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Abstract

US corporate concentration has been persistently rising over the past century with flattening
Pareto tails, and productivity growth has been concurrently declining. This paper builds a
continuous-time Schumpeterian growth model that interprets higher concentration as a result
of lower growth, which complements the existing Schumpeterian literature that focuses on the
opposite direction. In the model, laggards benefit from dynamic growth advantage, while leaders
possess the static advantage inherent to their leading position. A Uniform decline in research
productivity hurts endogenous growth of all firms but in particular that of laggards, increasing
the relative growth of leaders and fattening the Pareto tail of productivity distribution. With
a demand system featuring variable demand elasticities, the proposed mechanism stemming
from declining research productivity explains a majority of the changes in productivity growth,
corporate concentration, markup, labor share, R&D cost, entry and exit rates, and job creation
and desctruction rates of US since 1980s. The model can accommodate increasing concentration
with stable markup and labor share in the pre-1980 period by introducing economic integration

in addition to declining research productivity.
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1 Introduction

US corporate concentration has been persistently rising in the last 100 years. (Figure Kwon
et al.| (2022))). While many explanations have been proposed for the phenomenon since 1980s, its
strikingly long-run nature remains elusive. Moreover, rising concentration takes a specific form of
flattening Pareto tails (Kwon et al.| (2022), Chen| (2022)), which lies outside the purview of existing
studies. What is the driving force behind the long-run rise in US corporate concentration? This
question not only is important for its own sake but also sheds light on other questions since 1980s,
including the rise of market power and the decline of labor Shareﬂ If demand elasticity decreases
with firm size, as is assumed in standard macroeconomic model with heterogeneous markups, E] then
understanding higher concentration paves the way for understanding higher market power and lower
share associated with lower demand elasticities. Nevertheless, taking a longer historical perspective
also raises a puzzle: Despite a similar rise of corporate concentration before 1980, both the cost-
weighted markup (Edmond et al.| (forthcoming))) and the sales-weighted markup (De Loecker et al.
(2020))) are estimated to be stable between 1950 and 1980. Corroborating the stable market power
is the stable labor share before 1980s known as one of the Kaldor’s facts (Kaldor| (1961))). How can
we reconcile the flattening tail of firm size distribution and stable market power during the same

period?

This paper argues that the driving force behind the long-run rise of corporate concentration is
increasing research difficulty, i.e. “ideas are getting harder to find” borrowing the phrase from
Bloom et al.| (2020)). Increasing research difficulty, or declining research productivity, has been
identified as a widespread feature across scientific fields or industrial classifications (e.g. |Gordon
(2016)), Bloom et al. (2020) and |Park et al.| (2023))). According to |Gordon (2016) and Nordhaus
(2021)), US Total Factor Productivity (TFP) growth peaked in the 1930s and 1940s with an annual
rate around 2.5%, then subsequently declined gradually to near 0 today (Figure [Ib). Against
the backdrop of declining TFP growth is not a decline in research input but rather a tremendous
increase: Since the 1930s, research effort has risen by a factor of 23, an average annual growth rate
of 4.3%. Following semi-endogenous growth literature such as [Jones| (1995), Bloom et al. (2020)
defines research productivity as the ratio of TFP growth to R&D input, allowing for possible
decreasing return to scale in the idea production function. By construction, research productivity
falls by a factor of 19 since 1930s with an annual growth rate of -3.67% (Figure . E]

To establish the link between increasing research difficulty and rising concentration, I build a

!See [Karabarbounis and Neiman| (2014), |Autor et al.| (2020) and Kehrig and Vincent| (2021) for labor share,
De Loecker et al.|(2020) and |[Edmond et al.| (forthcoming) for markup

“For instance, |Atkeson and Burstein| (2008) in the context of oligopolistic competition and Melitz and Ottaviano
(2008])) in the context of monopolistic competition.

3To be consistent with the model, I always assume decreasing returns to scale in the idea production function with
0.5 elasticity of growth with respect to research input. In the baseline setting of |Bloom et al.| (2020]) with constant
returns to scale of the idea production function, research productivity decreases by a factor of 41 since 1930s with an
annual grow rate of -5.1%.
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Figure 1: US secular trends

Notes: Corporate concentration is the share of top 1% firms in terms of assets, receipts (sales) and net
income from Kwon et al| (2022). TFP growth comes from and the alternative measure from
(2021). Research productivity is measured using the methodology of [Bloom et al| (2020) with
decreasing returns to the idea production function.

continuous-time Schumpeterian growth model which endogenizes the growth decisions of individual
firms and generates a productivity distribution with Pareto tail. In the model, each firm can
either learn from other firms by imitating the technologies of more productive firms, or conduct
innovation on a stand-alone basis. Both types of conscious productivity improvement are inter-

preted as “research”, as measured growth rate and R&D cost, and consequently measured research

productivity & la Bloom et al.| (2020)), include bothEl In other words, both learning and innovation

allow firms to improve their productivities via better knowledge, regardless of the specific form of
improvement. Declining research productivity reflects more difficult knowledge to acquire along
economic growth, as “standing on the shoulders of giants” is hard (2009)). The dynamic
benefit of learning and innovation is especially important for industry laggards, as it is the only
way that they can consciously challenge industry leaders. When research productivity declines
uniformly across all firms, growth declines for all firms but in particular for laggard firms, as
declining research productivity hurts the dynamic advantage that laggards heavily rely on. This
increases the relative growth of leaders versus laggards and allows the former to stretch further
into the right tail, with the consequence of flatter tail of productivity distribution and higher
concentration. Under model assumptions, I demonstrate that there is a one-to-one correspondence

between TFP growth rate and Pareto tail index of firm size distribution, so that the secular rise of

“Moreover, even though learning is modelled as immediate adoption of better technology in the form of jump, it
can be interpreted as consecutive marginal improvements with commitment.



corporate concentration manifests the secular decline of TFP growth in the data. Moreover, even
though growth is negatively correlated with the level of concentration, it is positively correlated
with the speed of concentration increase. The later is another empirical regularity documented by
Kwon et al.| (2022)). In the model, higher TFP growth translates into faster increase in research
difficulty during a fixed period of time following the semi-endogenous growth logic. Consequently,

concentration increases faster at higher levels of growth.

It should be emphasized that the negative correlation between growth and concentration level
should not be understood as higher concentration causing lower growth which is the emphasis of
the existing Schumpeterian growth literature (e.g. |[Aghion et al.| (2005)), |Akcigit and Ates| (2021))),
but rather as lower growth generating higher concentration. Both directions are present in this
model, as it couples an Hamilton-Jacobi-Bellman (HJB) equation which describes firms’ growth
decisions based on profit incentives and hence on concentration, with a Kolmogorov Forward (KF)
Equation which determines concentration based on growth decisions. In the model, higher research
difficulty reduces growth and hurts the dynamic advantage of laggards, consequently increasing
concentration. Instead of reducing growth, higher concentration in fact partially mitigates harder
research and encourages growth, as it makes learning from leaders more effective and increases
Schumpeterian profits of successful learning or innovation. Compared to the exiting Schumpeterian
literature, the emphasis has now been shifted from how market structure determines growth to how

growth determines market structure, at the application level if not at the methodology level.

The methodology benefits from the newly developed Mean Field Game which jointly determines
the HJB equation and KF equation. Similar to other papers of Mean Field Game E I show that
the functional operator of the KF equation is the adjoint operator of the operator in the HJB
equation, which tightly characterizes the relationship between these two equations and paves the
way for efficient computation. In addition to conscious productivity improvements discussed above,
the model introduces idiosyncratic productivity shocks, i.e. random growth, in order to generate
Pareto tail like many existing papers (e.g. (Gabaix (1999), Gabaix et al.| (2016])) H When learning
is present, however, these papers typically assume an initial productivity distribution with lighter
tail to uniquely pin down the equilibrium distribution of the KF equation (e.g. Luttmer (2012},
Perla et al.| (2021))). While the assumption is mild for the objectives of these papers, it amounts
to assuming what the present paper seeks to explain. This paper instead introduces imperfect
learning in the sense that when a laggard is matched with a leader in the case of learning, the
laggard can improve its productivity to that of the leader with positive Dirac-mass probability but
also faces positive probability of moving to some productivity in-between. Learning is imperfect as
the second probability is positive so that the Dirac probability of jumping to the leader productivity

is less than 1. The specification can be seen as the continuous counterpart of the discrete case in

®See for instance |[Achdou et al| (2022).
5 Another commonly-used way of generating Pareto tail is assuming an initial distribution with Pareto tail and
perfect learning to perpetuate that tail, e.g. [Lucas and Moll| (2014)).



Konig et al. (2016). I take advantage of tools in the continuous setting to prove that the tail
of the equilibrium distribution is uniquely determined as long as learning is imperfect. Thus the
model links growth to equilibrium productivity distribution and concentration, without resorting

to additional assumptions on initial productivity distribution.

To study the implications of higher concentration on markup and labor share, I design a demand
system featuring variable demand elasticities and assume firms competing monopolistically with
each other. The demand system is a special specification of the Kimball (1995|) preference and can
be seen as a counterpart in monopolistic competition of nested-CES in oligopolistic competition
(Atkeson and Burstein (2008)). It retains key features of nested-CES regarding demand elasticities,
pass-throughs and firm-size distributions, while getting rid of strategic interactions of an oligopolis-
tic competition. The last is necessary for the methodology of Mean Field Game, as each firm is
infinitesimal in the case of monopolistic competition and does not exert noticeable impact on the
aggregate economy by its own. Like in a static setting, fatter tail of the productivity distribution
translates into higher markup and lower labor share given other things equal. Both the increase in
markup and the decrease in labor share mainly come from the between-firm reallocation component
rather than the within-firm component in an Olley-Pakes or Melitz-Palanec decomposition, as is
consistent with empirical evidence (De Loecker et al.| (2020), |Autor et al.| (2020))). The between-
firm component, however, can be largely compensated by the within-firm component if additional
forces other than harder research are at play. Before 1980s, basic infrastructure projects of highways,
airline facilities etc. connecting different regions of the US (Gordon! (2016))), as well as deregulations
such as the 1978 Airline Deregulation Act which remove market access restriction across regions,
motivates us to consider economic integration as another first-order economic force during the
pre-1980 period. E] As the productivity distribution is Pareto at the right tail but log-concave in
log-productivity overall, economic integration reduces markups and increases labor share through
the within-firm component as it brings more firms competing with each other (Autor et al.| (2020))).
The reallocation component from harder research is thus largely compensated by the within-firm
component of economic integration, and aggregate markup and labor share can remain largely

stable while concentration similarly increases to a fatter tail. |§|

Higher market power since 1980s interprets concurrent declining job reallocation rate as reduced
reaction to idiosyncratic shocks and not as reduced volatility of these shocks. Higher market power
is a manifestation of lower demand elasticity, and with lower elasticity the same idiosyncratic

productivity shock translates into lower job creation or job destruction. The model thus also speaks

"Other examples of rising concentration but stable markup and labor share include European countries in the
last few decades. Perhaps not coincidentally, this is the era during which European countries are being integrated
into the European Union, which is a typical example of economic integration. The French case is currently under
investigation.

8When the productivity distribution is exactly Pareto, the sole force of economic integration without any change
in the productivity distribution can explain higher concentration with stable aggregate markup and labor share as in
Melitz and Ottaviano| (2008), but cannot explain why higher concentration takes the form of flattening Pareto tail.



to diminished business dynamism and the mechanism through reduced reaction is consistent with
empirical evidence in Decker et al.| (2020). In addition, the model incorporates entry and exit
along the firm size distribution in a parsimonious way. Exit rate declines for similar reasons due
to reduced reaction to productivity shocks, while entry is modelled as potential entrants learning
from incumbent firms and its rate declines as research becomes more difficult. The model thus also

speaks to declined entry and exit rate in the data, another facet of diminished business dynamism.

Using sectoral-level data from the US since 1987, I find empirical evidence for the proposed
mechanism by which harder research shapes market structure and business dynamism. Research
productivity, measured by TFP growth over R&D cost, is significantly negatively correlated with
market concentration and profitability of largest firms in the sector, positively correlated with labor
share and major indicators of business dynamism in the BDS (job creation rate by entrants, total
job creation rate, job destruction rate by death, total job destruction rate, job reallocation rate, and
number of entrants/deaths over total number of establishments). To quantify the model, I calibrate
the demand system to match heterogeneous labor shares across establishment size distribution in
the Census of Manufacturing. Other parameters are structurally estimated to match key moments
around 1980. I calibrate a 6.84-fold decrease of research productivity for the 1980-2020 period
using Bloom et al.| (2020)’s methodology with aggregate US data, and a decrease of interest rate
from 0.0469 to 0.0109 during the same period following Liu et al. (2022). Since the interest rate
affects how a firm discounts future profits in making their growth decision, a lower discount rate
encourages growth and counteracts some of the increase in innovation difficulty. This effect must
be taken into account in order to evaluate the model against historical evidence. Moreover, in a
partial equilibrium harder innovation leads to lower R&D expenditure. H The increase in R&D
expenditure in conjunction with harder research in the data needs to be understood in a setting in
which compensating forces such as lower interest rate mitigate the growth effects of harder research.
E E Despite the pro-growth effect of lower interest rate and higher concentration discussed above,
the large increase in research difficulty dominates the landscape. The model can explain a majority
of the changes in US TFP growth, concentration, markup, labor share, entry rate, exit rate, job

creation rate, job destruction rate and job reallocation rate since 1980s.

