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Cities in the Post-industrial Economy:
How City Size Affects Human Capital
Externality in Service Industry?

Liang Wenquan and Lu Ming
( Shanghai Jiao Tong University)

Abstract: This paper explores the human capital externality in service industry by estimating production functions using the
China Second Economy Census data in 2008 which contains withinHfirm education composition of employees. Human
capital externalities mostly exist in the large firms of service industry. Furthermore we distinguish the source of
externalities by dividing the human capital into three parts: intra-industry other service industries and manufacturing
industry. Then we find that the externalities generated by human capital in intradndustry and other service industries
increase along with the city size but externality from the manufacturing industry decreases along with the city size. These
results are robust to alternative production function forms and the measures of human capital. Finally we investigate the
mechanisms through which the human capital externalities arise. We find that the externalities from the interactions with the
high skilled workers in intra-industry and other industries in services increase along with the city size but the externality
from the interactions with the high skilled workers in manufacturing industry decrease with city size. Our findings imply that
large cities become increasingly important during the post-industrialization era.

Key Words: Human Capital Externality; Service Industry; City Size
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