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Abstract
We develop a dynamic model with two-sided limited commitment to study how barriers to competition,
such as restrictions to business start-up and non-competitive covenants, affect the incentive to accumulate human capital. When contracts are not enforceable, high barriers lower the outside value of ‘skilled
workers’ and reduce the incentive to accumulate human capital. In contrast, low barriers can result in overaccumulation of human capital. This can be socially optimal if there are positive spillovers. A calibration
exercise shows that this mechanism can account for a sizable portion of cross-country income inequality.
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“Wages rise quickly and sometimes dramatically in response to increases in the market demand for certain type of labor, but these increases are a reaction to competition from other
firms, not to internal pressure from employees.”
Bewley [6, p. 407]
1. Introduction
As Bewley reminds us, labor market conditions ‘external’ to the firm play a crucial role in the
determination of wages. Since wages determine the return on human capital, external conditions
are also crucial for the incentive of workers to accumulate human capital. In this paper we show
that ‘external competitive’ conditions are important if contracts are not enforceable for both
employers and employees (double-sided limited commitment).
It is not difficult to see why in reality contracts are not fully enforceable for both employers
and employees. On the one hand, without slavery or serfdom, workers are free to move to obtain
the best return on their human capital. Together with the limited observability of workers’ effort,
this reduces the enforcement of contracts for workers. On the other hand, employers could renege
on the compensation promised to workers for their effort to accumulate human capital. Under
these circumstances, workers would be discouraged from accumulating skills unless their human
capital can be easily redeployed outside the firm. Since this depends on the competitiveness of
the labor market, competition plays a crucial role in affecting the accumulation of human capital.
This mechanism, which was already informally described by Adam Smith but until now has not
been extensively explored, is the central focus of this paper.
We use a dynamic general equilibrium model where contracts are not enforceable, neither
for workers nor for firms (employers). We show that the way limited enforcement affects the
accumulation of ‘general’ human capital depends on barriers to the mobility of skilled labor. In
particular, high barriers discourage the accumulation of human capital while low barriers have
a stimulating effect, both in new and incumbent firms. As a result, differences in ‘barriers to
competition’ translate into significant differences in incomes and welfare across economies.
While this result vindicates the common wisdom that ‘barriers to the external conditions of
the firm’ are ‘barriers to riches’, it also shows that this effect can be greatly amplified when
contracts are not enforceable for either party. In fact, a key finding of the paper is that the limited
enforcement of contracts matters for the accumulation of human capital only when the limited
commitment is double-sided, that is, when both sides can renege on the contract. Instead, with
the commitment of at least one party, barriers to the mobility of skilled labor have limited effects
on the accumulation of human capital and aggregate output.
The central mechanism through which barriers to the mobility of skilled labor affect the accumulation of ‘general’ human capital is by reducing the outside opportunities of skilled workers,
that is, the value of redeploying their skills outside the firm. With a lower outside value, workers
do not have a credible mechanism for punishing the firm for reneging on the promised compensation. Anticipating this, the worker makes less effort to acquire skills, and therefore, there is
a typical time-inconsistency problem. It is important to emphasize that the analysis focuses on
the type of human capital that is not specific to an individual firm, and therefore, it can be transferred to other firms. Otherwise, the outside value of the worker would be independent of human
capital.
Why do we need double-sided limited commitment? If the worker could commit to staying
with the firm and providing effort (one-sided commitment from the worker), the contractual
friction associated with the limited commitment of the firm could be resolved by paying the

