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The number of people living in cities around the world is growing, and at the same 
time as dynamic entities, they continue to evolve. It means that there is an increasing 
need to plan and manage the issues that arise. In turn, it requires an understanding of 
their underlying economics and why they are changing. This book seeks to contribute 
to the training and decision-making of real estate and planning professionals who are 
crucial to shaping cities.

It is based on my teaching of urban economics to real estate, planning and geog-
raphy students over decades. Many of these students find traditional economics texts 
difficult and inaccessible. To address these students’ needs, the book therefore has no 
equations and arguments are all expressed in words.

The book also draws on my research on the subject over my career. This research 
has benefitted from the inputs of many colleagues and PhD students along the way.  
I particularly wish to thank John Parr who was a strong supporter at the beginning of 
my career.

Preface
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The first ancient cities, thousands of years ago, were located in what is now Iraq and 
were much smaller than what would be regarded as a city today. They were usually 
centres of commerce and public administration with often their own sanitation sys-
tems. They were surrounded by walls for protection but these were eventually dis-
continued partly because they were ineffective against the emergence of artillery and 
partly because population growth meant expansion beyond the boundaries. Some 
cities such as Rome and Athens can trace a continuous history back to ancient time 
but most cities today are much younger. Cities as we know them now evolved with the 
industrial revolution.

Today the definition of a city will vary from one country to another. What is the 
difference between a city, a town and an urban area? The book does not concern itself 
with these issues, for example whether a town has been designated a city by a national 
government. A city is taken to be a spatial concentration of linked economic activities, 
namely of industries and housing.

Households live and work in a city and consume services produced there. The term 
city and urban area will be used interchangeably. The book also recognises that cities 
are not entities in a vacuum but part of a national urban system. Within this system of 
urban areas, there are functional specialisms, competition for businesses and a hierar-
chy of services provision in terms of shopping and personal/business services.

Often a city has an administrative boundary that is different from the functional 
boundaries linked to its economic activities. There could then be substantial differ-
ences between the populations given by a narrow administrative area and the actual 
city. In this case, the city boundary will be too narrow, by excluding say suburban or 
surrounding areas that are linked not least by commuting to the urban cores.

This underbounding could occur when the boundary was set historically, and the 
city has subsequently grown, so the administrative area will underestimate the true 
population. In some countries, the standard administrative definition will encompass 
the surrounding region of a city and hence exaggerate the size of cities.

Land-use patterns in cities across the world have many common features. There is 
always one traditional central locality associated with the administration of the city 
that also acts as a focus of religious activities and retailing. Retailing began life orig-
inally as open-air markets, and these still occur to a greater or lesser extent partly 
depending on the degree of economic development. The emergence of offices in the 
late 1900s also changed the complexion of this central area, and as a result, it is often 
referred to as the central business district.

1 Introduction
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A key influence on the location of land uses within an urban area is the role of ac-
cessibility. The primary religious building needs to be accessible to as many people as 
possible. The city chambers or a town hall requires to be at the most central location. 
Retailers want to have the greatest access to customers.

Locations within a city have different degrees of accessibility to the centre (although 
as we will see accessibility is a more complex concept). In terms of the urban economy, 
one of the key issues is how much is each land user in the form of firms and households 
prepared to pay for accessibility. This is a key determinant of relative land and real 
estate values within a city. It also determines the spatial pattern of land uses.

Housing is the land use that covers the largest area of a city. Housing itself is differ-
entiated by tenure, namely rented and owner occupation. In some parts of the world, 
there are also forms of social housing provided by the state or a public agency that 
allocates such housing on an administrative basis. The internal operations of the 
other housing tenures are underpinned by the interaction of household choices and 
constraints.

There are many constraints on household choices, not least income but for house 
purchase, the credit rules set by banks are also very important. Ultimately, households 
can adjust their housing circumstances by moving or improving an existing home. 
When households move, then they choose a location with a (new) set of accessibility 
relationships and by participating in the market can influence house prices.

Over time, the spatial structure of the housing market has changed as many peo-
ple are able to travel greater distances to work. This trend reflects the fact that cities 
are dynamic entities driven not least by technological change. This is most evident in 
the changing face of transport over the centuries from horse-drawn carriages, canals, 
trams, trains to cars.

These developments have in their time transformed both the movement of people 
and freight. It is not only transport that has been subject to innovations, but also gas, 
electricity, telecommunications, new building technologies and now the Internet. To 
take one example, the invention of the electric lift permitted the construction of office 
skyscrapers.

It was not just new buildings that have been developed as a result of technological 
change but the nature of urban form has also adapted. Urban tramways, railways and 
motorways, for example, have been built tearing up historic townscapes and changing 
accessibility relationships in the city.

Technology has also meant individual buildings became obsolete such as large an-
alogue telephone exchanges in the centres of towns, even telephone boxes on streets. 
In their place came a demand to locate mobile phone transmission masks. All these 
forces have shaped cities.

Other related factors are at work in changing the face of cities. Long-standing tra-
ditional industries can become no longer viable. This can occur either because their 
product is no longer wanted, replaced by a modern invention, or because the product 
can be made much cheaper somewhere else.

New industries may take their place providing employment to the city’s population, 
but the scars of the original industry can linger on in the shape of vacant land and 
forsaken industrial landscapes awaiting redevelopment/regeneration. In some cases, 
it can take decades, if at all, to find alternative uses for what often become eyesores 
representing vestiges of an industrial past.
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The density and dynamic nature of cities has the potential to create negative conse-
quences for existing land users as neighbouring plots are demolished or redeveloped, 
in some case by the city government for the common good. Partly as a result, town 
planning emerged at the beginning of the twentieth century to address these issues and 
exists virtually everywhere in the world in some form. It can take a strategic approach 
to planning the city encompassing infrastructure, public welfare and the location of 
different land uses, as well as micro-moderating individual developments to address 
any negative consequences for neighbours.

Planning in the broader sense has also brought redevelopment of substandard hous-
ing, slums, that no longer meet society’s norms. It has contributed to the regeneration 
of areas, often ravaged by industrial decline with a coordinated revival plan in some 
cases supported by government subsidies.

Urban regeneration is not normally achieved simply by state actions or indeed by 
the private sector alone. There may be serious site contamination problems. It nor-
mally requires a form of public/private partnership and can take a very long time to be 
successful, especially if the dereliction is on a large scale.

Unused warehousing and abandoned factory buildings cannot be physically rede-
veloped or converted overnight. Finding and creating new uses is often a slow busi-
ness. Ultimately, success is dependent on discovering a suitable market. It could be 
warehousing converted to flats, the sites of factories replaced by distribution ware-
housing or a shopping centre.

There are patterns to urban land use, but they are created by a myriad of individual 
decisions set within a framework of any planning rules. Each individual firm, investor, 
developer, public agency and household is making periodic decisions about real estate 
locations (moving or staying put), buying/creating new buildings or improving/reno-
vating instead on the basis of what is optimum for themselves.

In addition, households are making decisions about how to travel, where to shop 
and what leisure activity to undertake. Planners at the same time may be seeking to 
moderate travel patterns and control development to address the congestion and pol-
lution problems of a city.

The greenhouse gases created, particularly by motor traffic in cities, also have im-
plications for climate change. Sustainability of cities is becoming a necessary imper-
ative for the world as it faces an increasing climate emergency. How this is addressed 
will almost certainly have major consequences for urban form, for example if cars are 
banned from city centres.

In fact, there are arguments that urban form should be modified to improve the sus-
tainability of cities. However, such a goal can only be achieved in a market economy 
by a solution that ensures the viability of new development.

The book examines these issues and more in a three-part framework. Part 1 is enti-
tled ‘Spatial Pattern of Economic Activity’ and considers, first, the basic economics of 
cities beginning with why cities exist, what are their functions and why they are located 
where they are. Chapters 3–5 explain the concept of urban agglomeration economies 
and the spatial structure of cities. These chapters represent the heart of urban eco-
nomic theory.

