIDIUNOY) “[9A9] T [BAIOJUI $JT 1B SUTRWAI §109JJ0 JUSTWIYSI[qR)SO JO 9OUBLIBA 9U) JBY) SOWNSSE g [BNJORJINUNOY) ‘T [BAIDJUT UT SJ09JJ9 JUSWYST[qe)se pue uosiod oy) woamjaq
uore[aL100 9y} ST 'd pue oNsIIE)s oY) JO dn[eA  [EAIOJUL 0Y) 0} SI9JoI § JdLIOSqNS oY) dIOYM . ('[qeIS9)VIeA X (uostod)Vaep Td = (‘[qeiso ‘uosiad)?A0) ey uonoLsad oy Sursodwr
‘ST Je}—aN[eA T [BAIO)UT S)T J@ SUTBUIAI S)09JJ9 JUSUIYSI[qe)Sd pue uosiod oY) U99M)aq UOTIR[OLI00 97} SUTWNSSE 90URLIBA UT 9SLI [BNJOBJINUNO0D 97} $oIndwIod T [eNJORLIAIUNOY).,,

“(eSejuootad e se)
9[q®} JO MOI Iy Ul pajrodel sagem Jo 9oUBLIBA Ul 93UBRYD [€)0} 8} 03 Jueuodurod 9dUBLIBA 8} UT 93UBYD 9Y) JO OIJRd ST (9) UWN[0D Ul AIJUY f [BAISIUL 03 T [RAISIUI WO Jusuodurod
QoueLIBA UT 93UBRYD ST (G) uwnod ul Ajuy ‘[[] °[qe], Ul PozZLIBWWNS S[OPOW A3V POJRWIISe U0 paseq suonje[more) -‘uorjisodwod ojdures Ioj [] o[qeJ, 0} S9J0U 89S "SaJON

[474 L¥0°0 ¥81°0 LETO0 ¢ pue T qjog ¢
79 ¢L0'0 603°0 LET'0 109JJ° "qe)se JO “IeA UL 9SLI ON ‘g
69 1L0°0 €130 1E1°0 §799]J0 "qeyso/uosaad Jo ‘[9LI0D UL 9SLI ON T
+So5em S0[ Jo 9oUBLIBA I0J S[BNJORLISIUNO))
L L00°0 Ve 9000 01— T00°0— (‘Tqe3se + uosaad ‘qyY)A0dg
143 8€0°0 791 Tv0°0 €C €00°0 (‘1qe3se ‘uosiad)aodg
€ €00°0 6°G G10°0 (] T10°0 [enpIsal Jo 90UBLIBA
L- 800°0— 8'C L00°0 L0T G100 qX JO |oueLIBA
14 L1200 G'1¢ €500 G'8T G600 1091J9 '[qe3sd JO douBLIBA
68 €¥0°0 G'1G LeT°0 €19 780°0 709)J9 uosiad Jo SdUBLIEA
:90uRLIRA JO sjusuoduwo))
00T ¢IT'0 0°00T 6¥3°0 0°00T LET0 seSem S0[ jo eduBLIRA [BJO,
12301 Jo jJuauodurod [®301 Jo jyuauodurod 301 Jo juauodurod
areyg Tep areyg "TeA areyg "Tep
(9) (9) ¥) (©) @ (D

¥ 03 T [eatejur woxy oSUBY)  (6006-3003) ¥ [BAIIUT  (TE6T-G86T) T [eAIeU]

ALITVODEN] EOVA NI ESTY @HL 40 NOILLISOdWODE(T
Al HTdVL


http://qje.oxfordjournals.org/

WORKPLACE HETEROGENEITY AND WAGE INEQUALITY 1001

VI.B. Robustness Check: Men with Apprenticeship
Training Only

As discussed earlier, a concern with the German social secur-
ity data is censoring, which affects 10-14% of men in any year of
our sample. Censoring is particularly prevalent among older, uni-
versity-educated men, up to 60% of whom have earnings above
the maximum rate. To address this concern, we reestimate our
main models using only data for men whose highest educational
qualification is an apprenticeship. This relatively homogeneous
group represents about 60% of our overall sample and has a cen-
soring rate of about 9% a year. Over the 1985-2009 sample period
wage inequality for apprentice-trained men rose substantially,
though not as much as over the labor force as a whole, reflecting
a widening of education-related wage gaps (see later discussion).
Specifically, between interval 1 and interval 4 the standard devi-
ation of log wages for apprentice-trained men rose from 0.328 to
0.388—an 18% rise—versus the 35% increase for all full-time
men.
Online Appendix Tables A.4 and A.5 summarize the esti-
mation results for this subsample, using the same format as
Tables III and IV. In brief, the results are qualitatively very simi-
lar to the results for the entire sample. Specifically, the rise in
wage inequality is attributed to a rise in the dispersion of the
person-specific component of pay, a rise in the dispersion of the
establishment-level component, and a rise in their covariance.
We infer that our main conclusions are robust to our procedure
for handling censoring in the social security earnings data.

