CEPR POLICY INSIGHT No. 71

 dentielfoid -conomid »olicyl | €seakch

)Y POLICY INSIGHT No.71

Making city lights shine brighter

Shahid Yusuf and Danny Leipziger

Growth Dialogue

e see very few countries whose economic
Wfortunes have dramatically improved

without at the same time undergoing
rapid urbanisation. Indeed, rapid growth and the
development of cities seem to go hand-in-hand. A
correlation between therate of urbanisation and per
capita GDP has been frequently noted.! According
to a recent estimate by Gilles Duranton using
cross-country data for 2012 (see Figure 1), each
percentage point of urbanisation is associated with
a 5 percentage-point increase in GDP per capita,
with urbanisation apparently explaining 60% of
the variation in incomes. However, establishing
causation has proven difficult. Urbanisation could
be a major outcome of the development process,
or alternatively, rapid urbanisation could become
a driver - or a facilitator — of growth.
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Past evidence - qualitative and quantitative —
sends conflicting signals. It would appear from
the experience of developed countries that
urbanisation was growth-promoting. However,
correlating data for Africa, Latin America, and
South Asia alone suggests that on the contrary,
urbanisation is more loosely coupled with growth.
Developing countries are urbanising at rates of
2-3% per annum, but per capita incomes are

1 Henderson (2002, 2010), United Nations Human
Settlements Programme (2010). Hofman and Wan (2013)
find that the causation runs from growth to urbanisation.
See also Economist (2013).

increasing more modestly than in the past (Figure
2).> The growth-inducing effects of urbanisation
are even weaker if only African countries are
included (Figure 3). According to Glaeser (2013: 7),
the slope coefficient derived when the log of per
capita income is regressed on urbanisation is 5.3
for all countries in 2010, and 2.6 for low-income
countries. This is by no means trivial, but the
R-squared drops from 0.54 for all countries to 0.33,
because the high rates of urbanisation are in poor
countries. Hofman and Wan (2013) further qualify
the contribution of urbanisation, noting that after
controlling for education, industrialisation, and
trade, the correlation between urbanisation and
the level of GDP largely disappears. They maintain
that industrialisation and education determine
urbanisation.?

Why isurbanisation-inducing structural change not
being matched by an increase in GDP comparable
to what was achieved by industrialised countries
in the past? Moreover, how can the ongoing and
seemingly inexorable urbanisation in Africa and
parts of developing Asia be rendered more growth-
promoting?* These were among the questions
addressed at a symposium hosted by the Growth
Dialogue in Washington, DC on 14 January 2014,
and the answers that emerged provide clues as to
why urbanisation can be more or less supportive of
GDP growth.

2 The average increase of urban populations in less-developed
countries is projected to be 2.02% per annum during 2011-
2030, compared to 3.33% per annum during 1970-2011
(United Nations Population Division 2012).

3 This echoes an earlier finding by Black and Henderson
(1999), who note that human capital accumulation and
localised spillovers contribute to endogenous urban growth.

4 The rate of urbanisation rose in developing countries rose
from 18% in 1950 to 47% in 2011. London’s population
increased from 1 million to 8 million over a period of 130
years — Bangkok matched that increase in 45 years, Dhaka in
37 years, and Seoul in just 25 years. See also Yusuf (2013a).
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Figure 2 Urbanisation and GDP per capita in
developing countries
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Figure 3 Urbanisation and GDP per capita in sub-
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Urbanisation 2.0: In the developing
world

Perhaps the most striking difference between the
urbanising experiences of industrialised countries
and currently developing economies is that
economic change in the latter is less focused on
manufacturing than was the case in the former.
Typically, manufacturing might account for less
than 15% of GDP in medium and large cities in
developing nations, and can be as little as 5% in
many African cities (e.g. Lagos), whereas it could
be a third or more of GDP in Western countries
when urbanisation was in full swing® The
manufacturing sector absorbed a substantial share
of the expanding urban labour force, providing
employment that added far more value than jobs
in the rural economy. Due to technological change,
learning, spillovers, and progressive improvements
in the organisation of work, productivity in
manufacturing rose steadily, pulling up per capita
GDP. The share of manufacturing in GDP is still
high in East Asia, at 29% - close to the norm for the
industrialising world from around the mid-19th
century until the second half of the 20th century,
when urbanisation was gathering momentum
(World Bank 2013). In comparison, the share of
manufacturing in developing Africa and Asia is
much lower and declining (Table 1). Excluding
the productivity dividend arising from the spread

5 The share of manufacturing in GDP in 2010 was 15% for
South Asia and 13% for Africa (World Bank 2013).
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of manufacturing in cities, urbanisation has been
associated with less GDP growth and fewer jobs.