In Chapter 6, the economic logic of planning and its implications for real estate 
markets is set out. The remainder of Part 1 focuses on the housing and commercial 
real estate markets, examining the specifics of how these markets work and how cycles 
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occur. These chapters also encompass the role of investors and banks in shaping these 
markets.

Part 2 of the book, ‘Spatial Change and Public Policy’, uses the theoretical base 
given in Part 1 to understand urban economic change and policy questions that arise. 
First it considers the dynamics of change in terms of the growth, decline and revival 
of cities around the world. The theories presented in Part 1 are revisited to explain 
decentralisation of cities. Chapter 11 considers how and why national urban systems 
are changing, with a particular emphasis on transport innovations.

Chapter 12 focuses on particular land uses by analysing the detail of the evolution of 
retail, office and warehousing forms. It identifies new types of retail centres, a chang-
ing retail hierarchy and the reasons for the decline of high/main streets. It also exam-
ines the implications for offices of information communication technologies.

In Chapter 13, the attention turns to the response of real estate investors and plan-
ning to these changes and the green agenda. It examines how investors react to new 
real estate forms requiring a potential rethink to their existing portfolios. The chap-
ter similarly asks to what extent planning can thwart urban decentralisation, namely 
sprawl.

Chapter 14 assesses the challenges of urban public finance to support local govern-
ment services given the consequences of suburbanisation with declining urban cores 
and the implications for its tax base. The economic theory supporting policies to re-
duce congestion through road tolls and its alternatives is evaluated in Chapter 15. 
Together with low-emission zones of cities, their impact on urban land-use patterns 
and property values is also assessed.

A more broad view of urban sustainability is reviewed in Chapter 16 drawing on 
the policy debate that has concentrated on the arguments for and against the concept 
of the ‘compact city’. It also identifies that any solution must be linked to real estate 
market viability.

The final chapter in Part 2, Chapter 17, relates to neighbourhood and housing mar-
ket dynamics. It considers the economics of neighbourhood decay and revitalisation. 
It identifies neighbourhood succession as a key issue, namely the replacement of one 
predominant type of household by another as an area changes.

Chapter 17 leads into Part 3 whose subject is ‘Regeneration and Urban Growth Poli-
cies’. The thread to this part is the way public policy can influence a city’s development 
and regeneration where necessary. Chapter 18 sets the scene by chronicling the devel-
opment of urban policy approaches to address this issue in the UK and the United 
States. It highlights the role and place of real estate in promoting urban change.

The next chapters in turn examine how to influence urban competitiveness by pol-
icies linked to commercial real estate markets, and physical and housing-led urban 
regeneration. In Chapter 20, there is an evaluation of the use of enterprise zones, 
and this is followed by a chapter that similarly assesses the scope and success of ur-
ban development corporations. Part 3 is completed by considering how we test that 
 real-estate-led urban regeneration is successful in promoting new uses in secondary 
and tertiary localities laid waste by spatial change.

To summarise, the book begins by examining the underlying economics of cities. It 
then focuses on why cities and the urban system are changing with its implications for 
real estate markets. The book then addresses the urban policy issues that arise from 
this change. The final part of the book reverses the causality. Instead of looking at how 
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urban changes have brought implications for real estate and policy, it assesses how 
intervention in real estate markets can mould and change cities.

Urban economics is itself a relatively young discipline emanating from the 1960s 
although it draws on geographical thought that has a longer pedigree. The seminal re-
search papers were written in the 1960s. These developed models of cities with simpli-
fying assumptions to develop our understanding especially of urban spatial structure. 
These are presented in Part 1. Urban economics is also eclectic, drawing on sociolog-
ical writings as well as different branches of economics. However, it is essentially a 
branch of applied economics, and this is reflected in the tone of the book. To make the 
subject matter as accessible as possible, the book contains no algebra. 





Part I

Spatial pattern of  
economic activity
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Objectives

Cities have been around since ancient times as centres of commerce and public admin-
istration. But the functions of today’s cities are very different from their historic roles, 
not least because of the industrial revolution. Indeed, the roles of individual cities have 
evolved over time, even over just a few decades.

The location of economic activity is also changing with new technologies and trans-
port improvements. It leads to questions about why and where cities are located? There 
are also questions about the definition of a city in terms of economic activity, popula-
tion size and the internal spatial structure.

The aim of this chapter is to introduce the idea of what a city is, ask why cities exist 
and consider why they locate where they do. This discussion opens up into a wider 
perspective of an examination of theories of industrial location theory. The contents 
of the chapter are as follows:

• Definitions of a city
• Why cities are located where they are
• Industrial location theory

Definitions of a city

The statistical definitions of a city will vary from country to country around the world 
and are usually measured in terms of population. But cities are more than simply con-
centrations of population, they are also places where industrial production occurs and 
a range of services are provided. The balance of manufacturing and services will vary 
from city to city.

Cities in countries with advanced economies have generally shifted from having 
a predominantly manufacturing base to be more service oriented. Indeed, the vast 
majority of workers in cities of advanced economies are now employed in services. 
Cities are therefore clusters of economic activity encompassing similar and dissimilar 
businesses.

As services centres, cities not only have a concentration of shops of different kinds 
but also have a variety of personal services/amenities such as health care/hospitals. 
Within cities, there are also located a range of services for firms such as lawyers, print-
ers, hotels and consultants offering advice, including on real estate decisions. Some 

2 Location of economic activity
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of the markets for services overlap with demands from households. But in general,  
a distinction can be made between business and personal services.

Cities can offer personal services that rural areas cannot because their size makes it 
possible for such amenities as cinemas, theatres and sports to be viable. Cities also op-
erate as tourist centres, with often people attracted to the scale of the leisure facilities 
including the range of shops or by historic townscape and buildings.

Why are there concentrations? First, there are simple social arguments that humans 
in general enjoy living in relatively close proximity. But clearly, the population of cities 
is so large that people can interact at a social level with only a miniscule minority. 
Furthermore, large cities are criticised as lacking humanity, even causing society to 
breakdown. The answer must lie elsewhere.

Historically, cities offered the opportunity for common defences, and many cities 
were surrounded by walls. The history of city walls can be traced back thousands of 
years. There are many examples of cities where walls survive such as at York in the 
UK, Carcassonne in France, Harar in Ethiopia, Pingyao in China and Taoudant in 
Morocco.

At one time fortifications were the norm but in most cases they have not been pre-
served. To some extent, this reflected they were no longer effective to artillery but also 
in more peaceful times they were no longer needed. The key point is that settlements 
continued to exist after the obsolescence of walls and grow beyond them so that de-
fence per se was never the reason for their existence.

The dominant reasons for cities and towns are economic as places for markets or 
production of goods and services. Initially, markets were places for local agricultural 
produce, and this still occurs today although its importance has been much reduced 
in advanced economies. Similarly, manufacturing goods were produced locally for 
nearby needs. The first shops often sold goods made on the premises.

The industrial revolution dramatically changed these activities with the emergence 
of the factory and the enabling of intercity trade in manufacturing products, but the 
fundamental functions of cities did not change. Further understanding of the underly-
ing economics is considered in the next chapter.

Cities are not just simply defined by concentrations of people and economic activity 
but also by their physical characteristics that are encapsulated in the umbrella term, 
urban form. Two cities with the same population could be very different in terms of 
physical layout and land-use patterns. Spatial structure is a key characteristic of a city, 
and density and the extent of the area covered are important dimensions.

The characteristics of urban form range from micro-level neighbourhood attributes 
through to city-wide perspectives. The significance of individual characteristics to ur-
ban form could vary in different parts of the world. Nevertheless, it is useful to look in 
detail at the most important.

