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Selection Effects, Endogenous Agglomeration of Heterogeneous

Firms and Urban Productivity
ZHAQO Yao (Zhongnan University of Economics and Law, 430073)

KE Shanzi (Hunan University, 410079)
Abstract: This paper presents a modified heterogeneous firm model to examine the effects of firm
selection/sorting on productivity distribution within and across Chinese cities. Highly productive firms
are able to set lower prices, take larger shares of markets, and thus tend to locate in larger cities,
whereas less efficient firms tend to locate in smaller cities. The larger the city, the higher is the
threshold of productivity required for a firm. The selection effect left-truncates productivity distribution
of firms in the large city and the sorting effect right-truncates the distribution of firms in the small city.
This paper designs an econometric method and uses China’s firm level data to estimate the bidirectional
selection effects. The results show that the threshold level of firm productivity increases as city size
grows and the selection effect is at least one-fifth to two-fifth of agglomeration economies. The paper also
demonstrates that lowing transaction cost helps close the threshold gap between large cities and small
ones, and that market integration will raise productivity of small cities and close intercity gaps.
Keywords: Bidirectional Selection Effects, Heterogeneous Firms, New New Economic Geography
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