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Abstract

This paper proposes a novel partial equilibrium theory of the fragmentation of production across industries in
an environment where firms have variable input requirements over time, while workers have different comparative
advantage over inputs and cannot be freely reallocated across firms. Fragmenting production allows firms to
allocate workers to tasks based on their comparative advantage at all times, but it requires costly trading of
inputs between firms. I show that, in general equilibrium, there is a two-way relationship between technical
change, fragmentation, and the wage distribution. On the one hand, reducing the cost of trading inputs between
firms leads to a hollowing out of the wage distribution. On the other hand, an increase in the skill premium
strengthens the incentives to fragment production. The model illustrates how skill biased technical change not
only affects the wage distribution, but also the organization of production. Additionally, the theory suggests
that outsourcing — which is a form of fragmentation — could be the consequence as well as the cause of a higher

skill premium.

1 Introduction

In this paper I propose a novel partial equilibrium theory of the fragmentation of production across industries,
designed to highlight the interconnection between technical change, fragmentation, and the wage distribution in
general equilibrium. I consider an environment where firms have variable input requirements over time, hetero-

geneous workers have different comparative advantage over inputs, and there are frictions to reallocating workers



across firms. Fragmenting production allows workers to specialize on the inputs where they have comparative ad-
vantage, but it entails a productivity loss in the form of trade costs between firms. In partial equilibrium, this
tradeoff pins down the division of production across industries. In general equilibrium, changes in technology and
trade costs affect the workers’ marginal product and the extent to which they can specialize, and thus also their
wages. As a result there is a two-way relationship between the wage distribution and the fragmentation of produc-
tion across industries. Under realistic assumptions I show that a decline in fragmentation costs increases the skill
premium, and leads to a hollowing out of the wage distribution. On the other hand, a rise in the skill premium

strengthens the incentives to fragment production.

The model suggests that seemingly different empirical facts are interconnected. The skill premium has increased
substantially over the past decades (Katz and Murphy 1992; Katz and Autor 1999), widening the wage gap between
top earners and the other workers. Middle income workers were especially hurt, a phenomenon that Autor and
Dorn (2013) refer to as the hollowing out of the wage distribution. At the same time, high- and low-wage workers
are more and more segregated across firms (Song et al. (2019)), and outsourcing of low-skill services is on the rise
(Goldschmidt and Schmieder (2017)). In my framework outsourcing and fragmentation are the same phenomenon,
and I will use the two terms interchangeably. My model implies that both skill-biased technical change and a lower
cost of trading inputs between firms increase outsourcing and the skill premium at the same time, thus replicating

their joint behavior in the data.

My theory highlights that biased technical change has implications for the organization of production, not just for
the wage distribution. It also shows that changes in fragmentation costs — even when they are uniform and thus
unbiased ex-ante — are a form of biased technical change ex-post. The model rationalizes outsourcing of both high-
and low-skill services, consistent with the data. Instead, the recent literature which views outsourcing as a way to
avoid sharing “firm premia” can only rationalize outsourcing of low-skill services. Moreover, according to the “firm
premium” theory, outsourcing is the cause of changes in the wage distribution. I raise the caveat that it may also

be their consequence.

Section 2 illustrates the setup. I move from a standard production function, with multiple intermediate inputs
and final goods. Producers have constant desired markups, offset by a combination of profit taxes and input

subsidies. Absent any friction, the division of production across industries would be indeterminate. That is,



whether intermediate inputs are produced by final good firms or by separate input suppliers is irrelevant for profits
and welfare. With volatile input needs and frictional worker reallocation, instead, the division of production between

final good firms and input suppliers is uniquely pinned down.

The key idea is that firms need a different input mix at each point in time. For example, they do not launch
new products every day, and so they need designers and marketing experts only rarely. Similarly, their equipment
only breaks down every so often, thus they do not always need technicians to repair it. At the same time, different
workers have a comparative advantage in making different inputs. Therefore, in a frictionless world, firms would like
to adjust their workforce composition instant by instant based on their needs. However this is not feasible, because
firms cannot freely exchange workers between each other. In the model, firms must hire workers through long
term contracts that are renewed at discrete time intervals (¢, ¢t + 1, etc.). Production instead happens throughout a
continuous time period (¢,t + 1), and at each instant r € (¢,¢ + 1) final good firms need a different set of intermediate
inputs. As a result, input needs change more frequently than firms can adjust their in-house skill composition, so
that in-house workers are idle for part of the time, or employed on tasks where they do not have comparative

advantage.

To mitigate this friction, final good firms can purchase inputs on the spot market. This applies to both physical
inputs and labor services. For example, when they want to launch a new product, firms can hire design engineers
or marketing experts from a consulting company, or if they need to repair equipment they can hire technicians from
a maintenance company. Final good firms can adjust the input mix that they purchase on the spot market instant
by instant, but they face a trade cost (a melting iceberg cost in the model), which could represent transportation
costs, lack of customization, etc. Spot-market input providers in turn hire workers to produce, and their workers

specialize on a single input (i.e. they work on that input for the whole time).

To simplify the analysis I assume that the demand for inputs is i.i.d. across firms at each point in time. Therefore
the overall industry-level demand for each given input is constant over time, and thus spot-market producers can
offer perfect insurance. I also rule out economies of scale, by assuming that input needs are perfectly correlated
across all units of the final product within a given firm. Likewise I rule out economies of scope, by assuming that
sharing inputs between different products within a firm triggers the same iceberg cost as purchasing inputs on the

spot market. Accounting for economies of scale and scope, and for limited insurance through the spot market,



would deliver richer partial-equilibrium patterns of fragmentation across the firm size distribution. However the

interconnections between fragmentation and the wage distribution in general equilibrium would be the same.

Section 3 analyzes the equilibrium of the model, highlighting some key properties. First, I show that the market
equilibrium is efficient. I then study the optimal allocation of workers to firms, and the optimal division of production
across firms. Firms can decide to produce each input entirely in-house, to purchase it entirely on the spot market,
or to produce some units in house and purchase the remaining ones on the spot market as needed. I show that
firms use the spot market more intensively for inputs that are needed with low probability relative to the trade
cost. If there are no trade costs, the spot market is always (weakly) preferable. Moreover, if all workers had the
same relative productivities on the various inputs there would be no role for the spot market. Otherwise, I show
that workers who have a strong comparative advantage on one input are employed by spot market producers, while
workers who have similar productivities on multiple inputs are kept in-house by final producers. This is intuitive,
because it is more costly for final producers to employ a worker with strong comparative advantage on a suboptimal

input.

The properties just outlined hold in a general setting. To derive clean comparative statics for spot market trade
shares and relative wages, in Sections 4 and 5 I restrict attention to two special cases which impose more structure
on the skill distribution. The skill distribution determines the supply elasticities of the various inputs, and therefore

it plays a key role in shaping the response of wages to trade costs and biased productivity changes.

To reproduce the hollowing out of the wage distribution, in Section 4 I assume that there is an ordering of inputs
such that high-skill workers have a comparative advantage on high-index inputs (i.e. there is supermodularity
between skills and tasks). I also assume that the skill density is concentrated in the low- to mid-skill region. The
supermodularity assumption implies that workers at the top and bottom ends of the skill distribution have a strong
comparative advantage on the most and the least skill-intensive tasks respectively, while workers in the middle have
similar skills on a range of tasks. Therefore the workers at the extremes of the wage distribution are employed
by spot market producers, and specialize on the tasks where they have comparative advantage. Mid-skill workers

instead are employed by final good producers, and perform a variety of tasks.

Suppose now that the trade cost that firms face when using the spot market declines uniformly for all inputs. While

unbiased ex-ante, this technical change ends up being biased in favor of the highest and lowest income workers,



because these workers are employed by spot market producers and thus can reap the productivity benefits. As it is
well known, a biased productivity change does not necessarily increase the relative wage of the workers who become
more productive, because higher productivity is counterbalanced by higher supply and therefore lower prices. The
productivity effect dominates when input demand is price-elastic, and when initial outsourcing shares are small, so
that the supply effect is also small. Indeed, when initial outsourcing shares are small enough, the relative wage of
outsourced workers increases even when inputs are complementary in production. As a result the workers in the
middle of the wage distribution lose relative to those at the extremes. Moreover, when there are fewer top-skill
than low-skill workers, a decline in trade costs raises the overall supply of low-skill inputs relative to high-skill ones,

which in turn increases the skill premium.’

While Section 4 studies the effect of outsourcing costs on the wage distribution, Section 5 studies the effect of skill-
biased technical change on outsourcing. Intuitively, as the skill premium increases it becomes more and more costly
for firms to employ top-skill workers on less skill-intensive tasks where they do not have comparative advantage.