Nevertheless, cities continue to attract migrants
and to offer opportunities. However, the wvast
majority of the urban workforce is being absorbed
into services — mostly of the non-tradable sort —
and into a variety of informal activities. In fact, by
some estimates, as much as one-half of the urban
workforce in many African cities is engaged in
informal work. While a number of tradable services
(e.g. finance, insurance, engineering, architectural,
IT-related) are as - if not more —productive than
manufacturing, in developing countries, these
account for a tiny fraction of service-sector jobs.
Most urban workers in formal occupations end up
in retail, hospitality, security, and other low-end
occupations or in personal services. Many more
are absorbed in even less productive informal jobs
that marginally improve on their earnings in the
rural sector.

Continuing rapid urbanisation juxtaposed with a
slowincrease in the number of ‘good jobs’ —whether
in manufacturing or services — not only strains
the absorptive capacity of cities, but also leads to
negative externalities that can circumscribe the
productivity-enhancing agglomeration economies
associated with city size.® A large literature points
to the existence of a productivity bonus that cities
can realise — especially in the earlier stages of
development (Briilhart and Sbergami 2008), as they
grow through economies of scale, scope, diversity,
clustering, and specialisation (Duranton and Puga
2004, Glaeser and Gottleib 2009, Briilhart 2009,
Baldwin and Martin 2004). But these economies do
not accrue automatically as a city expands - they
are a function of the macroeconomic environment,
and depend upon certain acquired urban attributes
that can be undermined by dysfunctional trends.

Slow growth of productive activities dampens
agglomeration economies and makes it harder for
cities to generate the resources needed to provide
housing, infrastructure, and services commensurate
with rising demand. All too frequently, this
results in the spread of informal activities and
shantytowns, which can detract from the overall
quality of the urban environment and discourage
business investment. It can be argued that these
developments are an inevitable consequence of
a mismatch between the absorptive capacities of
most cities and the pressure of demand for jobs,
housing, services, and amenities. It can be further

6 Among the factors contributing to urbanisation are pressures
on rural land that push people to migrate, the beckoning
urban ‘bright lights’, and the natural increase of urban
populations. The increasing population share of the largest
cities in the major countries — a trend likely to continue —
suggests that the potential gains from agglomeration could
be substantial (Tabuchi 2013). Some of the world’s largest
metro areas can expect to grow by 2-4% per annum until
2025 (Berkowitz 2013).
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argued that cities in developing countries must
inevitably come to terms with and exploit the
energies latent in the informal sector, because it
accounts for between one-third and one-half of
economic activity, and cannot be wished away (see
La Porta and Shleifer 2008, Marx et al. 2013).

As Mario Polese points out, informality is second-
best and wasteful of resources. As is apparent from
the plight of cities such as Rio de Janiero, Cairo,
Lagos, Karachi, and Mumbai, the burgeoning
informal sector rooted in shantytowns undercuts
the productivity of cities already handicapped
by the smallness of their industrial sectors, and
consumes services while evading taxes and user
charges. Moreover, it can worsen crime, deepen
the incidence of poverty and morbidity, and widen
urban inequality. Reforms to city governance
and institutions, and better infrastructure would
render informal activities more effective, and
contribute to the development of cities and
national economies. Thus if cities are to ‘cause’ — or
facilitate — growth, they need to work on a number
of registers to develop traditional tradable sectors
and complement these with non-traditional
activities; to contain and possibly reverse the
diseconomies arising from too-rapid urbanisation;
and to harness the productivity potential inherent
in agglomeration.

The dead hand: Location, design, and
legacy institutions

No city starts out with a clean slate, and cities
in developing countries have their fair share of
inherited baggage. Many are advantageously
located in coastal areas, river valleys, or transport
junctions, but there are plenty in inland locations
- some arid and subject to water scarcity and
severe weather events. There are also coastal cities
that will be imperilled by rising sea levels as the
climate continues to warm. New transport and
communication technologies, air conditioning,
and expensive coastal defences have partially
offset some — but by no means all — locational
disadvantages. Water, weather, climate, excessive
dependence on mining or a specific industry, and
remoteness can impose enduring handicaps, which
in some cases will force eventual abandonment.