The above discussion leaves unanswered the crucial question of why research has become more

difficult. To be sure, this has not always been the case: TFP growth went up by 1.5% from

9To see this, consider a simple but general case in which the cost of R&D is %a)\s, where s > 1 and ) is the rate
of success to be optimally chosen. Denote V' > 0 to be the benefit if A is successfully realized. Then the optimal A is
A= (%)1/(3_1) and the R&D expenditure is (%a)_l/(s_l)(%)s/(s_l). The later is decreasing in «, i.e. decreasing
in research difficulty in a partial equilibrium. If, however, compensating forces such as lower interest rate make the
change of A\ less than what is implied by the sole force of harder research, then R&D expenditure can increase in a
general equilibrium.

071 a standard consumption-based asset pricing model, the decrease in interest rate can be endogenized by a
decrease in growth rate with appropriate relative risk aversion.

' These compensating forces should also be expected to exist given the large increase in research difficulty, otherwise
the economic system seems too fragile.



1900s to 1930s and peaked in 1930s and 1940s according to (Gordon| (2016) and Nordhaus (2021)).
In [Philippon| (2022)), productivity is best described as “additive” per historical era, meaning that
growth rate declines during each era but can temporarily increase at some conjunction moments.
In Schumpeterian literature, this pattern of rise and fall of growth is termed the “Schumpeterian
Wave”. B The high moments of waves could be due to the arrival and widespread adoption of
disruptive general-purpose technologies, such as electricity and internal combustion engine which
characterized the Second Industrial Revolution. For our era, the lack of disruptive technologies has
been extensively documented by the recent literature. |Gordon| (2016) provides an extraordinary
historical account of the rise and fall of US economic growth since 1870s, emphasizing the disruptive-
ness and broadness of the Second Industrial Revolution. |Garcia-Macia et al. (2019)) demonstrates
that most growth since 1980s has resulted from incumbents’ innovations on existing products. [Park
et al. (2023) shows a decline in the disruptiveness of patents and academic papers over time, at
least from the end of World War II. Nonetheless, the optimistic implication is that faster growth is
possible in the future, as long as fundamental advances in science and technology can start another
wave. Policies can be designed to stimulate R&D, particularly fundamental and disruptive ones

that have wide scope of applicability.

Related Literature This paper first of all situates within the Schumpeterian growth literature
and owes its inspirations to seminal works of |Aghion and Howitt| (1992) and Aghion et al.| (2001]).
While |Aghion et al.| (2001) does not generate a well-defined productivity distributioﬂ this paper
contributes by generating a well-defined productivity distribution with Pareto tail. Such a distri-
bution allows us to understand why market concentration has increased via the specific form of
flattening Pareto tail. It also allows us to evaluate economic integration like in the international
trade literature, and thus to study dynamic growth effects and static market structure changes
in a unified framework. At the application level, the paper has shifted from the traditional
Schumpeterian emphasis of how market structure determines growth to how growth determines
market structure. Akcigit and Ates (2021) is one of the most recent examples of the traditional
emphasis which interprets lower growth since 1980s through a change in market structure, i.e.
more concentrated markets when exogenous technological diffusion rate decreases. [13-] In the
present paper, lower growth is not due to higher concentration but to harder research, while
higher concentration actually has a pro-growth effect. Harder research hurts the dynamic growth
advantage of laggards and allows leaders to stretch out in relative terms. In this sense, the emphasis

has been shifted to how growth determines market structure, with dramatic implications on whether

12See |Aghion and Howitt| (1992) for a brief discussion

13The baseline framework does generate a productivity gap distribution, but the productivity distribution dissipates
over time as innovation and diffusion intensities do not depend on sectoral productivity level. |Acemoglu et al.| (2018)
makes innovation harder for more productive sectors and generates a stationary productivity distribution, but the
distribution is thin-tailed.

MHowever, decrease in technological diffusion rate also has a pro-growth effect for leaders, which is the standard
argument of intellectual property right protection. When |Akcigit and Ates| (forthcoming)) calibrates the model to the
data, the two forces compensate each other so that growth decreases little.



anti-trust policies should be conducted.

Declining research productivity, the driving force in this paper, draws from fundamental insights
of the semi-endogenous growth literature, e.g. |Jones (1995), Kortum| (1997) and Segerstrom
(1998). E Bloom et al.| (2020) provides recent empirical evidence based on micro data. Existing
theoretical frameworks typically assume a positive exogenous population growth which cancels
harder research effect by increasing number of researchers, and consequently maintains constant
productivity growth. When Jones| (2002) brings the model to the data, however, less than 20%
of growth is explained by population growth. Thus the present paper assumes a fixed number
of population in cases without economic integration, and studies the effect of declining research
productivity on declining growth. It contributes to the literature by deciphering the link between
research productivity and concentration via growth, with implications on market power and business

dynamism.

The long-run rise of US corporate concentration is based on the estimates of Kwon et al. (2022]).
Chen (2022)) supports the empirical evidence and shows in addition that concentration is positively
correlated with GDP per capita in a cross section of countries. Kwon et al| (2022)) shows that
rising concentration in an industry aligns closely with investment intensity in R&D and information
technology, and interprets these investments as fixed cost so that increasing concentration is a result
of higher fixed cost. However, total R&D expenditure over GDP has never exceeded 3.5% in the
past century of US. H Such a small change in fixed cost is unlikely to match the large increase in
corporate concentration through the traditional sense of economies of scale, and cannot speak to
the flattening Pareto tail. E| The present paper concurs with Kwon et al.| (2022)) in that R&D is the
key for understanding increasing concentration, but interprets its effect through endogenous growth
which can largely increase concentration via a change in the endogenous productivity distribution.
Chen (2022) also takes a growth perspective on the secular rise in concentration. While his paper
focuses on the transitional dynamics when the initial distribution is assumed to be lighter-tailed
than the equilibrium distributior@ my paper focuses on equilibrium distribution for each historical
period and the transition is understood as moving from one equilibrium to another due to changes in

research productivitﬂ While concentration increases and growth keeps constant in |Chen| (2022)),

15See [Jones| (2022)) for a review.

16 Total private investment in intellectual property products, which includes investment in IT, has never exceeded
5% of GDP during the same period.

1"Tn [Melitz (2003), a higher fixed cost implies higher concentration but not a heavier tail of employment. In a
demand system with variable demand elasticities, a higher fixed cost may imply lighter tail of employment, as the
productivity tail remains the same but demand elasticity is lower.

18Tail transition is fast in |Chen| (2022)) as learning is perfect and targets only more productive firms. Consequently,
when the log-productivity distribution has a tail of order Ce™*®, successful learners with tail Cze™" are injected,
pushing the distribution towards a heavier tail.

9Thus the present paper compares different historical periods based on comparative statics, each period with a
balanced growth path solution. The transitional dynamics in this baseline model should be too slow to match the
data, as explained by [Luttmer| (2011)), |Gabaix et al.| (2016) and [Jones and Kim| (2018]). Like these papers, type
dependence can be potentially introduced in an extended model to speed up the transition to a reasonable scale.



in the present paper increasing concentration is associated with declining growth due to harder

research.

The paper is also closely related to the vibrant literature on US growth, market power and
business dynamism since 1980s. Notable works on the theory side include [Akcigit and Ates
(2021}, [forthcoming)) on technological diffusion, |Aghion et al.| (forthcoming) and De Ridder| (2019)
on intangibles, and Liu et al.| (2022) on low interest rate. While each theory sheds light on
specific mechanism, they face the common challenge of interpreting the long-run trend of declining
growth and rising concentration since 1930s. @ Lower technological diffusion in |Akcigit and Ates
(2021}, forthcoming) is interpreted as a result of more stringent intellectual property right (IPR)
enforcement. While this could be the case since 1980s, there is little evidence on the secular
increase of IPR enforcement since 1930s. Even if the later is true, its pro-growth effect on leaders
largely compensates its anti-growth effect from higher concentration, making it difficult to speak
to the secular decline in growth. Despite this, my paper does concur with |Akcigit and Ates| (2021,
forthcoming) in that technological diffusion rate, i.e. learning rate in this paper, declines. Declining
diffusion rate is now understood to be not due to institutional reasons, but rather to increasing
technological difficulty. |Aghion et al.| (forthcoming) and De Ridder| (2019)) assume ex ante differences
in firms’ ability to utilize intangibles such as I'T. More IT-capable firms can span their control with
the arrival of IT, increasing concentration and depressing growth. IT was not widely relevant
before 1980s, making its historical relevance limited. Despite this, my paper does concur with
higher intangibles of these papers, as measured intangibles predominantly consist of capitalized
R&D expenditures (Hall et al.| (2005), Bloom et al.| (2013), Peters and Taylor| (2017)) and Haskel
and Westlake| (2017))) and R&D share of GDP increases in my model. |Liu et al.| (2022)) investigates
anti-growth effect of lower interest rate when the last is close to 0 and if there is no quick catch-up
of laggards. As the present paper includes learning as quick catch-up, lower interest rate only has a
pro-growth eﬂ"ectE-] In fact, in my paper lower interest rate acts as a compensating force to mitigate
the effects of harder research. Closest in spirit to the present paper in the literature are |(Olmstead-
Rumsey| (2019) and Cavenaile et al.| (2019)). |Olmstead-Rumsey| (2019) decreases the innovative-ness
of all firms which corresponds to declining research productivity in this paper, and |(Cavenaile et al.
(2019) compares different mechanisms and argues harder research to be the most likely driver
behind lower growth. The present paper contributes by generating well-defined distributions with
Pareto tails, and by linking the specific form of rising concentration, i.e. flattening Pareto tail, to
lower growth. It also discusses why market power may not change with increasing concentration,

making it possible to speak to a longer history and a wider geographical horizon.

200ne long-run driver other than declining research productivity is declining population growth. [Peters and Walsh
(2020)) formalizes the idea that declining population growth can reduce business dynamism and growth, but its effect
on market power and labor share is limited.

2'Moreover, if equity cost is considered in addition to debt cost to form the Required Rate of Return on Capital
(RRRC) for discounting future profits, RRRC has always been above 10% since 1980s according to [Barkail (2020)).



While the paper acknowledges the merits of each of these theories, it aims towards forming a
synthesis of at least some of the literature. It is a synthesis in the sense that it speaks to not
only the key macroeconomic trends to be explained, but also to the drivers in the literature that
explain these moments, even though it gives different interpretations to these drivers. These key
macro moments include TFP growth (Gordon (2016)), Nordhaus| (2021))), corporate concentration
(Kwon et al. (2022))), markup (De Loecker et al.| (2020), Edmond et al.| (forthcoming)), labor share
(Karabarbounis and Neiman| (2014), |Autor et al.| (2020), Kehrig and Vincent| (2021)) and various
business dynamism indicators (Decker et al.| (2016)), Decker et al.| (2020)). It explains why market
power and labor share may or may not change with flattening Pareto tail depending on different
circumstances. The drivers in the literature include at least technological diffusion rate, intangibles,
interest rate and innovative-ness of R&D, which the current model can speak to as explained by
the previous paragraph. In this sense, it strives to resolve the doubling accounting issue in the
literature and hopes to avoid “explaining the labor share decline many times over” as advocated
by |Grossman and Oberfield (2021)).

The framework takes advantages of the newly developed methodology of Mean Field Game in
the mathematical literature (e.g. |Lasry and Lions (2007) and Lions (2006)). The methodology
has been adopted into Economics by Achdou et al.| (2022)), Alvarez et al.| (2022) and Benhabib
et al. (2021). Closest in spirit to my model is Benhabib et al.| (2021)) which generates a stationary
productivity distribution via innovation and learning decisions of individual firms. This paper
differs by generating Pareto-tailed distributions and links its flattening tail to lower growth when
ideas are getting harder to find. It also studies implications on market power and labor share with

a demand system featuring variable demand elasticities.

Roadmap Section [2| presents empirical evidence on relationships between research productivity
and various indicators of market structure and business dynamism. Section |3| constructs a model
with endogenous learning and innovation, generates a travelling wave solution of productivity
distribution, and describes business dynamics with entry and exit. The distribution forms the
basis of firm heterogeneity and market power in a monopolistic competition with variable demand
elasticities. Section [4] calibrates the model parameters based on US data. When ideas are getting
harder to find, Section [5| explores its implications on growth, market structure and business
dynamism through comparative statics analysis. Section [6] reconciles the earlier US experience of
increasing concentration with stable markup and labor share by introducing economic integration

alongside harder innovation. Section [7] concludes with suggestive policy implications.