Therefore it is optimal to fragment the production of high- and low-skill inputs across different industries.

To make the model more concrete, and to highlight how it can rationalize low-skill outsourcing, I give a specific
interpretation to the suboptimal tasks that top-skill workers may end up performing when hired in house. That
is, top-skill workers might occasionally have to hire and supervise low-skill workers. This task is outside of their
comparative advantage, and ideally it should be performed by mid-skill human resource (HR) managers. As the skill
premium increases, it becomes more and more costly for final good firms to use top-skill workers as HR managers,
and therefore they start to outsource the HR management tasks. If low-skill workers must be hired by the same
firm as their managers, outsourcing the manager also implies outsourcing the worker. This form of outsourcing
per-se has no consequence for the allocation of low-skill workers to final good firms, nor directly for their wages.

Nonetheless, we observe that the outsourcing share and the skill premium increase at the same time.

A natural reason why the skill premium may increase is skill-biased technical change. I represent this as an increase
in the productivity of the high-skill service sector, and show that the model, calibrated to conventional parameter
values, matches well the joint evolution of the skill premium, the outsourcing share in manufacturing, and the

overall sale and employment share of manufacturing.

1As a caveat, this argument is valid only for small initial outsourcing shares. If inputs are complementary, further declines in
outsourcing costs would have an opposite effect on the wage distribution.



1.1 Related literature

Wernerfelt (2015) develops a rich partial equilibrium model of the tradeoff between keeping idle resources in house
and purchasing them on a spot market, subject to a frictional cost. A key contribution of my work is to embed
this tradeoff in a general equilibrium model, and to study the implications for the wage distribution. Garicano and
Rossi-Hansberg (2006) also study the general equilibrium relation between trade costs (communication costs in their
language), the organization of production, and the wage distribution, based on a model of endogenous sorting and
matching of workers with a one-dimensional skill distribution. They find that lower communication costs generate
a superstar (Rosen (1981)) effect, by allowing top-skill workers to specialize in harder tasks while being matched to
a larger number of low-skill workers. I interpret skill more broadly as a multi-dimensional object, which allows me
to obtain non-monotonic effects along the wage distribution, and to match a richer set of fragmentation patterns

beyond tree-shaped networks.

Hart and Moore (1990) elaborated a theory of firm boundaries based on the optimal choice between arms-length
trade and integration. While Hart and Moore (1990) restrict attention to transactions between a buyer and a
single supplier, I study the optimal choice between purchasing from a single vs multiple suppliers (i.e. producing
in-house vs using the spot-market). Relatedly, Costinot et al. (2013) and Kikuchi et al. (2018) model the division of
production along vertical chains. My model can rationalize richer fragmentation patterns, not just vertical chains.

I also extend the analysis to study the connection between fragmentation and wages.

A large literature seeks to explain the rise in the skill premium. See Goldin and Katz (2010), Acemoglu and Autor
(2011) and Acemoglu and Restrepo (2018) for theories that elucidate the relationship between technical change
and the wage distribution, but do not deliver implications for the organization of production. Eckert et al. (2022)
underscore the role of high-skill service industries and the geographical concentration of top earners around large
cities, a point also made by Kleinman (2023). A large literature (Grossman and Helpman (2018); Grossman et al.
(2017); Grossman and Rossi-Hansberg (2008); Feenstra and Hanson (1996)) relates changes in the wage distribution
with international trade, tracing them back to a different skill composition across countries. My focus is on trade

costs between industries within the same country, assuming a constant skill composition over time.

A recent literature connects the skill premium with outsourcing of low skill workers (Goldschmidt and Schmieder

(2017); Bilal and Lhuillier (2020)), which allows more productive firms to avoid sharing with them a “firm premium”.



While capturing an important incentive behind low-skill outsourcing, this explanation cannot rationalize outsourcing
of high-skill workers, nor can it account for a larger wage decline in the middle than at the bottom of the distribution.
Moreover, according to this explanation causality runs from outsourcing to the wage distribution, while I argue

that both directions are possible.

2 Model

This section lays out the assumptions about preferences and production functions, and introduces our model of the
tradeoff between producing inputs in house or buying them on the spot market. It then illustrates the solution to

the firms’ cost minimization problem, and introduces the equilibrium definition.

In the model, time is divided into discrete intervals [t,¢ + 1], and we denote each instant between ¢ and ¢ + 1 by
r € (t,t+ 1). Decisions within one period [t,t + 1] are be independent from past and future periods, therefore we

focus on a single period, omitting time subscripts whenever this doesn’t cause confusion.

2.1 Consumers-workers

There is a unit mass of agents in the economy, all with identical per-period consumption preferences

C(c1y.. CN)

over the IV final goods produced in the economy.

Consumers are endowed with one unit of labor at each point in time r € (¢,¢ + 1), and they are characterized by a
skill vector s (described below) which determines their wage W (s). We denote by S the set of skills, and by p the

density of agents over s € S. The total mass of workers is M.
Wages are paid and consumption decisions are made at the end of each time interval.

There is no borrowing and lending between agents, and our assumptions will imply that there are no profit rebates



(see the production section below). Hence the budget constraint for an agent with skill s is given by

ZPM (s) = W (s)

Consumers choose the consumption bundle (¢q, ..., ¢x) that maximizes utility given prices and the budget constraint.

We assume that the utility function C is homothetic, and we denote the associated price index by Pc.

2.2 Production

Final goods There are N final goods in the economy, indexed by i € {1,..., N}. For each final good there is a
fixed unit mass of varieties (or blueprints). Consumers have CES preferences over varieties, so that the total output

of final good i is given by (again omitting time subscripts for legibility):

o[t

where Y is the output of variety f and e is the elasticity of substitution between varieties.

To simplify the analysis and ensure efficiency, I make the following assumption.

Assumption 1. Markups are exactly offset by input subsidies, financed through lump-sum tazes on profits. On net,

taxzes and profit rebates cancel out.

All varieties of final good i have the same constant-returns-to-scale production function G;, which takes as inputs

K intermediate goods (indexed by k € {1,..., K}):
Yir = Gi (A Xiag, o Ain Xixcy)

where Xj¢ is the quantity of intermediate good k used by firm f in industry <. Inputs are assembled into final

goods at the end of each time period.



Intermediate inputs Intermediate inputs are produced throughout the whole interval (¢, + 1), using labor.
Each agent is endowed with a vector of skills s = (sq, ..., Sx), which corresponds to their productivity on each of

the intermediate inputs.

Final good firms can hire workers directly and produce inputs in house, or they can buy inputs on the spot market.
Spot market input suppliers also use labor to produce. The market for intermediate inputs is perfectly competitive,

so that the number of firms on this market is indeterminate.

To model volatility in the input needs of final producers, we assume that input k is needed by firm f in industry ¢
only for a subset of the instants r € (¢, + 1). At the end of the period, the total quantity of input k available to
firm fis

t+1
Xiks =/ Lirg (1) Qing (1) dr
t

where Q;xs () is the quantity of input & available to the firm at time r, while I;5¢ (r) = 1 if input k is needed at

time 7, and Ly (r) = 0 otherwise. In turn, the quantity Q;xs () of input k available to firm f at time r is given by

Qiks (T)Z/Sk&kf (s,r)ds + T X3 (r)
s

where splirs (s,7) are the efficiency units of labor that firm f is employing on input k in house, ng (r) is the
quantity of input k that the firm is purchasing on the spot market, and 7 is an iceberg trade cost applied to input
k whenever it is purchased on the spot market. Note that in general ¢;5¢ (s,7) will not constant be over time r,

because final good producers optimally reallocate in-house workers across tasks, based on their needs.

Analogously, at each point in time r, spot-market provider f of input k& has output
ka (7“) = / Skfkf (S,’I") ds
S

To model the tradeoff between producing in house and using the spot market, we make the following key assumption.

Assumption 2. Both final good firms and intermediate input producers must hire workers at time t for the whole
time period (t,t+ 1). Therefore firms cannot adjust their workforce composition based on the set of inputs they

need at each point in time r € (t,t + 1). However, firms can adjust the quantity of inputs that they buy on the spot



market at any point in time.

Assumption 2 could represent relationship contracts, or labor market regulation which prevents firms from hiring
and firing workers at high frequencies. In this context, the spot market is a way to resolve the tension between the

frequency at which needs change, and the frequency at which firms can adjust their workforce.

Before turning to the firms’ optimal choice of which inputs to make or buy, and which skills to hire, I introduce

some additional simplifying assumptions.
Assumption 3. Input needs are iid across firms f, industries i, and instants r.
Assumption 4. Input needs are perfectly correlated across all units of a given variety.

Assumption 5. Whenever the same workers produce an intermediate input for at least two final good varieties, all

units of the input are subject to the full iceberg cost.

