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The keys to the city of the future

We live in cities to be closer to our work or university, to see our family and friends more often or to have shops, cinemas and
theatres conveniently close by. Nevertheless the role of cities goes beyond providing their inhabitants with a good quality of life:
cities are a key component in the workings of production that determines its efficiency and therefore a country’s growth potential.
In this article of the Dossier we analyse the factors that have encouraged growth in cities in the past and especially those that will
encourage it in the future.

We economists call the economic benefits generated by a larger population density the «<agglomeration economies» or «urban-
scale economies». The existence of these can be inferred when we see that company productivity is higher in larger cities.
But this correlation does not necessarily mean that higher density leads to higher productivity on its own: other factors could
also lie behind this relationship, such as when cities are in particularly favourable zones for companies or when they provide
better access to certain natural resources. Nevertheless empirical evidence shows that this higher productivity is particularly
the result of agglomeration economies. For example, a widely

cited study shows that, in the US, doubling the density of the Relationship between total factor productivity
population increases the productivity of work by 6%, all other  gnd population density in urban areas
things being equal.’ The evidence for the case of French firms  jevel

is also convincing: those companies in more densely 02
populated areas achieve 9.7% higher productivity than those
in less densely populated areas, thanks to agglomeration
economies.?

The benefits resulting from bringing workers and companies
together in an urban agglomeration are therefore an
important reason for cities to exist. The next step consists of
understanding the mechanisms behind these advantages.
Here we can highlight three major effects: lower transport
costs for goods, the creation of a denser labour market and
a more favourable environment to generate and spread
innovative ideas.?
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Note: Productivity is defined as log total factor productivity and density as log employment density
by the area in question.

Lower transport costs was one of the main reasons for Source: Combes, Duranton, Gobillon, Puga and Roux (2012).

companies to cluster together during the period of

industrialisation. Manufacturing firms concentrated in cities to be close to their suppliers and clients, cutting their transport costs
for both intermediate and final goods.* These agglomeration economies led to the proliferation of industrial districts in many
cities in the 19th century, such as the East End of London and Poblenou in Barcelona, a process that intensified during the 20th
century and, it is estimated, resulted in a 90% reduction in transport costs in real terms.>

The second factor, the concentration of workers in urban areas, increases labour market efficiency. On the one hand, concentrating
workers in the same population reduces the cost of losing employment: when workers lose a job it is easier for them to find
another if there is a larger number of companies in the city.® The faster they can shift from one job to another decreases the
decapitalisation suffered by workers when they are unemployed. Moreover, the fact that a large number of companies and
workers are concentrated in cities makes it easier to match people with jobs. One clear example of this is the City in London,
where a cluster has been formed of large banks and investment funds as well as the professionals required by such companies,
benefitting both. Thanks to this agglomeration, companies can hire the best specialist economists, lawyers or IT experts and
these professionals can find the jobs that best suit their interests and skills.
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Although the two aforementioned factors are very important, today’s rise in agglomeration economies comes particularly from
the role played by cities in creating and spreading knowledge. Regarding creation, we only need to note that the main R&D
centres for companies and universities are located in large urban areas. Another sign that cities are nurseries for new ideas is
that mature industries tend to move outside cities while more innovative up-and-coming industries tend to concentrate in
urban areas.”

Regarding the role played by cities in spreading knowledge,
we should remember that, although we live in an increasingly
interconnected world, geographical proximity between

Patents in urban areas and in the rest of the country
(Patent demands per one million inhabitants)

600
individuals living in the same city still makes it easier to
propagate ideas. In this respect, an interesting and original °0
study shows that those companies that are geographically 400
closer tend to be cited more often in the details of registered |
patents.® However, this study was carried out in 1993 and we

200

might therefore conclude that, nowadays, the subsequent
development of information and communication technologies 10 |
(ICTs) has made it easier to exchange ideas, concluding that

the advantages of physical closeness provided by cities to pass .S@ S L PP EL PO & 8@
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that the role of cities has become even more important, if 069 & o &

possible. The most recent studies show that new technologies
are, above all, complementary to geographical proximity: ICTs
multiply the benefits produced by new ideas and these, as we
have seen, are generated more readily in urban settings.’

Ml Urban areas Rest of the country

Note: Country (# cities).
Source: CaixaBank Research, based on OECD data.

In summary, the bulk of the evidence available suggests that the role played by cities in a country’s production capacity and
therefore in the well-being of its citizens will continue to be crucial. However, we need to remember that those features
differentiating the best cities of the future are changing, and that certain aspects are gaining ground which determine a city’s
capacity to generate and spread knowledge. Making sure a country’s major cities have an institutional framework that helps to
develop such aspects is therefore essential.
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