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Abstract

Regional GDP per capita disparities between thetaband interior provinces of China seem
to be a bugaboo the Chinese government cannoidyef.rThis paper shows that there are
agglomerative forces within China which emerge friiva unbalanced growth strategy and
lead to a considerably west to east migration ofkexs. Instead of reducing the dispatrities,
migration actually worsens the problem. The knog&that an agglomerative process takes
place should have a decisive impact on regionatyolherefore we examine whether the
policy measures taken within the last years wenergpiate to reduce regional inequity
within China. We show that in the case of agglonmesdorces the hukou system can reduce
disparities while a reduction of trade costs betwie interior and the coastal provinces leads

to more inequity.
1 Introduction

For nearly twenty years the regional disparitiesveen China’s provinces have been one of
the most striking problems the Chinese governmastth deal with. It all started in the late
1970s, when the Deng Xiaoping decided to allow uradity in order the raise the wealth in
some areas: “We must make full use of regional @matpve advantage, enhance the strong
points and avoid the weak points, so we must atleevimbalance®. Already in 1979 the
communist party decided to launch four Special Boaic Zones which reaped the benefits of
more economic autonomy. The following two Five-Y-@dans (1881-1985 and 1986-1990)
implemented this unbalanced growth strategy by gusinregional policy which favoured
mainly the coastal area. Overall 14 “open citiediicka are all placed in the coastal region
were set up. These areas were characterized by rausegrivileges, which included
promoting exports and FDI, special tariffs as veasllmore autonomy to local politicians. This
new policy turned out to be very successful. Aesult the income in the promoted regions
increased rapidly. But on the other hand the disparbetween the favoured regions and the
hinterland also increased at the same time. Thge llcome gap was an incentive for many
people to migrate from the hinterland into the eicttoastal provincésThe number of
migrating workers was immense and therefore caadetl of economic and social problems

in the coastal cities. Besides that, regional dispa also have a political meaning because

1Zhang et al. (1992) p.879 in Fujita and Hu (2001pp.
2 Following Fuijita and Hu (2001) we also consideijiBg as a coastal province because it is located o the
port city of Tianjin.
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large imbalances could strengthen centrifugal ®m@ed could therefore jeopardize the unity
of the country. The former Soviet Union like therfer Yugoslavia are hortative exampfes.
Thus the Ninth Five-Year Plan (1996-2000) focussedhe economic development of the
non-coastal provinces, with the aim to reduce tlexjuity between the Chinese provinces.
The policy measures taken included public investriremfrastructure, increasing transfers to
the hinterland or promoting the utilization of FOIhat the results of this policy were not
satisfying is reflected in the fact that both thenth-Five-Year-Plan (2001-2005) and the
Eleventh-Five-Year-Plan (2006-2010) still aim f@ducing regional inequity. It seems that
like the Sorcerer's Apprentice the Chinese goventroannot control the forces once set free.
But it is not only the Chinese government that badeal with this problem: In many
countries regional concentration of economic aigtitads to an uneven regional income
distribution which lasts for decades, despite tdrapts by government to fight these forces.
The Italian government for example tries to devetbp rural south (Mezzogiorno), the
German government makes an enormous effort to Ettsmneconomic activity in the eastern
parts (the New Lénder) and Canada hands out immsuis&idies to its Eastern Maritime
Provinces. One reason for the remaining inequity in all thesentries is agglomerative
forces. They lead to a concentration of economiovi&c within one region, the so called

“core”.

Agglomerative forces can have many causes, for pkanechnological or pecuniary
externalities and have proved to be extremely gtrdhe effects of technological externalities
are regionally limited and occur basically amongpanies of the same branch of economic
activity. Pecuniary externalities however can beesbed over a wide area and over different
industries. Due to the fact that the coastal ane@hina is nearly as big as Western Europe
and contains several different industries we widtus on the latter. These pecuniary
externalities can have two basic effects: Firsytlead to a higher density of firms in one
region and second real wages tend to be highdrisnrégion. The wage differences are an
incentive for people from the periphery to migrit® the core€. Under certain circumstances
this migration can worsen the problem by leadingten more unequally distributed living

conditions within one country.