VI.C. Results for Full-Time Females

In this section we briefly summarize our findings for full-time
female workers. As noted in Figure III, the standard deviation of
wages for full-time female workers follows a very similar trend to
the standard deviation for men, with a modest rise from 1985 to
1995, followed by a more rapid upward trend after 1996. Trends
in residual wage inequality are also very similar for full-time
female workers and for full-time men. In the Online Appendix,
we show trends in the residual standard deviations of wage
models for women that introduce controls for education and ex-
perience, industry effects, occupation effects, and a complete set
of establishment dummies (see Online Appendix Figure A.2). As
is the case for men, industry and occupation controls explain an
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important share of wage variation among full-time women but do
not explain much of the rise in inequality since the 1990s. Models
with establishment effects explain a much larger share of the
rise, suggesting that wage differentials between establishments
have risen substantially for women.

To explore the role of workplace-specific wage premiums
more formally, we fit a series of AKM-style models for full-time
women similar to the models in Table III. We show in the
Online Appendix (Tables A.6 and A.7) that the rise in inequality
of female wages in West Germany is attributable to a combination
of widening dispersion in the person-component of wages
(about 50% of the overall rise), widening dispersion in the
wage premiums at different workplaces (about 25% of the rise),
and a rise in the assortative matching of workers to plants
(about 20% of the rise). Although these results are qualita-
tively very similar to our findings for men, they suggest that
the rise in matching assortativeness explains a smaller share
of the rise in the variance of wages for women than men (20%
versus 34%).

We suspect that some of the difference between men and
women in the measured role of assortative matching may be
due to decreased precision in our estimates of the worker and
plant effects in the female sample. In particular, there is likely
to be a larger negative bias in the estimated covariance between
the worker and plant components in samples with fewer observed
job matches per establishment or per worker (see Mare and
Hyslop 2006). In our 2002—-2009 sample interval, the largest con-
nected set of male workers and plants has 17.4 job matches per
plant and 1.65 matches per worker. The largest connected set of
female workers and plants, by comparison, has only 11.9 job
matches per plant and 1.48 matches per worker, suggesting
that the covariance between the worker and establishment com-
ponents may be more negatively biased for women.

VII. DECOMPOSING BETWEEN-GROUP WAGE DIFFERENTIALS

Germany, like many other countries, has experienced sub-
stantial increases in the wage gaps between groups of workers
with different skill characteristics. The model in (1) allows a
simple decomposition of between-group wage gaps into a compo-
nent attributable to the average permanent skill characteristics
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of workers, a component attributable to the average workplace
premium of the establishments at which they work, and a com-
ponent reflecting the mean values of the time-varying observ-
ables. Consider a discretely valued time invariant worker
characteristic G;. From (1) and (4), the mean wage for workers
in group g can be written:

(7) Eg[}’it] = Eg[ai] + Eg[wJ(i, t)] + Eg [xitﬁ],

where E,4[.] = E[.|G; =g] denotes the expectation in group g.
Using this result, the change in the mean wage differential be-
tween any two groups g; and g, can be decomposed into the sum
of a relative change in the mean of the person effects in the two
groups, a relative change in the mean of the establishment ef-
fects, and a relative change in the mean of the time-varying char-
acteristics. The establishment component is particularly
interesting in light of the evidence presented so far of increased
assortativeness in the matching of workers to workplaces, which
may differentially effect different education, industry, and occu-
pation groups.

VII.A. Education

Table V presents a decomposition of changes in the mean
wages of different education groups in West Germany between
the first and fourth intervals relative to men with apprenticeship
training.® Column (1) shows the change in the relative wages of
each group: note that wages of the less educated groups have
fallen relative to the base group, whereas the wages of the more
educated groups have risen. Columns (2) and (3) show the relative
changes in mean person and establishment effects (again, rela-
tive to apprentice-trained workers), and column (4) shows the
remaining component. A striking conclusion from this decompos-
ition is that 70% of the relative rise in wages of university-edu-
cated men, and 80% of the relative fall in the wages of workers
with no (or missing) qualifications, is attributable to changes in
their relative sorting to establishments that pay higher or lower
wage premiums to all workers. Put differently, the increasing
returns to different levels of education in Germany are driven
primarily by changes in the quality of the jobs different education

