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Abstract

This paper develops a model on firms’ optimal decision in the adoption of digital technology.

We test the model using an endogenous treatment effect framework, which simultaneously

estimates the probability and the outcome of the adoption. We then apply the model to a panel

of publicly listed Chinese firms with a refined measure on the digital technology adoption that

passes a set of validity checks. While observable firm characteristics suggest a positive selection

that is often documented in existing literature, we find unobservable factors suggest a negative

selection and lead to a “refugee sorting”. Adopters gain market share, reduce production

costs, improve productivity, substitute capital for labour, and achieve a significantly higher

profit. Non-adopters are those initially more advantageous firms in unobservable factors. Our

empirical findings are consistent with the model mechanism in which digital technology acts as

a great equalizer.
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