2 Empirical Evidence

I use US sectoral level data between 1987 and 2018 to show correlations between research produc-

tivity on the one hand, and TFP growth, indicators of market structure and business dynamics on



the other. There are 33 sectors in total, including 19 manufacturing sectors at 3-digit NAICS level
and 14 non-manufacturing sectors at 2-digit NAICS level. I follow Bloom et al. (2020)) and define
research productivity as the ratio between TFP growth and effective number of researchers at the
sectoral level, taking into account decreasing returns to scale of the idea production function. The
effective number of researchers is R&D expenditure deflated by scientist wage which is proxied by
average annual earnings for men with four or more years of college. In line with the model specified
later where R&D cost is a quadratic function of growth, in the idea production function multiplying
the number of researchers by A > 0 changes TFP growth by A2. The quadratic cost function is
a typical assumption in Schumpeterian growth models which matches the elasticity of R&D with
respect to the user costs of around -1@ Results remain robust with constant returns to scale of the
idea production function (see Appendix . R&D expenditure comes from aggregation of firm-level
R&D in Compustat into sectoral level. TFP growth comes from KLEMS data of US Bureau of
Labor Statistics (BLS) and Bureau of Economic Analysis (BEA). To remove cyclical variations of
TFP growth in a business cycle, I divide the 1987-2018 history into 4 equal periods, each with
8 years. All variables are calculated as per period average. Such a division is also conceptually
reasonable as a change in “research productivity” seems only meaningful when a longer horizon is
involved. Using divisions other than 8 years per period, as long as each period is not too short so
that cyclical variations can be removed, and not too long so that there are sufficient data points,

generates similar results.

While TFP growth cannot be negative in the model, it can be negative in the data, especially for
more recent periods at the sectoral level. This causes considerable problem for the definition of
research productivity as the economic intuition does not coincide with the mathematical definition:
Given a negative growth rate, higher research input suggests lower research productivity according
to economic reasonings, but the ratio of growth/research input goes up because of the negative
sign. Moreover, the ratio is negative so that we cannot take log of it, while it is the log level that
matters in the model. To make the mathematical definition consistent with economic intuition, I
define the “generalized log”, or glog, which extends the definition and monotonicity to the domain
of R. The function regards a growth rate very close to 0 to be indifferent from 0, and is similar to

winsorization in the applied microeconomics literature. See Appendix [A] for details.

Indicator of market concentration is constructed from Business Dynamics Statistics (BDS) which
reports employment by firm size category and sector. For each sector*period, I define market
concentration as the employment share of firms with more than 5000 employees. EBIT/Sales of
the largest 4 or 8 firms by sector in Compustat is used to indicate the profitability of largest firms
in the sector. Sectoral labor shares come from KLEMS. For business dynamics, I use entry rate in
terms of number of establishments, entry rate in terms of job creation from birth, total job creation

rate, exit rate in terms of number of establishments, exit rate in terms of job destruction from

?28ce [Bloom et al, (2002), |Acemoglu et al.| (2018) and |Akcigit and Kerr| (2018).
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(1) (2) (3) (4) (5)
Growth Concentration Ebit/Sales 4 Ebit/Sales 8 Labor Share

logideaprod 0.472%** -4.594*** -0.723* -0.817* 2.664***
(0.0853) (1.526) (0.414) (0.432) (0.927)
N 132 132 132 132 132
Within R2 0.187 0.147 0.0547 0.0729 0.0877
Period Fixed Effect Yes Yes Yes Yes Yes

Notes: Concentration is the employment share of firms with more than 5000 employees from BDS. Top
4(8) profit is the EBIT/Sales ratio of the largest 4(8) firms in the sector based on Compustat. Labor share
comes from KLEMS. Intercepts are omitted. Standard Errors are clustered at sectoral level and shown in
parentheses. * p < 0.1, ** p < 0.05, *** p < 0.01.

Table 1: Regressions of TFP growth and market structure indicators on log research productivity.

death, total job destruction rate, job reallocation rate, all from BDS.

For each variable of interest ys;, where s stands for sector and ¢ for period, I run the following

regression:
ot 1/2
Ysit = Po + /Bllog(gs,t/Rs,/t )+ Y+ € (1)

where 7; is period fixed effect, g, is sectoral TFP growth during period t, R is effective number
of researchers, and loA/g(gs,t / Ri{f) = glog(gs+) — log(Rif). Standard Errors are clustered at sectoral
level. Table[I]shows the results for growth and market structure indicators, and Table 2] for business
dynamism indicators. Within R2 reports the R? without fixed effects. Research productivity is
significantly negatively correlated with market concentration, profitability of the largest firms in a
sector, and positively correlated with labor share and all indicators of business dynamics. These
empirical patterns are consistent with a model in which declining research productivity decreases
growth and increases market concentration. Higher market concentration manifests itself via higher
market power and lower labor share under a demand system with variable demand elasticities. Job
reallocation decreases as firms react less to idiosyncratic shocks due to lower demand elasticities .

The next section presents a model consistent with the empirical findings.

3 Model

Time ¢ is continuous. The economy has a representative consumer who consumes differentiated
goods per period. Each good is produced by one firm which compete monopolistically among
themselves. Firms’ productivities are heterogeneous, and each firm can improve its productivity by
learning from other firms or by innovating on a stand-alone basis. Incumbent firms can die due to
idiosyncratic shocks to their productivities, and entrants keep joining the pool of incumbent firms.

For notational simplicity, I shall drop the time index ¢ whenever possible.
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(1) (2) (3) (4) (5) (6) (7)

Entry Exit Entry Exit Job Job Job

(num)  (num) (job) (job)  Creation Destruction Reallocation
logideaprod 0.610**  0.593***  0.459*** 0.393***  0.967*** 0.848*** 1.867***

(0.232)  (0.157)  (0.150) (0.0992)  (0.279) (0.228) (0.493)
N 132 132 132 132 132 132 132
Within R2 0.0740 0.103 0.0991 0.110 0.0909 0.0969 0.117
Period Fixed Effect Yes Yes Yes Yes Yes Yes Yes

Notes: Entry (num) is the number of new establishments over number of existing establishments. Entry
(job) is the number of jobs created by new establishments over total jobs. Exit (num) and Exit (job) are
defined analogously for exits. Job creation is the number of new jobs created by entrants and incumbents
over total jobs. Job destruction is number of jobs destructed by exits and continuers over total jobs. Job
reallocation is sum of job creation rate and job destruction rate. Intercepts are omitted. Standard Errors
are clustered at sectoral level and shown in parentheses. * p < 0.1, ** p < 0.05, *** p < 0.01.

Table 2: Regressions of business dynamism indicators on log research productivity.

3.1 Market Structure
3.1.1 Preference

The representative consumer’s utility Y from goods consumption is defined implicitly by a homo-

thetic Kimball aggregator:

1
M [ (a0 =1 (2)

where M denotes the total measure of varieties, Yy is the consumption of variety # and ~ is an

increasing and concave function with v(0) = 0 and (1) = 1]

Fach variety is produced by one firm and firms differ in their productivities. Firms are indexed by
0 € [0, 1] which is the cumulative probability of the log-productivity distribution with 8 = ®(ay),
where ag is the log productivity of firm 6 and ® is the CDF of log productivities@ Thus more
productive firms have higher values of 6. It should be emphasized that equation [2| implicitly
incorporates the distribution of productivities. To see this more clearly, do a change of variable

from 0 to ag to get:

M [ A5 olan)dan =1 Q

where ¢ is the probability distribution function (PDF) of log productivities. Denote oM = Mo to
be the generalized PDF which has a total measure of M. The distribution and its change will be

the key concern for the paper.

23To see why ~v(1) = 1 as a normalization condition, consider the homogenous case in which Yy = Y. Assume in
addition that M = 1. Then it is reasonable to have Y = Yj as a normalization, which implies (1) = 1.
24To see why using cumulative probability for indexing firms, consider the discrete counterpart of Equation
Y; . . )
Mz Zle (=) = 1. In this case, 0(a;/;) = % for the i-th firm.




The representative consumer maximizes his utility ¥ subject to the budget constraint:
1
M/mnwzw (4)
0

where Py is the price of variety 8 and W the income of consumer. Solving the consumer’s

maximization problem gives the inverse-demand curve for each variety 6:

B3y (5)
where the price aggregator P satisfies:
?Y:W (6)
and ( is defined as )
c=[M [ vGHiLae)” (7

Note that there are two price indices when the preference is Kimball: P and ( E The ideal price

index, which is used to deflate nominal income to evaluate welfare, is P/ and not P.

For notational simplicity, I shall denote Zy = % the relative output and zg = log(Zy). The price

elasticity of demand for variety 8 is:

!
7
oy = 7' (Zp)

" 27 )

Constant Elasticity of Substitutions (CES) preference is a special case of the Kimball preference with
v(Z2)=2 UT?I, where o > 1 is the elasticity of substitution between varieties of goods. With CES,

a

v (Zy) = "T_lZ; - and ¢ = -%5. The elegance of Kimball aggregator can be seen from equations
and by introducing a different functional form of v, we can generate heterogeneous demand
elasticities and hence heterogeneous markups for heterogeneous firms. Current literature has often
adopted the specification of [Klenow and Willis (2016) for the Kimball aggregator. However, as
Baqaee et al.| (2020) remarks, the Klenow and Willis| (2016) specification implies that the demand
elasticity converges to 0 too quickly as the consumption of this variety increases, which implies
excessively high markups and excessively low sales for these varieties. I adopt a new parametric

specification in the spirit of |Atkeson and Burstein (2008) which is standard in the literature of

2This is a general feature of Homothetic Direct Implicit Additivity (HDIA) preferences of which Kimball is a
special example, see [Matsuyama| (forthcoming).
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market power@ In particular, define 7/ for the inverse demand curve

v . T
1 < 5

Z;fz}

: 9)

“
|

q

ko
V(Zg) = C %Z;*E —
where 1 < o <7, k> 0and C' > 0. 7 is the upper bound of demand elasticities and ¢ is the lower
boundm k governs the transition from the highest demand elasticity to the lowest when output
increases. C' > 0 is a constant pinned down by normalizing conditions. The special case of ¢ =&
corresponds to CES. When ¢ < @, larger firms face lower demand elasticities and charge higher
markups. The specification resembles nested-CES of |Atkeson and Burstein| (2008) as it combines
two power functions, each corresponding to one limit demand elasticity. Section discusses
properties of the demand system and shows that the resemblance is not only in appearance but

also in essence.

To see the transition of demand elasticity more clearly, use [§| for calculating the demand elasticity:

g—0
o(20) = 7+ T ) (10)
i.e. o is a logistic function of zy, which decreases monotonically with zg and has limits:
zel—lg—looo-(ze) =9 291—1>II—looU(Z9) - (11)
3.1.2 Firms’ production decision
Each variety of good is produced by one firm with labor as the only factor of production:
Yy = AgLy (12)

where Ay is the productivity of the firm and Lg the amount of labor used in the production. Firms
engage in monopolistic competition with each other and take into account the inverse demand curve

for pricing decisions. Optimal pricing implies the markup:

_ By/P o o(%)
MCy/P  o(z) — 1

Ho (13)
where MCy = % is the marginal cost of production and w is the wage rate. Equation [13|is similar
to the markup formula under CES, with only the exception that o now depends on zg. With given
aggregate variales w and P, the intersection of the inverse demand curve 5| and the pricing equation
solves a firm’s static production problem at each point in time. Both price and quantity are

functions of the firm’s productivity.

2In principle, I can also use a non-parametric form of Kimball aggregator following Baqaee et al.| (2020).
Nonetheless, the parametric form makes numerical calculations easier and more accurate. It also gives a portable
demand system for further studies.

2TSee Appendix for numerically calculating ~.
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Production incurs a fixed cost of fA per period, where A is the aggregate TFP to reflect higher
wage as economy grows. Least productive firms with operational profits less than fA per period die
immediately from the market. Denote the cutoff log productivity to be @ above which operational

profit is higher than fA. a is determined by the break-even condition:
M(a; ™) = fA (14)

3.1.3 Properties of the Demand System

Aggregate productivity is defined by:

A=7 (15)

where L = M fol Ly df is the total amount of labor inelastically supplied by the representative

consumer. It is easy to check that
1 —1
A= [M / ZeAglde} (16)
0

i.e. A is a harmonic mean of Ay weighted by relative production. Given the measure of firms
M, all variables are determined by the productivity distribution so that the above equation can
be represented as A = A({Ap}to<p<1). The following property simplifies the model and numerical

calculations:

Proposition 1 (Homotheticity of the Productivity Aggregator). A is a homothetic aggregator of
firms’ productivities { Ag}o<o<1, t.e. A({rkAp}o<o<1) = KA({Ag}o<o<1), V6 >0

Proof. Consider the case in which each Ay is multiplied by x. To show the homotheticity of A with

respect to {Ap}o<g<1, by equation 16| we only need to show that Zy = % (V6) do not change.

