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Executive Compensation and Income Inequality
By D. Mark Wilson
Contention: A mounting body of economic research indicates that the rise in pay for
company executives is a critical feature in the widening income gap.
Peter Whoriskey, June 19, 2011

Fact: Skill-Biased Technology Is Primarily Responsible for Widening Wage
Disparities. According to the Organization for Economic Co-operation and Development
(OECD), since 1985, the main reason for widening wage disparities in industrialized countries
was the large shift in demand for high-skilled employees and away from low-skilled labor that
resulted from technological progress, innovation, and global competition.1 The trend was
also linked to changes in working hours. While average annual hours worked fell a little on
average, the hours of lower-paid employees declined far more than those for the higher-paid.
Moreover, the OECD found that wage disparities are widening not only in the United States,
but also in Sweden, Germany, Italy, Norway and Denmark; countries that have much higher
tax rates, stronger unions, and more generous social welfare programs. In fact, during the
past decade, inequality grew faster in Denmark, Germany, and Sweden than anywhere else.
According to the Congressional Budget Office, “the most important source of widening
dispersion in the top half of the wage distribution between 1979 and 2009 was growth in the
wages of college graduates compared with those of high school graduates.”2 Technological
innovations and related organizational changes (skill-biased technological change) are
responsible for most of the increased demand for workers with more education and skills.
Most importantly, these technologies decreased the relative demand for workers doing
routine cognitive work typical of “middle-skilled” jobs and increased the relative demand for
highly skilled workers doing more complex analysis.
Studies on the significance of shifts in international trade and the rising number of foreignborn people in the workforce are inconclusive or appear to have had only a modest effect on
the distribution of wages.3 Moreover, while changes in the real (inflation-adjusted) value of
the federal minimum wage and declining unionization rates may have contributed to changes
in the wage distribution during the 1980s, neither of those factors is a plausible explanation
for the changes during the 1990s and 2000s.4

The factors that contribute to rising wage disparities are complex, varied, and interrelated.
For example, one study found that up to one-third of the growth in the wage gap between
the rich and the poor is driven by city size independent of workers' skills.5 Prior to 1979,
wage inequality was roughly equal regardless of where workers resided; now the size of the
metropolitan area predicts wage inequality. According to one author of the study “if we want
to understand what's causing the wage gap, we now know we need to look at the unique
economies of our larger cities.”6
Another economic study that looked at the top 1 percent of individual tax returns noted that
theories about executive compensation, financial market asset prices, corporate governance,
social norms, and institutions are hard to prove because the effects are so interrelated.7
However, the study found the incomes of executives, managers, financial professionals, and
technology professionals are very sensitive to stock prices and the business cycle. Another
study concluded that “poor corporate governance or managerial power over shareholders
cannot be more than a small part of the picture of increasing income inequality,” and that
“CEO pay is highly related to firm industry-adjusted stock performance.”8

Conclusion: A variety of interrelated factors have contributed to rising income disparities
over the past 30 years. Economic research shows that widening income disparities have
come from skill-biased technological change and the large shift in demand for high-skilled
employees and away from low-skilled labor; and the growth in the wages of college graduates
compared with those of high school graduates. Other research on the significance of
international trade, immigration, unions, and executive compensation are inconclusive and
these factors appear to have had only a modest, if any, effect on the distribution of wages.
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