By Assumption 7?7 the probability P (I;xy = 1) is independent of the time 7 and the identity of the firm f, while by

Assumption ?? the probability P (I;5y = 1) is independent of total output Y;;. We denote by mj = P (Lixy = 1).

Remark 1. Note that, as a consequence of Assumption 3, the demand for intermediate input k is constant over
time. Indeed, Assumption 3 guarantees that firms can perfectly insure against their input volatility by using the

spot market — subject to the iceberg cost.

Remark 2. Assumption 4 rules out economies of scale, while Assumption 3 rules out economies of scope. By
Assumption 4, larger firms have equally volatile needs as small firms. By Assumption 5, multi-product firms incur
the same productivity loss when they reallocate idle workers across their own varieties as when they purchase labor

services on the spot market.

Summary of timing Table 1 provides a schematic summary of the actions taken at each instant r € [t,t + 1].

10



Time ¢ All producers f (of final goods and intermediate inputs) decide how many workers Ly (s)
to hire for each skill type s, taking as given the wage profile W (s).

Time r € (t,t + 1) Final good producers optimally allocate their in-house workers to producing the inputs
that they need, and they decide how much of each input to purchase on the spot market.

Spot market suppliers also produce and sell inputs.

Time t + 1 Final good producers assemble inputs into final goods and sell final goods to consumers.

Wages are paid and consumption takes place.

Table 1: Summary of timing

Cost minimization problem All producers take the wage distribution as given. Spot market producers of input

k hire worker types

W !/
s € argmins,ﬂ (1)
Sk
and charge prices
W (s
p = ®)

Sk

Denoting by Ly (s) the number of workers of skill s employed by spot market producers of k, the total quantity of

input k on the spot market is

X,?:/skLk (s)ds
s

Thanks to constant returns and Assumptions 4 and 5, all final good producers within an industry face the same
marginal cost and choose the same input combination. Omitting the firm subscript f for legibility, the cost mini-

mization problem for industry 7 is:

t+1

min (')/W( ds—i—Z/ PX3 (r)dr (3)

Li(:) ik (+,),Q8,

11



subject to the constraints
1=Gi(An X, . Aix Xix)

t+1
Xir = / Lk (r) [/ skl (s,7)ds + TkXi(z (r)| dr Vk
t S

L;(s) = Zéik (s,r) Vr,s
k

With constant returns to scale the multiplier on the first constraint is equal to the marginal cost, and, given

Assumption 1, this is also equal to the price P; of final good i. From the first order condition (??) below, the

multipliers on the second set of constraints are equal to the marginal revenue products of each input 4 in industry

k. We denote these multipliers by W;, and refer to them as the “wage” of task k in industry 4. Finally, we denote

the multipliers on the third set of constraints by 7 (r, s).

The first order conditions of problem (3) are

Wix = PiAiGy,
1 1
W(s) > / n (r, s) dr, (W(s) —/ n(r,s)dr) L;(s)=0Vs
0 0
n(r,s) < Lig (r) Wigsk
P P !
Wi, < =, (Wi - k) U ng(r)dr] =0 Vk
Tk Tk 0
Condition (6) implies that, at each point in time r, every skill type s is assigned to a task

k € arg max Wik sk Ligr (1)

so that

n(r,s) = max Wik skLik (r)

12



Thus, for each industry-type pair (i,s), there is a pecking order of tasks k1 (7,8), ..., ki (i,s) characterized by

Wity Sky = oo 2 Wik Skxe

and, at each instant r, the worker is assigned to the first task in the Pecking order that is needed. The probability

that worker type s is assigned to the h-th task in the pecking order is given by

P (s on kp | s hired by ) = m, H (1 — mkh,)
W' <h
We can then rewrite condition (5) as

W(s) > ZWiksk]P’ (s on k | s hired by ) (8)
k

and final producers in industry 4 only hire skill types s such that

Wi(s) = Z WirskP (s on k | s hired by )
k

Moreover, by condition (7), final producers in industry 7 purchase a positive amount of input & on the spot market

only if
_ B

Tk

Wik

2.3 Summary of notation

Table 2 below summarizes our notation.
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Output of final goods {V;},i=1.,N

Quantity of intermediate inputs { X}, i=1.,N, k=1,..,.K
Prices of final goods {P},i=1.,N
Input prices on the spot market {P.}, k=1,..,.K
Marginal revenue product of inputs Wi < Pk’;—i:
Skill vectors s=(s1,...,5x) €S CRE
Density of workers over skills weA(S)
Instantaneous probability of needing input k mix =P (L = 1)
Outsourcing costs {m},i=1.,N, k=1, K
Input-by-sector productivities {Aix}, i=1.,N, k=1,..K

Table 2: Summary of Notation

2.4 Equilibrium

For given productivities { A;x }, input need probabilities {m;x }, and trade costs {74}, the general equilibrium is given
by a wage function W (s) : S — R, a set of good prices {P;}, {Px} and marginal revenue products {W;;}, hiring
functions {L; (s)}, and allocation functions {/;x (s,r)} such that consumers maximize utility subject to their budget

constraints, conditions (1), (2), (4)-(6) are satisfied, and the following market clearing conditions hold:
Z Li(s) = Mp(s) Vs (9)
ng (r) = X2 Vr, k (10)
Proposition 1. An equilibrium always exists and is unique. Under Assumption 1, the equilibrium is efficient.

Proof. For existence and uniqueness, see the Appendix. For efficiency, it is immediate to verify that the optimality
conditions for the social planner are implied by the consumers’ first order conditions together with the producers’

optimality conditions an - us the market clearing conditions an .
ptimality conditions (1), (2), and (4)-(6), plus th ket clearing conditions (9) and (10) O
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3 General results

In this section I state some general properties of the equilibrium allocation of workers, and derive comparative

statics for input prices with respect to productivity and trade costs.

3.1 Allocation of workers and wage distribution

Let’s begin by defining the set Z of all possible worker allocations.

Definition 1. An allocation ( € Z is a pair of an industry and a pecking order of tasks, such that the worker
is employed on the first task whenever it is needed, and otherwise she is employed on the second task, and so
on. We denote by ¢ (¢) the industry corresponding to allocation ¢, and by P¢ (k) the probability that the worker
is employed on task k given the pecking order implied by (. Finally, we define a set of probability distributions
{€(s,¢) }ses € A(Z) such that & (s, () is the fraction of workers with skill s that are allocated according to ¢ € Z
in equilibrium.

Note that the set Z is finite, with N x 2% + K elements, corresponding to all possible pecking orders of tasks in

each final industry plus employment by input providers.

We include spot market producers among the set of industries 4, so that ¢ € {1,..., N + K}, and — with some abuse
of notation — we denote W;, = P, when i is the spot market producer of input k. Conditions (4) and (2) imply
that & (s, () > 0 only if

M=

K
WioePe (k) sy € Ig/lg%(; WieniPer (k) sk (11)

>
Il

1
Note that the maximum on the right hand side of equation (11) needs not be unique, therefore for the same s we

can have & (s, () € (0,1) for multiple allocations ¢ (we will see an example of this in Section 5 below).

Given equation (11) and the first order conditions (2) and (4), equilibrium wages are given by

K
W(s) = > £(s,0) > WienePc (k) s (12)

Cez k=1
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Building on condition (11), the next Lemmas highlight some intuitive properties of the equilibrium allocation. First,
Lemma 1 provides a threshold for the outsourcing cost relative to the volatility of input needs below which final

producers do not find it profitable to outsource. In particular, firms only produce inputs in house when {Tk}le = 0.
Lemma 1. If 7, < m, then X3 (r) =0Vr € (t,t +1)

Proof. By contradiction, if Xg (r) > 0 we must have Wy, = f—:. But this would imply 7 Wi = ZE P, > Py,

Tk

which means that employing any workers in house in sector ¢ to work on task k£ when needed, and leaving them

idle otherwise, would be more profitable than employing the same workers to produce k for the spot market. O

Lemma 2 instead tell us that, when input k£ can be outsourced at no cost, any in-house production of k is done by

idle workers whose preferred task is not needed. In particular, full outsourcing is optimal when {Tk}szl =1.

Lemma 2. If 7, = 1, then industry i does not hire workers with k as their first task in the pecking order.

Proof. Again by contradiction, consider any allocation ¢ such that i (¢) = i and P¢ (k) = m. If a worker s allocated

optimally according to (, then we must have
Wiksk > Winsn Vh

Moreover, since 7, = 1, we must have W;, = Pj. Therefore we also have

K
Pysi = Wiksk = Y WinsnPc ()
h=1
which means that employing worker s to produce k for the spot market is more profitable. O

Lemma 7?7 points out that outsourcing is never profitable when all workers have the same relative productivity

across tasks.