Combining equations [5] and [13] gives:

MCy/P  o(z) — 1
which pins down Zy as an implicit function of Ay and P/w:
Zy = Z(ag, P/w) (18)

Plugging this function into the Kimball aggregator [2| pins down P/w as a function of {Ag}o<p<1
and M. If each Ay is multiplied by &, it is easy to check that {Zp}o<p<1 and % is the new solution
of this system of equations. Price-wage ratio decreases by s but the relative quantity does not

change. This concludes the proof. O
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In particular, with a constant adjustment of all productivities, Wage-price ratio increases by &

1
but relative quantities {Zp}o<p<1 do not change. In the special of CES, A = [M fol Ag_l dé]--1.
Homotheticity means that we can normalize the aggregate productivity A to 1 by dividing all Ag
by A.

Proposition 2 (Variable Demand Elasticities and Passthroughs, Pareto Tail).
If 1 <o <a, then

1. %’9 < 0, i.e. Demand elasticity decreases with firm’s productivity, so that more productive

firms charge higher markups.

2. There exists a threshold a, such that passthrough % as a function of ag is decreasing

on (—oo,a| and increasing on |a,+o0), i.e. The passthrough of cost shocks to price decreases

with firm’s productivity when the last does not exceed a certain threshold a.

3. Yy ~ CA%, PyYy ~ C’Ag_1 and Lg ~ C’Ag_1 as ag — +oo, where C' > 0 is some constant
and is different for each of the Uam'ablesﬁ Moreover, the distributions of these variables are

Pareto-tailed if the productivity distribution is Pareto-tailed.

See Appendix [B.2] for the proof. We have used the notation 0 to emphasize that we only consider
the direct impact of ag on respective variables, without taking into account the indirect effect

through aggregate variables, as each firm is infinitesimal by assumption.

Lower demand elasticities and passthroughs of more productive firms are consistent with empirical
evidence, as surveyed by |Arkolakis and Morlacco (2017), and are primordial for Schumpeterian
incentives of innovation. An improvement in productivity reduces marginal cost one-to-one at
the log level, which then translates into a reduction of price at the rate of passthrough. This
reduction in price is more than compensated by an increase in quantity as ¢ > 1 so that sales and
profits increase. If passthrough is artificially high for productive firms due to a mis-specification
of the demand system, the decrease in price and the increase in profit would be too much, giving
excessively stronger incentive to innovate to high productivity firms. Similarly, if demand elasticity
o is mistakenly high for productive firms, their growth rate would also be excessive. In fact, the
demand system in Schumpeterian growth models of |Aghion et al. (2001) and Aghion et al.| (2005

is a simplified version of the one in |Atkeson and Burstein| (2008)) which the current paper mimics.

I design this new specification of demand because commonly used demand systems under monop-
olistic competition do not satisfy these properties very well. The benchmark CES does not feature
heterogeneous demand elasticities. Translog preference (Feenstral (2003)) and Generalized CES
(Arkolakis et al.| (2019)) imply counterfactually higher passthroughs for more productive firms.
Even though the quadratic preference (Melitz and Ottaviano (2008)) and the Klenow and Willis

f@) _
o = 1

28 As with standard mathematical notations, f(z) ~ g(z) as  — 400 means limy— 4o
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(2016) specification of Kimball satisfy the first two properties, they imply bounded firm size when
ag — 400 and hence are unable to match Pareto tails. Moreover, they imply excessively high

markups for productive firms from an empirical point of view.

As my specification of Kimball is in the same spirit as |Atkeson and Burstein (2008) which relates
firm’ market power to its market share and features bounded demand elasticities, it is of no surprise
that it satisfies the properties of markup, passthrough and large firm asymptotics like [Atkeson and
Burstein| (2008]). @ The oligopolistic competition setting of |Atkeson and Burstein| (2008) however
implies strategic interactions between firms. When growth decision is involved as in my paper,
such interactions make even numerical solutions untractable. Thus my demand system can be seen
as an approximation of |Atkeson and Burstein (2008) under monopolistic competition. The basic
assumption of monopolistic competition, which allows individual firms to interact with the whole
distribution but not with specific firms, matches exactly the setting of Mean Field Games which

simplifies the model by assuming infinitesimal agents/firms.

Finally, it should be noted that heterogeneous demand elasticities must be introduced even if we
want to match aggregate markup at a specific time and not its change over time. To appreciate
this point, consider CES instead. The profit function is of the order of magnitude C’Agfl. On the
other hand, the R&D cost function is quadratic in growth by empirical estimates. If o > 3, firms
have infinite incentives to innovate and the model breaks down. However, empirical estimates of the
average elasticity suggest it very likely to be in this range, especially if it is estimated within sectors
(Broda and Weinstein (2006)). A demand system with variable demand elasticity reconciles the
empirical estimate of R&D cost function with that of average demand elasticity. More productive
firms face a lower demand elasticity (i.e. o < 3), which can be interpreted as market saturation
and limits the firm’s incentive to innovate. A low productivity firm, though facing a high elasticity
at the moment, anticipates the low elasticity / market saturation that it will face once it becomes

a market leader. This makes sure that R&D decisions are well-defined for each firm.

The specification is also reasonable from an empirical point view. Figure [2] shows labor shares
across US manufacturing establishments, where each point represents a bin of establishment size
range. w = — log(1 — 0) is used as index instead of 6 to take into account the Pareto-tail nature of
distributions. Labor share decreases with establishment size in the Census of Manufacturing with
possible bounds on the two extremities (See Appendix [H| for the data table). A logistic function is

a natural choice to capture this feature.

29The only concern is increasing passthrough when productivity is excessively large. This feature also exists in
Atkeson and Burstein| (2008)): in this case, the firm is effectively the monopoly in its sector and competing with
other sectors as if in a monopolistic competition between sectors. Since sectoral aggregator is a CES, passthrough
approaches 1 when the firm’s productivity tends to +oo.
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Figure 2: Labor share in a cross-section of establishments, US Census of Manufacturing 2002
corrected by KLEMS and Annual Survey of Manufacturing. w = —log(1 — 6) to take into account
the Pareto tail.

3.2 Exit and Entry
3.2.1 Exit

Incumbents face idiosyncratic shocks of log productivity modelled as Brownian motion with stan-
dard deviation of v, regardless of their current level of productivities. @ The manifestation of this
productivity shock into labor, output, sales or profits depends on the demand elasticity faced by
the firm. Sales are more volatile for smaller firms with higher demand elasticities, and vice versa
for larger firms. I assume that there is a cutoff log-point change of sales —x, where k > 0, such that
if the decrease of sales per period exceeds k, the firm dies. Death rate Ay is thus monotonically
decreasing in firm size, which is consistent with empirical evidence shown in Figure 3] A demand
system with variable demand elasticities, in addition to the benefits discussed in Section [3.1.3] also

lends itself to heterogeneous death rates.

Formallyf’]

<8log(P9Y9)

Aao = Ma(ag; ™) =P Dag

VB < —/@) (19)
where By ~ N(0,1).

A second source of exit concerns only firms close to the left boundary a. A negative shock of

30Put it in discrete terms, during each period a productivity shock of N(0, uz) is realized at the log level.

31To incentivize the definition, I have stayed slightly outside the continuous-time setting and considered its discrete
counterpart. Once definition is put down, however, it only depends on variables at time ¢ and is equally suitable
for the continuous-time setting.

18



L
T

L
T

Job destruction rate (%)
S

0 2 4 6 8

Figure 3: Job destruction rate in a cross-section of establishments, average of US Business Dynamic
Statistics 1978-1982, all sectors. w = —log(1 — 0) to take into account the Pareto tail.

productivity can bring these firms to the left of @ and hence force them to exit. Total number of

firms dying from this second channel is M ”72%(@) per period. See Appendix for proof.

3.2.2 Entry

At any point in time, there are M, potential entrants or outsiders. Each of them invests in learning
and enter the market if the learning is successful. If not successful, the opportunity to enter elapses
and a new set of M, outsiders prepare for entry. Outsiders are assumed to be equipped with an
initial productivity of a: since any log productivity below ¢ is not profitable to exploit, I assume
them to be freely available for any firm including outsiders. Learning cost is assumed to be quadratic

with respect to the Poisson success rate:

1

where ). is the success rate. If entry is successful, the outsider becomes an incumbent according to
a matching procedure. A firm with log productivity a; is randomly drawn from the log productivity

distribution of existing incumbents ¢. The entrant enters at position ay € (a, a;] with probability
Y(ay;a,aj) = kwe*kw(aww) + e’kw(“jfﬁ)éaj(aw) (21)

where d,; is the Dirac mass function at point a; and ky; > 0 suggests imperfect learning. Figure
illustrates two matchings, each with a different incumbent. Section [3.2.3] explains the intuition
behind the specification by its discrete counterpart. I have included a in the notation ¢ (ay;a, a;)

to emphasize that entrants come from initial position a.
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Figure 4: Illustration of an entrant being matched with an incumbent a; or a;. Vertical line at a;
or a illustrates the Dirac mass.

Taking into account all possible matchings, entry occurs at position a,, with probability distribution:

+o0
Ve(ay; ¢) = / Y(ay; a, a;)¢(a;) da; (22)

= [ky®(ay) + play))e Fviev=e (23)

where ®(ay,) = 1—®(ay) = P(ag > ay) is the survival function of the log productivity distribution.

3.2.3 Properties of the Entry Specification

The functional form of [21] looks strange at first sight but is actually very natural. It is simply a
succinct description of step-by-step learning under the continuous setting. Consider its discrete
counterpart illustrated in Figure |5 to appreciate this point. |f| Discretize the segment between
a and a; into equally-spaced N steps. Define p = e~ ~kv(@-9) and consider the learning process
as following a geometric distribution with probability p. In other words, potential entrant starts
from position @ and goes up step by step, each step with success probability p. If the potential
entrant has successfully gone through all the IV steps, it has learned all that can be learned from
firm a; and enters at position a;, i.e. the incumbent a; sets the upper bound for learning. The
probability of entering at position n for n < N is p™(1 — p). Using the fact that at position n,

ay = a+ 3 (aj — a), we have

Pl —p) = e Fvlawma) (1 e—%’%(aa‘—@)) (24)

~ kye he(aw=a) %(aj —a) (25)

32Gee also [Konig et al.| (2016) for the discrete specification.
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Figure 5: Discrete counterpart of an entrant learning from a;. For illustration purposes with
a=-1,ky;=1,a;=1and N = 10.

which is just the continuous part of 21| times the size of step. The Dirac mass of 21| simply says
that if the potential entrant has gone through all N steps, it enters at position a;. In fact, in the

discrete case such a probability is p”, which is exactly the coefficient before the delta function.

In most papers with learning such as |[Lucas and Moll| (2014)), a learning firm jumps with certainty
to a; if it has been successfully matched with a;, which corresponds to ky = 0 in equation
Why have I specified imperfect learning with ky, > 0, instead of the seemingly easier assumption of

perfect learning with ky, = 07

The reason is that ky; > 0 not only is empirically plausible, but also eliminates multiple tails of
the solution to the KF equation. Consider a specific example in which the productivity is Pareto
distributed, or equivalently its log is exponentially distributed: ¢(a) = k¢e*k¢(“*ﬁ), a > a. Then
Ve(ap; @) = (kg + ky)e”Fothe)@=a) “which has the same tail as ¢ if ky = 0 and thinner tail if
ky > 0. See Figure |§| of an illustration of this example. Thinking about the evolution of productivity
distribution over time, during any time period dt, a total mass of MA.dt entrants with PDF 1),
are injected into the market, so that the incumbent distribution ¢ is linearly combined with the
entrant distribution to form a new distribution. When two exponential distributions are linearly
combined, one with a heavier tail than the other, the heavier tail always dominates in the combined
distribution. Hence, if k; = 0 and if the model starts from an initial condition with sufficiently
heavy tail, the injected distribution keeps interfering with the incumbent distribution, preventing
the later from evolving to a lighter tail. The model then features multiple equilibria with the
equilibrium distribution depending on the initial condition of ¢ like in Lucas and Moll (2014]).
Adding the Brownian motion as in |Luttmer| (2012) and |Perla et al.| (2021)) does not essentially
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Figure 6: Illustration of non-interference condition of entrants with ¢(a) = k:¢e_k¢(“_9), a=—1,
kg =1.5and ky, =1

make the equilibrium distribution unique, as both papers requires the initial condition to be thin-
tailed enough to avoid the interference. E On the other hand, if ky > 0, entrant distribution has
a lighter tail than the incumbent distribution, making sure that it does not interfere with the tail
of the later and allows the incumbent tail to be shaped by other forces. While multiple equilibria
in the case of ky, = 0 is not a problem per se, the above argument shows that it is the result of a

cutting-edge assumption unlikely to hold in empirics.

