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Labor Productivity, Baumol Disease Effects and Regional Structure Transformation

GUO Kaiming' HANG Jing! XU Yanan'
(1. Sun Yat-sen University, Guangzhou, China)

Abstract: A salient feature of China’s structural transformation is the lagged and unbalanced
development of services. This paper builds a multi-sector and multi-region general equilibrium model
with general addlog preference to quantify the effect of labor productivity growth on China’s regional
structural transformation. We show that the changes in the share of services can be decomposed into the
Baumol disease effect of the goods sector that increases the share of services because of the labor
productivity growth in the goods sector, and the Baumol disease effect of the services sector that decreases
the share of services because of the labor productivity growth in the services sector. The development of
services is the result of the difference between the two effects. We estimate the parameters that govern the
preference with China’s province-level data and then find that the model well captures the trends of the
rise of services across the regions. The counter-factual experiments show that the influences of the two
Baumol disease effects are significant and differ between the regions. From the eastern area to middle and
northeast areas to western area, the Baumol disease effect of the goods sector reinforces and the Baumol
disease effect of the services sector weakens. Based on the these findings, we discuss the policy
implications about how China pushes structural transformation, decreases the development gap between
regions and achieves high-quality development by rapidly increasing the share of services.
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