Lemma 3. Suppose the the skill density p is non-zero only on a straight line (i.e. p(s) # 0 only if sk =a Vk €
{1,..., K — 1}, for some given values {ak}kK:_ll). Then if T, < 1 no firm finds it profitable to buy input k on the spot

market.
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Finally, Lemma 4 considers the allocation of workers based on the strength of their comparative advantage, and
tells us that workers with a strong comparative advantage on some task k (as measured by their skill on k relative
to the other inputs) are more likely to be outsourced. This is intuitive, as there is a high opportunity cost to having

these workers employed on a task different from k.

Lemma 4. If worker type s is employed by a spot market producer of input k, then all worker types s’ such that

s > sy and s}, = sp Yh # k are also employed by a spot market producer of input k.

Proof. If type s is employed by a spot market producer of k, then we have

K
P _ /
%S magz WioynPe (h) 3, >
h=1
K
Pysy — maxz Wi(()h]P)( (h) sp >0
h=1
Therefore it is also optimal to employ s’ in the production of k for the spot market. O

3.1.1 Supermodularity as a special case

So far we considered a generic skill domain S, and a generic distribution u € A (S). Allocation models often assume
a one-dimensional skill distribution, so as to obtain a simple increasing mapping between skills and wages. In this
context, a common assumption is that of supermodularity between skills and tasks (see Costinot and Vogel (2010)).
That is, there is an ordering of skills and an ordering of tasks such that higher-index workers have a comparative

advantage on higher-index tasks.

Let’s index tasks by k € {1,..., K}, and without loss of generality assume that higher-index tasks are more skill-
intensive. Within our framework, a sufficient condition to obtain supermodularity is that the density p is concen-
trated on a sub-space of S, which can be described as a function f : o € [0,1] — R¥ such that, denoting the k-th

component of f by fir, we have

1. Vk, fi is weakly increasing in o
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2. f:l((‘;)) > % whenever k > k' and o > o’

When input needs are not volatile it is straightforward to show that there is a strictly increasing allocation function
M from [0,1] into {1, ..., K}, as in Lemma 1 from Costinot and Vogel (2010). When input needs are volatile, instead,

a weaker property holds, as stated in Lemma ?77.

Lemma 5. Denote by T the set of allocations. There is a partial ordering = on allocations { € T such that, if
(1 = (o, and workers o1 and o2 are allocated to (1 and (o respectively, then o1 > o4. Moreover, the ordering >
becomes complete when restricted to a single sector (that is, allocations (1, such that i (1) = i((2) are always

comparable according to ). Thus positive assortative matching holds within sectors.

Proof. See Appendix. O

3.2 Comparative statics

In this section, we study the first-order effect of changes in outsourcing costs {7} } and productivity { A;; } on marginal
revenue products {W;,} and worker allocations. Given marginal revenue products and allocations, equation (12)
then allows us to compute changes in the wage distribution. To set the stage for the analysis, we start by reviewing
the benchmark model of biased technical change. We then extend the insights of this simpler model to our general

setting with multiple inputs and final goods, and volatile input needs.

Benchmark model of biased technical change In this model there are two inputs (¢ = 1,2) and one final
good, with perfect competition in the labor and input markets. We want to study the effect of a change in the
relative productivity of the two inputs on the wage of the workers who produce them. To do so, we log-linearize

the market clearing conditions around the initial equilibrium.

With perfect competition in the labor market, if two workers produce the same input i € {1, 2} with productivities

. . w(s' . . .
s; and s}, their wages must satisfy Wis) — (,8 ) = W;. Denoting by P; and P, the prices of the two inputs, perfect

Si Si

i

competition in the goods market implies P; = ‘Xi for i € {1,2}.
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Denote by QP and QF the quantities demanded, and denote the demand elasticity by

D
_dlogg—z@
dlog%

Similarly, denote by Qf and Q3 the quantities demanded, and denote the supply elasticity by

S
dlog %%

4 dlog%

If each worker can produce only one of the inputs, the supply elasticity is ¢ = 0. If instead all workers are equally
able to produce both, then ¢ = co. In the intermediate case where workers have a comparative advantage on one

of the inputs, we have 0 < ¢ < co.

Finally, denote by A; and A, the productivity of labor in making the two inputs. The market clearing conditions

impose that relative demand for the two inputs must equal relative supply:

QP P ( Ay 1% )
dlo = —0dlog — =0 | dlog — — dlo 13
g ~5 Qb &5, &, &, (13)
Q7 Wy Ay
=dl = pdlog — + dlog 14
8 05 ¥ OgW + dlog ~- (14)

We can then solve for wages:

W, 0-1 A
dlog — = ——dlog =~ 1
%, = o1t A, (15)

Equation (15) tells us that relative wages are increasing in relative productivity if and only if the elasticity of

relative demand with respect to relative productivity (6) is greater than the elasticity of relative supply (1), that is,

if and only if inputs are substitutes. Below we will consider a more general environment, where the relative supply

elasticity is £4 € [0,1]. It is immediate to verify that the same result holds: relative wages are increasing in relative

productivity if and only if 8 > £4.

Equation (15) also shows us that the wage response is dampened when the relative supply of workers responds to
W1 _

prices (¢ > 0). In the extreme case where workers can freely move across inputs (¢ = oo) we have dlog 3 ,

because input prices must remain equal.
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General setting: notation To study comparative statics, we log-linearize the model around an initial equilib-
rium. As a simplifying assumption, we impose that the set of inputs for which each industry ¢ has a strictly positive

outsourcing share does not change in a neighborhood of the initial equilibrium.

It is convenient to redefine the set of inputs to include (a) those that are traded on the spot market, and (b) a new
set of distinct inputs, corresponding to those produced only in house by some industry i. For example, suppose
that there are three industries in the economy, 1, 2 and 3. Industries 1 and 2 buy a positive share of input k on the
spot market, while industry 3 produces it entirely in house. In this case we include two distinct versions of input
k in our set. The first has price Py (i.e. the spot market price), and quantity equal to the total units of k used by
industries 1 and 2. The second has price W;; < 74Py, and quantity equal to the total units of k& used by industry
3.

With some abuse of notation we still index inputs by k, which now runs from 1 to K > K. For each input we
denote the total quantity produced by X}, and the price by Wy. We stack all quantities and prices into vectors
X € RX and W € RK. Likewise, we denote by T € RX the column vector of input-specific trade costs, with the
convention that 7, = oo for inputs k£ that are only produced in-house. We instead maintain the distinction between
productivity changes across sector-input pairs, and we denote by A € RN*/:! the column vector of sector-input

specific productivities.

To set the stage for the derivations below, Table 3 introduces notation for local elasticities of substitution, con-

sumption shares, input shares in production, and input shares in total GDP.

. _ _PhCi
Consumption shares Bi = S, P,
Input shares in production Qi = %
. _ WX, _ ey
Input shares in total GDP A = PG > Bilk
. o . , dlog gk
Elasticities of substitution in production b = #h
dlog —ib
ik
o e . . . . d IOg o
Elasticities of substitution in consumption Oij = —=r
dlog =+
Cck

Table 3: Input shares and elasticities of substitution

2Note that the product 7, P, could be infinity, if there is no spot market for input k.
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Demand Moving from the first order conditions (6) and consumer optimization, we can derive a parallel to

equation (13) in our more general model:
dlog X —1dlog X = © sdlog A — © (dlog W — dlog T) (16)

where

Orn = WV[);}L = ;ﬁiwik winbp, Le=n — 1) + Zﬂjam‘ (wik — wjr) (Win — wjn)

J

(Oa)in = 31— = Biwir |winbiy, (Te=n — 1) + Zﬁjaz‘j (Wit — W) (Win — Lizjwjn)
) J
The first term in the expressions for © and © 4 describes the producers’ substitution across inputs, while the second
term describes the consumers’ substitution across final goods. Note that demand responds in the same way to

productivity and outsourcing costs. Indeed, a fall in the outsourcing cost of input & is like a k-biased productivity

change which hits all sectors that outsource a positive share of good k.

Lemma 6. It holds that AT® = ATO, = 07, and ©1 = ©41 = 0. The first set of equalities follows immediately
from the fact that equation (16) solves for relative demand changes. The second set of equalities instead states that

relative input demand does not change when all prices and productivities change proportionately (dlog W o« 1 and

dlog A < 1).