The basic models of the New Economic Geographysiamilate this phenomenén.They

show that economic agglomeration might lead to amgi income disparity, because the

% See Wang and Hu (1999).

* See Berthold et al. (2005) and McKinnon (1997).
® See Poncet (2006).

® See Krugman (1991).



agglomeration process crucial depends on the mybililabour. If labour is perfectly mobile,
economic concentration indeed does not lead touibetpecause all economic activity and
hence all mobile workers are concentrated in omgore In Our case that means that all
workers live in the coastal provinces, and heneeetlare no income differences between the
coast and the interior provinces. Referring todage of China, many authors therefore blame
the hukou system (a system of civil status redisin® as one source of regional inequality.
But the assumption of perfect mobility is oftentriesive and unrealistic. In reality not
everybody will move from one region to another otdyachieve a small income gain. We
therefore refer td_.udema and Wooton (1997) and add imperfectly mobile workers to the
basic Krugman model. After implementing imperfeatipbile workers a full agglomeration
in one region is considerably harder to achievehWsing this specific model we can analyze
the effects of reducing trade barriers among Ckipabvinces and barriers to labour mobility
at the same time. We will see that in our moreisgalcase the hukou system can be used to
prevent greater inequity. The aim of this papetosexamine whether Chinese regional
policies are able to reduce inequity between tlastb area and the interior provinces and we
provide some solutions as to how to reduce thenmecdifferences among costal provinces

and the hinterland.
2 Regional Disparities and Migration in China

China’s economic development is still astonishiimgthe year 2005, the GDP was ten times
as high as 15 years before. With a GDP per capittd04 Euro in 2005, China is still a
developing country. This classification also remsaiwhen we consider that the Chinese
currency is highly undervaluédNot everybody can participate in the rapid growththe
same manner, because the welfare gains are unedistiijputed. There are huge differences
between urban and rural areas, on the one handh®other hand you can see an erratic
development between Chinas provinces. In our paygewill focus on the latter. Disparities
between regions are not unusual for countries whrehin the process of catching up. Many
of them choose the so-called “unbalanced growttesy”® This theory recommends that the
efforts of developing industries should be conadett in some fields. By creating
development zones in the coastal area in the Ggaiid early 80s the Chinese regional policy

implemented this theory.

Since that time, many studies have examined themrabdisparities in Chingujita and Hu

(2001) show that the coastal area is booming, displagimgverage annual growth rate of real

" See Prasad and Wei (2005).
8 See Hirschmann (1958).



GDP of 12 percent, while the interior also growst at a slower pace of 9% per year. So,
while the “open” provinces grow faster, the interames are lagging behind. Figure 1 shows
the differences in GDP per capita between the ffisfeest and the five poorest provinces in
China. The per capita GDP in the poorest provitgzhou) is smaller than in Cote d'lvoire,
while the GDP in Shanghai, the richest provinceearly 10 times as high. In this respect we
have to add, that the richest two provinces SharggihBeijing mainly consist of the two big
cities and that they include hardly any rural afdas limitation partly holds true for Tianjin.
Therefore it may be helpful to compare the diffeerbetween Shanghai, Beijing and
Guizhou with the differences among German fedetates which have the same bias. In
Germany, Hamburg and Bremen are the federal staithsthe highest GDP per capita
(49.200 Euro respectively 38.100 Euro in 200@imilar to Shanghai and Beijing, the
settlement structure in both Hamburg and Brememreglominantly urban. The federal state
with the lowest GDP per Capita in Germany is Meckleg-Western Pomerania (19.000
Euro in 200§. So while GPD per capita in Shanghai is 10 timesigh as in Guizhou the
GDP in the richest federal state, Hamburg, is Brie¢ as high as in the poorest one. This
difference is considered unbearable by most Geqmoditicians. Compared to China it seems

marginal.

figure 1: GDP per capita in 2005 (in Yuan)
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Source: National Bureau of Statistics of China.

