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Why are firms in cities more productive, on average, than their regional counterparts? In this paper, we address this question by analysing newly available administrative data on Australian firms. 

We specifically focus on gauging the relative importance of two key determinants behind the productivity advantage of urban firms in Australia: agglomeration and firm selection. The former encapsultes urban productivity gains from positive externalities—due to, e.g., knowledge spillovers, input sharing, or labour pooling. Firm selection, on the other hand,  attributes the productivity gap between urban and non-urban firms to competition mechanics. Namely, by attracting more firms, larger cities enhance competitiveness and, in turn, prompt less productive firms to exit the market.

To disentangle the contribution of agglomeration vs. selection, we estimate a structural model which nests both effects, building on the seminal work of Combes et al. (2012). Through the lenses of that framework, our main contribution is to provide fresh evidence on the determinants of the Australian urban advantage. We also aim to isolate the singularities of the Australian case, when compared to other countries. 

Crucially, our methodology relies on microdata of firms contained in the Business Longitudinal Analysis Data Environment (BLADE). BLADE is the most exhaustive data set on Australian businesses, as it covers the universe of all active firms with an Australian Business Number (ABN) reporting GST. Only recently, access to BLADE has been substantially simplified for academics who are not affiliated with government institutions. 

Our preliminary results are as follows. First, we find strong evidence that agglomeration dominates selection effects in most Australian industries, which is in line with other works focusing on the EU. 

Second, for our main model specification, agglomeration effects are the largest in manufacturing industries and, hence, are not necessarily concentrated in knowledge work, as other papers analysing firms in the EU indicate. We also show that for some industries, the prevalence of agglomeration over selection is sensitive the criteria for classifying urban and non-urban firms. 

As a third major finding, we uncover substantial heterogeneity in the relative magnitudes of agglomeration and selection effects across firm sizes and ages. In particular, agglomeration effects tend to be larger for small, young firms in professional services. This finding is consistent with the Nursery City Hypothesis, whereby agglomerative benefits of cities on human capital are the most pronounced for smaller firms (Duranton and Puga 2001). Relatedly, selection effects are much more prevalent and significant as firms grow and age. 

Finally, we show that our results are robust to employing different productivity estimation methodologies.

The results of this paper can shed light in various policy discussions, such as debates around the merits of urban decentralisation policies, targeted industry support for young firms, or the impact of major transport projects. 
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