Supply The total supply of input & is equal to

Xo= [ Y6606 0dus)

Scez

where we denoted by

Xk (s | ¢) = AioyrPs (€) sk
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The change in the supply of input & is given by

X X X
dlog Xy, = Z/g : S‘Odﬂ( )legAz(g)k-k—dlong-i-/ > k)((slj g dg (s, C) dp (s)
¢ st i(¢)=i

The first two terms describe the mechanical effect of higher productivity on input supply. Total supply increases
proportionately to the share of the input that has become more productive (either through biased productivity
change in some sectors, dlog A;, or through lower outsourcing costs 7). The third term describes a reallocation
effect, captured by changes in the probability £ (s, () that each worker s is employed according to the allocation (.
From the optimal worker allocation (11), £ depends on task wages. Moreover, whenever industry ¢ purchases input

k on the spot market, ¢ also depends on outsourcing costs through the condition W;, = f—:. Thus we have

d¢ (s,¢) = Vw¢ (s, () dlog W + V£ (s, () dlog 7

Lemma 7 follows immediately from the envelope theorem, which guarantees that changes in the allocation of

workers have no effect on aggregate output around an efficient equilibrium.

Lemma 7. Around an efficient equilibrium, it holds that
Xi(s|C
> [ St s e -
— /s Xk

Using Lemma 7 we can write a parallel to equation (14) in our more general setting:

dlog X, — ATdlog X = ®dlog W + [®, 4+ Z.]dlog T + Exdlog A (17)
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where

X (s]¢) 08(s,0)
(I)kh o Xk 810g Wh dM (S)
X X0
(:'r)kh = Tkﬂkzh - ZAhXi};
_ Xk (s]¢) 9 (s,0)
(), = X, Ologm, dp (s)
Xk X
Eaen = 2) [ |eeo [ -5 19
¢ st i(¢)=1

Lemma 7 implies that AT® = AT®_ = 07, and we have AT=Z4 = 07 by construction. Moreover, it is immediate

to verify that ®1 = =41 = 0.

Note that changes in productivity only have a direct effect on input supply (i.e. supply increases proportionately
with productivity), while changes in 7 have both a direct effect (Z;) and an effect through worker reallocation (®..).
For both A and T, the direct effect is proportional to the share of the input that is exposed to the productivity
change. This share can be less than one, if a biased productivity change only affects a subset of the sectors, or if

some units of the input are produced in house.

The reallocation effects ® and ®, depend on changes in the probabilities & (s,(). First note that we can divide
the skill set S into a finite number of open subsets S¢, characterized by a unique optimal allocation ¢ such that
£(s,¢) =1 for s € S¢. On the boundary of S¢, we can have ¢ (s,() € (0,1). If this boundary does not contain any

mass point of u, the integral
Xy (s]¢)

TR e )

can be written as a surface integral over the boundary § (S¢) of the set S:

Xi (s ) X610
[ e .o <S)‘/5(5<)Xk 1()v () - dS

where v (s) is the shift in the boundary of S; at point s, and dX is the unit normal component of the surface § (S¢).

23



If instead the boundary contains a mass point 8, we must include an additional term:

Xip(s|¢ Xip(s| ¢ X510 . .
Lol ome - [ BE v s 2E a6 n) (18)
se Xk 56 Xk Xk
In general, v (s) is a complicated function of task wages W and trade costs 7. However, equation (18) highlights

that the reallocation effects in ® and ®, are bound to be small when the mass of workers on the boundary of the

sets S¢ is small.

Equilibrium Combining the demand and supply equations (16) and (17), and normalizing Pc = 1,3 we obtain a

generalized version of the equilibrium condition (15):
~1
dlogW = (1AT +®+0) (04— a)dlog A+ (O, — (¥, +Z,)) dlog] (19)

Like in the simple benchmark model, the response of relative wages to productivity and trade costs depends on the
difference between demand and supply elasticities (©4 — ® 4 and O, — (P + =;)). With respect to the benchmark
two-input model, a change in the productivity of one input can have asymmetric effects on the price of the other

inputs. DISCUSS.

The next two sections illustrate the general results in two special cases. These special cases introduce additional
assumptions on the skill distribution, which allow us to characterize more precisely the supply elasticities & and
®... This in turn generates sharp predictions for the response of relative wages and spot market trade to changes

in A and T.

4 Cost of outsourcing and hollowing out of the wage distribution

In this Section I consider a special case of the general framework, designed to illustrate how lower fragmentation

costs can lead to a hollowing out of the wage distribution. To simplify the analysis, I restrict the economy to

3This is equivalent to imposing ATW = 1.
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have one final good and a small number of inputs. This is without loss of generality. More importantly, I make

assumptions about the skill distribution that are crucial for the results.

First, the skill density u is one-dimensional, with supermodularity (as illustrated in Section ??). Besides allowing for
a complete ordering of skills, the supermodularity assumption implies a specific pattern of comparative advantage
along the skill distribution. Top-skill and bottom-skill workers have a strong comparative advantage on the hardest
and easiest task respectively, whereas mid-skill workers have similar skill on a range of tasks. Second, I also assume
that the mass of workers is concentrated around the low- to middle-skill range, while there are relatively few top-skill

workers.

Under these assumptions, I show that a uniform fall in outsourcing costs across all inputs generates a hollowing out
of the wage distribution, in the sense of (Autor and Dorn (2013)). The key intuition is that firms have a stronger
incentive to outsource top- and bottom-skill workers, because they have a strong comparative advantage on one
specific task. Therefore it is wasteful to employ them on other suboptimal tasks. Hence, even if the outsourcing

technology improves uniformly across inputs, this only increases the productivity of top- and bottom-skill workers.

As explained in Section 3, relative wages are not necessarily increasing in relative productivity, due to a tension
between a productivity effect and a supply effect. The productivity effect prevails when the demand elasticity is
smaller than the initial outsourcing share. Thus, at least when initial outsourcing shares are small, lower outsourcing
costs increase the relative wage of top-skill and bottom-skill workers compared to mid-skill ones. Moreover, the
assumption that the skill density is concentrated towards low- to mid-skill workers implies that skill-intensive inputs
have a smaller initial outsourcing share. As a result top-skill workers benefit from the same productivity effect as

bottom-skill ones, but they face a smaller supply effect. This increases the skill premium.

Altogether mid-skill workers lose compared to all the others, and top-skill workers gain compared to the least skilled

ones.
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4.1 Environment

There is one final good in the economy (N = 1), produced with three intermediate inputs (K = 3). The production

function for final goods is CES with elasticity of substitution 6:

6

o-—1 o—1 0—1\ 9—1
Y:(Xl" X, +X39>

Agents are characterized by a vector of skills s = (sg, 1, s2). All agents have the same productivity so = 1 on task

0 (the low-skill task), while they differ in their productivity on inputs 1 and 2, which varies in [0, co).

The skill density p is concentrated on a one-dimensional subset of the (si,s2) space, which can be described as
an increasing and convex function s; = f (s2), implying a comparative advantage for high-skill workers on task 2.

Along this line, the density is a continuous function g (ss).

All inputs are needed with the same probability 7, and they face the same iceberg cost 7. Throughout this section
we focus on an equilibrium where only inputs 0 and 2 are sold on the spot market, and we denote by Py and P;
their spot market prices. Input 0 is the numeraire, with Py = 1. The task wage W is the marginal revenue product
of input 1 for the final good firm. The marginal revenue products of inputs 0 and 2 are % and % respectively,

following equation (7).

Below I derive analytically the first-order change in relative wages in response to changes in the outsourcing cost 7,
and show how it depends on the density g. To go beyond the first-order approximation I also provide a quantitative

illustration.

4.2 Optimal allocation of workers

Figure ?7? represents the equilibrium allocation of workers to tasks, for different values of the outsourcing cost 7.4

The Appendix reports the equations that define the various regions.

4To construct Figure ?? we compute equilibrium prices given 7 and the skill density p defined above. Given prices, however, we can
compute the optimal allocation over the entire skill space, as represented in the figure.
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Figure 1: Optimal allocation of workers

As the figure illustrates, firms always keep in house the workers who have similar skills on all tasks (i.e. around the
point s; = so = 1). For low-enough outsourcing costs, they also keep in house workers with similar skill on tasks 1
and 2 (i.e. those around the diagonal s; = s2), or on task 0 and one of the other tasks (i.e. around the lines s; =1
or s = 1). Each worker is employed on the task where he has comparative advantage among those needed, and
remains idle with probability 1 — (1 — 7r)2. The workers who have strong comparative advantage on a specific task
instead are employed by spot market producers. These are the workers with high skill on task 1 or task 2, or very

low skill on both.

Figure 2 also depicts the line along which the density p is concentrated. With supermodularity the workers with
strong comparative advantage are those at the extremes of the distribution, who therefore are outsourced. The
workers in the middle of the distribution are closer to the point s; = s = 1, so they have more similar skill in all

tasks, and for low-enough outsourcing costs they are kept in house.

