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Abstract

This paper theoretically and empirically analyzes the relationship between regional wages,
unemployment rates, and agglomerations by introducing the standard search and matching
framework into a new economic geography (NEG) model. In the theoretical part of our anal-
ysis, we extend a multi-region Helpman (1998) model by incorporating job search frictions in
regional labor markets. To understand model properties, we conduct our numerical analysis
under the assumption of two symmetric regions. We then compare these results with those
obtained from Krugman’s (1991) model with a search and matching framework of vom Berge
(forthcoming). In the empirical part of our analysis, by using Mexican state panel data, we
structurally estimate the NEG wage equation augmented by the search and matching frame-
work. In addition, we examine the relationship between the regional unemployment rates and
agglomeration (expressed by labor force density) by using Mexican municipal data.

Our theoretical and empirical results show that in the NEG model with search and match-
ing, geographic accessibility across regional markets on average increases the regional nominal
wages. Thus, our paper confirmed that the well-known implication on the positive relationship
between real market potentials and nominal wages holds even if frictional labor markets are
taken into account. However, there are two contradictory predictions about the relationship
between regional unemployment rates and agglomeration between our model and vom Berge
(forthcoming): our model predicts a lower unemployment rate in agglomerated region by using
a Helpman-type model, while vom Berge (forthcoming) predicts a higher unemployment rate in
an agglomerated regions by using a Krugman-type model. From our empirical results obtained
by using Mexican municipal data, we found that the elasticity of the labor force density on
unemployment rate is significantly negative after controlling for endogeneity problem, implying
that the unemployment rates in agglomerated regions are comparatively lower. To sum up, our
findings suggest that the agglomeration of economic activities leads to higher nominal wages
and lower unemployment rates.
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