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Spatial agglomeration and external
economies of scale

The causes and advantages of density, concentration, agglomeration, 
urbanization..

World Bank, Reshaping Economic Geography. World development report 2009

Regional development: location, specialization, 
concentration and disparities

Firms’ location patterns

Regional
specialization

Regional economic
development

Inter-regional disparities
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Firms’ location: explanations based on «natural» 
conditions

‘Natural’ or physical condition of the region = localization of 
industries = regional specialization and development

E.g.: “Many various causes have led to the localization of 
industries; but the chief causes have been physical conditions; such 
as the character of the climate and the soil, the existence of mines 
and quarries in the neighbourhood, or within easy access by land 
or water. Thus metallic industries have generally been either near 
mines or in places where fuel was cheap. The iron industries in 
England first sought those districts in which charcoal was 
plentiful” (A. Marshall, 1890).

Early industrial zones and coal fields in Europe, 1875

Textile
industries in 
Italy, 1971-

1991

Firms’ location: explanations based on transport costs

E.g. Weber’s locational triangle: 
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Location: explanations based on the micro-economic
advantages of density or agglomeration

Agglomeration, or «external» economies of scale: direct (cost
savings) or indirect benefits (e.g. knowledge spillovers) enjoyed by 
firms locating in densely populated places and/or in proximity with 
other (similar) firms.

Internal economies of scale: advantages firms enjoy by increasing
the scale of production, thanks to a better division of labour
(specialization) and to «indivisibilities»

Internal vs. external economies: «the way that most economic
textbooks discuss the advantages [of the division of labour] implies
that the most of them can be achieved only thanks to the 
concentration of huge masses of workers in giant plants» (A. 
Marshall) -> Firms can enjoy the benefits of ‘scale’ also by locating
in proximity with other (similar or complementary) firms -> 
technical vs. «social» division of labour

A) Localization economies / Marshallian externalities
Co-location, spatial concentration, technological/market proximity and 
the social division of labour = a) labour pooling, b) specialized inputs, c) 
interdependencies, d) ‘industrial atmosphere’

E.g. ‘industrial districts’, where: “the mysteries of the trade 
become no mysteries; but are as it were in the air, and children 
learn many of them unconsciously. Good work is rightly 
appreciated, inventions and improvements in machinery, in 
processes and the general organization of the business have their 
merits promptly discussed: if one man starts a new idea, it is 
taken up by others and combined with suggestions of their own; 
and thus it becomes the source of further new ideas. And 
presently subsidiary trades grow up in the neighbourhood, 
supplying it with implements and materials” (Marshall, 1890)

Agglomeration = Specialization 

Explaining regional divergence: the variegated geographies
of agglomeration economies

External economies: localisation vs. urbanization 
economies (Ohlin 1933)

Localisation economies are external to (beyond the control of) the 
firm, and internal to the industry (being a function of the scale of 
concentration of a specific industry). 

Monetary savings or indirect advantages due to the concentration in 
a location of firms that are similar (technological proximity) or part 
of the same production chain (input-output relationships between 
buyers and suppliers):

Geographical proximity favours the sharing of inputs or 
infrastructure, market exchanges and formal collaborations 
(proximity decreases the costs of external coordination), the 
exchange of information and knowledge 

Spatial agglomeration = regional specialization

Localisation vs. urbanization economies (Ohlin 1933)
Urbanization economies are external to the firm and to any specific 
industry, being merely a function of the density or agglomeration of 
firms, activities, people, in densely populated/wealthy areas (cities).

Jacobs’ (vs. 
Marshallian) 
externalities: 
density + 
sociality + 
diversity
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1) ‘Sharing’ advantages: density = potential accessibility = 
economies of scale = ‘sharing’ of common, local, ‘indivisible’ public 
goods or facilities. Rare, high-range functions, infrastructure and 
services, concentrate in urban and economic cores (-> global cities).
2) ‘Matching’ advantages between: employers and employees 
(labour pooling); buyers and suppliers (market exchanges, 
outsourcing); business partners. Agglomeration decreases the non-
economic costs of market transactions (uncertainty, moral hazard, 
buyer-supplier coordination costs, etc.).
3) ‘Learning’ advantages: proximity and (informal) socialization is
crucial for the exchange of tacit/non-codifiable knowledge = non-
pecuniary, technological or knowledge externalities; untraded
interdependencies; knowledge spillovers; ‘industrial atmosphere’.

Puga D. (2010) The magnitude and causes of agglomeration economies. Journal of Regional 
Science

Explaining regional divergence: the variegated geographies
of agglomeration

Typologies of agglomeration economies
- Localisation vs. urbanization economies

- Marshall’s externalities (specialization) vs. Jacobs’ externalities
(diversity)

- Pecuniary (direct, market, «real») and non-pecuniary (indirect, 
non-market, technological or knowledge) externalities (Scitovsky
1954)

- Proximity externalities vs network externalities

- Efficiency (static) externalities vs. development
(dynamic, variable, cumulative) extranalities

- Supply vs. demand («shopping») externalities ->

- Agglomeration economies vs. DISECONOMIES

Typologies of agglomeration economies

Empirical
evidence: 

productivity, 
wages, 

innovation
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Problems with agglomeration economies:
- The concept includes too many different things ..and is tatuological
(firms concentrate because they benefit from concentration..).