Density in particular can be seen as a key characteristic of a city. Cities at their core 
exhibit an absence of space between people and firms. Their existence stems from peo-
ple locating close to each other. Urban density has a number of different interrelated 
dimensions.

Gross population density at its simplest is calculated by dividing the city’s popu-
lation by its area whereas net residential density again starts with the population but 
is based on the area taken up by housing. Commercial and industrial employment 
densities measure the spatial concentration of employment. Density can be seen as 
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an input into the quality of life, particularly through the availability of public and 
private space.

In general, there is a close association between city size and density. A very-high-
density city such as Manila in the Philippines functions very differently from a 
low-density provincial city in Europe or the Midwest of the United States. There is 
also a cultural dimension to density as acceptable densities vary around the world as 
indicated by government planning guidance on new house building in different coun-
tries. What is an unacceptably high density in one part of the world could be seen as 
low in say Asian cities, and an appropriate planning density could vary by the order 
of ten across the globe.

Densities also vary significantly within cities. The density of an inner city neigh-
bourhood can be substantially higher than the suburbs, so a city average may hide 
significant variations. A concept linked to density is sprawl. Falling densities with 
distance from a city centre have led to concerns about unnecessary urban sprawl, es-
pecially in the United States.

This decline in density from the city centre does not hold when there are informal 
residential settlements on the urban periphery. These can occur in cities in developing 
countries. Examples include the favelas of Brazil. Approximately 25% of the world’s 
urban population live in these very dense settlements, not complying with planning 
and building regulations.

Linked to density is the spatial pattern of land use in a city and how compact or 
sprawling it is. While the primary land use of a city is residential, a functional urban 
area also requires industrial, retail, office and leisure uses. Linkages between land 
uses and ease of travel are based on the city’s transport infrastructure. It is closely as-
sociated with accessibility as transport infrastructure determines the ease with which 
buildings, spaces and places can be reached.

A key accessibility relationship is between home and the city centre. Accessibil-
ity is a multilayered concept and varies with mode of travel. Cities vary by their ap-
proach to the use of the car, the scale and cost of their public transport system and how 
 cycle-friendly they are. In general, car usage promotes urban sprawl, but the issue is 
more complicated and discussed in Chapter 16.

To summarise, cities are defined by more than just their population or their scale 
of economic activity. This is important for when Part 2 considers urban change it in-
volves more than just the nature of economic activity or the population size, but also 
the internal locational pattern of land uses and the shape of cities.

Location of cities

An important aspect of the location of economic activity is why cities are located where 
they are. There is not one reason for the locations of cities. Cities essentially grow up 
around places that have locational advantages that could include the following:

• Crossover points of transport linkages These points could be historically where 
trade routes or hunting trails meet and an urban centre would grow up. Histori-
cally, waterways or seas have played an extremely important role in the location of 
cities. The transportation of goods was originally much cheaper over water than 
by land.
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In (relatively) modern times, this could be at the junctions of main roads/mo-
torways, canals and railways. Cities would be located at these crossover points as 
places to maximise trade (markets) or minimise the distribution cost of output.

• Closeness of mineral resources Industries which require large inputs of raw ma-
terials that are difficult/expensive to transport could minimise costs by locating 
nearby, creating a focal point for a city.

• Proximity to power At the time of the industrial revolution, this would take the 
form of waterfalls enabling the powering of mills. Cities would be established at 
these microlocations although today their existence has no direct relationship 
when most of the world is on an electricity grid.

Sometimes locations can be explained as a combination of the two, namely crossover 
points leading to a regional hinterland where there are natural resources. Some ports 
are an example of such a combination.

In practice, cities do not necessarily have one reason for their existence or the rea-
son could change over time. In many cases, the original reason is no longer of any 
significance, for example if a city exploited mineral resources that have now been 
exhausted. The city’s continued existence has been achieved by successfully restruc-
turing the economy, often more than once. However, where this has not happened, 
the urban area has suffered terminal decline, for example the abandonment of some 
coal-mining towns.

It is useful to consider some examples of the origins of cities to illustrate this.

• Pittsburgh in the United States originated in the 1700s because of its location at 
the convergence of three rivers, including the Ohio River. At that time, the rivers 
could be used as transporting furs. It was still a village then. In the 1800s, the 
city became an iron and then steel-making centre with the benefit of iron ore and 
coal deposits nearby, with railways along the river valleys increasing access to 
markets.

• Manchester in the UK was settled by the Romans who built a fort almost two 
thousand years ago, but with the demise of the Roman Empire, it remained a 
small centre for centuries. By the 1500s, it had become a centre for the production 
of linen and wool. Later, these goods were replaced in popularity by cotton in the 
1700s, and Manchester became a major marketplace for its sale.

The city’s economy took off because of its transport links. It benefitted from the 
first canal in the UK giving it access to the sea followed by a canal network that 
provided the city with access to the rest of the country. Similarly, the world’s first 
passenger railway was opened to Liverpool with more train links ensuing. Man-
chester’s economy boomed through the 1800s on this locational base provided by 
the accessibility of the railways and canals.

These examples illustrate how cities’ functions and fortunes were shaped by location 
and the evolution of transport technologies. In these cases, their origins are linked 
with rivers and horse-drawn carriages through canals and railways. In the case of 
Manchester, the most significant growth occurred because of its location relative to 
transport linkages, whereas for Pittsburgh, it was linked to its closeness to mineral 
deposits. Today, the economies of these cities are now services based and have very 
little if at all any relationship to their origins.
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Industrial location theory

From looking at where and why cities are located, this section seeks to broaden the 
perspective and examine the optimum locations of industrial activity. Insights can 
be achieved by looking in more theoretical terms. A theory of location decisions for 
manufacturing firms is therefore developed, concentrating at first on the influence of 
transport costs.

It can be viewed as analysis of why firms or industries choose between interurban 
locations or places to set up in business. This industrial location theory is closely as-
sociated with the work of Alfred Weber developed from the early 1900s. This section 
starts with a simple location decision-making problem and gradually makes it more 
complex, reflecting real-life realities.

In the Weberian world, the best location is the one at which costs for a manufac-
turing firm or an industry are minimised. The revenues received by the firm are not 
influenced by its location. Stripped to its basics, the firm chooses a location that min-
imises the transport costs in its production and distribution process, assuming other 
costs do not vary by location. This is a very strong assumption that we return to later 
in the section. To reiterate, the firm therefore chooses a location to make its product 
that minimises its transport costs, because all its other costs are the same wherever 
it locates.

This means that the choice of location is one of balancing the costs of transporting 
the raw materials or inputs to the industrial plant and then the finished product to its 
marketplace. The simplest case is when there is one marketplace (say a city) and one 
location from where the raw materials come from.

This means the optimum location must be somewhere on the straight line between 
the two points. Given transport cost is the only factor in the production process that 
varies with distance, then the best location for the plant will be close to the source of 
raw materials/inputs, at the marketplace or on the straight line transport link between 
the two.

The actual choice of location will depend on the nature of the firm’s production 
process. It could be that as a result of the manufacturing process, there is significant 
weight loss so the final product weighs a lot less than the original materials. This would 
be the case with a steel manufacturing plant.

In these circumstances, it is much cheaper per unit distance to transport the final 
product rather than the inputs so the industrial plant should logically be located near 
to the raw materials. On the other hand, if the final product is made by assembling 
smaller components, say for example in a car plant, it may mean that the cost minimi-
sation location is near the market.

Obviously, this is an oversimplification of the industrial location decision. Its sim-
plicity can be stressed simply by assuming two locations for raw materials rather than 
one. The optimising problem then becomes choosing a location within a triangle as set 
out in Figure 2.1. Two points of the triangle, M1 and M2, are where the different raw 
materials are, and the third, MK, the market for the finished product.