In fact, the non-interference condition under ky;, > 0 is valid for virtually any distribution ¢ one
can think of with infinite right endpoint, proved in the following proposition. It will be basis for
proving the unique tail index of the KF equation and is a precondition for the numerical algorithm

to start from any initial condition of gbﬁ

Proposition 3 (Non-interference Condition of Entry). If ¢ is ultimately monotone (i.e. ¢ is

we(awﬂﬁ) ek‘saw — 0

monotone on [a,+0oc) for some a), then Vks € (—00, ky), limg,, 100 ay)

In particular, if ky > 0, then limg,,— oo wz)(&li;)‘ﬁ) =0 by setting ks = 0.
Sketch of proof. By definition,
Velay; @) 4 @(ay) —(ky—ks)ay k
et = |k 4 1| e v —Fs )0y plipa (26)
d(ay) o d(ay)

33The property of the Fisher-KPP type of KF equation in [Luttmer| (2012) is well-understood, see McKean| (1975).
In particular, if the initial condition is sufficiently heavy-tailed, multiple equilibria emerge.

34Luttmer| (2020) discusses how bounded learning can ensure uniqueness of solution to the KF equation. In the
present model, this means ¥.(ay;®) = 0 if ay exceeds a certain threshold and that the non-interference condition is
trivially satisfied. In|Gabaix et al.| (2016)), the non-interference condition is directly assumed when death and rebirth
are introduced as “stabilizing forces”.
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Figure 7: Check £y >0

Left panel: complementary cumulated share of employment for incumbents and entrants, as a function of
w = —log(1—6), where the same w is used for incumbents and entrants of the same bin. Right panel: log job
creation rate as a function of w. Job creation rate per bin is number of new jobs created by entrants divided
by number of jobs employed by incumbents for the bin. Data source: Average of US Business Dynamics
Statistics 1978-1982, all sectors.

Hence it suffices to prove limaw_>+oo %e(’%*ks)% = 400 if ky, — kg > 0, i.e. the hazard rate %
” :
cannot decrease more quickly than any exponential function. See Appendix [D] for the proof. O

The ultimate-monotonicity condition is a very weak condition whose violation virtually never
appears in practice. ﬁ In addition to its theoretical convenience, the assumption of ky; > 0 is
also empirically plausible: it simply says that learning has a positive probability of failure, no
matter how small it is. US BDS data reports number of establishments, incumbent employment
and job creation from entrants by size bin of establishments. ky > 0 can be validated by a lighter
tail of entrants than incumbents. To this end, I define w = —log(1—0) € [0, +00) and calculate the
complementary cumulated share of employment respectively for incumbents and entrants, log(¢7)
and log(¢l), where r stands for “right” to emphasize the accumulation from the right tail. If
incumbent (entrant) employment is Pareto-tailed, then log(&}) (log(€.)) should be linear in large

values of w. A flatter line suggests heavier tail.

Figure [Ta] shows that entrants indeed exhibit lighter tail than incumbents. Another way to see
this is to look at job creation rate from birth by size bin of establishments. If the exponential
specification of in equation @ is true and ky > 0, then log job creation rate from birth should be

a linear and decreasing function of w at the right tail. Figure [7b| shows this is indeed the case.

35Moreover, it is probable that any solution of the KF equation specified below should be ultimately monotone,
even though a rigorous proof is wanting.
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3.3 Evolution of incumbents

Apart from idiosyncratic shocks, incumbents can consciously improve their productivities via
innovation and learning. Innovation takes place on a stand-alone basis, while learning happens when
a firm is matched with another more productive firm. At time ¢, a firm chooses only innovation or

learning based on whichever yields higher expected value gain.

3.3.1 Innovation and learning

A firm with log-productivity ag can conduct innovation on a stand-alone basis and improves its
log productivity by ¢ > 0 by incurring a research cost R; . Figure [8afillustrates the change in log

productivity after a successful innovation. Denote the destination PDF of the improvement as

Vi(ay; ag) = day+q(ay) (27)

where 94,44 is the Dirac mass function at ag + ¢. This slightly advanced notation is harmonious
with the one introduced in learning below. By construction, the improvement is gradual and allows
the firm to slowly improve its productivity. Denote \; g the Poisson rate of innovation success and

assume the innovation cost to be quadratic in it:
. 1 Bag )2
Rip = R(\ip;G9) = Sae AigA (28)

where a9 = ag—a is relative log TFP of firm 6 compared to the aggregate economy. Unless otherwise
stated, a tilde will always denote normalization by the aggregate TFP@ B > 0 captures the fact
that ideas are harder to find at higher levels of productivity (Jones (1995), Bloom et al. (2020))).
It governs heterogeneous research difficulties in a cross section of firms at a specific time, while
« governs the general difficulty for all firms over time. During each period, « is given a constant
value for solving a balanced growth path. Comparative statics (i.e. 1980 vs 2020) are conducted
between two balanced growth paths, with higher value of o in the more recent period to reflect

harder research.

Learning improves a firm’s productivity in a quicker fashion. It captures learning-by-doing (Arrow
(1962)), technology diffusion (Aghion et al| (2001))), technology adoption (Comin and Gertler
(2006)) or imitation (Konig et al| (2022)). Denote A; g the Poisson rate of learning success and
assume the learning cost R; g to be the same quadratic function as

N 1 g
Rig = R(\g;ap) = 504@/3 Ao A (29)

See Appendix [C| for a micro foundation of the adjustment factor e## in the learning cost function.

If learning is successfully realized with Poisson rate )\; g, the firm’s log productivity jumps to a

36 At the original level, such a normalization takes the form of division: Ap = Ag JA.
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Figure 8: Illustration of incumbent innovation and learning.

higher level according to a PDF 1);9. The process takes a similar form of matching as that of
entry. If Poisson rate \; g is realized, firm ap is randomly matched with an incumbent firm with
log-productivity a;. If a; < ag, no learning occurs. If a; > ay, then firm 6 jumps to position

ay € [ag,a;] according to the PDF 1 (ay;ag, a;):
Y(ay; ap, aj) = k:we_k“’(%_a") + e_k’“/(aj_ag)éaj (ay) (30)

Figure [8b|illustrates such matching with a more productive firm. The only difference from entry is
that the firm now starts from position ag, instead of from a. Integrating over all possible draws of

a; to get the learning outcome distribution /;:

+oo
Ui(ay; ag, d) = Y(ay; ag, a;)p(a;) da; (31)
= [kyp®(ay) + ¢(ay))e (@0 %) " Va, > ay (32)

I have included ay and ¢ in the parentheses of ¢; to emphasize that the latter depends on the
origin of the jump and the existing distribution. By construction, 1;(ay; ag, ¢) = 0 for ay, < ag and
Yi(ay; ag, d) = P(ag)dq,(ay) for ay = ag, where d,, is the Dirac mass function at point ag. The
latter comes from the fact that all draws from the left of ag result in firm 6 staying at ag. Taken

together,

Di(ay; ag, @) = [ky®(ay) + dlay)]e Fe @)L\ (ay) + (ag)da,(ay), VYay>a  (33)

where 1 is the indicator function. It is easy to check that [33] integrates into 1 so that it is a well-
defined PDF.

If the log-productivity distribution ¢ has an exponential tail, which is the relevant case for my

model, then ;¢ is also exponentially tailed. Learning thus allows a firm to jump far ahead and
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improve its productivity more quickly than innovation. Equation [33]also makes clear the drawback
of learning despite its quick speed: a productive firm finds it difficult to be matched with another
one even more productive . The probability of such match, 1 — ®(ag), decreases and approaches 0

when ag — +o0.

At a specific time, an incumbent chooses only innovation or learning as its growth strategy. As
the cost functions and are the same, the firm chooses the strategy with higher expected
improvement of the firm’s value. ElBased on the setting, a cutoff feature can be envisaged: More
productive firms choose innovation and less productive firms choose learning. This will be apparent

in the numerical results.

Taken together, firm 6’s log productivity ag evolves according to the following stochastic process:

dag; = —%ﬂdt +vdBg +dJg, (34)
where —%y2 is a normalization for the Brownian motion to ensure that Ag; does not change in
expectation due to idiosyncratic noises, By is Brownian motion independent across 6. Jy; is a
jump term and consists of two parts: death and innovation/learning. If death is realized with
Poisson intensity Agg ¢, then ap; jumps directly to —oo and firm 6 exits. If innovation/learning is
realized with intensity A. g, where ¢ € {i,l} to denote innovation/learning, then the firm jumps
according to PDF .9 ;. The firm chooses either innovation or learning at time ¢ based on expected

value gains.

3.3.2 Properties of innovation and learning

As will be apparent in numerical results, innovation intensity features an inverted-U relationship
with log-productivity if all firms are forced to choose innovation, which is typically found in
Schumpeterian growth models. Since per-period profit net of fixed cost is non-negative, value
function has a lower bound of 0 and is extremely flat for lowest productivities. Consequently,
marginal value function is close to 0 for the least productive firms so that they have little incentive
to innovate. m Thus laggards are disadvantaged not only in the static sense as laggards but also
in the dynamic sense with lower growth, implying that an equilibrium may not exist. To allow an
equilibrium, Schumpeterian growth models following |Aghion et al.| (2001) and |Aghion et al.| (2005)
often introduce an exogenous technological diffusion in addition to innovation. In the present

model, the diffusion is endogenized as active learning.

3"Despite the same cost function, ¢ and ky serve to adjust the efficiency of innovation versus learning.

38Even though a positive 8 make innovation easier for the least productive firms, the effect is not sufficiently large
to overturn the near-zero marginal value effect as long as £ is not too high. When S is calibrated to micro-data,
inverted-U remains, testifying the robustness of [Aghion et al.| (2005)’s insight.
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Given the similar specification of incumbent learning as that of entry, a non-interference condition
also holds for incumbent learning. The case is slightly more complex than entry, as we need to

consider jumps from all ag € (a, a,) when thinking about the inserted mass at a, due to learning:

W) 2 [ faian )o(an)(a) dag (35)
(gaa’d})

Proposition 4 (Non-interference Condition of Incumbent Learning).

If ¢ is ultimately monotone, and if there exists k' € R such that Ni(x) ~ o(e ¥ as & — +oo, then

limg, s o %ﬁ”e’” =0, Vs < min{k’, ky}.

In particular, if ky, > 0 and if \j(x) decreases at least exponentially with x, then limg,, 400 %j)d)) =

0.
Remark:

1. In cases where leaders choose innovation over learning, there is a cutoff @ such that A\;(ap) = 0,
Vag > a. Then k' can take any real value and thus ks can be set to any number smaller than
k.

2. In cases where \j(x) ~ O(e %) as z — +oo with k; > 0, i.e. \j(z) decreases exponentially,
is a specially case of \;(z) ~ o(e~**) by considering k' = k; — € for any € > 0. k, can be set

to any number smaller than min{%’, ky }.

See Appendix [D] for the proof. The condition that \; decreases at least exponentially will be
established when proving Proposition

3.4 Innovation/Learning Decisions and Evolution of Productivity Distribution

Given the building blocks in previous sections, each incumbent firm solves its optimal innova-
tion/learning decision by a Hamilton-Jacobi-Bellman (HJB) equation, and each potential entrant
solves its optimal entry. The productivity distribution evolves based on these optimal decisions via

a Kolmogorov forward (KF) equation.

Each incumbent’s infinite-horizon optimisation problem can be formulated as an HJB equation:

_ 1,0V 1 ,0%V
¢V (ag,t) = Igaz( {H(ag; oMY — fA; — Ry(\e; ag) — 51/2%(&9, t)+ §V2W(a9’t)

+ /\C/ [V(aw,t) — V(ag,t)]wc(aw; ag, o) day, — Ag(ag; ¢f\/[)V(a9,t) + %‘tf (ag,t)} (36)
R
where

1 _
Ri(\e; @) = §aeﬁ“9A§At, (37)
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¢ is interest rate, c(ag,t) € {7,1} is the choice between innovation ¢ and learning [ and I have used
the shorthand ¢ to simplify the notation, ¢} = M,¢; is generalized PDF of log productivity at time
t, I1 is per-period production profit which depends on the firm’s log-productivity ag and the market
structure oM, \g(ag; M) is death rate defined in equation and Y. (ay; ag, ¢¢) is the destination
PDF of innovation (¢ = i) or learning (¢ = [) for firm 6. In order to make the notation succinct,
I have slightly abused the notation and used ;(ay; ag, ¢;) to represent v;(ay; ag), even though
does not depend on ¢;. See Appendix for derivations of the HJB equation.

Equation has an intuitive interpretation: per period flow value should be equal to the sum of
current-period profit net of fixed cost and innovation/learning cost, plus a change of value due to
the normalizing drift —fy , plus a second order derivative due to idiosyncratic Brownian motion,
plus an increase in value due to innovation/learning, plus a decrease in value due to death and plus

a change of value function over time.

