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What Makes Cities More Entrepreneurial?
ZHANG Cui

( School of Economics Jinan University)
Summary: The entrepreneurship-enhancing effect of urban agglomeration has attracted increasing attention in the economic
literature over the last decade. Findings on this effect have been important motivations for the Chinese government’ s new
urbanization strategy. However studies have focused on the U. S. A. and European countries. Theoretical and empirical
analysis for cities in developing countries including those in China is lacking. This paper fills this gap by assessing the
extent to which urban agglomeration affects entrepreneurship in China.

We begin our analysis by proposing a mechanism-based framework to study the precise channels through which urban
agglomeration contributes to entrepreneurship. Our theoretical framework shows that different types of urban agglomeration
affect entrepreneurship in different ways. Specialization externalities promote entrepreneurship through specialized labor
market pooling specialized production networks and within-industry knowledge spillovers. Diversity externalities promote
entrepreneurship through inter-industry labor sharing input-output linkages and inter-industry knowledge spillovers. As a
transforming economy the challenges currently facing China’ s specialized industrial districts limit the entrepreneurship
enhancing effect of specialization externalities which makes diversity externalities rather than specialization externalities
have a lasting effect on entrepreneurship in China.

Based on this theoretical framework we combine individualdevel data from the Chinese Household Income Project
( CHIP) with city-devel data from the China Urban Statistical Yearbook to estimate the effect of urban agglomeration on
entrepreneurship. The empirical analysis shows that diversity externalities have a positive effect on individual
entrepreneurial choice whereas specialization externalities have no impact on individual entrepreneurial choice. This
finding holds true in a series of robustness checks. Our heterogeneity analysis shows that smaller and subsistence
entrepreneurs benefit from both specialization externalities and diversity externalities while bigger and transformational
entrepreneurs only enjoy diversity externalities. The diversity externality estimates are generally significant for male
entrepreneurs and service industries. Using Population Census micro-data and input-output table we gauge the relative
importance of different diversity externality mechanisms showing that input-eutput linkages are the main mechanism
through which diversity externalities promote entrepreneurship in China.

Our paper contributes to the growing literature on urban agglomeration and entrepreneurship in three ways. First
theoretical analysis of the impact of urban agglomeration on entrepreneurship is in its infancy. This study constructs a
mechanism-based framework to explore the ways in which specialization and diversity externalities influence
entrepreneurship and conducts a dynamic analysis of the relationship between them based on the features of urban
agglomeration economies in China.

Second the literature on urban agglomeration and entrepreneurship normally takes the firms’ perspective. Our paper
examines the effects of urban agglomeration economies on individual entrepreneurial choice by combining individualdevel
data and city-evel data which provides a new perspective to study this very important phenomenon. Meanwhile our paper
also assesses the impacts of different types of urban agglomeration economies on different types of entrepreneurship
providing a better understanding of the entrepreneurship-enhancing effect of urban agglomeration economies.

Third the empirical evidence is scant on how urban agglomeration economies contribute to entrepreneurship. By
constructing relevant indices our empirical analysis on the mechanisms through which diversity externalities contribute to
entrepreneurship fills a void in the literature.

Keywords: Cities; Agglomeration Economies; Entrepreneurship; Mechanisms
JEL Classification: R12 126
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