Figure 2 shows the disparities between the coasta and the interior over time. As can be

seen from the data, the reforms which strengthémednarket forces were successful. In both

® See Arbeitskreis VGR der Lander.



regions, wealth rose during the period under camaitbn, but in the coastal area GDP grew
even faster than in the rest of China. While inL&DP per Capita in the coastal provinces
was only 1.5 times as high as in the interior pmogs, this ratio rose up to 1.7 within the
following three years. This divergent developmenhot surprising, because the open areas
which could attract FDI were all situated in thastl provinces. Since 1990, the communist
party allowed more and more inland cities to prambDI and participate in international
economy. But instead of reducing the income gawéeh the coastal area and the interior
regions, the gap grew even wider. Until 1998 tHatnee disparity rose up to 2.0 and has now
reached 2.1. That means that people who live inctastal region are on average twice as
rich as the rest of the populatith.

figure 2: GDP per Capita (in Yuan)
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Source: National Bureau of Statistics of China.

Following Barro and Sala-I-Martin (1995) we examine regional convergence between the
Chinese provinces by measuring freonvergence for the years between 1995 and 20@5. W
regress the average annual growth rate of GDPgpetacof every province on the initial level
of the GDP per capita. If there is a convergingcpss, the coefficient should be negative and
statistically significant. The results in figuresBow however that there is an insignificant
positive effect. The positive coefficient ratheraissign for an increasing disparity between

Chinese provinces.

10 See National Bureau of Statistics of China.



figure 3: B-Convergence
17
S 16 *
g
© 15 *
?g_ *
% 14 &
* *
03 13 | * o
29 12 & —
58 — 5" N
o <
o 11
s L 4 * . &
o
S 10 X *
o *
2 9]
g
z 8 - *
7 ‘ ‘ ‘ ‘ T T T
3 3,2 3,4 3,6 3,8 4 4,2 44
B=0,644 (t=0,438), R? = 0,0068 log GDP per Capita 1995
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Many authors have examined the reasons for thdesthidparities among Chinas provinces.
They mainly agree that spatial concentration otisity is the reason for the imbalari¢&ut

the explanations as to why the industrial produrci® concentrated in the coastal area are
versatile.Gao (2004) shows that exports and FDI have a strong positifexteon regional
industrial growth.Ge (2006) confirms these finding by using aggregate labmaductivity.
Furthermore, he shows that cross-regional diffegenin the production structure are an
important source of regional disparifyujita and Hu (2001) find that the biased open-door-
policy also has a significant effect on the incregglisparity. Beyond that, they show that
government investment has no significant effectnreneconomic concentratioNg and Tuan
(2006) examine the high local and foreign investmenthia Pearl River Delta region. They
show that spatial agglomeration and strategic &ctégon between local and foreign firms have
a decisive impact when it comes to attracting FBurthermore they find that local
manufacturing agglomeration has created strong singuforward linkages and has a
significant positive effect on GDP. All these rasuhdicate that industries which are export-
oriented or rely on FDI are tending to locate ia tmastal provinces. The WTO membership

in 2001 therefore should increase the regional iantuze.

The regional GDP disparities lead to higher wagestaff and workers in the coastal area. In

2005 the average wage in the coastal provinces20&319 Yuan, while in the hinterland a

' See Bai et al. (2004), Gao (2003) and Wen (2004).



worker on average earned only 15.188 Yuan a yda .Wage difference becomes dramatic if
one compares Shanghai (the province with the highesrage wage) and Jiangxi (the
province with the lowest average wage). While akeoin Shanghai earned 34.345 Yuan the
average wage in Jianxi was considerable lower @83Yuan). Neoclassical theory suggests
that the huge wage differences give incentive tokexs to migrate from the area with low
wage to the area with higher wages. Indeed, oneotserve a widespread migration in
China, although migration is restricted by the hukgstem which aims at limiting the size of

