
New Approaches to Economic Challenges [B3]
Assessing the effects of distribution of skills and 
key related institutional variables on multi-
dimensional well-being outcomes

Theme of The projecT

Educational attainment is linked to income and 
inequality 

Human capital (or endowments in skills and 
knowledge) has long been recognised as a cru-
cial factor determining the growth potential of 
the economy. Human capital is strongly linked 
to individuals’ income, particularly via formal 
tertiary education. The importance of human 
capital for economic performance will only 
grow in future years, as knowledge and skills 
drive innovation, productivity and ultimately 
growth. 

But skills-biased technological change is also a 
major driver of inequality. This is not only be-
cause specialised skills are scarce and attract 
higher pay, but also because the returns to for-
mal education and generic skills may differ rel-
ative to their associated productivity improve-
ments. 

OECD’s PIAAC survey sheds light on these links

The Programme for the International Assess-
ment of Adult Competencies (PIAAC) Survey 
provides essential data to analyse the connec-
tions between labour income (as measured by 
wages) and educational attainment, as well as 
literacy and numeracy proficiency. 

resulTs of The work sTream

The relationship between skills and inequality is 
complex…

As the share of highly-educated individuals in 
the labour market expands, inequality may in-
itially increase but eventually it will likely di-
minish, as the share of low-educated workers 
declines thus boosting their relative wages.

The returns to skills or education vary along 
the skills distribution. Indeed, one explanation 
for rising earnings inequality is that techno-
logical change has been skill-biased, causing a 
larger increase in the returns to education in 
the upper part of the skills distribution. A more 
dispersed range of skills can lead to a more 
stratified distribution of earnings, assuming 
remuneration keeps pace with productivi-
ty (and to the extent that skills increase pro-
ductivity). At the same time, the link between 
skills (or productivity) and earnings is mediat-
ed by labour market institutions, and associat-
ed factors such as minimum wages, the degree 
of unionisation, and the rules governing wage 
bargaining.

with small returns to general skills proficiency…  

The PIAAC survey provides data on the dis-
tribution of skills proficiency and wages. The 
data indicate that general skills attract small 
rewards in the jobs market. 

…and high returns to specialist knowledge ac-
quired through formal education 

On the contrary, formal education commands 
a large premium due to a signaling effect. Fur-
thermore, in countries with more rigid labour 
markets, wages increase mechanically with age 
and seniority, contributing to the persistence 
of wage inequality. 

Formal education thus has a significant im-
pact on inequality. Returns to education are 
in general much higher at the top than at the 
bottom of the educational attainment distri-
bution. The labour market rewards specialised 
skills obtained through tertiary and graduate 
education. 
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New approaches

PIAAC data enables an examination of the con-
nections between skills and inequality

PIAAC surveys assess the availability of some 
of the key skills for knowledge-based and 
technology-driven economies. Not only does 
the survey provide details on the formal ed-
ucational attainment of individuals, but also 
their literacy, numeracy and problem-solving 
skills. Combing such disaggregated data from 
PIAAC with additional household income data 
makes it possible to establish the distribu-
tion of skills and wage inequalities and any 
relationships that may exist between them. 
Such relationships can be observed across the 
entire set of distributions, which can provide 
evidence in support of policies that promote 
educational attainment at the bottom ver-
sus the top end of the distribution, or formal 
educational attainment versus general skills 
proficiency, in terms of generating skills for 
growth as well as for income equality.   

polIcY ImplIcaTIoNs

In more unequal countries, family background 
influences adult outcomes…

Both skills and wage dispersion differ a great 
deal across countries in the PIAAC sample. 
The relationship between the different meas-
ures of skills and wage inequality is general-
ly weak. At the same time, a strong positive 
correlation (for both proficiency and wages) 
is found between the extent of inequality 
and the strength of the parental educational 
gradient, suggesting that family background 
exerts a larger impact on adult outcomes in 
more unequal countries. This finding should 
be a cause for concern. However the strength 
of the relationship differs widely across coun-
tries. 

…while in all countries higher returns to tertiary 
education increase income inequality… 

Increasing years of education tend to increase 
inequality because the returns to education 
are much higher at the top than at the bottom 
of the distribution. The inequality-enhancing 
effects of education are present only when 

the increase in education takes place through 
a rise in the share of tertiary-educated indi-
viduals. The returns to proficiency, in contrast, 
are smaller, and tend to flatten out above the 
median, which implies that an increase in the 
average level of proficiency does not lead to 
higher overall wage dispersion.

Consistent with previous findings in the lit-
erature, differences in the way personal char-
acteristics are rewarded in the labour market 
account for a large share of the observed 
cross-country differences in wage dispersion. 
Differences in completed years of education 
and in returns to education, matter much 
more than differences in skill endowments.

…which indicates that labour market institu-
tions play a role in explaining international dif-
ferences in earnings inequality 

It is beyond the purpose of this project to di-
rectly assess the relative role of institutions 
versus market forces in explaining wage in-
equality. However, the fact that, even after 
controlling for direct measures of proficien-
cy, the returns to formal education continue 
to play a very prominent role, suggests that 
labour market institutions are a crucial factor 
in explaining the observed international dif-
ferences in earnings inequality by affecting 
the way in which particular sets of skills are 
rewarded.