35. For this analysis, we assign each worker a constant level of education in
each time interval, based on the modal value of observed education.
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TABLE V

DecomposITION oF CHANGES IN RELATIVE WAGES BY EpucatioN LevEL, 1985-1991
VERSUS 2002-2009

(1) (2) (3) (4)
Change
in mean Change Change
log wage in mean in mean
relative to person establishment

apprentices effect effect Remainder
Highest education qualification

1. Missing/none -14.6 1.8 -12.2 —4.2

2. Lower secondary school or -10.5 -0.1 -6.3 —-4.1
less (no vocational training)

4. Abitur with or without 10.1 0.0 2.6 7.5
vocational training*

5. University or more 5.7 1.5 3.9 0.3

Notes. Wage changes are measured between intervals 1 (1985-1991) and 4 (2002-2009). Remainder
(column (4)) represents changing relative contribution of Xb component.
*Abitur refers to Allgemeine Hochschulreife, a certificate of completion of advanced level high school.

groups can obtain, rather than by changes in the value of skills
that are fully portable across jobs.

VII.B. Occupation

Autor, Levy, and Murnane’s (2003) seminal study of techno-
logical change and task prices has led to renewed interest in the
study of the occupational wage structure.?® Our model provides a
new perspective on this issue. Specifically, equation (7) implies
that the between-occupation variance in mean wages can be
decomposed as:

Var(Eglyil) = Var(Egles]) + Var(Eg[vVu,y ]) + Var(Eg[x;,B])
+ ZCOU(Eg[Oli],Eg[wJ(i’t)]) + 2Cov (Eg[ai],Eg[xgtﬂ])
+2Cov(Eg[ Vg0 |, Eeg[x,8]),
(8)
where Eg[.] denotes the expected value in occupation group g.
Evaluating this equation in different time intervals using
sample analogues, we can decompose changes in the variation

in wages across occupations into components due to rising disper-
sion in the mean person effect between occupations, rising

36. See Acemoglu and Autor (2011) for a review of the related literature.
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dispersion in the mean establishment wage premium earned by
workers in different occupations, and changes in the covariance of
the mean person effect and the mean establishment wage pre-
mium earned by workers in different occupations.®”

Panel A of Table VI reports the three main components of
equation (8) evaluated in each of our four sample intervals, as
well as the changes in the variance components between interval
1 and interval 4 and the shares of the overall change in between-
occupation variance accounted for by each component.>® The
estimates suggest that the largest share of the rise in between-
occupation inequality (42%) is attributable to a rise in the covari-
ance between the mean person effect in an occupation and the
mean establishment wage premium for that occupation. In other
words, people in higher paid occupations are increasingly concen-
trated at establishments that pay all workers a higher wage pre-
mium, whereas those in lower paid occupations are increasingly
concentrated at low-wage establishments. Another 28% is attrib-
utable to the variance in the wage premiums at different work-
places. Only about 30% of the rise in wage differentials between
occupations is due to increasing variation in the permanent
person-specific component of wages. We conclude that rising
workplace heterogeneity and sorting are very important for
understanding the rise in occupation-related wage differentials
among West German men.

VII.C. Industry

The bottom panel of Table VI provides a parallel decompos-
ition of the dispersion in mean wages across industries.?® A large
body of literature (e.g., Krueger and Summers 1988; Katz and
Summers 1989) has examined the between-industry structure
of pay differences. A still unresolved issue is the extent to

37. Because the variance components are calculated using occupational aver-
ages of the worker and establishment effects, they do not suffer from the sampling
error-induced biases that affect the variances and covariances at the individual
level discussed in Section IV and the Online Appendix.

38. Because workers can change occupation within one of our sample intervals,
occupation is not a fixed worker characteristic and the decomposition in equation (7)
is not exact. In our samples, however, the residual component is very small.

39. The IEB has a changing set of industry codes. We develop a crosswalk by
comparing the industry codes assigned to the same establishment in adjacent years
under the different coding systems. To simplify the crosswalk we use a two-digit
level of classification, with 96 categories.
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which industry-specific wage premia are attributable to unob-
served differences in worker quality (Murphy and Topel 1990;
Gibbons and Katz 1992; Goux and Maurin 1999; Gibbons et al.
2005) versus firm-specific pay policies like efficiency wages. Our
additive effects framework suggests that both components are
important. In the 1985-1991 interval, for example, variation in
mean worker effects explains about 35% of between-industry
wage variation, variation in establishment effects explains a
similar share, and their covariance adds another 20%.