urban populatiori? This restriction lead to higher opportunity costsnigration®®

Zhao (1999) estimates 50 million migrants for the mid-199MWst of this migration is intra-
provincial for two reasons. For one thing the waiféerences between the rural and urban
areas within a province are considerable. For amptempirical research shows that the
opportunity cost of migration increase with distfftFor explaining the wage disparities
between the Eastern part of China and interioripo®s we focus only on the inter-province
migration which makes up for about 30% of all mtigm.'> Among these, 75% migrate to the
coastal provincesCai et al. (2005) report that the number of people migrating to haot
province increased from 21 to 40 million betwee®d@nd 2003Johnson (2003) estimates
migration among the provinces of China by compatirgprovincial populations of the years
1990 and 2000. He shows that nearly all coastalipces attracted migrants, while most of
the interior provinces lost population due to migna There are only four provinces which
do not fit into the pattern: Guangxi lost 5.6% tsfpopulation through migration although it is
located on the coast and therefore has a good satoethe world market. And the three
interior provinces Hubei, Yunnan and Xinjiang gain@opulation due to immigration. The
migration-loss in Guangxi becomes plausible wheokilog at the adjacent province
Guangdong. After the two mega-cities Shanghai aegirg, Guangdong was the most
attractive aim for inter provincial migrants. Sothvihe exception of Fujian every province

bordering on Guandong lost population due to mignat

Wang (2000) examines interregional rural to urban migratioerotrme. She compares three
periods (1982-87, 1985-1990 and 1995-2000) ands foud that the number of migrants over
all periods grew. Compared to the first period mlaenber of migrants in the last period was
more than three times as high. Following neoclasdiceory one would expect that this

considerable migration should lead to an incomeveayence due to the increasing labour

2 See Poncet (2006), p.386.

13 For a more detailed description of the hukou systee Au and Henderson (2002), p.3.
4 See Poncet (2006), p.393.

15 See Zhao (2005), p.290.



supply in the coastal provinces and the decreasipgly in the hinterland. Measuring the
convergence shows that there is again a positiveelation which indicates that the wage
disparities get wider instead of smaller (figure With a probability of error of 12% the
positive correlation is almost significant. Insteafdgetting smaller, the wage gap seems to
grow with increasing migration. This result is susmg if one considers the regional policy
of the Chinese government, as within the last yg@scommunist party tried more than ever
to encourage economic and wage growth in the oreprovinces. The coexistence of
growing wage disparities and increasing migratioggests the existence of agglomerative
forces in China, which are driven by the migratedriabour. This suggestion is corroborated
by empirical research which shows that migratiod &rade are complementary in Chifia.
That means that migration flows are attracted tovipces that are more domestically
integrated than the home province. Du et al. (2B80B)w that low population density and high
transportation costs hamper industrial growth imeoprovinces. Both results fit to the
conclusions of the models of the New Economic Gaplgy and hence are further indications

for agglomerative forces within China.

figure 4: B-Convergence
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Source: National Bureau of Statistics of China.

We therefore use a model of the New Economic Ggidyrdo analyse the regional wage
convergence between the hinterland and the coasta. In contrast to the neoclassical
theory, the New Economic Geography states that @mcémbalance occurred, it remains
stable if labour is mobile among regions. For ntigra from the interior provinces to the

coastal areas the wage differences are the maimglfiorce.

16 See Poncet (2006), p.395.
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3 The Basic Model

To depict the case of China we use a model of enangeography, which was developed by
Paul Krugmart! We choose this model because it only focuses ocnmary externalities.
This is necessary due to the fact that the Chigesstal areas are home to many different
industries. Our basic model consists of severalorsgy two sectors (agriculture and
manufacturing) as well as two homogenous and segtexific factors of productioh™ and
L*.2® The agricultural sector produces a homogenous geodrding to constant returns to
scale and under the condition of perfect competitiche production is tied to the land hence
the agricultural workers L(*) are immobile between the different regions. Imtcast
manufacturing workers L") are interregionally mobile. The agricultural puet can be
traded within and among the regions free of chasgethe price of the agricultural product

p“and hence the wage of each agricultural workers the same in both regions. Therefore

the price of the agricultural good is given by tharginal costs:
pA - WACA ’ (1)

whereasc” is the constant input required to produce one einthe agricultural goodg”).