27



Optimal allocation, t= 0.6

Skill on input 1

Figure 2: Optimal allocation and skill distribution

With a one-dimensional density, the agents’ optimal allocation can be expressed as a function of their skill on input
2, s2. From now on we restrict attention to an equilibrium where only inputs 0 and 2 are sold on the spot market,
while input 1 is entirely produced in house, and perform comparative statics around this equilibrium. In this case

the allocation is characterized by five cutoff points for ss, which we label s§, s7, s5, s, and s}, as follows:

52

52

0.5 1

*
< sp

*<82<8’{
I <s2 <55
>’<<82<S§

3 < 82 < s}

> s

1.5 2 2.5

Skill on input 2

s outsourced on 0

s in house on 0,1, 2
s in house on 1,0, 2
s in house on 1,2,0
s in house on 2,1,0

s outsourced on 2

The Appendix reports explicit expressions for the thresholds.

4.3 Comparative statics: outsourcing cost

We now consider how reducing spot market trade costs (i.e.

response of relative input prices (W7 and P,) is key to understanding relative wages. I first show that, when initial
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outsourcing shares are small, the relative price of the mid-skill input 1 increases relative to the low-skill input 0,
but less than one-for-one with 7. As a consequence, the wage of mid-skill workers falls relative to the least skilled
workers, who are outsourced on input 0. I then show that, if the initial outsourcing share of input 2 is smaller than
that of input 0, the price of the high-skill input 2 also increases relative to input 0. Thus, the wage of top-earners

relative to bottom-earners also increases.

The response of relative prices depends on the difference between demand and supply elasticities, as described by
the equilibrium equation (19). With respect to the general derivation in Section 3, it is convenient to normalize
prices and quantities relative to input 0, because ultimately we will solve for the change in wages relative to the
least skilled workers. Accordingly, we adopt a small change in notation: while in Section 3 we denoted by ® the
supply elasticities relative to the aggregate, here we denote by £ the supply elasticities with respect to input 0. The
two are related as follows:

E=0191.0— Drgol”

With this notation, price changes relative to input 0 are given by

X§ _er &, (X8 XS -
dlog W1 (Xo —&) - EL¥0 \ X0 T X2 — &3

= : 20)
e (
dlogT €N +0 - gt
x& X9 - ep x& -
dlog P (Xio X 52) Ao (Xig - 51) (21)
dlogT EL 46— Eggjregﬁ

The reallocation effects EP and £7 are complicated functions of Wy, P, and 7. I report them in the Appendix. A

sufficient condition for ‘fill‘;ggX >0 for X € {Wy, Pp} is

T

XO XO Xith _ Xio B &P

20 i g >Qand o X i

Xo Xy 7 X§ X7 _er &40
J

(22)

Xo X;

Condition (22) requires that the outsourcing share on input 0 is large enough, so that a decline in outsourcing costs
increases the supply of input 0 relative to the others. This is more likely to hold when the density g is concentrated
around the lower cutoffs s§ and s}, because in this case the outsourcing share of input 2 is smaller than that of

o o
input 0 (0 < ))((—22 < );(—%) In addition, condition (22) also requires that cross-price effects on input ¢ arising from
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changes in the relative supply of input j are small relative to the direct effect of 7 on i. This is the case when Sipj

is small compared to £7;.

dlog P>
dlog T

In turn, whenever > 0 a decline in outsourcing costs raises the wage of the workers outsourced on input 2
increases relative to those outsourced on input 0. In fact, the relative productivity of these workers is constant in
7, while the relative price of input 2 increases. Formally, equation (12) implies that the wage of the highest earner

S (who produces input 2 for the spot market) relative to the lowest earner s (who produces input 0 for the spot

market) changes proportionately to the price of input 2:

d1og ™) _ d1og P, > 0
w (s)

The relative productivity of in-house vs outsourced workers instead is not constant in 7. Thus, a decline in

outsourcing costs decreases the wage of the least skilled in-house workers relative to outsourced workers on input 0

whenever the price of input 1 increases proportionately less than the productivity of outsourced workers (d;%gWTl >
1). This is the case if and only if
XO &p XO XO
O+ > (22 -6 ) - 522 (L -2 —-& & 23
+&n ( X, 1 40\ Xo X, 2 — 21 (23)

Note that, different from the traditional model of biased technical change, this condition can be satisfied even when
inputs are complements (6 < 1). To the extent that reallocation effects are small, condition (23) is satisfied when
the demand elasticity 6 is larger than the initial outsourcing share of input 0. This is because changes in 7 only

affect outsourced units, therefore they have a smaller supply effect.

Again following Equation (12), the wage of in-house workers relative to the lowest earner s is given by

(s) TPP (s on 2)

_ PiP(sonl)
(s) 77 w(s)

w(s)

7P (s on 0)
w(s)

dlogz dlog Py + s1 (dlogW; — 1) —

When dlog W7 < 1, this expression is negative for the least-skilled in-house workers (with small s3). Thus, these

workers lose compared to those at the top and bottom end of the distribution.

In a numerical example, Figure 77 illustrates the evolution of the wage distribution relative to the least-skilled
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worker as 7 increases from 0.6 to 0.9. The rest of the calibration is summarized in Table ??.

Volatility of needs m=0.5

Elasticity of substitution 0=0.1
skill density g ~ N (0.7,0.5), truncated at zero

supermodularity =+

Table 4: Model calibration

As outsourcing becomes cheaper, the least skilled workers that were previously in house are outsourced on input
0. Since input 0 has become cheaper relative to the others, these workers face a wage cut. By contrast, the most
skilled workers that were previously in house are outsourced on input 2. The relative price of input 2 increases,
therefore these workers gain. In-house workers are in between. By continuity wages fall for those at the bottom of

the distribution, whereas they increase for those at the top.

Evolution of the wage distribution

e wm [+

Wage relative to lowest skill

w

—t=06

—t= 067

—t= 074
t=08

0 1 2 3
Skill level

S
(%))
[=2]

Figure 3: Evolution of the wage distribution after a fall in outsourcing costs
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5 Skill-biased technical change and outsourcing

In this section I specialize the general model to study how skill-biased technical change affects the incentives to
engage in outsourcing. Essentially, a skill-biased productivity change increases the skill premium, thereby making
it more costly for firms to employ high-skill workers on tasks where they do not have comparative advantage. This

automatically creates an incentive to split the production of high and low skill tasks between different industries.

To highlight the connection with low-skill outsourcing, I embrace a specific interpretation of the suboptimal tasks
that high-skill workers might be required to perform when hired in-house. That is, top-skill workers might occasion-
ally have to manage low-skill ones, dealing with hiring/firing, assigning tasks, workplace issues, etc. To the extent
that hiring and workplace issues happen infrequently, it might not be worth it for firms to have dedicated human
resource (HR) managers in-house. For example, an economics department likely won’t need to solve issues with its
cleaning crew very often, therefore it prefers not to hire an HR person specifically for this task. The department
then has two alternatives: asking a faculty member to manage the cleaning crew when needed, or hiring a cleaning

company.

Note that whether the cleaning crew is hired directly by the university or through a cleaning company has no
implication for where the cleaners work. It only allows multiple departments (or more broadly multiple final good
producers) to share the HR people who supervise and manage their low-skill workers. At the same time this kind of
outsourcing is more prevalent when the skill premium is higher, because the opportunity cost of employing high-paid
workers on less valuable HR tasks is higher. According to this story, outsourcing is caused by the increase in the

skill premium rather than being the cause of it, as suggested in previous work.

The results in this section raise a word of caution against imposing a specific direction of causality on the empirical
correlation between outsourcing and wage differentials. It is outside the scope of this paper to evaluate the relative
importance of reallocation frictions, as in my model, versus bargaining frictions and firm premia, as for example in
Goldschmidt and Schmieder (2017). However, at the end of this section I show that skill-biased technical change
has quantitatively realistic implications for the joint evolution of the outsourcing share, the skill premium, and the

expenditure share on manufacturing.
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5.1 Environment

There are three final goods (manufacturing, tech, and administrative services) and three inputs in the economy (a
low-skill bundle, HR services, and engineering services). The low-skill bundle further combines low-skill labor with

HR services.

