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Abstract: Wage inequality between modern and traditional sectors decreased from 3.30 times to
2.80 times and then increased to 3.39 times during the last ten years when digital finance had got
tremendous growth in China. According to classical theory, inclusive digital finance, which raises
wage incomes in traditional sectors by improving financial conditions and employment, should
decrease wage inequality. Therefore, explaining the widening wage inequality requires re-studying the
distribution effect of digital finance.

Digital finance has various models in practice. Different from inclusive digital finance model
featuring with public financial service provided by information technology firms, digital industry
finance model raises wage incomes in modern sectors by promoting innovation. Therefore, the effect of
digital finance on wage inequality depends on the evolution of financial structure. Meanwhile, because
of the no-linear relation between financial development and innovational growth, digital finance
progress tends to promote the development of modern sectors and the increasing of wage inequality
among sectors in the long term.

This paper introduces financial entry friction into a multi-sector production and constructs a
production-finance supply side model to explore the impact of digital finance on wage inequality. The
supply-side equilibrium analysis suggests that the wage gap effect of digital finance is related to the
innovation elasticity of digital finance: if the innovation elasticity is lower (higher) than a threshold
value, digital finance decreases (increases) the wage income gap. The quantitative analysis of the
calibrated model indicates that the innovation elasticity in China is about 0.45, which implies the
current supply side of China’s economy is in the operating range of digital finance expanding the wage
income gap. It also shows if the market entry cost decreased by 10% for digital finance, the wage gap
increased by 5.71%. The simulated transitional dynamic path shows that digital finance reduces wage
inequality in the short run through entrepreneurial finance channel and raises wage inequality in the long
run through innovative finance channel. Because of high innovation elasticity, the inclusive effect of
digital finance is dominated by its inequality effect and this effect will continue without interventions,
which will harm common prosperity. The results have insight on how to design digital finance and
upgrade quality of finance development in China to promote common prosperity.

This paper has two contributions. First, it constructs innovation elasticity of digital finance to
measure the non-linear relation between digital finance and innovation growth, and finds that
innovation elasticity is the key to understand the fact that digital finance raises wage inequality. The
results enrich our knowledge about the distribution effect of digital finance. Second, it demonstrates a
new mechanism of negative effect of digital finance.
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