The initial urban layout is another factor that can
adversely affect the spatial evolution of a city and
raise the cost of urbanisation in the absence of
farseeing subsequent planning. Numerous African
and some Asian cities were created by colonial
administrations to

“Facilitate an extractive economic strategy.
Transport infrastructure was designed to evacuate
exports of primary commodities [and to expedite
troop movements| rather than cultivate internal

3

exchange, and the development of manufacturing
and industrial capacity was actively discouraged.
Settlements were designed to accommodate a static
population and not a growing one [and colonial
rulers practiced racial segregation in urban areas
and sought to minimise migration to cities]”. (Fox
2014: 195)

Thus the design and infrastructures of these
ex-colonial cities left them “Physically and
economically unprepared to absorb the massive
influx of migrants” (ibid.). The problems of design
could have been remedied were it not for legacy
institutions and elite predispositions favouring
the rural sector over expenditure on productivity-
raising urban investments (Fox 2014).

Under colonial regimes, municipal authorities
were weakly staffed and granted very little latitude
to raise revenue, and in most African and Asian
low-income countries, municipal organisational
capabilities and revenue effort have improved
little — if at all. Restrictive land-use ordinances and
titling practices, tenancy rights, building codes,
and archaic notions regarding urban planning that
persisted far into the post-colonial era, ensured
that urbanisation was seriously distorted — directly
contributing to the highly inefficient use of space
and to the emergence of slum settlements. The
pernicious effects of outmoded codes and standards
are widely apparent also in advanced countries,
where they encourage sprawl and virtually rule out
the construction of compact, diverse, ‘walkable’,
and connected communities. Smart urbanisation is
now clearly spelled out, cost-effective, and urgent,
as delay only entrenches dysfunctional forms of
urban development.

Institutional =~ weaknesses  affecting  urban
development have been exacerbated in most low-
income countries by weak and/or predatory states,
which have neglected to build robust legal systems,
regulatory agencies, infrastructure, and quality
public services that can enable cities to reinforce
other sources of growth. These lapses — aside from
undermining the business environment — have also
contributed to the spread of informal activities.
Moreover, in several African and Asian countries,
the dominance of rural elites and tensions between
them and populist urban parties has depressed
investment in urban public goods. As pointed
out by Richard Stren with regard to African cities,
both the low level of revenue generated per urban
resident and the scant investment in local services
reflect governance problems with a long history.”
He sees no easy resolution in spite of ongoing
decentralisation, which in principle should have
empowered cities but is hampered by political

7 Note prepared for symposium. Governance issues illustrated
by specific case studies are discussed in Ruble et al. (2009).
See also Fox (2014) and Mario Polese’s note prepared for
symposium.
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and fiscal constraints. The situation also suffers
from the difficulty of coordinating the actions
of administratively fragmented metropolitan
regions and a governance hierarchy that does
not correspond to the concerns of citizens. None
of these institutional obstacles are immovable,
however, as Acemoglu and Robinson (2012),
Nathan Nunn and others have shown. Uprooting
legacy institutions requires determined political
leadership, and the organisational capacity at
central and subnational levels to implement
reforms and speedily begin to demonstrate widely
shared results. As regards urbanisation, it calls for a
clear recognition on the part of the ruling elites that
well-planned and executed urban development
can contribute substantially to income growth,
and that a fast-changing ecological context makes
it imperative that urban strategy be given the
priority it deserves.?

Making cities promote growth:
Necessary conditions

Symposium participants were of the view that
reforming urban governance — and a deliberate
redesign of urban institutions that impose third-
best outcomes (e.g. those affecting land use and
the provision of low-income housing) — needs to
go hand-in-hand with four sets of reform measures.
Hence priority should be given to:

a. strengthening wurban finances so that
cities can address their deficits in housing,
infrastructure, and services;

b. embracing technologies that improve the
design and performance of essential urban
hardware and services;’

c. increasing the supply of skills and improving
quality; and

d. stimulating private investment in tradable
activities that will create a multitude of
jobs in the formal sector, thereby gradually
narrowing the compass of the informal
economy.