Final consumers have CES preferences over manufacturing, administrative services and tech products, given by

Manufacturing firms use as inputs engineering services, Xs g, and a low-skill bundle, Yz s:

led

1 a—1 1 og=1\ o—1
Yu = (WESYLSU JrWJ%XJMU,E)
In turn, the low-skill bundle combines the low-skill input X with the HR input Xgg:

3

1 -1 1 e-1\ =1
Vis = (ajsX0§ +ajrXun )

Tech firms only use engineering services, and they have productivity Ar:

Yr =ArXr g

Finally, administrative services are produced one for one with the HR input:

Ya=XaHRr

Workers are endowed with a vector of skills, whose components correspond to their productivity on low-skill labor,
HR services, and engineering services. The skill distribution is concentrated on three mass points: s = (1,0,0),
with mass LS, s = (1,1,0), with mass HR, and s = (1,1,1), with mass E. This means that there are three types

of workers in the economy. Low-skill workers can only provide low-skill labor, managers can provide both low-skill
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labor and HR services, and engineers can provide all three inputs. Conditional on being able to provide an input,

all workers have the same productivity.

All inputs in all sectors are needed all the time and face no iceberg trade cost, except for HR workers in the low-skill
bundle, who are needed with probability m and face iceberg cost 7. We further assume that low-skill workers are
employed by the same firm as their managers.® This way low-skill workers are outsourced whenever their manager is
outsourced, even though they ultimately serve only one manufacturing firm. The iceberg cost is incurred whenever

the same manager serves multiple manufacturing firms.

5.2 Optimal allocation of workers

In this economy there can be either three or four relevant input prices, depending on whether manufacturing firms
purchase some HR services on the spot market. If they do, there are only three relevant prices: Pg (the price of
engineering services, which by condition (7) equals its marginal revenue product in both tech and manufacturing);
Pprs (the price of low-skill labor, which is equal to the marginal revenue product of low-skill workers in the low-skill
bundle); and Py g (the price of administrative services). By condition (7) the marginal revenue product Was gr of
HR services in the low-skill bundle is Wy gr = Pur 1f instead manufacturing firms produce HR services entirely

T

in-house, there is a fourth relevant price Wy gr < @.

Given that workers with higher skill are able to produce less skill-intensive inputs, but not vice versa, prices must
be increasing in skill intensity. Moreover we must always have Wiy, gr > Pgr in equilibrium, otherwise all HR
workers and engineers would want to work for an HR service provider.® Therefore we must have Prg < Pgp <

War,mr < Pg. All throughout, we normalize Prg = 1.

Figure 4 depicts the optimal allocation of workers to tasks given relative prices.

5Manufacturing firms face the same cost when they hire low-skill workers directly or when they purchase their services from an
external company, because we assumed 75 = 75 = 1.

61t is straightforward to see that, if Pyr.ar < PHaRg, then we also have Py gr < P‘ZR, so that manufacturing firms must produce
HR services in-house. However, no HR worker would want to be employed in manufacturing and earn 7Py, gr + (1 — 7) Prs < Pgr.
Likewise, it is optimal for manufacturing firms to employ engineers on HR only if P = Py gr. Therefore we would also have

Pg < PR, but then all engineers would want to work in for an H R supplier.
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Figure 4: Optimal allocation of workers to tasks

The possible scenarios are as follows:

1=Pyr=Wyur=Pgp,7=1
1<WM,HR<@and Pg
1<WM,HR:@<PE

1 < Wa,pr = Pp < 228

1 <Wapr =522 = Pg

1<WM,HR:@<PE

M employs workers indifferently on any task they can produce (top left panel)

M hires HR workers in house, and employs them on LS when idle (top right panel)
M outsoruces HR or produces it with in-house HR (top right panel)

M employs E on HR when needed (bottom left panel)

M outsoruces HR or produces it with in-house E (bottom left panel)

M fully outsoruces HR (bottom right panel)

If HR workers and engineers are scarce enough (so that Pg > 1 and Was gr > 1), manufacturing firms do not find

it profitable to hire HR workers in house. Rather, they either employ engineers on HR tasks when needed, or they

outsource the HR tasks. We assume that this is the case, and show that outsourcing in the manufacturing sector

is increasing in the productivity of the tech sector.
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5.3 Comparative statics: tech productivity

We start from an initial equilibrium with Wy pr = Pr < @, where manufacturing firms do not engage in

. . .. X .
outsourcing, and study the effect of a change in the tech productivity A7. Denote by ngr = = Z 2 the outsourcing

XM

share in manufacturing.” We will show that the economy goes through three phases, represented in the two bottom
subplots of figure 4:
Pg =Wy R < %, ngr =0 phase 1

HR

P =Wy ur = PT , ngr € (0,1) phase 2

W aR = @ < Pg, nur =1 phase 3
To see this, we move from the market clearing conditions for engineers and HR workers:

E

|:X]\4,E

XM HR + Yr Xamrs _
XM, Ls Ar

+m (1 o nHR) XwM,Ls Xwm,Ls LS ~— LS

(24)

Yur Xm R | XMm,Ls _ HR
|:XM,LS T THR Xm,Ls LS — LS

Note that, by assumption, our initial equilibrium is in phase 1. By differentiating equation (24) it is immediate to
see that, in each of the three phases, Pg is increasing in A7, and in case 2 the outsourcing share 1y is increasing
in A7.8 Therefore, as A increases, the economy travels from the first to the third phase, and the manufacturing

sector goes from no outsourcing to full outsourcing of the low-skill bundle.

Figure 7?7 plots the evolution of the outsourcing share in manufacturing, the wage of engineers relative to HR
workers, and the overall sales and employment shares of manufacturing, as a function of the relative productivity
of the tech sector. The figure is based on a calibration of the model summarized in table ??7. We let the tech

productivity vary from 0.8 to 2.2.

"Denote by (gr = (M; HR, E) the allocation where engineers are hired in-house by a manufacturing firm and occasionally employed
on the HR task. The outsourcing share is related with the fraction & (E, (g Rr) of engineers that are employed according to (g g, as
follows:

XM,HR

§(E,¢ur) =1 —nHR) %

8See the Appendix for the full derivation.
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HR outsourcing cost 7=0.6
Probability to need HR m=0.5
Elasticity of substitution in consumption =3
Preference shares in consumption Br = 0.5, Ba = 0.26, By = 0.24
Elasticity of substitution in manufacturing oc=0.5
Input shares in manufacturing wg =04, wps = 0.6
Elasticity of substitution in low-skill bundle e=0.1
Input shares in low-skill bundle arps =agr =0.5
Relative mass of workers p(LS) =3, p(HR) =3, p(E) =12

Table 5: Model calibration

In an initial range of low tech productivity, manufacturing firms do not engage in outsourcing. Instead they hire
engineers and low-skill workers, and let engineers perform HR tasks when needed. As tech productivity increases,
Pg also increases, up to a point where manufacturing firms find it profitable to outsource some HR tasks. During
the intermediate phase when the outsourcing share is ngr € (0,1), HR workers fully share in the rents coming
from higher tech productivity, so that the relative wage of HR workers and engineers remains constant. Finally,
when tech productivity is so high that manufacturing firms find it optimal to outsource HR production entirely,
the relative wage of engineers starts to increase again. All throughout, given that final goods are substitutes,

higher productivity in the tech sector also raises its sales and employment shares, together with the relative wage

of engineers versus low-skill workers (V‘{/V—LES)
Outsourcing share Skill premium
1 2
0.5 1.8
1.6
0
1 1.5 2 1 1.5 2
Productivity Productivity
Manufacturing sale share Manufacturing employment share
0.4 0.55
0.3 05
0.45
0.2
0.4
1 1.5 2 1 1.5 2
Productivity Productivity

Figure 5: Effects of an increase in productivity for the tech sector
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6 Conclusion

I model an economy where firms have volatile input needs, and it is costly to reallocate resources across firms. I show
that in this economy there is a two-way relationship between the wage distribution and the division of production

across industries.

On the one hand, skill-biased technical change increases the skill premium and creates an incentive to fragment
the production of high- and low-skill tasks across distinct industries. On the other hand, a decline in the cost
of outsourcing favors the workers at the top and bottom ends of the wage distribution relative to those in the
middle, so that lower outsourcing costs simultaneously imply more fragmentation and a hollowing out of the wage

distribution.

In order to make the general equilibrium analysis tractable I imposed assumptions which eliminate economies of
scale and scope, and guarantee that external input suppliers can fully insure final good producers against input
need volatility. Relaxing these assumptions would deliver a richer partial equilibrium model of fragmentation, with
testable implications for the correlation between firm characteristics such as scale and scope and outsourcing choices.
This would be particularly useful to develop empirical tests of the tradeoff between need volatility and trade costs,

around which my model is built.
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Appendix

Proof of Lemma 5

e Step 1: prove that the ordering is complete on 7. That is, for given mean, the allocations that assign higher
probabilities to tasks at the extremes rather than in the middle are dominated and do not belong to 7. So, for
each possible mean value in [1, K], there is at most one allocation in 7 with that mean value (detail: might
have same allocation in different sectors, but we basically consider those the same). In other words, pecking
orders in equilibrium allocations are such that as you go towards suboptimal tasks you never add an element

that was in the range spanned by previous elements.

e Step 2: define a modified version f of the productivity function f, as follows:
fioe[0,1]—teT
Fr (@) =Y Be (k) Wi i (0)
k
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and show that f is log-supermodular on 7. This concludes the proof.