Over the 1985-2009 period, the inequality in average
wages across industries has risen substantially: the standard
deviation in mean wages, for example, rose by 30% from inter-
val 1 to interval 4. The entries in column (5) of the table
suggest that rising dispersion in worker quality explains a
sizable share (about 44%) of this rise, and rising dispersion
in establishment-specific pay premiums contributes another
19%. As with the between-occupation wage structure, however,
a relatively large share (42%) is due to the increasing sorting
of high-wage workers to industries that pay a higher average
wage premium to all workers.

VIII. RISING ESTABLISHMENT HETEROGENEITY: COHORT
EFFECTS AND COLLECTIVE BARGAINING STATUS

The increasing dispersion in establishment-level pay pre-
miums between the first and last intervals of our sample raises
the question of how this increase occurred. Was it generated by a
divergence in the pay premiums offered by continuing establish-
ments, by a change in the policies of newly created establish-
ments, or by a combination of the two? To address this
question, we calculated the standard deviations of the estimated
establishment effects in our four sample intervals by birth year of
the establishment. The results are plotted in Figure IX. Note that
we have up to four estimates of the dispersion of establishment
effects for a given “birth” cohort, depending on when the birth
occurred. For establishments that first appear in 1987, for ex-
ample, we have one estimate based on 1985-1991 data, and
three others based on data from the three later intervals. For
establishments born in the final years of our sample we have
only one estimate, based on data from our fourth interval
(2002-2009).
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Ficure IX

Standard Deviation of Establishment Effects and Fraction Covered by
Collective Agreements, by Birth Year of Establishment

Figure shows standard deviation of estimated establishment effects in a
given observation interval (1985-1991, 1990-1996, 1996—2002, or 2002—2009)
for establishments that are present in that interval and first appeared in the
IEB data in the “birth year” indicated on the horizontal axis. Figure also shows
fraction of establishments in a given birth year surveyed in the 1999-2008
LIAB that are covered by collective agreements.

The pattern of the estimated standard deviations in Figure IX
suggests that there is a life cycle pattern in the measured hetero-
geneity of firms. The distribution of establishment effects is rela-
tively wide for new establishments but tends to narrow and then
stabilize over time.*® Among continuing establishments there is
not much rise in the dispersion of firm effects between interval 1
and interval 4. For example, among the large set of establish-
ments that are present in 1985, the standard deviation of esti-
mated effects only rises from 0.15 in interval 1 to 0.17 in
interval 4. In contrast, the standard deviation in estimated ef-
fects for all workplaces rises from 0.16 to 0.23 (see Table IV).
We conclude that much of the rising heterogeneity in establish-
ments is attributable to new establishments, particularly those
that emerge after 1996. Adjusting for life cycle effects,

40. The earliest estimate of the dispersion in establishment effects is particu-
larly wide for plants born in the last years of an interval. We suspect that this is
mainly due to the higher sampling errors for the estimated effects of establishments
that are only observed in a few years.

9702 ‘0T Yoe A Uo Asjpxieg ‘eluloyied Jo Aisienun e /Bio'seuinolpioxosby/:dny wouy pepeojumoq


http://qje.oxfordjournals.org/

WORKPLACE HETEROGENEITY AND WAGE INEQUALITY 1009

0.30

o
N
o

®In Sectoral Agreement

@ Firm-specific Contract

o
-
w

ONo Collective Bargain

Fraction in Decile

o
[N
o

1 2 3 4 5 6 7 8 9 10
Establishment Effect Decile

Ficure X

Distribution of Establishment Effects by Collective Bargaining Status, Based on
Establishment Effects for 1996-2002 and Bargaining Status in 2000 Wave of
LIAB

Figure shows distribution of collective bargaining coverage status (no col-
lective bargain, covered by firm-specific agreement, or covered by sectoral
agreement) for 7,080 establishments in 2000 wave of LIAB that can be linked
to IEB data. Establishments are classified into deciles of their estimated estab-
lishment effects from AKM model fit to 1996-2002 data.

establishments born in the late 2000s have about 25% higher
standard deviations in their establishment effects than those
born before 1996.

One potential explanation for the increasing dispersion of the
wage premiums at new establishments is a rise in the fraction of
plants that have opted out of the traditional collective bargaining
system and pay relatively low wages. To investigate this explan-
ation we merged collective bargaining status information from
the IAB’s Linked Employer Employee database (LIAB) to estab-
lishments in our analysis sample.*! Overall, the mean establish-
ment effect for plants with no collective bargaining is about 8-10
percentage points lower than the mean for plants with either
form of collective bargaining.*? Moreover, as shown in Figure X,
the dispersion in estimated effects is higher for uncovered

41. See Alda, Bender, and Gartner (2005) for a description of the LIAB data
base. The LIAB has about 13,000-14,000 establishments in the years after 2000,
and a smaller sample in earlier years.

