
  

                                              Urbanization

As a pattern of development, the more developed the economy, the more urbanized. 

This is what the Lewis model describes. 

But many argue developing countries are often excessively urbanized or too-rapidly urbanizing

There are two measures of the degree of urbanization of a population. 

The first, urban population, describes the percentage of the total population living in urban 
areas, as defined by the country.

The second measure, rate of urbanization, describes the projected average rate of change of 
the size of the urban population over the given period of time

Every country has a different way to determine what is a city and what isn’t. Factors that are 
used often include population, services and infrastructure, and administrative declaration. 

https://www.un.org/development/desa/pd/themes/urbanization.
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All Tables and Figures from UN World Urbanization Prospects, 2018 
revision.
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                                  Urbanization: Benefits 

 
A city allows agglomeration economies. 
In general firms wish to be where  most consumers already live, which attracts 
more people in search of jobs and perhaps lower prices.  this concentration in 
turn attracts still more firms and consumers in a circle of causation.
We can distinguish both urbanization  economies proper  accruing to all and 
localization economies ( accruing to firms in an industry or sector).
Cities offer  easier access to both private services (shops,entertainment,cultural 
activities etc)  and public services ( from water and electricity to 
communication.education and health services)  as well as a richer social life.

Localization economies allow  saving on firm-to-firm, firm-to-consumer 

transportation. Firms locate near workers with skills they need
Workers locate near firms that need their skills Firms benefit from (perhaps 
specialized) infrastructure
Firms benefit from knowledge spillovers in their and related industries
Possibility of clusters, or Industrial Districts, is a key to sectoral efficiency.

China has made huge strides in generating industrial districts over the last 

decade.



  

                              Urbanization: Costs

But, cities also entail “congestion costs”, i.e  pollution, noise,  traffic, crime, street 
children,  high cost of real estate: it is much more expensive to build vertically than 
horizontally.   
Economically efficient urban scale (from point of view of productive efficiency) found 
where average costs for industries  are lowest.
Generally, differing efficient scales for different industrial specializations imply different 
city sizes.
More extensive (expensive) capital infrastructure concentrated in larger urban areas
Smaller cities may be expected in labor-intensive developing countries: however 
this is not what we generally observed. 



  

 Two well-known theories of city size are the urban hierarchy model (central
place theory) and the differentiated plane model.
 
In the urban hierarchy model( August Losch and Walter Christaller), plants in various industries 
have a characteristic market radius that results from the interplay of three factors: economies of 
scale in production, transportation costs, and the distribution of housing costs over space. 
The larger the economies of scale and the lower the transportation costs, the larger the radius of an 
 industry.  A high price of real estate ( and hence wages)  tends to create smaller radii. 

The differentiated plane model (Alfred Weber, Walter Isard,and Leon Moses) predicts urban 
concentrations at the points where existing transportation routes cross, called “internal nodes.” The 
hierarchy of urban sizes depends on the pattern of nodes and the industrial mix. 
Hub and spoke transportation system (rather than web) makes transport costs high for 
small cities.
Primary processing industries have few inputs and are usually located near the source of the 
primary resource. There will also be incentives for industries with strong backward or forward 
linkages to locate in the same city. 

Urbanization: Theories of City Size



  

                                       Causes of Urban Giantism:

Much urban growth is in mid-size cities, but Urban Giantism  is a serious issue in 
many developing countries, where urbanization has led to huge informal sectors in 
shantytowns, favelas.

One explanation looks at  capital market failures that make the creation of new urban 

centres impossible to finance.

Another is  First-City Bias favoring largest city: Compounding effect of locating the 

national capital in the largest city.

Economic development is hampered by groups who, by their central location in urban 

areas, are able to pressure governments to protect their interests.

Indeed an explanation for urban giants focuses on dictators’ efforts to remain in 

power through  “Bread and circuses” policies. Unstable regimes ( see next figure),  

had an incentive to “buy off” the population of the largest city.   
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 The informal sector is characterised by a large number of small-scale production and service 
activities( individually or family-owned) and use simple, labour-intensive technology. 

 The usually self-employed workers are generally unskilled, and lack access to financial capital. 

As a result, worker’s productivity and income tend to be lower, with no job security or old-age 
pensions. 