(o) _ SuPe(k) Wintr (0) < X3 Pu (k) Wi (@) fi (o)
fir (o) 2k P (B) Winifi (0) = 220 Pur (k) Wi fr (07)  fu (o)

Py (k) Wi a Py (k) Wi
Ty - )V(Vf{:;k 1 [log (B (1) Wige) + g f (o Y s ) i = 1) fog (B (8) W) + og f (o]

Supply elasticities in Section 4

This Section provides explicit expressions for the supply elasticities £ and €7 in Section 4. The model has a
one-dimensional skill distribution, therefore supply elasticities are determined by changes in the cutoffs s§, s, s3,

s5 and s;. These thresholds are characterized by the following equations

rem=n(l-m) [PWiS (55) + (1 - ) Pasy]
L= rWif (s})
1= Pys}
0= 71 (s3) — Pas}

r(l—n)=(r—m) Pysi—m(1—m)7Wif (s%)

Changes in the cutoffs are obtained by differentiating the equations above:

TW1 f(s4)dlog Wi+(1—m)Pasidlog Pa 1—m(1—m)TW1 f(s§)

.

dsg TW1f (s§)+(1—m) Py + A(A—m[TWif (s3)+(1—m) 3] dlogT
* f(s1

dsj = f/((?)) [dlog W1 + dlog 7]

dsy = —sjdlog P>

sy = #l(fs()) [dlog W1 + dlog T — dlog Py]

ds* = m(1— ")TWlf( )Wl (wa)stZdlogngﬂ[(lfﬂ)QJrPgsZ]dlogT

S (r—m)Pa—m(1—m)TW1 f/(s})

In turn, changes in the quantity of input ¢ = 1, 2 relative to input 0 are a weighted average of changes in the cutoffs,
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with weights given by the relative share of input ¢ versus input 0 produced around each cutoff:

dlog x- & X (st) Os:
P — 2 Xo _ AP (X)) s: | s5) 20 — AP (X, sy 9\Sk) 95k
gz] dlog W, kz:% {( (Xi) si | s) X, (Xo | s) Xo OlogW,

dlog 1 Xo g(sy) Os;
T=__—Xo _ AP(X;) s | s5) 22 — AP (X, | s* ki —k_
7 = G = 3 (P () s i) 32 - AP (Ko | sp) | £E) T

k=0

where we denoted by

AP(X; | sp) = lim P(X|s2)— lim P(X;]s2)

sp—rs) s3—>s),
Now we can compare ¥} against £} and €2, against £F,. Specifically, we show that the own elasticities are always
larger than the cross-elasticities. The intuition is as follows: a change in the own price triggers larger changes in
the cutoffs around which larger amounts of the own quantity are produced. Formally, we have
sg)  0s§
Eh=—(1-7 [77 s8) (W 0+1] 9(s0) 9s;
11 ( ) f( O)( 1) XO alogwl

g(si) Osi
XO 8logW1
g(s3) 0Os3

XO 310gW1

. [f (s3) (7Wh)? + 1]

w2 f (s3) (W)’

er=m [0 em)’ - 0 -m) L0

9(s5) st
XO 0 log Wl

& =—0-m [7‘(’(1 77T)83P20+1]
29 (s1)  0si
Xo alog W1

P99(5§> 0s3
2 AT
Xo Olog W,

— m2s}

g(s1) 0Osi
X() 0 log W1

—(1-m) [Sng +m(1—m)]

Note that the first three terms in ¥, are positive, while only the first two terms in I, are positive. Moreover, the

second term in &) is larger than the corresponding term in £2,. Overall, this implies £} > £F).
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Similarly, we have

*

y . 0 9(53) 880
&y =—(1—m)|mf(sp) (TW1) +1 Xy Olog P,

_ 21— g(s3) 2
™ 0= X Flos P

2, 09(s5) 0Os3
™ f(sd) (TWl) XO 810gP2

eyt g ] 9051) 05
T [F ) ()"~ (1= m)| SR
9(s5) _0si

XO 310gP2
g(s3) 0s5

XO 610gp2

Ey=—1—m)[r(L—m7)s;Ps +1]

— 2 (1—7) [s5P§ +1]

2 «ppd(83) 0sh
—n2s:P
Tt T T 9log Py

g(s1) _0si

-(1-m) [Sng-i-ﬂ'(l—ﬂ')] X, 1oz P,

All terms of €5, are positive, while the third term of £}, is negative, and the fourth term of £, is smaller in absolute
value than the corresponding term of £3,. Moreover, the second term is larger in &£, than in &7,. Overall, this

implies &5, > &7,.
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Reallocation elasticities instead are given by

9(s5) 9sp

& =—(1-n) [wf (s5) (rW)? + 1]

Xog OlogT
_71,2 |:f(5*) (TW1)9—|—1:| g(ST) 889{
! Xo OlogT
2 * 09(8§) aS§
ﬂ- f(83) (TWl) XO 810g7'
N g(s;) Os}
n(1-m) [ W)’ - (- m] L2
T __ _ _ * DO 9(88) 886
E=—0—n)[r(l—m)ssPs +1] X, Dlogr
_ 29 (si) 0si
Xo OlogT
2% 09 (s3) 0s§
sl Xo OlogT

g9(si) 0Osi
Xo OlogT

—(1—m) [siP)+7(1—m)]

Note that the first two terms of both £ and £] have opposite sign, and likewise the last two terms. These terms
likely offset each other if the skill density around sj and sj is similar, and likewise around s3 and s;. When this is

the case, the reallocation elasticity £7 is close to 0.

Outsourcing shares are given by

X§ __G(st)

Xo | Xo

X§ _ E(salsn>)(1-G() _ oE(selsn>s)(1-G()
X2 Xo 2 Xo

If the skill density is higher around sj than s}, the outsourcing share of input 0 is larger than that of input 2.

Proofs for Section 5

Section 5.3 states that the price of engineering services Pr and the outsourcing share in manufacturing 19 are
increasing in the productivity of the tech sector Ar, for 6 > max {o,1}. I provide a formal proof below, studying

separately each of the three stages discussed in Section 5.3.
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Stage 1: dlog Py, pr = dlog Pg, dngR = 0. Therefore

Q Q
(6% +o=ALE 4 % (01 -wnmE) — UUJME)) arsdlog Pg = % (0 —1)dlog Ap

dlog Pur = (1+ $ars) wupdlog P

From the first equation we see that Pg is increasing in Ap for § > 1. From the second equation we see that the
price of HR also increases, as people reallocate away from manufacturing and towards HR.

Stage 2:

Q Q Y- R Y,
(e% +a’% + ﬁTE 01 —wmE) —cerE)) argdlog Pg + %dngR = ﬁTE (6 —1)dlog Ar

TOMHR 30 _ | QHR 01 —warp) — ) n TEFROM HE +(1— )) | dlog P
HR "HR = | HR ME OWME) QLS T € HR arLs ars g e

O
From the second equation we see that (ﬁgﬁ > 0, and therefore plugging into the first equation we also have
g”lgé% > 0. The intuition is as follows. For n§, € (0,1), manufacturing firms must be indifferent between

employing in-house engineers or outsourced HR specialists on the HR task. Therefore the relative price of these
two tasks must be constant, and hence the ratio of manufacturing vs HR output must also be constant. Therefore,
as the demand for engineers from the tech sector increases, 771(3 r must increase in order to reduce the demand for

engineers from the manufacturing sector.

Stage 3:
Q Q
— [[%9(1 —wME)+ o ( Aé’E — %WMEH - e] (1 —ars)dlog Pur + {0 Aé’E + % 01 —-wpme) — owME)] dlog Pp = % (6 —1)dlog Ar
QHR 0
dlog Py — HE “ME®©t) dlog Pg

"QM,HR
HR

Q}}HRE [9@Ls+(9—f’)wME(1—aLs)]+€[ (’LS+(1_O‘LS)}

From the second equation we see that Ppp is increasing in Pr. Combining we obtain

[%9 [l-wme(l—ars) +e [W*I’{MOLLS +(1 - OéLs)” (UQI\%E + % 01 —-wmr) — U'WME)) + EQ;JRR wme (1 —ars) (0 +0)

dlog Pp =

Q
SHE [fars + (0~ ) wnp (1 - ars)] + ¢ [ R ars + (1 - avs)]

Yr
= — (0 —1)dlog A
ATE( ) dlog At

so that also Pg is increasing in Arp.
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