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Abstract
This paper uses Italian panel data from the private and public sectors and analyses earnings
dynamics and uncertainty by applying the minimum distance estimator. Results show that earnings
careers markedly differ between public and private sectors. In particular, for private sector workers,
the life cycle of earnings matters in the formation of earnings differentials, i.e., the data reveal the
presence of heterogeneity of earnings growth rates. On the other hand, public sector data indicate that
earnings growth is homogeneous over the life cycle and, as a consequence, initial earnings
differences tend to persist over the career. Earnings uncertainty is found to be negligible in the public
sector, suggesting that it provides more stable earnings careers. D 2002 Elsevier Science B.V. All
rights reserved.
JEL classification: C23; J31; J45
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1. Introduction
The 1990s have been an era of profound changes for Italian labour market institutions.
Major reforms in the system of wage indexation were implemented at the beginning of the
decade, whereby automatic wage growth linked to inflation has been substituted by
bargained compensations, thus, eliminating a main element of earnings equalisation. Also,
similar to other European countries, temporary contracts and measures aimed at cutting
hiring and firing costs have been introduced.

E-mail address: Lorenzo.Cappellari@mi.unicatt.it (L. Cappellari).
0927-5371/02/$ - see front matter D 2002 Elsevier Science B.V. All rights reserved.
PII: S 0 9 2 7 - 5 3 7 1 ( 0 2 ) 0 0 0 4 3 - X

478

L. Cappellari / Labour Economics 9 (2002) 477–496

The reform of public sector employment is a relevant element of this process. Public
sector jobs represent approximately 30% of the employed labour force and have traditionally been characterised by lower exposure to market forces and more compressed pay
differentials compared to the private sector. The so-called ‘‘privatisation’’ of the public
sector was set out by law at the beginning of the 1990s with the aim of increasing the
efficiency of public sector employment and reestablishing economic incentives for public
sector employees, for example, by introducing performance-related pay schemes and
output monitoring, first of all at the management level.
Despite the relevance of the reform for the functioning of the Italian labour market,
little is known on the features of public sector earnings dynamics and their differences with
the private sector beyond conventional wisdom.1 The objective of this paper is to
contribute to filling in the gap. I use panel data on individual earnings for comparable
cohorts of male workers in the two sectors to analyse the earnings covariance structure by
applying the minimum distance estimator of Chamberlain (1984). I consider two main
aspects of earnings careers. First, I estimate a measure of earnings growth heterogeneity,
quantifying to what extent the two sectors differ in the ability to differentiate remuneration
of time-varying aspects of productivity. Second, I estimate the dispersion of permanent
earnings as opposed to that of transitory earnings, the latter providing a measure of
earnings uncertainty due to economic shocks.
The literature on earnings comparisons between private and public sectors has typically
focussed on estimating measures of the pay differential between the two sectors. In
particular, much effort has been devoted to the control of endogenous selection of workers
in the two sectors (see, e.g., Pedersen et al., 1990; Brunello and Dustmann, 1997; Bardasi,
2000, for Italy). Typically, this kind of approach is based on cross-sectional data, thus,
enabling researchers to assess static differences in earnings between the two sectors, but
leaving the features of earnings careers unexplored. This paper takes a complementary
route and provides an empirical characterisation of earnings dynamics in the two sectors.
I find that earnings careers markedly differ between public and private sectors. For
private sector workers, the life cycle of earnings matters in the formation of earnings
differentials, i.e., the data indicate the presence of heterogeneity of earnings growth rates.
On the other hand, public sector data indicate that life-cycle earnings growth is
homogeneous across individuals and, as a consequence, earnings differences at the
beginning of the career tend to persist over the career. When looking at differences in
earnings volatility, I find shock persistence to be larger in the private sector, i.e.,
unexpected deviations from the long-run component have longer duration, implying
higher uncertainty. On the whole, the comparison of earnings volatility indicates that
the public sector provides more stable earnings careers.
The rest of the paper is as follows. In Section 2, the administrative panel data used in
the analysis are described, while Section 3 provides a preliminary exploration of earnings
autocovariances and (im)mobility rates. Section 4 reports the minimum distance analysis

1
An exception is the study of Lucifora and Vignocchi (1998), who analyse earnings profiles in the two
sectors by birth cohort and gender.