Given the same cost function of innovation and learning, choice c¢ is based on expected value gain

of each strategy:

7, if fR (ay, 1)1 a¢,a9)da¢>fR (ay, t)i(ay; ag, ¢r) day,

c*(ag,t) = (38)
[, otherwise.
The first order condition of innovation/learning, which describes its optimal intensity, is:
* 1 —
Ae(ag,t) = ad® Pao / [V(ay,t) = V(ag, t)]ve(ay; ap, ¢r) day (39)
R

I have already introduced the left boundary a, below which a firm dies immediately, i.e. “absorbing
barrier” on the left. Solving the HJB [36] numerically requires another boundary condition on the
right as a computer can only handle finite segments. A natural choice for the right boundary a; is
“reflecting barrier”, i.e. ag; is brought back to a; if it goes above @;. Note that the reflecting barrier
is not used for stabilizing the productivity distribution. As shall be seen, the most productive firms
have growth rates lower than average, which already stabilizes the distribution. Formally, the two

boundary conditions are:

Vg, t) =0 (40)
ov
S(@n ) =0 (41)

For entry, each potential entrant solves the maximisation problem:

n}\z:x{ — Rey(Me) + Ae /R (g E)tbe (ay; gbt)daw} (42)
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where )
Rei(Ne) = iaengt (43)

The maximisation problem involves only the instant period as the opportunity to enter elapses if

not taken advantage of.

The first order condition of entry, which gives its optimal intensity, is:

1
30 = - [ Via(avion) da (44)

Given the choice of ¢, A, and A, the Kolmogorov Forward (KF) Equation describes the evolution
of the log-productivity distribution ¢ (ay,t):
1 9 82 ¢M

oM Ol—L,2pM
gt [Q;f](ae,t) + 577 5 (0, 1)+ Ae(t) Metbe(ags é1) — Aalag; 67") 6™ (a, )

+/( ))\c(a¢7t)¢M(azp7t)¢c(ao;a¢,¢t)daw - ¢M(a9,t)>\c(a9,t)/ Ye(ay; ag, ¢r) day,

(ag,+o0)

(ag,t) = =

(45)

See Appendix for a proof of KFE based on the law of motion of firms. The terms have intuitive
interpretations: apart from the usual terms about drift and Brownian motion, A(t)Mete(ag; ¢¢)
describes the change of distribution due to entry, —Ag(ag; )™ (ag,t) describes the first type
of firm death due to sales shocks H and the integrals describe the change of distribution due to
innovation/learning. The first integral tells the inflow of firms into position ag and the second
one tells the outflow of firms from position ag. For the outflow, ¢ (ag,t) firms each with innova-
tion/learning intensity A.(ag,t) goes up if A.(ag,t) is realized with a good draw. The probability
of having such a good draw is [ (ag,+00) Ye(ay; ag, ¢) day. The inflow can be similarly analysed by
considering jumps from positions a,, < ay into ag. I have integrated over (—oo, ag) for inflows and
(ap,+o0) for outflows to emphasize inflow from below and outflow towards above. It is easy to
check that they can be equally written as both over R. Two boundary conditions, one for the left

“absorbing barrier” and another for the right “reflecting barrier”, are:

oM (ay,t) =0 (46)
1 1 ,00M
SN @)+ o (f;’a (@, 1) = (@ (47)

For notational elegance and computational simplicity, it is useful to define a functional operator F;

39The second type of firm death near the left boundary is incorporated into the boundary condition.
40T have not removed %1/2 to make it consistent with the general form in the case of reflecting barriers.
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and write both the HJB and the KF in terms of it:

2
J-'tV(ag,t)——1u2m;(ag,t)+1V2M(a9,t)+)\c(a9,t)/ [V (ag,t) — V(ag, )] delav; ap, o) day

2 3a2 R
— )\d(ag;aﬁiv[)V(ag,t) (48)
The HJB Bf] and the KF 45 can now be written as:

s ov
¢V (ag,t) = max {H(ae; oMY — fA; — Ri(\e; @) + FiV (ap, t) + a(aea 75)}

il

o (a0,1) = FL6M (ap, 1) + Ac (t) Metpe (g 61)

where F] is the adjoint operator of F;. See Appendix for the proof of adjoint-ness. In
numerical calculations where F; is discretized into a matrix, the discrete counterpart of F[ is

then the transpose of this matrix. Hence the notation T for representing the adjoint-ness.

3.5 Travelling wave equilibrium

We will focus on the balanced growth path in which the log-productivity distribution keeps its
shape and travels at a constant speed, i.e. a travelling-wave solution. As aggregate productivity
is a homothetic aggregator of firms’ productivities (Proposition , aggregate growth is the same
as the travelling wave speed. After normalization by the aggregate growth, the log productivity
distribution becomes stationary and all the macroeconomic variables are constant. For the balanced
growth path to exist, interest rate r, innovation/learning cost parameter «, and entry cost parameter
a. are kept constant. Comparative statics of different historical periods will be based on comparing

different balanced growth paths with different sets of parameters.

The following definition summarizes the equations constituting a travelling wave equilibrium.

Variables are normalized by aggregate growth, where a tilde denotes normalization.

Definition 1 (Travelling Wave Equilibrium).

Denote F to be the functional operator:

Y = [_;;ﬂ_g}V’(a9)+;u2v"(a9)+xc(ag)/ [V(ay) = V]tbe(dy; do, ) day—Aa(ag; 9"V (49)
R

Then incumbent HJB in the case of travelling wave is:

(r = 9)V = max {11(ag; ") — f — R\ o) + FV } (50)

C, Ac
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with boundary conditions

where

Entry decision is:

where

The KF equation is equivalent to two equations, one for&

~ o~ /\eMe o~
0= FTg(ag) + — —velao; 9),
with boundary conditions
¢(a) =0,
1 5~ -~ 1,5~

5V (@) + 5v°d (@) =0,

and another one for M which represents balanced entry and exit:

~ ~ 2 ~
MM, = M [ [ s 6*)ia0) dao + %9/ @)].

The left boundary a is pinned down by zero-profit condition:

I(a; ¢™) = f.

(60)

The travelling wave equilibrium (i.e. balanced growth path) is defined by equations and
aggregate growth g which, after solving the KF equation, normalizes aggregate productivity A to 1.

See Appendix for the proof of normalizations and Appendix [G] for computational algorithm.

Compared to the general setting, all ¢ indices and partial derivatives with respect to t are dropped,

as the problem is time-invariant after normalization by the aggregate growth. Two —g terms
appears in HJB one on the left hand side and another one in FV. The first one is due to
profits growing at the growth rate g. When discounted at the interest rate r, it is as if the profits

do not grow while the interest rate decreases by g. The second —g terms comes from the fact we

are now reasoning in term of the normalized log-productivity, whose stochastic process features an

additional —gd¢ term compared to equation [34]
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The following proposition is one of the most important results of this paper: the equilibrium log-
productivity distribution & features a unique exponential tail, regardless of the initial condition
for solving the KF equation. Consequently, productivity, sales, employment and output are all
Pareto-tailed with unique Pareto index. Moreover, there is a one-to-one correspondence between

lower aggregate growth and fatter Pareto tail, regardless of market power.

Proposition 5 (Unique Tail of Equilibrium Distribution).

If the following conditions are satisfied:
1. k¢ > 0,
2. B>0—1,

3. V(ag) is non-decreasing and limsup,_, , o w # 5,

then

1. The solution to the Kolmogorov forward equation |56|, if it exists, has an exponential tail with

unique tail index —&, where £ is the unique negative root of

1 1
—V %€ = (57 )6+ Aa(o0) =0 (61)
and where Ag(00) = @N(—ﬁ) and ® s is the CDF of standard normal distribution N'(0,1).
In order words, the equilibrium productivity distribution has unique Pareto tail index of —€.
Moreover, equilibrium sales and employment distributions have unique Pareto tail index of

—¢/(a — 1), and output distribution has unique Pareto tail index of —&/c.
2. =& is strictly increasing in g, i.e. lower growth is associated with fatter Pareto tails. @

See Appendix [F]for the proof. Non-interference conditions under the imperfect learning assumption
ky > 0 (Propositions |3 and [4)) are key for ensuring the uniqueness, as the proof reveals. H In the
calibrated model, a uniform increase of research difficulty « across all firms decreases aggregate
growth and Pareto-tail indices, i.e. tails become fatter. I will explain the detailed mechanism when

presenting comparative statics with numerical results in Section

For the period before 1980, we will consider economic integration as an additional force to harder
research. The following proposition shows that expanding the market size L can annihilate harder

research effect:

41 As a reminder, a smaller Pareto tail index means fatter tail.

42Note that Proposition [5| only ensures uniqueness of the solution to the KF equation, but not the uniqueness of
the whole mean field game system. The latter remains an open question and requires future work. Moreover, the
existence of a solution to KF equation requires future work, though the numerical algorithm has consistently found
solutions.
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Proposition 6 (Indistinguishable Economies). An economy with labor L, fized cost f, inno-
vation/learning cost parameter o and entry cost parameter o, is indistinguishable from another
economy with parameters NL, Nf, Na and Na. (N > 0), keeping all the other parameters the

same, except that all the firms and their value functions in the second economy are N times large.

The indistinguishability is in both the static and the dynamic senses, see Appendix for a
proof by verification. Entry cost parameter a, will be calibrated to ae®® to be consistent with
incumbent learning cost, so that its change is tied to that of research difficulty . The proposition
says that more difficult research can be compensated by a larger market, as firms can earn higher
profits with a larger market size L to incentivize innovation and learning. While the proposition
assumes an equal change in fixed cost to yield a clean result, fixed cost can remain constant like in
international trade literature and firms benefit from economies of scale when market size increases.
The pro-growth effect of larger market size is reminiscent of Chandler| (1990)’s argument that firms
expand their geographical reach as a growth strategy. Nevertheless, economic integration involves
not only an increase in market size L but also an increase in the measure of firms M. The later
is pinned down from the balanced entry/exit condition with an increase in the potential number
of entrant M.. The implications of economic integration in addition to harder research will be

discussed in Section [6l

4 Calibration

Comparative statics in Section [5] will be between 1980 and 2020, and in Section [6] between 1960 and
1980. The choice of 1980 as the watershed is incentivised by most papers in the literature which
investigate declining growth, increasing concentration and market power, declining labor share, and
diminishing business dynamism for the post-1980 period. Such a focus of the literature is partly
driven by data availability, as US Business Dynamics Statistics (BDS) is only available since 1978,
and partly by data patterns, as declining labor share and increasing markup are most apparent
since 1980s. Before 1980, Labor share according to US Bureau of Economic Analysis (BEA) had no
apparent trend, both sales-weighted markup (De Loecker et al. (2020)) and cost-weighted markup
(Edmond et al. (forthcoming)) had similar value in 1980 as in 1950, even though TFP growth
declined (Gordon (2016), Nordhaus (2021))) and corporate concentration was increasing rapidly
(Kwon et al.| (2022))). I choose 1960 as the starting point for the earlier period, as sales concentration
measured by Kwon et al.| (2022) is only available since that date. @ Moreover, US experienced
high inflation before Volcker’s disinflation policies around 1980, raising the question of what was
the relevant interest rate to use before 1980 for discounting cash flows. Despite the increase of
measured real interest rate from 1970s to 1980s, natural interest rate declined persistently from
1960 onwards (Holston et al.| (2017)). As the present paper takes a secular perspective, it views the

decline in natural interest rate from 1960 to 1980 as the change in firms’ discount rate during the

43In mathematical terms, we are looking for a “characteristic line” of the model.
4 Asset concentration measured by [Kwon et al| (2022) has a longer coverage, but the model cannot speak to it.

33



Parameter Description Value | Source
o Upper bound of demand elasticity 6.5 External
a Lower bound of demand elasticity 1.93 Estimated from US Census
k Transition speed of demand elasticity | 0.32 Estimated from US Census
0=1980/ 4=1960 Change of research cost 7.93 Estimated from US aggregate
1=2020/ 4=1980 Change of research cost 6.84 Estimated from US aggregate
I} Harder research for higher TFP 1.6 Estimated from Compustat
Tt=1960 Interest rate 0.0669 | External
T't=1980 Interest rate 0.0469 | External
T't=9020 Interest rate 0.0109 | External
Li—1980, Lt—2020 Labor force 1 Normalization
Qe t Research cost of entrants atéﬁ Model assumption
Qt—1980 Research cost parameter in 1980 543 Structural Estimation
q Innovation step 0.166 | Structural Estimation
v std of idiosyncratic shocks 0.114 | Structural Estimation
kv Relative death threshold 3.03 Structural Estimation
Me t=1980, Me 1—=2020 | Mass of potential entrants 0.89 Structural Estimation
f fixed cost 0.0573 | Structural Estimation
ky, Learning parameter 1.25 Structural Estimation
Li—1980/ Li=1960 Magnitude of economic integration 3.74 Structural Estimation (Section
Me 1=1980/Me t=1960 | Magnitude of economic integration 3.74 Structural Estimation (Section

g

Table 3: Summary of parameters. Parameters that can change over time (i.e. 1960, 1980 and 2020)
are indexed by ¢.

period. Measured natural interest rate is only available since 1960, which again restricts the study
to the post-1960 period.