The cost minimisation point lies within the triangle at T. This location is deter-
mined by the transport costs of moving the raw materials and the finished prod-
uct taking into account that they each of the inputs and outputs have different 
weights/sizes and freight rates. This is taken account of in the diagram by the 
weights’ axes.
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The optimum location in the triangle is still the point of minimum transport costs. 
This is because revenue is assumed not to vary with location. In other words, it does 
not matter where the industrial plant is situated, it can still sell the same output for the 
same price at the marketplace. This means that the point of cost minimisation is also 
the location of profit maximisation.

The theory is based on very strong assumptions. First, it assumes that manufac-
turers have full information on which to base their location decisions. Second, the 
significance of transport costs is emphasised rather than the costs of other factors of 
production, namely land and labour. The price of these factors, land and labour, as 
noted earlier is assumed to be constant at all locations.

Notwithstanding these assumptions, the practical application of the theory for a 
firm becomes arguably unmanageable if a firm serves more than one marketplace and 
has more than two locations from which it derives its inputs. Similarly, there is added 
complexity if a firm makes more than one product or has more than one plant that has 
linked production processes.

Figure 2.1 Weber’s locational triangle.
Source: Balchin et al. (2000).
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The information required to find the best location is very difficult to collect. It 
may be therefore problematic to work out where the optimum location is. In some 
cases, a firm may be located where it is simply because of proximity to a founder’s 
home. More generally, it seems instead of optimising firms choose from locations 
that make a satisfactory profit, not necessarily the one that maximises profits. In 
this way, firms are what is called ‘satisficing’, a concept developed by Herbert Simon 
in the 1950s. While satisficing makes sense for firms, it undermines the basis of the 
Weberian theory.

Given these limitations, the theory has significant drawbacks to its application to a 
modern economy. While industrial location theory focuses on the optimum location 
of individual firms, it is probably best to apply it to interpret about where and why 
particular industries have located. This in turn as seen earlier in the chapter explains 
where towns and cities with an industrial specialism have grown up. The focus on 
transport costs within the theory in determining location fits well with why histori-
cally many industries located where they did and how this led to the creation of cities. 
But even from this perspective, there are exceptions such as the need to be near a 
source of power as discussed earlier.

Improvements in transportation such as through the building of motorway net-
works have reduced the relative importance of transport costs as a factor input to the 
production process. Accessibility to a particular location is no longer as significant as 
a century ago. The result is other factors have risen in importance to determine man-
ufacturing location patterns.

In particular, the role of labour has become significant in industrial location choices. 
The availability and the differential price of labour at localities are now key influences 
on industrial location decisions. At its extreme, firms choose from a range of locations 
based primarily on labour rather than transport costs. Land price is logically also a 
factor, but there is a strong correlation between areas with low wage rates and low land 
prices.

This emphasis on labour is seen in moves of firms and industrial production from 
high-wage to low-wage areas. This occurred for example in the UK particularly dur-
ing the 1970s with production moving from the prosperous south-east of the country 
to the poorer peripheral regions. There is also an international dimension to this 
process.

The same logic means that firms have moved production to low-cost countries in 
some cases on the other side of the world. There are innumerable examples, so Asia is 
the main global producer of clothes and electronic goods. Many cars for the market in 
the United States are now built in Mexico rather than say Detroit. Energy costs also 
vary between countries, and if this is an important contribution to costs for an indus-
try, then it too is an important determinant of location.

These trends have been supported by the restructuring of many manufacturing 
firms from local to national and then international ownership beginning in the 1970s. 
Whereas a small firm is likely to remain at its original location, international con-
glomerates are more footloose, and less tied to traditional locations. They often set 
different production plants against each other in negotiations for the location of future 
investment in order to reduce labour costs.

This has encouraged the shift away of manufacturing from existing production cen-
tres with high wages and resulted in the decline of some cities. This is discussed more 
fully in Chapter 9. At the same time, location decisions are not as simple as portrayed 
here, and again the issue is revisited in Chapter 19.
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This analysis applies to just manufacturing, and as discussed at the beginning of the 
chapter, the economic activities of cities in developed countries are mainly services. 
Services have displaced manufacturing as the economic base of cities in these coun-
tries, and the shift to low-wage economies of services activities is not so straightfor-
ward although it occurs.

As an example, the transfer of call centre employment has not been a total success 
because of language difficulties even with countries that share the same language. It is 
also possible to move some elements of services, including ‘back-office’ activities such 
as accounting, to low-wage locations.

The shift to services has been partly brought about by a redefining of the line be-
tween manufacturing and services. Historically, manufacturing combined the pro-
cesses of design, testing and development, the making of the product, its marketing 
and distribution all ‘under one roof’, or at least from one site.

However, the restructuring of the industrial process over time has wrought a break-
down of this chain of activities. Instead, these functions can occur in different loca-
tions, even in different continents, with each having separate locational determinants. 
It means, for example, that textiles can be designed and marketed in Europe and made 
in Asia, before being shipped back for local distribution.

Summary

Cities are concentrations of economic activity that encompass manufacturing and ser-
vices. Services provision meets the demands of local firms and households and can 
attract tourists. Although city size is often thought of in terms of population size, the 
urban economy is also reflected in physical form, namely in terms of density, land-use 
patterns and spatial extent, particularly sprawl.

Density is a key characteristic and varies across the city. While in many cities there 
is a negative density gradient from the city to the low-rise suburbs, this is not a ubiq-
uitous pattern. In many developing countries, there are high-density informal settle-
ments at the urban periphery.

Where cities are located can be explained by the locational advantages of individual 
sites. These advantages can be seen in terms of accessibility to mineral resources or to 
trade routes/transport links. The original reason often no longer explains the current 
economic activities as successful cities have adapted over time to the changing face of 
economic needs and demands. They will have also successfully responded to compe-
tition from other places that may be better placed to produce the goods that were the 
original basis for their primary economic activity. This phenomenon is demonstrated 
by the experience of Manchester and Pittsburgh.

Industrial location theory offers a way to think more strategically about the loca-
tion of manufacturing industry and hence urban areas. Least-cost solutions based on 
transport costs demonstrate some insights especially into the spatial pattern of towns 
and cities that have origins in the immediate postindustrial period.

However, with the decline in the importance of transport costs to the industrial 
process, the location and price of labour has become important. Manufacturing has 
tended to move to low-wage locations in many cases to the other side of the world. Low 
transport costs mean that it can be cheaper to make goods in low-wage economies and 
send them around the globe to customers in high-wage economies.
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The focus of this location theory is on manufacturing, but services are now the dom-
inant element of urban economies. Part of the reason is that the production process 
has been decomposed so that the services required and the manufacturing activities 
needed to produce and sell a given product can occur in different locations. Transport 
or labour cost minimisation strategies are less applicable to the location of services.

Learning outcomes

Cities are a combination of production and services centres and their roles interact.
Cities can be defined not simply by size but also by their spatial form that incorpo-

rates density and urban structure.
The locations of cities have been determined by a combination of the transport net-

work and the spatial distribution of natural resources.
The economic basis of manufacturing location was first seen in terms of minimising 

transport costs but is now primarily dependent on labour costs.
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Objectives

The existence of cities begs questions about the underlying reasons for the spatial ag-
glomeration of economic activity. It implies that there are economic benefits to firms 
forming spatial clusters. Similarly, there must be advantages to people living in urban 
areas. Addressing these subjects leads to the reasons for the continuing rise of cities 
and urban growth across the world.

The aim of this chapter is to consider why cities exist and grow by looking at the 
underpinning of an urban economy. In particular, the chapter examines:

• Role of agglomeration economies
• Types of urban agglomeration economies for firms
• Urban agglomeration benefits for households
• Why cities grow?
• Scale of urban development.