The manufacturing sector produces differentiatentdpects with increasing returns-to-scale
within the framework of monopolistic competitioh.Due to the increasing returns in
production each firm produces a variant of its oWhe interregional trade of differentiated

goods causes transportation costs of the Iceb@eftyso if a unit is shipped from regiorto

regions, only a fraction% of the original unit arrives, while the regt,-1) melts on its
S

r

way. We assume that price elasticity is constantie Do this assumption and the
proportionality of the transportation cost to thearginal costs, firms pass the entire
transportation costs to the consumers (mill-priginbhe price for a shipped manufacture

therefore is:
pe =p'TY, (2)

whereas p is the price in the region the manufactures isdpeed in. To minimise

transportation costs, manufacturing firms tend todpce in the region where demand is

greater.

7 See Krugman (1991) and Krugman (1992).

18 For a detailed description of the model see Fefital. (1999), p.45-59.
9 See Dixit and Stiglitz (1977) for the basic model.

20 See Samuleson (1952).
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Consumers in all regions are assumed to sharethe atility function of the form:
U=M*A", Osps<1 (3)
whereA is the consumption of the agricultural good &mds the aggregated consumption of

the varieties of manufactures. Therefore consumells spend the sharel-u of their

expenditure on the agricultural product and theesjpeon manufactures. The manufactures

aggregateM is defined by a CES function:
n 1
M =[[m(i)di]?, o0<p<1 and,ozl—% (4)
0

m(i) denotes the consumption of each available vaiietyis the numbét of available

varieties ands is the constant elasticity of substitution amomgse varieties. As one can see
the utility rises with an increasing number of etigs. Therefore we can say that consumers
appreciate diversity. Consider the Iceberg trartsposts and that all varieties which are

produced in a particular location have the sameepie defines,, the price index in region
sas?

1
R (1-0)
Gs :|:an( prMTr';/I )(l_a):|(1 ) Wlth S:11"'1R1 (5)

r=1

whereasR denotes the number of different regions. The gindex displays the minimum
average costs for one unit . To maximise the total utility) of a representative consumer

we have to maximiskl for a given p”, a given price for a variant of manufactung$(i) and
a given incomey, of a representative consumer in reg&ofy, =GM + p”A). Minimising the

budget constraint for a giveN leads to the compensated demand for each varfety o

manufactures:

M, -0
nu>s:(pfe(_+ff))m. ©)

In the second tier we have to maximidesubject toy, =GM + p”A. As a result we get the

uncompensated demand for the agricultural goo;el.:(l—y)iA and for the
P

%1 Due to the following normalizations the expressiommber” is not correct. n is rather the rangeafieties
produced. In order to provide a suggestive appreaechtick to the term number.
“2 For a detailed derivation of the price index sagit& et al. (1999), p.45-50.
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manufacturesv =,ué. ReplacingM in equation (6) leads to a consumer demand fonh eac
variety of manufactures:

(p'T¥)°
G, (oD

m( | )s = HYs (7

In equation (7)Y, is not the income of a single consumer in regdout the aggregated
income in regiors that isY, = LY wM + LAw2. This slight redefinition is possible, becaldds
homothetic inm(j). Concerning that, due to the Iceberg transportatiost, produced and

consumed quantity is different, the aggregated denfar a single variety of manufactures

and the transportation costs lead to a productidmnme:

R ( pMTM )—0’
QrM :;UZYS%T%A (8)
s=1 Gs

The production of a quantity" of a variety of the manufactured good requirexedfinput

of F and a marginal input of* . Due to the assumption that the fixed input isvaht also in
the long-run, a new firm will always produce a neariant of the manufactures good. The

required worker input fog™ is given by:

IM=F+cMgM 9)
Therefore the profit function of a representativenfis given by:

mo=plo —w' (F+cMg), (10)

whereasw is the wage rate for manufacturing workers in ragio Facing a constant
elasticity of substitutior{o), the profit-maximising price of a representativenfin regionr

can be determined with the help of the Amoroso-Rsdm-Relation. The maximisation will

lead to a price with a mark-up over marginal costs:

v e 2) a

-1

Replacingp! in equation (10) with equation (11), the profiteofirm in regiorr is:

M\ M
==t (q?” —CiM(a—l)j (12)
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Due to free market entry, firms’ profits are congzeto zero (7, =0). Hence the equilibrium

output of any manufacturing firm is:

o = F(JM—l) , (13)

C

which means that the output per firm is the sameaich region and not influenced by wage
rates or relative demand. The equilibrium laboyuintherefore ig* = Fo (equation 13 in 9).

If L' is the number of manufacturing workers in regipandn, is the number of varieties of
the manufactured good produced in regipthen the amount of produced varieties in region
is:

N
" I* Fo

(14)

Taking equation (8) and defining”" =g as well as replacing by equation (11) leads to
the nominal wage in a manufacturing firm:

1

M g-1 H M \l-0 ~o-1 |7
=(— _— E Y. (T G 15
Wr ( CM ) ( q* ] S( rs ) S ( )

Because of transportation costs and mill-priciihg, prices of manufactures differ in the two
regions and hence the cost of living will be relgvimr a worker’s decision on where to live.

The real wage of manufacturing workers in regiggiven by:

' =G, (plty (16)

In our case, it is enough to restrain the modetwto regionscoastal provinces (which is
indicated by subscript 1and hinterland (which is indicated by subscript 2). Doing some

normalisations for the case of two regiong* Ew”=c*=1, ' =y, Y =(1-1)x and

=15 = %) the regional income, = Mw" + 7w is:

Y, = A + 1_2” in the coastal provinces and

1-u

5 in the hinterland, a7)

Y, = A +

whereas A is the proportion of all manufacturing workers whiis live in the coastal

provinces. Hencg1-4) is the proportion of all manufacturing workers whilive in the

interior provinces. Doing some further normalizato(q =1 =x and p =wM), the price

14



index (equation (5)) in the coastal area beconmaplgi

1
G, :%[LY' (W )+ L (T )(1_0)}1_‘7 and

1
G, :%[L“z" (W)= + LY (wly ) [ in the interior provinces. (18)

And hence the nominal wage (equation (15)) in thestal provinces becomes:

1
W' =[YG{7 D v (T el Jo and

1
W' =[G Yy (T G Je in the hinterland. (19)

The set of equations (16)-(19) may be regarded ste@m that determineg” (given g, 4,

A andT,) and the distribution of manufacturing workersaesrboth regions.

Following Ludema and Wooton (1997) we now drop the assumption of perfectly mobile
manufacturing workers by implementing partly mobilerkers. This extension of the original
Krugman model allows us to predict the consequentescreasing or decreasing mobility
costs within China more precisely. We do this biyedentiating between labour demand and
labour supply. The original Krugman model (with fieetly mobile workers) displays the
labour demand curve. For the labour supply curveassume that mobile workers face
different mobility costs. Most of the mobility cesarise from non-pecuniary benefits that
individuals enjoy from living in one country e.gultural background or they can be caused by
the institutional setting. I.e., the differencegeal wage between the two regions that have to
occur to induce workers to migrate depend on tldévidual mobility cost. These costs are

modelled with the help of a discount factor. Weuass thaty, is workeru’'s discounting of

the real wage paid in the coastal provinces wheteasame workaur discounts the real wage

paid in the hinterland witl{1-y,). Hence workew is indifferent between the two regions

when the discounted real wages are equal:
v =(1-y,)dd) with o<y, <1 (20)

Thus y, indicates how much the real wage influences theati@n decision. Whery, is 0.5

only the real wage matters for the migration decisWhen it is smaller than 0.5, the worker

prefers to live in the hinterland, while whegn is bigger than 0.5 the worker prefers the

3 In addition one has to respect the so called “NaB Hole-Condition” which states thai-()/o>p . This
condition makes sure that the economies of sceleatiner small. Without that restriction there veboé always
a full agglomeration in one region.
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coastal provinces. We also assume that the agegaegateferences of all workers are

distributed normally across the intervpl 1, whereas 0.5 is the mean and the standard
deviation is indicated wittd. The bigger the difference of, to 0.5, the higher are the

individual costs of leaving the preferred region.