This would begin to bridge the income gap
separating in Allen Scott’s words, the handsomely
compensated ‘cognitive-cultural workers’ (the
cognitariat) engaged in high-technology industries
and advanced services, and an expanding

8 At the symposium, William Morrish observed that “Our
urban theories are based on upon an ecological context that
no longer exists and simply tinkering with technology and
markets, social systems and urban forms will not address
[the problems accumulating in an interconnected global
system]”. See Costanza et al. (2007).

9 Presentation by Alain Bertaud at the symposium and
Bertaud (2002, 2004).
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and marginalised ‘new servile class’.!® This
characterisation can apply to cities in many parts
of the world, and is often associated with endemic
crime and violence.

Macroeconomic conditions: Fulfilling the necessary
conditions requires a multi-level effort with the
central government playing a crucial role, starting
with a stable macroeconomic environment
and public investment that incentivises private
investment in productive activities. Overvalued
exchange rates, high and fluctuating rates of
inflation, and policy uncertainty can easily
negate local initiatives to stimulate business.
The development orientation of the state and a
conducive macroeconomic regime are necessary
preludes to city-level efforts, starting with
resource mobilisation by local authorities to fund
infrastructure and services.

Urban finance: As Enid Slack pointed out, the
property tax ought to be the principal source of
fiscal revenue, but in fact because of its perceived
regressivity and unfairness, and problems with
updating land valuation and enforcing collection,
developing countries raise only 0.7% of GDP
from property taxes (developed countries raise
2.2%).!" Grants and intergovernmental transfers
from higher-level governments are the principal
source of funding for most municipalities, but the
amounts are often unpredictable, have attached
strings, and accountability tends to be weaker.
Thus a sound financial base for urban development
requires municipalities to extract the maximum
mileage from user charges to defray the costs of
services, development charges and long-term
borrowing to finance infrastructure (underpinned
by local revenue streams), and possibly public-
private partnerships when private financiers can
bring sufficient equity and expertise to a project
(see also Slack 2002). An amalgamated, regional
governmental/administrative structure is needed
to resolve transportation and environmental issues
(Bird and Slack 2013). Where possible, specific
taxes need to be earmarked for services, and tax
policies clearly communicated to the public.
Electronic collection technologies need to be used
as appropriate, and municipalities need to collect
data and compare their fiscal performance with
those of benchmarks.

Digital technologies and big data can improve and
organise urban life and bolster agglomeration
economies. E-governanceisjust the beginning. New
technologies can make traffic more manageable
and reduce congestion, but beyond that they
promise more efficient use of cars and public
transport, and to minimise reliance on private

10 Note prepared for symposium. See Scott (2012). Scott (2011)
perceives a third wave of capitalism that is fashioning a new
urban environment in its own image.

11 Note prepared for symposium. See Bird and Slack (2013).
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cars and the vast infrastructure they demand.!?
This could transform urban design that is strongly
influenced by the car-centric, spatially sprawling
road network, and make it easier to realise the
objective of a more compact city encompassing
manufacturing, services, and residential mixed-
use neighbourhoods. Design can become more
flexible, conserving of resources, and performance-
based with the help of the huge data streams being
generated through myriad sensors. Moreover, the
capacity to simulate urban designs can enlarge the
menu of choices and lead to better solutions. Not
only is the technology at hand, but also as Dennis
Frenchman observed, the budding revolution
in urban development could be enormously
lucrative for companies that can package the entire
process.'? For example, Emaar Properties, Samsung,
Accenture, and IBM can bring together capital,
professional expertise, technologies infrastructure,
and sales, and in addition can manage public
services once the development is completed.!*
Leaf-frogging technologies are available, and to the
extent that cities can avoid ‘clay infrastructures’,
they can benefit greatly from fast-paced innovation.

Housing: Infrastructure and services must be
complemented by an adequate supply of housing
catering to the requirements and purchasing power
of urban inhabitants. With urban populations
growing by 200,000 per day, Janice Perlman
estimates that more than 96,000 housing units
need to be constructed each day — a number far
in excess of current production which in any case
is biased against affordable housing." Turning
the tide against the spread of shantytowns and
the many-sided environmental degradation that
follows in their wake calls for a two-pronged
strategy (Perlman et al. 1998, Marx et al. 2013). One
prong should be aimed at the upgrading of selected
existing slum developments (some of which have
been imperceptibly gentrifying as in Brazil) through
the provision of services and their integration into
the fabric of the formal urban system. A second
prong — most ambitiously being pursued in China
— is the mobilisation and commitment of resources
to the construction of low-cost housing and the
provision of financing for buyers. This was the
approach followed in Korea, Hong Kong, and
Singapore, for example, yielding strong results in
terms of urban life and also greater equality in the
distribution of income. As noted by Wu, however,

12 Alain Bertaud, presentation at symposium. Gémez-Ibafiez
and Nurfiez (2009: 3) describe the inefficient city as one
where land use and infrastructure policies severely limit
building density and the adequacy of transport services.