Role of agglomeration economies

As cities grow, there is by definition a spatial clustering of firms and households. 
This clustering is important to the economics of cities as it brings benefits through 
what are called agglomeration economies. Indeed, it is best to see these agglomer-
ation economies as driving the clustering rather than the other way round (but see 
Chapter 19).

This section focusses on the nature of agglomeration economies for firms while the 
household perspective is considered later in the chapter. The overarching benefit of 
agglomeration economies for manufacturing firms is cost savings. In other words, it 
is cheaper for firms to produce goods within an urban agglomeration, i.e. a city, than 
say in a rural area. It is also true for services. Similarly, sales revenues of retailers are 
higher in urban areas than in low-density areas. Agglomeration economies are there-
fore at the heart of the reason for cities.

Agglomeration economies as identified above through the clustering of firms are 
really economies external to a firm as opposed to internal economies. In the latter, a 
firm could generate internal economies in a number of ways. First, a large plant could 
be built generating economies of scale by mass production. This is known as a hori-
zontal economy.

Alternatively, a firm could generate economies by locating plants producing differ-
ent goods next to each other. This is known as economies of scope, namely one firm 
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could produce two related goods cheaper than two separate firms producing the same 
individual goods. This could occur because the larger firm could make managerial/
coordination savings or use design expertise common to both products. Large plants 
may also bring together the various stages of a complex production process together 
at one location, a process known as vertical integration.

To recap, there are three types of internal economies for a firm:

• Horizontal economies of scale – costs falling with output
• Economies of scope – costs falling through a diversity of products
• Economies of complexity – costs falling by combining processes vertically in 

production.

These types of economies occur where there are large individual industrial conglom-
erates at one location and are summarised in Table 3.1.

Although there are internal economies from a firm locating at one site, there are 
only limited examples of ‘company towns’ where an urban area has grown up around 
one large plant. Most of these are linked to mining, steel manufacture, aluminium 
smelting and car manufacture. An example is Wolfsburg in Germany, the home of 
Volkswagen. These towns often have only a relatively small population.

There are numerous examples of cities with one dominant employer but invariably these 
cities grew up not entirely reliant on this one employer, but rather evolved to this state. 
Furthermore, this dominance tends to be transitory even if it lasts for decades, for ex-
ample the electronics company, Philips, at Eindhoven in the Netherlands. These internal 
economies in general on their own do not support the establishment of a large urban area.

To look for the primary reasons for cities, it is therefore necessary to look to external 
or agglomeration economies. The internal economies outlined above have parallels 
with different types of agglomeration economies. The concept can be decomposed 
into three inter-related elements: localisation economies, urbanisation economies and 
complex economies. These are now explained in the next section, with their broad 
relationships to internal economies as shown in Table 3.1.

Types of agglomeration economies for firms

Before looking at the detail of different types, it is useful to formally spell out what an 
agglomeration economy is, namely:

• a lower unit cost and higher efficiency for a firm because of the concentration of 
economic activity

or
• higher revenues for a firm consequent on clustering, urban size or the concentra-

tion of economic activity.

Table 3.1  Types of Internal and External Cost Economies

Types of Cost Savings Internal Economies Agglomeration Economies

Scale Horizontal Localisation
Scope Lateral Urbanisation
Complexity Vertical Complex economies
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The analysis here focusses only on cost economies as the relationships between reve-
nues and clustering and size are considered in Chapter 4.

Localisation economies

These agglomeration economies are associated with the concentration of like firms or 
firms from the same broad economic sector. This clustering of firms in the same busi-
ness area enables them to draw upon firms that offer specialist services that reduce 
costs. Specialised services include repair, maintenance and auxiliary trades.

These specialist subcontractors are in turn viable because of the scale and concen-
tration of customers. It means that these services can also be provided at a lower cost 
because of the economies of scale in these subcontractors.

The concentration of firms in the same industry is likely to enable it to draw on 
a large specialist-skilled workforce pool. These skilled workers maybe have been at-
tracted by the range of job opportunities in their locality. Alternatively, this concen-
tration of businesses may have stimulated the provision of specialist education in local 
colleges, reinforcing and improving this pool of skilled labour.

The concentration of firms in the same sector is strengthened by offering a spatial 
focus for clients and interrelated industries and possibly advantages for industry-wide 
marketing. There may be specialist logistics carriers offering lower freight rates on 
outputs and inputs. There are also possibilities for cooperation between firms in the 
same sector in terms of research and development activity.

Even if there is no cooperation, physical concentration and personal contacts ensure 
the rapid transfer of information within the industry. This is known as knowledge 
spillovers across the whole production process and crucially encompasses the transfer 
of product innovations, by for example recruitment from competitors.

Agglomeration economies of this type can be realised in cities with dominant in-
dustries. Historically, it can be seen in textile production in the Manchester area of 
the UK and iron and steel in Pittsburgh in the United States. Well-known modern 
examples include hi-tech software in Silicon Valley and film-making in Hollywood. 
In South Korea, the city of Ulsan has the world’s largest car assembly plant and the 
world’s largest shipyard. Perth in Australia has a focus on mineral mining. But, these 
are just a few examples of cities benefitting from localisation economies.

Urbanisation economies

These economies relate to cost savings from the general concentration of economic 
activity. Individual firms from many industries benefit from sharing a general business 
infrastructure within an urban area. These include the availability of specialist busi-
ness services such as accountants, lawyers, property consultants and even basic ser-
vices like hiring photocopying machines. The shared use of inputs with other diverse 
firms who are also unrelated reduces the cost of these services.

A city also offers a large labour pool to draw upon when hiring staff, compared to 
say a rural area. This labour pool will not necessarily be specialist skills (in terms of 
localisation economies) but more generic business or soft skills. These are transferra-
ble from one industry to another such as management and administration. These skills 
could be promoted by local colleges and universities. There are often local recruitment 
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agencies. The ability to easily hire suitable labour when required by reducing the time 
taken to fill vacated or new positions lowers costs.

There are a wider range of real estate properties to choose from in a city. This means 
that it is easier for a firm to find an office or an industrial unit to meet its require-
ments. Competition between landlords should also lead to lower rents than in small 
settlements where landlords could have monopoly power. In turn, this should lead to 
reduced real estate costs for business.

Location in a city also permits the sharing of public amenities such as universities, 
transportation services and other elements of the common urban domain. A large city 
often has an airport nearby or is on a mainline rail link to facilitate business travel. 
Similarly, freight costs can be reduced by proximity to container terminals.

Reduced risks to business can also be seen as part of urbanisation economies. Un-
certainty can be lowered by locating in an established centre of economic activity. 
New firms in particular benefit from urbanisation economies as the setup risks are re-
duced by the low input costs including real estate properties in rundown areas and an 
immediate market nearby. It is easier for the assets of business failures to be recycled. 
Similarly, real estate development is less risky in a city than in a rural area.

In general, the benefits of urbanisation economies are greater the larger the city 
as there is an enhanced scale of firms providing services and inputs. Greater urban 
concentration may also stimulate new services to be developed. Similarly, the more 
diverse the city the benefits are likely to be greater by providing a wider range or scope 
of services, thereby enabling a better matching between firms and suppliers. Larger 
cities also have a greater range of educational institutions such as universities and can 
justify and support excellent transport links with other cities.

To summarise, urbanisation economies are external to the firm but internal to the 
city. The economies revolve around the shared use of inputs with other firms. They are 
a function of the scope (diversity) of the urban concentration, which in turn is closely 
correlated with its size. The benefits are very broadly defined. They are particularly 
important to small firms.

Activity-complex economies

A final form of agglomeration benefit is activity-complex economies. These econ-
omies can arise when an industrial sector of a city can be viewed as one large pro-
ducer with many individual firms being part of a sequential production process. 
Within this process, an individual firm has backward linkages in terms of inputs 
from other firms and forward linkages to customers who may be another set of firms 
or households.