To display the Chinese situation we first have &ednine the labour demand which is
influenced by the agglomerative forces. We assurae €hinese people spend most of their

income for homogeneous no-name-products. Theref@eassumeyx =03 which is the

expenditure share for the heterogeneous manufactdseinKrugman (1991) we assume the
elasticity of substitutiors to be4.?* The crucial parameter in this model is the transyion
costsT,. Poncet (2005) examines the inter-provincial trade barriers inn@hand finds that
the market fragmentation along provincial borderednsiderable. On the other hand China is
one country which makes transportation cost conalilg lower than cross border tradaNe
therefore assume that transportation costsTare.4 within China, which leads to strong
agglomerative forces. Second we have to deterrhiméabour supply which is influenced by
migration costs. Bearing in mind that migrationcanstricted due to the hukou system we

therefore assume high mobility cogi$=0.005). Now we can depict how partly immobile

workers affect the agglomeration process.

figure 5: labour demand and supply
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There are three equilibriums in figure 5. Two stabines (H and C) and one unstable

equilibrium (M). Point M shows a symmetric solutiofhe workers are evenly distributed

24 See Krugman P. (1991).
% See McCallum (1995).
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across the two regions and the real wages in thstabprovinces are the same as in the
hinterland. This solution is not stable, because thigration of any worker starts an
agglomeration process, which will end in point CHorAs beside these two points migration
costs rise faster than the real wage in the inatigdlomeration area, and the higher income
cannot compensate the migration costs any longer.

4 The Case of China

Before the Chinese government decided to set ugiapeconomic zones the income
disparities among the coastal and interior prownaere not dramatic. By promoting the
coastal area, the communist party jump-startedgaghomeration process. The wage in the
coastal area rose, and more and more people téaduyrate into this area. This migration
leads to additional investment in the coastal drefigure 5 we can see that development by
moving from point M to point C. The agglomerativ@des were so strong that the Chinese
government felt the need to interfere and restnigiration. Already in 1981 the State Council
released some guidelines which restrict the empémyrof rural labourers in citié8.Above

all, with the emergence of the “rural migrant wawe"1989, the communist party tightened
the migration restrictionS. In our model we can show the effects of this meagy raising
the mobility costsd from 0.005 to 0.008. As one can see in figureh@, policy action is
appropriate. Without that measure, there would Hzaen nearly a full agglomeration in the
coastal provinces within the following years. Inetmew equilibrium C’ the income
differences between the coastal area and the linteare smaller and the share of mobile
workers in the coastal provinces also declines' t®€course, this measure of the communist
party was not an efficient one, but we do not foouasefficiency here. Au and Henderson
(2004) show that the spatial agglomeration in Chsansufficient in terms of efficiency.

However we examine whether the regional policy $eadmore equity among the provinces.

%6 See Ping and Pieke (2003), p.32.
%" See Poncet (2006), p. 387.
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figure 6: tightened migration restrictions
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Many economists advise the Chinese government w@rlanigration hurdles in order to
reduce disparities. We can see in our model tisalorg as migration is restricted either by
administrative hurdles or due to strong preferenoestay in the home region (the case of
d =0.008 ), inequities will occur among these regions. Oolylow migration costs (less than
d=0.005) we get a corner-solution of complete agglomenatibhat this kind of policy is
successful in reducing income differences can bevetin the US® On the one hand, income
disparities in the US are very small, but on theeothand no mobile workers are left in states
such as North Dakota. Many countries beside Cimnsgotprevent that sort of a scenario. The
reasons to do this are more political than econamis. Allowing migration would induce
millions of workers to migrate into the coastal yrnezes. This mass migration would
probably lead to slum-areas like the well-known &ftang Village” in Beijing®® To reduce
the agglomerative forces the communist party shdeicelop the social security system, such
as health- and unemployment insurances, espediallyhe rural areas of the interior
provinces. This would lead to higher opportunitystsoof migration and therefore lead to a

higher value ofl.