Most parameters remain unchanged across time, except interest rate r, research cost parameter «,
and entry cost parameter a, which is intimately tied to c. Labor force L and potential number of
entrants M, are also allowed to change in the case of economic integration in Section [l Table

summarizes all the parameters.

4.1 Demand parameters

Demand parameters ¢, & and k can be estimated by labor shares in a cross-section of firms. The
approach is similar to the Kimball demand estimation of Baqaee et al.| (2020), except that they use
pass-through instead of labor share, and that they estimate the demand non-parametrically while
I take advantage of the parametric form. For a few vintages, the US Census Bureau publishes data
on payrolls, material costs, sales, value added and number of establishments for each employment
size range of manufacturing establishments. I use the 2002 vintage for estimating the demand

parameters. ﬁ] A few adjustments of the labor shares are needed before the estimation: (1) The

45Using the 2012 vintage, another one in which the Census Bureau publishes the information, yields similar results.
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Census Bureau does not collect information on service input and thus does not deduce it from
sales when calculating value added, overstating the value added and thus understating the labor
share; (2) Payroll is narrowly defined in the data excluding fringe benefits; (3) The model does not
feature heterogeneous wages, so average payroll per employee of each size bin is adjusted to the
sectoral average; (4) The model does not feature capital, so labor share in the data is adjusted to
be consistent with the model. See Appendix for detailed discussions. @

The adjusted labor share is close to 1 for the smallest firms. As 7 = ﬁ, where  is upper bound
of labor share corresponding to the smallest firms, 7 is sensitive to a small change in Y when the
later is close to 1. Thus I have calibrated & as 6.5, which is in the middle of the range used in
other papers with nested-CES preference under oligopolistic competition (see|Atkeson and Burstein
(2008), |De Loecker et al.| (2021), |Gaubert and Itskhoki (2021) and Burstein et al. (2020)). ¢ is
estimated as 1.93 which corresponds to the lowest labor share of the largest establishments in the

data, which is consistent with the estimates of these papers.

It remains to estimate k& which governs the transition of demand elasticity as firm size increases.
Denote &y the value-added of firm 6 over sectoral value-added, i.e. firm 6’s market share in terms
of value-added. Denote xy the labor share of firm 6. The data gives average labor share for a few

size bins of establishments. Formally, for j € {1,---,n — 1}, we have bin-wise labor share

0.
¥ Jo] " xo60 0
[6j79j+1] = 9j+1
Jy " €odo

where 0 =01 < by < --- <6, =1.

&y is recovered from value added across size bins. To take care of the Pareto tail, I fit cumulated
value added share from right tail as a function of w = —log(1 — 6). Formally, denote Zj, = fel &p do
as the cumulated value added share from right tail. Figure @ fits log(Z") as a 3-order polynomial of
wm k is estimated to minimize the distance between (X(g, g,], X{6,,04]> " > X[g,,_1,6,)) and its model
counterpart, as shown in Figure[0b] It is then adjusted by the ratio between the employment Pareto
tail index of all firms and that of manufacturing establishments, so that it governs the transition
along firm size distribution. k is estimated to be 0.32. See Appendix for details.

4.2 Harder research parameters

. . . 1 _Bs 51 . . .
The research cost function [53| implies that A, = ( %) Se 200 Ré, i.e. growth increases with research

input R but features decreasing returns to scale with the degree of % I follow Bloom et al.| (2020))’s

468ee also |Autor et al| (2020) for detailed discussions on the first two points. Figure [2| presents labor share after
the first two adjustments.

47See Appendix on why the Pareto tail incentivise it. In particular, if valued added is exactly Pareto-
distributed, log(E") is a linear function of w.
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Figure 9: Estimating &
methodology with decreasing returns for estimating research productivity, i.e.
Research productivity = Growth/Effective number of researchers? (62)

where effective number of researchers captures research cost and is measured as R&D expenditures
deflated by average male wage with 4 years or more college education. With aggregate data, the
decrease in research productivity over time reflects a general increase in « across all firms. « is
estimated to increase by 7.93-fold from 1960 to 1980, and by 6.84-fold from 1980 to 2020. For /8
which governs harder research in a cross-section of firms, I use micro-level evidence and estimate

it with Compustat. Following the methodology of [Bloom et al.| (2020)), 3 is estimated as 1.6.

4.3 Interest rates and structurally estimated parameters

I follow [Liu et al.| (2022) to use US AA corporate bond rate net of current inflation for calibrating
interest rates in 1980 and 2020, as it is more relevant than 10-year treasury rate as firms’ discount
rate. They are respectively 0.0469 for 1980 and 0.0109 for 2020. Changes in natural interest rate
from 1960 to 1980 is used to calibrate the decrease of r during the period 1960-1980. According
to Holston et al.| (2017)), natural interest rate changes by about -0.02 from 1960 to 1980 so that I
calibrate the interest rate in 1960 as 0.0669.

According to Proposition [6 we can normalize the labor force in 1980 as 1 so that other parameters
can be identified. I set a. to be aeP? so that entrants’ learning cost function is consistent with that

of incumbents’.

The remaining parameters are structurally estimated by targeting data moments in 1980. While the

change of one parameter moves virtually all the moments, some moments are especially useful for
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Parameter | Main Identifying Moment Moment Data | Moment Model

4—1980 TFP growth rate 0.95% 0.98%
q R&D share of GDP 2.4% 2.3%
v Job reallocation rate 29% 28%
kv Exit rate 5.6% 5.6%
Me’tzlgg() Entry rate 56% 56%
f Bottom 55% firms exit rate 20% 20%

Ky, Growth contribution of net entry | 0% -0.08%

Table 4: Estimated parameters for 1980 by moment matching

identifying specific parameters. The structurally estimated parameters and their main identifying
moments are summarized in Table ap—1980 targets average TFP growth of 0.95% in 1970s
and 1980s according to BLS-KLEMS data, and ¢ targets 2.4% share of R&D expenditure over
GDP in National Income and Product Accounts (NIPA) around 1980. Idiosyncratic shock is the
predominant reason of incumbent’s job creation and job destruction: v is thus identified by the job
reallocation rate of 29% around 1980 according to BDS. @ The travelling wave equilibrium features
balanced entry/exit, so I take the average of entry rate and exit rate around 1980 to be the targets
for both moments. Entry rate is measured as job creation rate from birth and exit rate as job
destruction rate from death. The average of them around 1980 is 5.6% according to BDS. By the
definition of first kind of death which is the predominant form of death, the threshold-volatility
ratio k/v rather than « is what ultimately matters for death rate. Thus I use k/v to target death
rate of 5.6%. Number of potential entrants M, targets entry rate of 5.6%. Per-period fixed cost f
determines the lower-bound productivity through the zero-profit condition and thus shapes the
demand elasticities and exit rates of the least productive firms. I use it to match the 20% exit rate
of the smallest size bin in the BDS, corresponding to the bottom 55% firms in the employment size
distribution. Finally, this paper takes a productivity view of firm size distribution. As entrants’
size distribution closely dying firms’ size distribution in BDS, the contribution of net entry to
growth should be tiny from this point of view and for being consistent with the model. Without
a better measure of the contribution, I estimate k; to match a 0 contribution, as ky shapes the
entry distribution@

The parameters are estimated using Generalized Method of Moments (GMM). Weights are the
inverse of the square moments to represent errors in percentage terms, except for the growth

contribution of net entry whose weight is the same as that of TFP growth.

483ee Appendix for computing job creation rate and job destruction rate.
198ee Appendix for computing net entry contribution to growth.

37



4.4 Traveling wave equilibrium of 1980

Figure [10] shows the traveling wave equilibrium of 1980 based on calibrated parameters. Figure
displays the optimal learning (¢ = [) and innovation (¢ = ¢) intensities of incumbent firms where
solid lines are the actual choices of firms. There is a cutoff log-productivity above which firms
choose innovation over learning and vice versa. Dotted lines are hypothetical optimal intensities if
firms are forced to use a strategy (i.e. innovation or learning) when the strategy is not optimally
chosen. The overall innovation intensity, i.e. hypothetical for laggards and actual for leaders, shows
an inverted-U relationship with log-productivity, which is typical in the Schumpeterian growth
literature. As elucidated by [Aghion et al. (2005), innovation intensity depends not so much on
post-innovation rents as on marginal rents, i.e. the difference between post-innovation rents and
pre-innovation rents. Product market competition becomes more fierce as a firm moves down the
productivity distribution. Competition reduces more the pre-innovation rent than it does for post-
innovation rent when the firm is at the upper side of the productivity distribution, encouraging
innovation aimed at “escaping competition”. On the other hand, laggards have low levels of pre-
innovation rent, so that competition reduces more the post-innovation rent. The “Schumpeterian
effect” dominates the “escape competition effect” in this case, discouraging laggards’ incentive to
innovate. Combining the two cases, innovation intensity features an invert-U relationship along firm
size distribution. In addition to these traditional forces, a positive 8 in the present paper makes
innovation difficulty increasing with productivity, which reinforces the mechanism at the upper
end of the distribution. As long as § is not very large, which is the case for its estimated value,

it cannot revert the monotonicity at the lower end of the distribution and inverted-U remains robust.

The overall learning intensity is decreasing in firm’s productivity, as productive firms find it difficult
to be matched more productive firms, and as learning becomes more difficult with more harder
knowledge. Since I assume higher cost for both learning and innovation of more productive firms,
the optimal choice of innovation over learning of the last reflects the difficulty of being matched
with even more productive firms. As innovation is conducted on a stand-alone basis, it allows a
leader to stretch out the technological frontier without being restrained by existing knowledge, and

is thus more effective than learning for a leader.

Firm’s growth from either learning or innovation decreases with firm size, which is departure from
Gibrat’s law. The departure is however slight as only a small proportion of firms successfully
realize learning or innovation at a specific time. I interpret these firms as high-growth firms when
investigating the data and find them to more prevalent in laggards than in leaders (see Section .
The great majority of firms are subjected to idiosyncratic shocks at any specific time so that their

average growth is insensitive to size. m

50Departure from Gibrat’s law with smaller firms growing more rapidly is consistent with empirical evidence in
Akcigit and Kerr| (2018]).
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Figure 10: Travelling wave equilibrium of 1980

Notes: ap is firm’s log-productivity. Aggregate log-productivity is normalized to 0. Panel (a): Incumbent
learning (¢ = ) or innovation (¢ = ¢) intensity. Solid lines represents choice between learning and innovation,
as well as their intensity; dotted lines means the growth strategy (I or ¢) is not chosen but show the intensity
had the firm being forced to use the strategy. Panel (b): entry rate %}f’e and exit rate Ay along the

distribution of firms. Entry rate close to & is now shown as ¢ in the denominator is close to 0. Panel (c):
log-productivity distribution. Panel (d): log-productivity distribution in log scale to emphasize the tail
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Because the model assumes imperfect learning, entry rate declines exponentially with log-productivity
along the distribution in Figure[I0D] Exit rate declines in a similar way, as demand elasticity declines
with firm size: to knock out a larger firm by sales shock, a larger productivity shock is needed,
whose probability of occurrence is lower. Both entry rate and exit rate closely resemble the pattern
in the data.

Figure m shows the equilibrium log-productivity distribution qg which has an exponential tail. By
construction gﬁ(@) = 0 at the left boundary because of absorbing barrier: firms immediately die if
touching the boundary. To emphasize the exponential tail, Figure plots the distribution again
in log scale, with the right tail being linear. The exponential tail of log-productivity distribution
means Pareto tail of productivity distribution, which then translates into Pareto tails of output,
sales and employment distributions through the demand structure (Proposition . When the
productivity distribution has a fatter tail due to dynamic effects of growth, markup increases
because of reallocation towards high markup firms, as will be discussed in Section The log-
productivity distribution is log linear at right tail but log concave overall: this feature is shared
by many other commonly-used distributions with Pareto tail, such as Fréchet distribution. In a
static model with fixed productivity distribution, such log-concavity means that within-firm markup
decrease dominates between-firm reallocation of market share towards high markup firms in the
case of market size expansion. H If both forces are present, i.e. fatter tail due to dynamic growth
effects and market size expansion due to static economic integration, the latter force compensates

higher markup of fatter tail, as will be discussed in Section [6]

5 Comparative statics when ideas are getting harder to find

What happens to growth, concentration, market power, labor share and business dynamics when
ideas get harder to find? As explained in Section [4] I calibrate a 6.84-fold increase of a from 1980
to 2020 using Bloom et al.| (2020)’s methodology. Entrants’ learning cost parameter «. increases
accordingly due to its tight relationship with «. Interest rate decreases and promotes growth like
in standard macroeconomic models, which partially mitigates the effects of harder research. Since
the model is sensitive to interest rate, its effect should be jointly evaluated to speak to the data.
Moreover, given the large magnitude of increase in research difficulty, compensating forces should
be expected to exist in a well-functioning economic system. In standard consumption-based asset
pricing models, such a decrease in interest rate can be endogenized by a decrease in growth rate.