13 Note prepared for symposium. See also Frenchman et al.
(2011).

14 Accenture and IBM offer a full suite of “smart city solutions,
including software-asset-enabled services, strong domain
and consulting capabilities as well as a strong partnership
eco-system and local presence” (Belissent and Giron 2013:
16).

15 Note prepared for symposium. See Perlman (2013).
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China’s policy on migration and residency needs
to be modified (and is being addressed) if the gains
in poverty reduction are to be paralleled by an
expansion of the middle class.'® Few developing
countries can match China’s rate of saving and
investment, however. A persistent undersupply
of housing will create major problems for cities in
developing countries, and surely undermine both
productivity and the quality of life.

Human capital and entrepreneurship: Each of these
‘facilitators/necessary conditions’ only provides
traction for urban economies if existing businesses
invest and expand production, and if new
entry enlarges the ranks of the business sector,
thickens the ecosystem of firms, and contributes
to technological upgrading, diversification, and
innovation (see Glaeser and Kerr 2010). It is the
health and dynamism of the business sector that
ultimately determines whether agglomeration
economies are realised and the revenue base can
bankroll the services, infrastructures, housing,
and amenities that determine the economic
success of cities. A wealth of research points to the
concentration of human capital - created by good
schools and training entities in a city and attracted
from elsewhere — as the key to urban productivity,
entrepreneurship, and innovation, especially in
high-tech activities.!” As pointed out by Martin
Kenney, creative cities exhibit numerous positive
externalities, especially when they harness ICT."®
Hence near the top of the urban strategy agenda for
ambitious and wired cities — such as Shanghai and
Beijing — is the nurturing and retention of human
capital through investment in the education
system right up to the university level and research
institutes, and investment in amenities that can
make a city attractive for outsiders (e.g. Singapore
and Dubai). The skilling of cities needs to be
supplemented by measures that remove some of the
roadblocks deterring entrepreneurship (Chatterji
et al. 2013). Investment in human capital is one
of the ways in which cites can remain competitive
and achieve the shared growth that can reduce
income inequality.

Concluding observations

Growth does not occur in a vacuum - between
65% and 80% of developing-country GDP is
produced in cities. Therefore, how cities perform
their facilitating functions affects the pace and
quality of economic growth. Cities may not drive
growth, but growth will be seriously constrained if
cities are:

16 Note prepared for the symposium.

17 Entrepreneurship is the critical ingredient, and it is not
necessarily correlated with human capital (Glaeser 2011).
Larger cities could have an edge according to Behrens et al.
(2013).

18 Note prepared by Martin Kenney for the symposium.
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¢ unable to meet demand for infrastructure and
services;

e unable to provide an attractive and secure
business environment with an adequate supply
of skills;

e unable to deal with problems posed by slums,
congestion, and pollution; or

e slow at harnessing technologies that feed
productivity and are critical to global
connectivity.

The lessons of East Asian cities provide one strand
of evidence. Their experiences have been well
documented. In the case of China, for example,
the growth of secondary cities into semi-mega-
cities provides useful lessons, and Wu refers to the
connection between residency in secondary cities
and the issue of equality. The situation in Africa is
quite distinct, however, as job creation and income
generation have not followed the East Asian model,
yet urbanisation is thriving (see Yusuf 2013b,
Freire 2013, Freire et al. forthcoming). The key
point made by Polese and others at the symposium
is that early decisions can have lasting impact, so
urban planning and decision-making deserves far
closer attention than it is currently receiving. As in
many decisions on economic management, short-
termism is the enemy of long-term planning. One
area where planners and economists can agree is
that poor decisions on cities can vastly inhibit
economic development. Given the speed of
innovation and technical change, avoiding poor
decisions while strengthening institutions is the
right path to getting the most from cities in the
search for economic growth.
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