The combining of the industrial process in a vertical chain of individual autono-
mous firms is an activity-complex economy. There may be a number of these chains in 
different sectors of an urban economy. There are two forms. First, the process outlined 
above with firms engaged in distinctive processes or stages of production. Second, 
individual firms supply different inputs to a firm for a final assembly.

In the case of manufacturing, for each constituent firm in the production chain, 
the proximity to other firms is a great advantage by reducing transport and inventory 
costs. The need for inventories is less, thereby permitting ‘just-in-time’ manufactur-
ing in some cases through cooperation between firms. This cooperation enables cost 
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savings through efficient information flows and the ability to coordinate activities be-
tween firms. In this way, input supply issues are minimised.

Activity-complex economies are also important in the finance sector. The central 
business district with its co-location of banking, financial institutions and associated 
business can be seen as an activity complex–localised economy. Face-to-face contact 
is an essential element in the business processes located there. They support backward 
and forward linkages to develop a range of final products including pensions, insur-
ance and investment vehicles. The labyrinth of these processes may not fit the simpli-
fied manufacturing activity-complex economy set out above, but it is essentially the 
same phenomenon. The technology, media and telecommunications sector are prob-
ably another example of an activity-complex economy. In both cases, co-location and 
face-to-face interaction reduce the costs of products.

Commentary

Agglomeration economies arise in a number of different ways. The three classes of 
agglomeration cost economies highlight the various benefits of cities for firms, but 
they do overlap and it is very difficult in practice to separate them. It is not possible 
to identify with precision which agglomeration economies a particular firm benefits 
from. Even if some firms in the same industry co-locate together independently, say 
to be near raw materials, inevitably localisation and urbanisation economies will de-
velop. The picture is even more complicated because firms may also benefit from the 
additional revenues generated by serving a large urban market.

Despite the ephemeral nature of agglomeration costs, it seems that the cost saving 
from agglomeration is high. This conclusion can be drawn from the fact that firms are 
prepared to pay a premium to operate in cities. This premium takes the form of higher 
wages for staff and higher rents for offices and factories. Given that the agglomeration 
benefits increase with urban size then so should these premiums. Indeed, the central of-
fice costs in global cities like Hong Kong, London, New York, Beijing and Tokyo can be 
the order of three times those in small provincial cities in the UK and the United States.

While this chapter has focussed on the benefits from spatial agglomeration, cities 
can grow to a point when there are diseconomies. The costs of production will begin 
to rise, caused, for instance, by traffic congestion, pollution, excess demand for skilled 
labour, etc. These issues are considered in Chapter 16.

Urban agglomeration benefits for households

The benefits to households of cities relate to both living and working. The scale of the 
labour market means that there are many work opportunities, hence choice about the 
type of employment. It reduces the search time for workers to find jobs and permits 
people to change employers easily. There is the potential to achieve work satisfaction, 
employment that matches a person’s qualifications, or find a job that meets aspirations, 
for example with better pay. All this can be achieved without having to move home.

The range of employment opportunities in a city also mitigates the possibility of un-
employment. It reduces employment risks by enabling a move to alternative employ-
ment if a worker is made redundant. A diversified employment structure in a city also 
reduces the industry-specific risk to the workforce so that a downturn in one industry 
still leaves opportunities in another sector of the urban economy.
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Large spatial concentrations of people contribute to the quality of urban life by 
ensuring the viability of a wide range of shops, including specialist retailers, amenities 
and cultural opportunities. Cultural opportunities can range from theatres to attend-
ing sports matches and events. Consumers are able to find specialist goods and per-
sonal services. The larger an urban population then also the greater depth and range 
of services provided by the public sector. Examples include universities and hospitals.

Young people, in particular, are attracted to cities by the opportunity to study, the 
job opportunities and the social life offered. The large range of restaurants, coffee 
shops, bars and nightclubs that are viable in a city enables a nightlife buzz and the 
opportunity to meet new people and have a wide circle of friends. Further attractions 
include concert venues and cinemas.

Overall agglomeration economies make cities attractive to firms and households. 
However, while these economies induce spatial concentrations of both, the benefits are 
not the same for households and firms. There is the potential for residential and indus-
trial location/agglomeration forces to be differentiated. In other words, in theory, the 
distinctive benefits of cities for households and firms could lead to different pulls on 
the spatial patterns of location activity.

Why cities grow?

So far, the discussion of spatial agglomeration has focussed on why cities exist 
rather than how they grow. Economic growth, in general, is driven by technical 
progress and productivity gains, which in turn depends on research and the applica-
tion of innovations. In this section, aspects of agglomeration economies are shown 
to contribute to this process, hence the growth of cities. These can be referred to as 
dynamic externalities and relate to how productivity improvements transfer from 
one firm to another.

At an urban level, the close proximity of firms and people offers the basis for social 
interaction that also brings the potential for cross-fertilisation of ideas and innova-
tions. Knowledge transfer in this way can happen with people in the same industry 
or from different walks of life. For example, academics at a university can informally 
talk and propose ideas to colleagues from the same or a different discipline. Parallel 
processes, if not so obvious and more diffuse, occur in the wider city.

Within cities, localisation economies, that have been earlier identified, include ben-
efits from spin-offs in the form of technology transfer within individual industries. 
This innovation transfer occurs through staff transfer, imitation and even spying. In 
addition, ambitious individuals may be willing to set up risky creative spin-offs or as 
employees take positions in innovatory firms, knowing that failure would still leave 
them work opportunities in the adjacent large industrial cluster. An influential study 
by Porter argues that geographical clustering accentuates competition and promotes 
this technology transfer. The cooperation inherent in complex active economies also 
inherently promotes knowledge transfer.

An alternative view on the dynamics of knowledge transfer was formulated by 
Jacobs in her book, ‘The Death and Life of Great American Cities’. She argues that 
most innovation comes from what can be called urbanisation dynamic externalities, 
namely the transfer of ideas between different industries. From this perspective, di-
versity and geographical proximity are most important in promoting new ideas and 
generating improved productivity.



24 Spatial pattern of economic activity

Both Porter and Jacobs believed that local competition between firms speeds up in-
novation. There is limited empirical evidence on the relative strength of these theories 
of urban economic growth but what there is supports diversity over industrial clus-
ters. In both cases, firms within urban areas should grow faster than those at remote 
locations.

The importance of these dynamic externalities depends on the state of a particular 
industry. In any given city, there are new and mature industries, some that are growing 
and others that are stable or declining, just as technological change can promote ur-
ban growth by the mechanisms set out above so it can instigate the opposite. Clusters 
of declining industries can accelerate urban stagnation. In any city, there are indus-
tries expanding while others are contracting (see Chapter 9). Urban growth requires 
employment in the ‘new’ to outstrip the ‘old’.

Urban growth requires migrants into a city attracted by the rewards. In some cases, 
agricultural workers switch from the surrounding agricultural/farm work. In- migration 
flows can also come from other countries. Cities have traditionally been the first des-
tination for immigrants into a new country. The attraction is often underpinned by 
the existence of ethnic neighbourhoods where migrants can find kinship and support.

The scale of urban development

The chapter has examined the reasons why cities exist and why they grow. In this sec-
tion, the scale of urban economic growth is examined, primarily for simplicity and the 
availability of data by population size. A useful point in time to start is the industrial 
revolution with the de facto functional (re)birth of many of today’s cities. A convenient 
place also to start is the UK as the first country to industrialise.

During the 1800s, the population of Great Britain rose from 10.5 m to 37 m in 1901. 
At the same time, there was a general movement of the population from rural areas 
into the cities. Manchester is emblematic of this new industrial age as a city effectively 
a product of industrialisation. It increased its population six-fold in the 60 years to 
1831, when its population reached 142,000. Indeed, in the decade leading up to 1831, its 
population rose by 42%. Over the following 50 years, it gained another 200,000, so in 
1881 the population stood at 341,000.

