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P Ay, [(,Bmz) T =(m + 1) 7]
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FETT S — VAR b T AR P 3l A IR 5 ol S B X 1] 2 9 D2 B 7
B B PR B R . 53 AR B0 2 3 IR P2l 7E 2 A M X I
HOIK AP . SR ARSI (R 7 8 ol 3 7 2 5 M DRI B X, 25/ 73 i A B
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— B ST ISL A L A MY A Z HT A AT Hh B ESE PE h i] B AT 3 5 A AR 34 1) 500
T3 7C , 7 JEFN A TE BT 345857 R I ], AR SO SCH R S BRAEE5H 2 v 8 Al , 5 ELGT B 1]
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3. 71,5 T 1999 AFAY HUAE, DR 2004 AF K LURT , AR T o 05 3 i DX, AR X IR 5 17 B 2 A 4
Ao T 2007 45, ZRER -5 e G A DB 2 Al B Ry FE (A 2. 11, {1 T 2004 4R 5 FE A, X L 1 B
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Market Size, Labor Cost and Location of Heterogeneous Firms:

Solving the Riddle of Economic and Productivity Gaps in China
LYU Daguo®, GENG Qiang”, JIAN Ze* and LU Ren®

(‘a: Institute of Industrial Economics, Jiangxi University of Finance and Economics; b: School of Economics,
Nanjing University; c: School of Business Administration, Guangdong University of Finance and Economics)
Summary: Productivity gaps are the main cause of the regional disparities observed in China’s economic development. In
the late 1990s and early 21" century, the economic gap between East China and Midwest China narrowed, but the
productivity gap between them widened. Does such divergence mean that the economic gap will also widen in the long run?
Explaining the ‘riddle” of this narrowing of the economic gap despite a wider productivity gap could be one of the keys to

achieving balanced economic development across China’s regions.

Prior studies mainly applied the new economic geography ( NEG) theory, or the “new” NEG ( NNEG) theory, to
explain regional disparities in China. However, the NEG theory can explain economic gaps but not productivity gaps, as the
productivity of firms is homogeneous under this theory. When firms of homogeneous productivity are under the influence of
agglomeration and dispersion forces, their location will influence regional economic gaps but not productivity gaps. Building
on the NEG theory, the NNEG theory provides new insights for studying productivity gaps by introducing heterogeneous firm
productivity. However, the focus of the NNEG theory is the market size and location of firms with heterogeneous
productivity, rather than factor costs and other dispersion forces. The high cost of labor and other inflow factors in East
China is the dispersion force involved in the narrowing economic gap in recent years. As such, the NNEG theory is also
unable to explain the aforementioned riddle.

This paper constructs a theoretical model to study how the location of firms with heterogeneous productivity is
influenced by market size ( agglomeration force) and labor cost ( dispersion force) , and how that location influences
regional gaps in China. The main findings are as follows: (1) The location of firms with heterogeneous productivity explains
the narrowing economic gap and widening productivity gap, but the separate agglomeration of firms with heterogeneous
productivity is due to the difference in labor costs, not market size. (2) When the labor cost differs between regions, the
dispersion force is dominant. In the process of market integration, low—productivity firms in developed regions first move
outward, and the economic gap between regions narrows while the productivity gap widens. With the deepening of market
integration, high-productivity firms also move outward, and the productivity gap narrows. (3) When the labor costs of
regions are equal, the agglomeration force is dominant. In the process of market integration, both low-and high-productivity
firms will be located in big markets; in this situation, the economic gap between regions narrows, but the productivity gap
remains stable. This paper uses a large amount of firm data to confirm the theoretical model.

This paper makes two contributions. First, it expands the NNEG theory by studying how firms with heterogeneous
productivity make their location choices, both when the agglomeration force dominates and when the dispersion force
dominates. Second, this paper explains not only the riddle of the early 21 century, when the economic gap narrowed despite
a widening productivity gap, but also the situation in the 1990s, when the economic gap between regions widened but the
productivity gap remained stable. In the 1990s, labor costs were almost equal between East China and Midwest China, so the
agglomeration force was dominant. In the process of market integration, East China, as a big market, attracted both high-and
low-productivity firms; the economic gap between regions widened, but the productivity gap remained stable. In the early 21"
century, the labor cost gap between East China and Midwest China began to expand, and so the dispersion force was
dominant. Low—productivity firms in East China first moved to Midwest China, causing the economic gap to narrow, but the
productivity gap widened. The divergence of productivity is temporary, however. With the deepening of market integration,
high-productivity firms in East China will move to Midwest China, and the productivity gap will narrow.

Keywords: Economic Gap; Productivity Gap; New-new Economic Geography Theory; Market Size; Labor Cost
JEL Classification: J38, 012, RI2
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