Many workers in the sector are recent migrants. inhabit shacks  that they themselves have built in 
slums lacking electricity, water, drainage, transportation, and educational and health services. Many 
are vulnerable to  extreme weather phenomena. 

 Others are homeless with incomes  insufficient to provide even the most rudimentary shelter.

The Informal Sector



  

                           The Harris-Todaro model

Why do people move from rural to urban areas only to land in shantytowns and work in the 
informal sector or be unemployed?

The Harris-Todaro model features:

A worker’s decision to migrate depends on a comparison of  lifetime expected income between 
rural and urban alternatives. An individual does not go back to the countryside after migration. 

There is considerable risk in migrating. Migrant could end up unemployed, with probability rising 
with general unemployment.

There will be excess migration if wages in urban areas are higher than wages in rural areas. 
Excess migration leads to urban unemployment.

Simple model assumes one period with income equal to wage rate.  Migration is assumed to be 
costless.
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The Harris-Todaro model

Policy Implications

Reduction of urban bias: decentralize authority to cities and neighborhoods 

Reduction in imbalances in expected income opportunities and services provision: 

programs of rural development should be encouraged

Public programs to reduce unemployment  in cities  can be counterproductive by 

inducing more migration. 

Rural to urban migration policy: Most countries do not restrict migration.  
In China, authorities have used both carrots (TVEs township and village enterprises) 
and sticks (hukou system) to reduce migration.  But the income differential still attracted 
millions of migrants.



  

THE INFORMAL SECTOR

Why is there such a large informal sector in developing countries?

How does the size of the informal sector in the economy affect transaction costs and 
development in these nations?

Hernando de Soto, The Mystery of Capital: Why Capitalism Triumphs in the West and 
Fails Everywhere Else

A large portion of economic transactions in developing countries are hidden in the 
informal sector.   Not registered, taxed, and operate in buildings with no “title”

Millions live on land and in homes for which they have no title. 

As a result, substantial wealth in these countries is severely undervalued. This 
increases transactions costs.



  

THE INFORMAL SECTOR

The High Transaction Costs in the Informal Sector

Without legal title and associated property rights, a person or business in the informal 
sector:

cannot use property as loan collateral to start or expand a business: cannot realize 
economies of scale and scope 
cannot obtain many basic  state services: does not have access to the court to enforce 
contracts

has difficulty trading assets (absence of legal status)

cannot obtain insurance contracts

is vulnerable to predatory behavior from politicians and bureaucrats



  

THE INFORMAL SECTOR

Institutional Obstacles to Entry in the Formal Sector
Why do businesses and households, especially in developing countries, do not enter the 
formal sector?

Given the high transaction costs of the informal sector, tax avoidance is an insufficient 
explanation.

More likely is that the low quality of legal institutions increases costs and reduces 
benefits of entering the formal sector. 

Registering a business  in a developing country usually takes a lot more time and effort 
than in a developed country. 

Other business start-up costs are higher in developing countries (especially in Latin 
America and Sub-Saharan Africa).

This process is regularly monitored by World Bank: the Doing Business project.



  

 A view espousing the constructive role of cities (which includes their informal sectors) in 
economic development has been gaining ground.
 
This approach has been championed by the Dar es Salaam–based UN-Habitat, in its “State of the 
World’s Cities” reports. The 2001 report systematically criticised what it termed the “anti-urban 
bias of the development agencies.” which emphasised the negative consequences of urban bias 
for both efficiency and equity. Besides UN-Habitat, the World Bank and other agencies have 
placed increasing emphasis on improved urban development.

It is argued that since  wages are persistently higher in urban informal work than in rural work  
productivities are likely to be higher as well. Indeed, the fact that the informal sector provides a 
livelihood for many even without access to credit and other facilities,suggests that in better 
institutional conditions the sector could work as an engine for growth
 
Other  arguments can be made in favour of promoting the informal sector. 
One is that only a fraction of the capital needed in the formal sector is required to employ a 
worker in the informal sector.  Another is that  generates demand for semiskilled and unskilled 
labour unlikely to be absorbed by the formal sector to whom it provides training at  low costs. 
Moreover the sector is more likely to adopt appropriate technologies and make use of local 
resources. Finally, the informal sector plays an important role in recycling waste. 

THE INFORMAL SECTOR
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