Manchester was just one of the British cities that expanded dramatically during this 
period. In fact, it was the fifth largest city in Britain at this time after London, Liv-
erpool, Glasgow and Birmingham in that order. Setting aside London as the capital 
city of the UK, these provincial core cities – Birmingham, Glasgow, Liverpool and 
Manchester as well as Leeds – continued to grow in the coming decades through to 
the declaration of World War II in 1939. In the process, they extended their bounda-
ries, engulfing surrounding settlements. Birmingham and Glasgow had populations of 
more than 1 million at this time.

World War II led to severe bombing damage to the cities and not surprisingly falls 
in their populations. However, the 1950s saw the core cities continuing to lose popula-
tion, and this trend accelerated from the 1960s. The reasons are discussed in Chapter 
10 but for now, it can be noted that the nature of urban agglomeration was changing, 
and it has continued to change. Since the millennium, these core cities (and others) 
have experienced a revival although with the exception of Birmingham (just over 1 m) 
their current populations are much lower than at their zenith. Manchester’s popula-
tion for example is just over half a million, two-thirds of what it was in 1940.
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Urbanisation arrived later in the United States. It proceeded slowly in the first half 
of the 1800s but quickened after the American Civil War, 1861–1865, with rapid in-
dustrialisation. Chicago, for example, increased its population by more than 20-fold 
between 1860 and 1910 from 112,000 to 2.7 m. Following a similar pattern to the UK, 
American core cities also began to lose population from the 1950s. Chicago’s popula-
tion has thus fallen from just over 3.6 m in 1950 to around 2.7 m.

There is a close relationship between the rate of industrialisation and urbanisation. 
The rapid industrialisation in Asia (Japan earlier), parts of South America and Africa 
in the latter half of the 1900s has led dramatically to the growth of cities in these re-
gions of the world. During the period from 1978 to 2014, China’s level of urbanisation, 
for example, tripled from under 18% to almost 55% in 2014, and its urban population 
grew by 558 million.

Unlike cities in western economies, cities continue to grow rapidly in the developing 
world and their populations are in general much larger and denser than in Europe and 
North America. In broad terms, the younger the city the faster the recent growth. The 
largest of the world’s cities now have populations in the tens of millions depending on 
how and where you draw the boundaries.

The term, ‘mega-cities’, has entered the language and is generally defined as a city’s 
population exceeding 8 m (some definitions use 10 m). There are at least 36 of these 
mega-cities in the world compared to 11 in 1975. Most of these mega-cities are in Asia, 
22 in total, compared to three in Europe (Paris, Moscow and Istanbul) and two (Los 
Angeles and New York) in North America. South America also has a major concen-
tration of mega-cities with Sao Paulo, Mexico City, Buenos Aires, Rio de Janeiro, 
Lima and Bogota. The number of mega-cities is expected to rise. While most cities in 
developing countries are experiencing rapid urban growth, some cities in Japan, South 
Korea and Eastern Europe are losing population.

Nevertheless, more than half of the world’s population lives in urban areas, up 
from 43% in 1990. Of the largest world economies, the figures are 92.1% for the UK, 
87% United States, 84.4% Canada, 82% France, 80% Germany, 74.6% Italy and 73.7% 
Japan. Countries with 90% of their population in urban areas include Brazil, Chile, 
Puerto Rico, Uruguay and Venezuela in South America and Qatar and Kuwait in the 
Middle East. These figures belie the fact that urban agglomerations can be very dif-
ferent across the world with most people living not in very large cities, but settlements 
with a population of less than 500,000.

Summary

Agglomeration economies are key to the existence of cities. Spatial clustering of firms 
and households brings cost savings and higher revenues. These agglomeration econ-
omies apply to manufacturing and services. Agglomeration economies should be 
distinguished from internal economies of firms by locating all activities in one place. 
These internal economies on their own rarely lead to a town. The primary reasons 
for cities stem from external or agglomeration economies. These can be decomposed 
into three interrelated elements: localisation, urbanisation and  activity-complex 
economies.

Localisation economies relate to the concentration of firms in the same industry. 
Such clustering of firms in the same business sector brings a range of financial ben-
efits from cheaper specialist services through to a skilled workforce to draw on and 
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contribute to productivity. The close proximity of firms from the same business sector 
is likely to lead to knowledge spillovers and improved efficiency.

Urbanisation economies are almost the reverse of localisation economies as they 
bring cost savings from the clustering of different types of firms. These economies 
arise partly from many firms sharing the services available in an urban area. This 
shared use of inputs enables the cost of these services to be lower than otherwise. 
These cost savings also extend the advantages of having a large generic labour pool, 
enabling easy matching of skills to jobs. There are similar savings from the wide range 
of real estate, permitting the finding of the right property to meet the needs of a firm. 
There are also urbanisation economies from public amenities, while cities can con-
tribute to lower costs by having good interurban transport links. Overall urbanisation 
economies increase with city size as that brings greater diversity of services.

Activity-complex economies occur when effectively an industrial sector of a city 
is one large producer with many individual firms being part of a vertical production 
process. In manufacturing, this would be part of a just-in-time process where proxim-
ity reduces transport and inventory costs. In the services sectors, a central city office 
location is important to permit these complex localised economies to flourish through 
a face-to-face contact, supporting backward and forward linkages to develop a range 
of final services.

The agglomeration benefits to households of cities are seen through job opportuni-
ties and the range of services that contribute to urban life. The large number of poten-
tial employers means that there are a wide range of jobs available so that people can 
develop a career or maximise salaries without having to move home. Cities also bring 
with them access to a wide range of shops, public amenities and cultural opportunities.

The growth of cities is fundamentally propelled by technical progress and produc-
tivity gains. Agglomeration economies support this growth by encouraging knowl-
edge spillovers. The social interaction generated by the close proximity of firms across 
all sectors of the urban economy leads to the cross-fertilisation of ideas and inno-
vations. It is supported by workers moving from one employer to another, bringing 
with them technological expertise. These dynamic externalities are accelerated by the 
local competition between firms engendered by diversity and proximity. However, it is 
important to remember that in any city there will be growing and declining sectors so 
that urban growth requires the former to overcompensate for the latter.

Urbanisation has gone hand in hand with industrialisation. Britain was the first to 
industrialise in the 1800s and led the rapid expansion of cities in the form they are to-
day. Other countries followed depending on the timing of industrialisation. For exam-
ple, the United States followed in the latter half of that century. This initial surge in the 
growth of cities in advanced economies stalled or reversed from the 1950s. There has 
been a subsequent recovery in the populations of many cities in these countries but, in 
general, it has not been sufficient to return them to their former size. Instead, the na-
ture of urban agglomeration in these countries has changed to a more diffuse pattern.

With industrialisation, in general, coming later to Asia, South America and Af-
rica, urbanisation was also later. This urbanisation has seen the dramatic growth of 
very large cities, an expansion that continues. This phase of urbanisation has seen the 
emergence of mega-cities, many of which are at very high densities compared to those 
in western economies. The experiences of urbanisation clearly vary across the world 
in terms of scale, density and timing. Overall, though more than half the world’s pop-
ulation now lives in urban areas.
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Learning outcomes

Agglomeration economies provide the basis for the existence of cities.
There are different types of agglomeration economies for firms, namely localisa-

tion, urbanisation and activity-complex economies. All three represent different as-
pects of why the costs of firms tend to be cheaper in cities.

Households benefit from living in cities because of labour market opportunities, the 
services available and cultural amenities.

Cities grow through technological change and efficiency savings that are stimulated 
by proximity effects that are enhanced by competition between firms.

