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The Urban Wage Premium: Sources and the Economic Mechanism

Chen Fei and Su Zhangjie
(School of Economics, Dongbei University of Finance and Economics )

Summary: This paper uses the micro—data of the China Household Income Project (CHIP) in 2013 and China
Migrants Dynamic Survey (CMDS) in 2017 to examine three potential sources of wage premiums in large cities
through causal inference method and parameter estimation method based on distribution functions: static effects, dy-
namic effects and selection effects, and further explore its economic mechanism.

The main conclusions are as follows. First, the wage premium in big cities do exists after controlling the individ-
ual characteristics of workers and the cost of urban living. When the resident population of the city increases by
10%, the actual annual wage of workers will increase by 0.83%. Moreover, the impact of city size on the wages of dif-
ferent types of workers presents heterogeneous characteristics. Workers with college degree or above, formal employ-
ment and high—skilled occupations benefit more from the expansion of the city size. Second, both the static effect and
dynamic effect are the main reasons for explaining the wage premium in big cities, while the select effect is not im-
portant. On average, the initial wages of workers in large and medium-sized cities are respectively 9.9% and 5.2%
higher than those in small cities. After 12 years, which is the mean of current work experience of all workers, the dif-
ferences in wages will widen to 15.4% and 8.0% respectively. This means that the work experience accumulated by
workers in big cities is more valuable, which probably explains one third of the wage premium effect of big cities.
Third, the mechanism analysis shows that labor market in big cities is more perfect, the time cost for workers to find
jobs is lower, and workers are more likely to actively switch jobs, these are important reasons for the existence of stat-
ic wage premium in big cities. And increasing the skills training of workers and increasing investment in education
are conducive to raising dynamic wage premium.

Compared with the existing literature, the innovations of this paper include: First, from the perspective of research
content, this paper comprehensively examinesexamines three potential sources of wage premium in big cities: static effect,
dynamic effect and selection effect, and gives empirical strategies based on cross—sectional data, so as to include rich
personal information and job information of interviewees in the study. Second, from the perspective of technical method,
we combine basic regression analysis with parameter estimation methods based on distribution functions, and tests the
existence of selection effects on the basis of evaluating the static and dynamic effects of wage premiums. In addition, we
also ensure the robustness and reliability of the empirical results by using different data sources, different model settings,
and considering the higher cost of living in big cities and endogeneity problem. Third, this paper uses the mediation effect
method to conduct an empirical test on the economic mechanism of static wage premium and dynamic wage premium.

The policy implications are as follows. First, the wage premium in big cities means that big cities have higher
production efficiency, and it also means that in the future, China’s labor population will further concentrate in big cities,
and the use of administrative power to control the population of big cities, especially megacities, runs counter to market
laws. The deregulation of household registration (hukou) in big cities and the increase of the scale of settlement are
conducive to the promotion of China’s new urbanization strategy and the formation of a scientific and reasonable urban
system. Second, improving the urban labor market and advancing the process of labor marketization is conducive to the
increase in wages of laborers, and at the same time, it can enhance the attractiveness of small and medium-sized cities
from the perspective of economic strength. Third, increase investment in education in small and medium-sized cities and
provide more opportunities for job skill training can effectively increase the value of human capital of workers in small
and medium-sized cities, and reduce the wage gap between cities of different sizes while ensuring economic efficiency.

Keywords: wage premium; static effect; dynamic effect; selection effect; mechanism analysis

JEL Classification: J31, R10, R23
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I AL
SRR CRHAR) (0.010) (0.012) (0.010) (0.012)
o e 0.003™ 0.003"" 0.003"™ 0.003"
s A i
S H AR BT AL (0.000) (0.000) (0.000) (0.000)
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X -0.000"" -0.000"" -0.000" -0.000""
ST TR 2 -y B T MR
TR R IDIRATIEL | 000) (0.000) (0.000) (0.000)
. 0.020™ 0.020™ 0.019™ 0.019™
5y 2L
BTfEesR (0.003) (0.003) (0.003) (0.003)
-0.000"" -0.000"" -0.000"" -0.000""
BTAERRIF Ty (0.000) (0.000) (0.000) (0.000)
2 il A Y Y Y Y
A I AR Y Y Y Y
e 3.569" 3.742" 1.608™ 1.922™
B
B (0.475) (0.498) (0473) (0.496)
FEA & 7293 7155 7293 7155
P R 0.297 0.287 0.279 0.269

e (1) # R RTE 10% K- B3+ FRom e 5% K- B3, 0 FORTE 1% KT B3 . (2)/NME
SRR ARG o (3) FE il AR ik 5 IE SR 2 hoM ]

(MEFE£ERNAONSENFEHTE(CMDS) R EMQIGER
Mt 4 A F 2017 4 CMDS 3B A 2 A 10 25 2 (5 B AT TAE 2 I 2k 3 A IR T 2 30)

]
ZSUH T SR H T
. 0.090°*" 0.035"
T A H
I T AR (2017 4R AR A1) (0.004) (0.003)
) ) 0.002"** 0.002"**
2y I AT
i 2 K st AL (0.000) (0.000)
" -0.000" -0.000
225 ]
St 22 B Ty TR (0.000) (0.000)
0.009™** 0.010"
i 21
BT AR (0.001) (0.001)
-0.000" -0.000"
5y S I 1)
BT AR5 0TI (0.000) (0.000)
AR AR N Y
il A 4 Y Y
FEA 39826 39826
J5% R*/Pseudo R 0.328 0.350

s (1) ¥R RTE 10% K- 1 3, FRAIE 5% K 1 53, o F R TE 1% KT i3 . (2) /1
T N O R bR v 5 o (3) IR 4856 5 T 2017 I 25 AR YR B A 1 o (4) 34 1l 28 5 11 SC 3 6 AT ] .