As interest rate can decline for reasons other than growth rate, for instance the global saving glut

511f the log-productivity distribution is log linear, i.e. the productivity distribution is exactly Pareto, then the two
forces exactly cancel so that aggregate markup does not change. If it is log convex, then between-firm reallocation
dominates so that markup increases in a market size expansion. The results hold for a wide range of demand systems
with variable demand elasticities, see the appendix of |Autor et al.| (2020). To the best of my knowledge, I have not
seen any log convex assumption in macroeconomics and trade literature. As the exact Pareto is a cutting-edge case,
the endogenously-generated distribution with overall log-concavity in this paper is consistent with typically assumed
distributions in static models.
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Figure 11: Comparison between 1980 and 2020. Panel (a): learning/innovation intensity; Panel
(b): log PDF of log productivity; Panel (c): log PDF of log sales; Panel (d): cost-weighted markup
distribution

(Bernanke| (2005])), I remain agnostic about the source of interest rate decline and calibrate an

exogenous change.

Figure[l1alcompares innovation and learning intensities in both periods. Given the uniform increase
in research difficulty across all firms, the intensity curve shifts down so that aggregate growth
declines. The decrease in growth is however larger for laggards as they enjoy higher growth at the
earlier period and because there is a lower bound of conscious growth of 0. In economic terms,
laggards have dynamic advantage in terms of catch-up growth, while leaders have static advantage
of being a leader in the existing market structure. Laggards rely on growth, regardless of the
specific form of innovation or learning, to challenge existing leaders. Harder research hurts the

dynamic advantage of laggards, making them more difficult to catch up with leaders and challenge
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them. Thus, even though the growth rate of leaders decline in absolute terms, it increases in
relative terms compared to that of laggards. This allows leaders to stretch out further to the
right tail relative to laggards, implying a fatter tail of the productivity distribution and firm size
distributions. To emphasize the heaviness of tail, Figure and plot productivity distribution
and sales distribution in log-log terms. Both distributions show a flatter linear tail in 2020 than in
1980, meaning a fatter Pareto tail in 2020. The higher concentration due to fatter tails translates

into higher markup, as shown in the cost-weighted markup distributions of Figure

To see whether the model’s mechanism is consistent with data, I categorize firms into leaders and
laggards based on number of employment. Following Decker et al. (2016), high growth firms are
defined as those with more than 30% annual growth of employment. I calculate weighted average
growth of high growth firms within leaders and laggards respectively, which takes into account both
the employment share of high growth firms and the growth rates of these firms. Figure shows
that the high growth firms among laggards grow more quickly than those of leaders in any given
year. Both leaders and laggards witness a decline in growth, but the decline is more pronounced
for laggards. All these empirical patterns are consistent with the model in Figure Moreover,
Figure shows the histograms of log TFP dispersion between the 99th quantile and the 90th
quantile, where each observation is a 4-digit NAICS sector. Due to data limitation, sectors are
only manufacturing ones. The productivity dispersion at tail has in general increased@ which is

consistent with the model’s prediction that Pareto tail of productivity distribution flattens.

Table [5| summarizes changes in key macroeconomic moments from 1980 to 2020 in the model and
in the data. The model explains a majority of the data changes in all cases. Sales share of top
1% firms increases as the Pareto tail of sales distribution fattens. TFP growth declines as harder
research dominates all other mitigating forces including lower interest rate. Compared to existing
literature of Schumpeterian growth, growth does not decline due to a more concentrated market
structure in the present paper. Higher concentration actually promotes growth in the model and
acts as a mitigating force against harder research, as heavier tail makes learning more effective and
higher profits incentivize innovation and learning. Higher concentration is a result of lower growth,

not a reason for it.

Because we have assumed a demand system with variable demand elasticities, aggregate markup
increases with tail fatness of the productivity distribution other things being equal. Aggregate labor
share decreases, as labor is the only factor of production in the model so that labor share is simply
the inverse of markup. Table |§| conducts a Melitz and Polanec (2015)-decomposition of markup
change in the model into a within-firm component, a reallocation component between firms, and

a net entry component. Similarly analysis is done for labor share. Both the increase in markup

52If I track each 4-digit sector and calculate its change in log TFP dispersion between 1987 and 2019, 84% of sectors
see an increase in the dispersion.
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Table 5: Moment changes between 1980 and 2020, Model and Data. All the changes are non-

targeted.
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Figure 12: Checking the model’s mechanism with data

Moment Data A | Model A
Sales share of top 1% firms 10.07% 9.33%
TFP growth -0.41% | —0.41%
Cost-weighted markup 11.40% 8.53%
Labor share -5.39% | —3.38%
Job creation by birth (entry) -2.70% | —1.79%
Job destruction by death (exit) | -1.67% | —1.66%
Job creation rate 5.13% | —2.82%
Job destruction rate -4.06% | —2.87%
Job reallocation rate -8.12% |  —5.69%
R&D over value added 64.50% 62.91%
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Within Between Net entry Total
ALabor share  —0.30% -3.05% —0.03% —3.38%
AMarkup 0.73% 7.82% —0.02% 8.53%

Table 6: Melitz-Polanec decomposition of markup and labor share changes between 1980 and 2020.

and the decrease in labor share predominantly come from reallocation from low markup (i.e. high
labor share) firms to high markup (i.e. low labor share) firms, which are consistent with micro-level
empirical evidence (see |De Loecker et al. (2020) for markup, |Autor et al. (2020) and Kehrig and
Vincent| (2021)) for labor share).

The lower demand elasticity that accompanies higher markup also means that the same idiosyn-
cratic productivity shock translates into less employment and sales fluctuations. This is consistent
with [Decker et al| (2020))’s evidence that declining job fluctuations come not from decreasing
volatility of idiosyncratic shocks but from weaker responsiveness of firms to these shocks. Incumbent
job creation and job destruction rates decline, so does their death rate. Entry rate declines as
learning becomes more difficult for potential entrants. Combining them together, job reallocation

rate decreases.

6 Introducing Economic Integration

While the previous section well accounts for the key macroeconomic moments since 1980s, a major
puzzle remains: before 1980s, how could concentration increase with flattening Pareto tail without
trend in markup or labor share? This section argues that introducing economic integration in
addition to harder research can account for the pattern, acting as another first-order economic
force during the earlier periods. Historical evidence motivates such an investigation. According to
Gordon (2016), 1920s-1970s saw the heyday of US government spending on highways, with only the
interruption of World War II. Inflation-adjusted domestic airfare per mile decreased at -4.55% per
year between 1940 and 1980, and only -0.1% per year after 1980. The construction of highway and
airline facilities, as well as other basic infrastructure, could have significantly reduced non-tariff
trade costs across US regions in earlier periods. Deregulations could have also played a role in
facilitating integration. One of the most notable examples is 1978 Airline Deregulation Act which
removed restrictions on routes and market access of airline companies. The effect of economic
integration is potentially large as US regions are close to each other, and each of them can be
construed as a small economy. As is well-known from the trade literature, smaller economies are
more open to trade, and geographical distance is a key. The above historical examples thus prompt
us to consider economic integration as another importance force shaping the economic landscape
of earlier periods. Stable labor share is thus not understood as an economic regularity in [Kaldor

(1961)), but rather as a historical coincidence.
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I study the 1960-1980 period to show the effect of economic integration in conjunction with harder
research. Consider a thought experiment in which there are IV identical economies in autarky in
1960. All the economies are on the same travelling wave equilibrium as described by the model.
As in the previous section, ideas are harder to find in 1980 than in 1960, and interest rate declines
which partially mitigates the harder research (see Section [ for the calibration). What’s more,
the IV economies integrate into one single economy, in the sense that labor force L and potential
number of entrants M, are multiplied by N. H I compare the new travelling wave equilibrium
of the integrated economy in 1980 with the old one of segregated economies in 1960. As the N
economies in 1960 are identical, the macro moments of growth, concentration, markup and labor

share are the same regardless of whether the N economies are seen separately or together.

Proposition [6] shows that economic integration promotes growth and mitigates the effect of harder
research, as a larger number of customers implies higher profit and hence stronger Schumpeterian
incentives. While I estimate the magnitude of harder research using Bloom et al.| (2020)’s method-
ology, the degree of economic integration N is estimated by targeting TFP growth rate of 1.6%

around 1960. Concentration, markup and labor share remain non-targeted.

Figure [L3| compares the equilibrium in 1960 with the one in 1980. Similar to growth declines
for all firms but especially for laggards, productivity distribution and sales distribution stretch out
to a heavier tail. Declining growth, like in the previous section, is due to the dominating role of
harder research despite mitigating forces of lower interest rate and larger market size. Top 1% firm
sales concentration increases by 14.43%, which is in the ballpark of [Kwon et al. (2022))’s estimate
and slightly more than the change from 1980 to 2020. As growth rates in 1960 (this section) and
in 1980 (Section have been targeted, the increase in concentration resonates Proposition
which links fatter tail with lower growth regardless of market power. Changes in markup and labor
share, however, are largely attenuated. Table [7| shows that while market share reallocates towards
high markup and low labor share firms as the 1980-2020 period, the reallocation component is
largely compensated by the within-firm component due to economic integration. The within-firm
component can act as a compensating force against fatter tail for markup and labor share, because
the equilibrium log-productivity distribution is overall log-concave. @ The combined effect of
within- and between- components means strongly attenuated markup and labor share changes,
despite an even higher increase in concentration. To summarize, the dynamic growth effect of
harder research and the static effect of economic integration jointly reconcile fatter Pareto tails
with stable markup and labor share. Such an analysis is only possible with a framework in which
a well-defined Pareto-tailed productivity distribution is endogenously generated by firm-specific

growth. The model provides a way to study the question in a unified setting.

53 Aggregating N representative consumers into one is feasible, as Kimball preference is homothetic and hence
belongs to the Gorman form.
54Gee further discussions in Section
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Figure 13: Comparison between 1960 and 1980. Panel (a): learning/innovation intensity; Panel

(b): log PDF of log productivity; Panel (c): log PDF of log sales; Panel (d): cost-weighted markup
distribution
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Within Between Net entry Total
AMarkup —5.29% 8.74% —0.36% 3.09%
ALabor share 2.86% —4.32% 0.14% —1.32%

Table 7: Melitz-Polanec decomposition of markup and labor share changes between 1960 and 1980.

7 Conclusion

The present study constructs a continuous-time Schumpeterian growth model which complements
the existing literature by emphasizing how growth shapes market structure. The model is reminis-
cent of endogenous sunk cost models of [Sutton| (1998) and shares his insights in a growth setting.
From a methodological point of view, the model benefits from the recently developed Mean Field
Game to generate an equilibrium productivity distribution with Pareto tail. As ideas are getting
harder to find, the distribution shifts to a heavier tail and market becomes more concentrated. The
model explains a majority of the changes in growth, concentration, markup, labor share, R&D cost,
entry and exit rates, and job creation and desctruction rates of US in the last four decades. The
explanation is compatible with growth decline and increasing concentration in a longer historical
horizon. The framework can accommodate fatter Pareto tail with stable markup and labor share

in the pre-1980 period by introducing economic integration in addition to harder research.

Changing the perspective from how market structure determines growth to how growth determines
market structure implies dramatically different policy recommendations. In particular, anti-trust
policies are generally not recommended for promoting growth, contrary to what most papers in the
literature suggest. In the model, higher market power actually encourages growth and mitigates
harder research, as firms reap higher profits. Undoubtedly, anti-trust policies can still be pro-
growth in specific cases where the traditional Schumpeterian logic is present, or should be applied
for ethical and social considerations when they are justified. But growth policies should center
around promoting technological opportunities for every firm, large or small. This approach is
reminiscent of the East Asian Miracles which involved strong development policies designed by the
government. [5_5] Even though the model cannot fully speak to that history, as catch-up growth of
these countries involves capital accumulation and learning from foreign countries which are outside
the model’s scope, it shares the same focus of promoting technology to encourage growth. In the
case of US, |Antolin-Diaz and Surico| (2022) shows military spending increases productivity in the
long run through public R&D.|Gruber and Johnson| (2019) interprets the post-war experience of US
in a similar fashion, suggesting policy implications centering around public R&D. This framework

can hopefully open the door for further fruitful discussions.

55Gee for instance [Evans| (1995), [Lane| (2022), |Choi and Levchenko| (2021) and |Lan| (2021)).
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