Urbanisation is linked to the timing of industrialisation but its nature has taken 
different forms around the world.

The nature of cities is evolving as the degree of urbanisation across the world 
increases. 
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Objectives

Cities contain a myriad of land uses competing with each other, yet there is often 
a common internal spatial pattern of land uses across urban areas. City centres are 
historically the main locations for large shops and offices with subcentres in second-
ary locations. These features suggest that there are shared explanations for these 
phenomena.

The aim of this chapter is to understand the spatial structure of cities and the rea-
sons for the pattern of different land uses. To achieve these tasks, it develops a series 
of economic models that aim to simplify the real world by making assumptions. The 
chapter is organised in the following way:

• Agricultural land rent determination
• Intra-urban patterns of land use and rents
• The hierarchical nature of services and retail centres, subcentres and associated 

catchment areas

Agricultural land rent determination

Before the chapter examines the urban pattern of land uses, there are useful insights 
to be gained from considering how early economists viewed the determination of ag-
ricultural rents. This section examines the contributions of Ricardo in 1817 and von 
Thünen in 1826 to land rent theory, and they provide essential building blocks for the 
next section.

Ricardo’s theory

David Ricardo’s writing in England in 1817 was interested in explaining why arable land 
rental values varied. To do this, he made a number of assumptions, namely that transpor-
tation costs to the market were minimal and could be ignored as there was a network of 
market towns close by to farms. He presumed labour, and capital could be used to help 
grow crops. His analysis focused on the role of the fertility of the land in this process.

If all land is of the same fertility, then Ricardo argued that no farmer would be pre-
pared to pay a premium (or rent) for a particular plot. From the farmer’s perspective, 
they are all the same. There is no advantage to be gained from farming one plot over 
another.

4 Spatial structure of towns and cities
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However, farmers are prepared to pay rent for land that is very fertile because they 
do not have to spend money on fertilising it. In other words, rent reflects the costs of 
growing or crop yields. In fact, the rent offered for a plot of land is related to its fertility 
and hence its profitability.

Given a market for land, farmers compete for plots by bidding against each other. 
In this bidding process, farmers frame what they are prepared to offer depending on 
the fertility of each plot. Through this competitive process, the rent of individual plots 
reflects the relative fertility. In this market, the rent of the most fertile land is the most 
expensive, but farmers will not pay more than the increased income it generates in 
extra output.

More generally, the rent of plots of arable land is linked to their fertility and the 
income the farmers can make from them. The price of the most fertile land is also de-
fined as a premium on top of the price of poor-quality land. Actual prices paid depend 
on the degree of competition between farmers. Individual farmers want to pay as little 
as possible, but competition means that the prices will be bid up for the best land plots.

There is a limit to how much farmers are prepared to pay as they need to make a 
profit. If there is perfect competition, then there are lots of farmers bidding, and full 
information on the fertility of plots, so prices are bid up until each farmer makes 
‘normal’ profits. Normal profits are generally defined as the minimum required to 
keep a producer in its line of production. In this instance, a normal profit would mean 
a farmer could receive income to ensure a reasonable return on any capital invested. 
If there is sufficient competition, then all farmers receive normal profits whether they 
rent low- or high-quality arable land. This is because the differential fertility of the 
land is reflected in the range of rents paid.

The rent of land in this model is determined by how much income is generated by 
the agricultural produce. The higher the price of say corn, the more the farmers are 
prepared to pay in rent. The competition between farmers means that higher arable 
food prices lead to higher rents. Rising food prices do not benefit the farmers but the 
landowners.

von Thünen model

Ricardo’s theory is a useful starting point to look at how rents are determined. How-
ever, by assuming transport costs are constant, there is no spatial dimension, and this 
is crucial to understanding how towns work. The next piece of the jigsaw is to review 
the von Thünen model of 1826 that specifically looks at the role of location in the pat-
tern of agricultural rents. His model of rent determination assumes fertility is constant 
and instead allows transportation costs for farmers to vary.

von Thünen’s thinking relates to Germany at that time. His model has a market 
town on a featureless plain that is the (only) marketplace for agricultural produce in 
the surrounding area. Farmers can therefore only sell their produce at this town. The 
cost of transporting any produce from the farm to the marketplace is assumed to in-
crease with distance from it.

At the time, the transport was horse-drawn so the main cost is farmers’ travel time. 
The spatial pattern of market towns is therefore important. Historically, in England, 
the distance between such towns ensured that one could always be reached by no more 
than a day’s travel there and back. However, from a farmer’s perspective, there are 
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strong financial benefits from being close to the market rather than spending a whole 
day travelling each week.

As all agricultural produce is sold in the market town, the price achieved by the 
farmer is not dependent on the location of the farm. The same price prevails for all 
agricultural producers who are competing for the same customers. Put another way, 
revenue is constant, irrespective of the distance from the market town, so viability is 
dependent on location. 

It is evident that the further a farm is from the market town, the higher the costs, 
and there is a point at which farming is not viable. This point is where revenue equals 
transportation costs and the farmer’s normal profit.

In contrast, farms at locations close to the market town have low transportation 
costs and get paid the same price for their produce as farms further away. These farm-
ers are prepared to pay a higher rent for the privilege. Just like Ricardo’s theory, given 
the competition between farmers and full information, the spatial pattern of rents 
reflects the transportation costs associated with each location.

The rents for each plot are bid up through competition until any transportation 
cost savings are completely eroded by higher occupation costs, leaving normal profits. 
A competitive land market ensures that the profits from farming are the same for all 
farms, irrespective of location.

The presentation of von Thünen’s ideas so far has assumed only one land use. But 
this assumption can be relaxed, so that different agricultural uses can be bid for land 
surrounding the market town, as shown in Figure 4.1.

Forms of agriculture with high transportation costs are likely to bid the highest 
for locations close to the market town. These include horticulture, dairy farming or 
producing timber. Further away from the market town, the land will be used for arable 
farming and or cattle rearing and other agricultural uses with relatively low-produce 
transportation costs. By relaxing the assumptions in this way, a concentric model of 
rural land use is developed.

Ricardo and von Thünen have similar mechanisms that determine rents. One sees 
agricultural rents as a function of fertility and the other transportation costs and dis-
tance from the market town. In both cases, there is a competitive bidding process 
based on how much profit they can make at a given location. Farmers look at how 
much profit they will make for each plot to determine the rent they are prepared to bid.

Breaking this down, they are taking into account the revenue generated minus the 
costs at each location. This can be expressed another way as the surplus that can be 
made by each farm plot, and which is available to pay in rent. This is an important 
element of decision-making on rents that is applied further throughout the book. von 
Thünen’s model also provides the basic idea for the explanation of intra-urban pat-
terns of land use set out in the next section.

Intra-urban patterns of land use and rents

A useful reference point to think about understanding patterns of urban land use is 
to note that the centre of a city usually has a (central) business district and the pri-
mary shopping centre. The centre also represents the point of highest rents in the city. 
Following on from these observations, this section considers a model of the wider 
spatial pattern of land uses over a whole urban area encompassing housing, industrial, 



Spatial structure of towns and cities 31

warehousing, etc. It examines why different uses are located and where they are. A key 
is the rent that each use is prepared to pay at different locations. The model derives a 
declining rent gradient for a city from its apex in the centre.

The model first published by Alonso in 1964 focuses on the rental value of the land. 
It is based on the view that the value of a plot of land is determined essentially by com-
petition between potential occupiers for its use. It assumes that the owners of the land 
always supply it to the use that is prepared to bid the most. Before looking at how the 
land market works in the model, the assumptions are now spelt out.

Figure 4.1 The von Thünen Pattern of Land Use.
Source: Hall P (ed) (1966) Von Thun̈en’s ‘Isolated State’: An English Edition, Pergamon, Oxford.


