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Do agglomeration externalities form clusters?

Many cities have clusters of shops selling similar products.

Why do they locate nearby even if competition intensifies?

1 Theories: positive spillovers via agglomeration externalities
(Marshall, 1920)

F Demand: Clusters attract more customers
F Supply: Knowledge spillovers across shops
1 Empirical evidence suggesting presence of externalities (e.g.
Shoag & Veuger, 2018; Benmelech et al. 2019; Nakajima &
Teshima, 2020).

Do agglomeration externalities across firms lead to cluster
formation? How?
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Do agglomeration externalities form clusters?

Empirical /nontrivial question: Even in the presence of
agglomeration externalities, several countervailing forces may
prevent formation of clusters.

1 Agglomeration externalities (+)

1 Local competition ({)

1 Product switching costs ({)

1 Land lot/building ownership transaction costs ({)

Policy relevance: whether proactive urban planning and zoning
policies are needed for promoting efficient service agglomeration.

Empirical challenge: observational data confounded by local
amenities, infrastructure, supplier and consumer locations.
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This study

Setting: We focus on a large market building in Hanoi
1 Building hosts 1000+ apparel/fabric wholesale stores.
1 There was a re in 1994, and the building was reconstructed
and reopened (with a new layout) in 1997.
1 Store slots in the new building were allocated by a lottery to the
store owners of the previous building.
1 Today, we observe many product clusters within the market.

Data: We conducted a survey of shop owners
1 Current and past products, slot ownership, lottery participation,
etc.
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Preview of results

While the initial slot allocation appears to be random, the
clusters were formed soon and accumulated.

Initial coincidental clusters ) neighborhood shops selling the
same products

1 Agglomeration externalities across stores ¥ clusters v/
Mechanism of product changes

1 Product switching within same store owners v/
1 Ownership changes v/

Mechanism of agglomeration externality

1 Supply-side (knowledge) spillover appears to be small
1 Demand-side agglomeration (e.g. shopping externality) is a
likely explanation
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Literature

Evidence of agglomeration externalities (in service sector):
Arzaghi and Henderson (2008); Combes et al (2012); Shoag and
Veuger (2018); Benmelech et al (2019); Bernstein et al. (2019);
Koster et al. (2019); Nakajima and Teshima (2020); Atkin etal.
(2022); Oh and Seo (2023); Baum-Snow et al (2024); Miyauchi
et al. (2025)

Empirical studies on cluster formation (firm location): Leonardi
and Moretti (2023); Vitali (2024).

Our contribution: Exogenous lottery-based initial allocation;
causal evidence that store externalities form clusters.
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Outline

Background
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