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Summary

Wage inequality between cities in the UK is large and rising. Using administrative

and survey data at the plant level, I document that:

Entry costs are higher in more productive cities.

More productive cities exhibit substantially more competitive labour markets

(lower wage markdowns).

An exogenous earnings shock (the UK austerity reform) shows that local labour

market power affects firm entry and sorting.

Motivated by these facts, I develop a general equilibriummodel with monopsonistic

labour markets in which firms choose between a low-productivity “rural” city and

a high-productivity “urban” city. The model disciplines the role of heterogeneous

monopsony power and entry costs in shaping spatial wage inequality.

Research Question

Spatial wage gaps in the UK are large and persistent, and standard urban models

emphasise sorting of firms and workers across space.

At the same time, labour markets are not competitive and wage markdowns

vary a lot between cities.

↓
How does heterogeneity in monopsony power influence spatial wage

inequality?

I combine UK plant-level data with a quantitative spatial model where

monopsony affects both wages within cities and firm location choices across cities.

Empirical Evidence from the UK (1998–2020)

Fact 1: Higher entry costs in richer cities.

Entrants in high-income cities have a larger productivity premium over

incumbents and entry rates are lower.

Fact 2: Productive cities have low monopsony power.

Wage markdowns are lower where TFPR is higher. City–industry cells with

high TFPR display more competitive labour markets.
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Figure 1. Correlation between TFPR and wage markdowns at the city–industry level.

Fact 3: Monopsony power influences entry.

Exogenous changes in local earnings (austerity) reduce monopsony power

and—consistently—lower entry rates.

Austerity Shock: Monopsony and Firm Entry

I exploit spatial variation in exposure to the 2010 UK austerity reform. At the city

level:

yct = αc + αt + δrt + β Postt × SubCutc + εct,

where SubCutc is the average loss per working-age adult.

Exposure is driven by the pre-reform geography of benefit recipients and is

plausibly exogenous to local business conditions.

I implement a two-step estimator for continuous treatments to recover a

properly weighted average treatment effect.
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* Demeaned by industry-year averages. Rescaled by baseline outcome averages for comparability.

Treatment effects with 95% Confidence Intervals

Figure 2. Effect of austerity on monopsony, entry, productivity, and wages.

AQuantitative Spatial ModelwithWage Inequality

Environment.

Two cities: A (rural, low productivity, high monopsony) and B (urban, high

productivity, low monopsony).

Firms pay an entry cost fE to draw productivity ϕ, then decide whether to
produce and in which city to locate.

Technology. City-specific productivity shifter: firms in city B enjoy a technology

factor ξ > 1.
Monopsonistic labour markets.

Jobs are imperfect substitutes: the household allocates labour across firms with

elasticity of substitution η.

Each firm faces an upward-sloping labour supply, leading to a wage markdown

=⇒ Firms pay their workers less than what they are owed!

Equilibrium, Sorting, andWage Inequality

Firm problem.

After drawing ϕ, firms compare expected profits in A and B:

City-specific fixed costs fB > fA make entry more selective in the urban area.

Cutoff productivities and free entry.

For each city c, a cutoff ϕ∗
c determines which firms operate there;

low-productivity firms exit.

Free entry pins down the mass of entrants and the distribution of firms across

cities.

Wage inequality.

Wages differ across cities because of (i) technology, (ii) entry costs and sorting,

and (iii) city-specific monopsony power.

The urban wage premium reflects both higher productivity and tighter selection,

but is dampened by firm responses to monopsony in the rural area.

KeyMechanism: Monopsony and SpatialWage Gaps

Direct effect. Stronger monopsony in the rural city A depresses wages there,

tending to increase spatial wage inequality.

Indirect effect through sorting.

Lower labour costs in A attract firms with higher productivity draws that

would otherwise not operate.

This selection raises average productivity and wages in A, partially offsetting

the direct monopsony effect.

Comparative statics (illustrative).

Increasing monopsony η → 1 increases inequality through the direct effect
Increasing the monopsony gap (γA − γB) decreases inequality through the
indirect effect

Figure 3. Model: effect of monopsony heterogeneity on the wage gap between cities.

Conclusion and Next Steps

Evidence.

High-productivity UK cities are harder to enter and display more competitive

labour markets.

The austerity shock shows that local labour market power causally affects firm

entry and sorting.

Theory. AQSMwith monopsony rationalises these facts and highlights a new chan-

nel through which labour market frictions shape spatial wage inequality.

Ongoing work.

Quantitative calibration to UK data and decomposition of the urban wage

premium into productivity vs monopsony vs sorting components.

Policy counterfactuals: minimum wage, place-based policies, or competition

policy aimed at labour market power.
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