42.In a regression of the interval-3 establishment effect on dummies for a
sectoral or plant-specific agreement measured in the 2000 LIAB, the coefficients
are 0.10 (standard error=0.01) for a sectoral agreement and 0.10 (standard
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establishments, with a substantial fraction of these plants paying
wage premiums in the lowest two deciles of overall effects.*?

As shown by the top line in Figure IX, there is a strong cohort
effect in the fraction of new plants that are covered by collective
bargaining.** Among establishments that enter between 1986
and 1996, 50%—55% are covered by collective bargains. Among
those entering after 2007, by comparison, fewer than 30% are
covered. Interestingly, the trend in coverage seems to exhibit
a turning point at about the same time (circa 1996) as the trend
in the standard deviation of estimated establishment effects, sug-
gesting that the trend toward increasing heterogeneity across
newer plants may be linked to the relative fall in collective bar-
gaining coverage. Of course, it is difficult to assign a causal role to
collective bargaining, because firms in Germany can choose
whether to adopt some form of collective bargaining. At a min-
imum, however, the evidence in Figures IX and X suggests a
proximate role for declining collective bargaining coverage
among establishments that have begun operation since the mid-
1990s in the rise in establishment-level heterogeneity.

IX. CONCLUSION

West Germany has experienced substantial increases in
wage inequality over the past 25 years. Observers have been
divided over whether the rise is primarily attributable to
supply and demand factors (including trade and technology) or
to changes in labor market institutions (Dustmann, Ludsteck,
and Schonberg 2009; Eichhorst 2012). Our analysis approaches
this question from a different perspective, asking how much of
the rise in inequality is due to rising variation in the component of
individual pay that is fully portable across jobs, and how much is
due to a rise in the variation in pay premiums offered by different

error =0.01) for a plant-specific agreement. The coefficients are 0.08 and 0.09, re-
spectively, when dummies are added for the birth cohort of the establishment.

43. We assigned decile cutoffs for the establishment effects so that 10% of
person-year observations in our third sample interval (1996-2002) fall into each
decile. Establishments in the LIAB are relatively large and on average have more
positive establishment effects than the population as a whole.

44. To estimate coverage rates by birth cohort, we first estimate the coverage
rate by birth year for each year of the LIAB from 1999 to 2008. We then take the
average coverage rate across years for each birth cohort.
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employers. We find that inequality has widened in both dimen-
sions. Moreover, people who would tend to earn more at any job
are increasingly concentrated at establishments that offer above-
average wages for all employees, magnifying the effects on overall
inequality. In contrast, we find that the dispersion in the worker-
specific job match component of wages is relatively small and
stable over time.

A key question is whether similar trends have occurred in
other developed economies—particularly those with significant
increases in wage inequality—or will occur in the future.
Existing work by Barth et al. (2011) suggests that workplace het-
erogeneity may in fact be an important part of recent rises in
wage inequality in the United States. It will be of interest to
see whether recent reforms throughout Western Europe lead to
the same kinds of trends witnessed in West Germany since the
mid-1990s.

Another unresolved issue is the source of rising workplace
heterogeneity. Descriptively, we find that the distribution of
establishment wage premiums varies substantially by firm
cohort, with newer firms exhibiting greater dispersion. This
could reflect differences in technology choices or management
practices of younger versus older firms (Bloom and Van Reenen
2007), institutional constraints on the pay practices of older firms,
or a variety of other factors. In Card, Heining, and Kline (2012) we
show that establishments offering higher wage premiums have
higher survival rates, suggesting that the wage premiums are
related to firm profitability. Productivity varies enormously
across firms and plants (e.g., Bernard et al. 2003; Foster,
Haltiwanger, and Syverson 2008; Hsieh and Klenow 2009), and
some share of these differences may be captured by workers
through rent-sharing. To explain a rise in workplace heterogen-
eity, however, requires either a widening of productivity differ-
ences over time or a rise in dispersion of the share of the rent
that workers capture at different firms. Developing and testing
new models of wage determination that acknowledge the import-
ance of workplace-specific wage premiums is a high priority for
future research.

DEPARTMENT OF ECONOMICS, UC BERKELEY
INSTITUTE FOR EMPLOYMENT RESEARCH (IAB), GERMANY
DEPARTMENT OF ECONOMICS, UC BERKELEY
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SUPPLEMENTARY MATERIAL

An Online Appendix for this article can be found at QJE
online (gje.oxfordjournals.org).
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