By improving the transportation infrastructure beén the interior and the coastal area the
Chinese government again strengthened the aggltweefarces. A well known example for
such an infrastructure measure is the new railway form Beijing to Lhasa. We can depict

this case by reducing trade costs fram 1.4 to T=13. As one can see in figure 7, the

28 See Braunerhjelm et al. (2000).
9 See Zhao (2005) p. 305.
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intersection between the labour suppdy=0.008) and the new labour demand cume=1.3)

at point C” describes the new equilibrium. It ibvious that in point C” the relative real
wage in the coastal area is higher than beforexeftwe the disparities between the hinterland
and the coastal provinces become even wider, agldragrative forces get stronger. Instead
of reducing the disparities between the hinterland the coastal area, the above mentioned
railway rather worsened the problem. Rather thamaeaing the infrastructure between the
coastal area and the hinterland the Chinese gowsrhrshould try to enhance the
infrastructure within the hinterland. So the aggbvative forces within this region have to
been strengthened. The same effect occurs if Ghirmghorities try to reduce local
protectionism to enhance inter-provincial tradeeyishould be prepared to be confronted

with increased agglomerative forces and therefoceeased migration pressure.

figure 7: enhanced infrastructure
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Last but not least China became a member of toMA® in 2001, which favoured firms
which rely on export, because international tradeaime cheapé&?. The WTO accession can
be interpreted as a larger market for exporting mames. The export industry is mainly
located in the coastal provinces, due to the faat the major trade partners of China are the
Newly Industrializing Economies in East Asia, Japas well as the U.S. So coastal regions
being advantaged compared to other parts of Chidasa the WTO accession strengthened
the agglomerative forces. To reduce the disadvantdghe interior provinces the Chinese
government built a port in Gwadar (Pakistan) ineortb develop agglomerative forces in the

western part of China. With the help of this poliogasure it will be more likely that export-

%0 See Jiang (2001).
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oriented companies will invest in the Western pnoes and therefore migration pressure will

be reduced.
5 Conclusions

The long-lasting income disparities among China@vimces stand in sharp contrast to the
neoclassical theory which affirms that it would @no a harmonisation of factor income
between different regions due to factor mobilityespite huge labour migration, this effect
cannot be observed in China. Referring to the GBiRcppita as well as the average wage, we
showed that instead of a convergence rather agimweidevelopment can be observed among
the Chinese provinces. The coexistence of incrgasiigration and increasing disparities
suggests that agglomerative forces are at works@&Hherces influence the location of
industrial production in China, and lead to higlhexges in this area. In China most of the
industrial production takes place in the core argher wages in the coastal provinces are an
incentive for workers from the hinterland to migranto this area. The dimension of the
agglomerative process depends crucially on tramsan costs within China. The less trade
costs the stronger the agglomerative forces. Tiksi$ supported b¥Poncet (2006) who finds

out that migration and trade are complements im&hirhis result is again diametrically

opposed to the neoclassical theory according talwtnade and migration are substitutes.

Knowing that there is an agglomeration procespragress, has an impact on regional policy,
which aims for equal living conditions within a ¢dry. We show that in the case of

agglomerative forces the hukou system can bothceethequity, and at the same time achieve
the government’s aim of avoiding deserted provindée same effect can be reached with an
increased social security standard in the disadgaa regions. We also find out that the
reduction of trade costs among the interior and dbastal provinces, e.g. due to better
infrastructure, strengthens the agglomerative ®ormed therefore leads to higher migration

pressure. The same effect can be observed aslaaeShinas WTO membership in 2001.
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