- Empirical evidence: static vs. dynamic perspective. Agglomeration is
advantageous for firms? Static efficiency (e.g. productivity) vs. dynamic
efficiency (e.g. firms’ rate of survival)* -> Evolutionary Economic Geog.

- Perfect competition = decreasing returns to scale. Agglomeration = 
increasing returns to scale, i.e. imperfect or monopolistic competition -
> Krugman’s New Economic Geography. 

- Marshall vs. Jacobs: Specialization or diversity (from a policy 
perspective)? -> «related variety» or «related diversification»

- Reductionism vs. the complexity and peculiarity of the historical-
geographical processes that explain geographical uneveness, urban
centrality, growth and de-growth.

- Agglomeration, at what geographical scale/distance? ** 

* Urban density, spatial concentration, big cities, benefit individuals? 

The geography of ‘opportunity’ (R. Chetty et al.)

Relationship between urban density and social mobility in US Metro 
Areas (Glaeser, 2020)

** Proximity/distance and spatial interaction: actual and potential
interactions (of all kinds..) decrease esponentially as distances
increase (‘tyranny of distance’) = distance decay function (inverse 
distance squared when b=2) 

[ -> ‘potential’ accessibility -> gravitational models ]
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Uneven regional development: 
theories and policies
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Theories and models of ‘polarized’ growth and the 
dynamic of regional disparities

Neoclassical economics and the theory of regional ‘convergence’: as
the factors of production (labour and capital) are perfectly mobile, 
investments will flow to those regions (and countries) where costs
(per-capita income) are lower, and labour will flow to those regions
(and countries) where salaries are higher, producing convergence or 
‘catch-up’. 

Neoclassical economics and the theory of convergence

- Sigma-convergence: reduction in the dispersion of levels of 
income across regions (or countries). 

- Beta-convergence: poorer regions (or countries) grow faster than 
richer ones.

In the long run, development can be uneven only due to market 
failures or inefficiencies (e.g. oligopoly/monopoly, rent, 
informational asymmetries, externalities, market distortions). 

Agglomeration and the concentration of economic activities in 
certain regions is inevitable, and in the long-run benefits backward
regions thanks to: 

- Spread effects

- Trickle-down mechanisms (Hirschman)

-> Favour the market (efficiency, competition, mobility)

Theories and models of ‘polarized’ growth and the 
dynamic of (inter-regional) uneven development

So why we have divergence and long-run uneven development?

- Keynesian theories of uneven, polarized development

- Marxist/radical theories of centre-periphery relations

Gunnar Myrdal’s theory of circular cumulative causation:

Investment and growth in a region produces both spread effects
(centrifugal, leakages effects, Hirschmann’s ‘trickling down’) that
benefit other regions, and backwash effects (centripetal) that
benefit the same region: in a free market, backwash effects are 
probably and in most cases stronger than spread effects

The circular cumulative causation: a ‘simple illustration’ (Myrdal)

- The initial ‘accidental change’ (e.g. firm location) 

- Its direct, indirect and induced (backwash) effects

- External economies and qualitative effects

- Notwithstanding some spread effects and/or diseconomies of 
scale, regional development is circular and cumulative
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- On ‘equilibrium’: the mistake is to think that a change in one direction will
cause further changes in the opposite direction. The norm is the opposite.

- Accidental change (vs. naturalistic explanations): «Within broad limits the 
power of attraction today of a centre has its origin mainly in the historical
accident that something was once started there, and not in a number of 
other places where it could equally well or better have been started, and that
the start met with success. Thereafter the ever-increasing internal and 
external economies (…) fortified and sustained their continous growth at the 
expenses of other localities»

- “If things were left to market forces unhampered by any policy 
interferences, industrial production, commerce, banking, insurance, shipping 
and, indeed, almost all economic activities (…) would cluster in certain 
localities and regions, leaving the rest of the country more or less in 
backwater” -> inter-regional and international Keynesianism

- In low-income countries spread effects are even lower, as industrialization is 
more concentrated, in ‘enclaves’. Also due to ‘non-economic factors’ 
(institutions, culture, expectations) that economics ignores.

G. Myrdal, Economic theory and under-developed regions, 1957

Francois Perroux (’50-’60s): the economics of ‘power’, “poles de 
croissance” and uneven development

- Perfect competition does not exist.. non-formalized monopolistic 
competition, e.g. Chamberlin, and increasing returns 

- ‘Economic space’ is a battlefield.. of asymmetric relationships of 
power, interdependencies, dominance and subjugation

The case of geographical (vs. 
‘economic’) space: “l’industrie
motrice” or the “propulsive industry”
can induce growth in its «zone of 
economic influence» (e.g. a locality) 
(vs. the micro-economic spaces of 
ownership, and the macro-economic
spaces of sovereignity)

- The importance of local conditions

«Paris et le désert français» (Gravier, 1952) and the 
policies for the “amanagement du territoire” in France

Polarized development theories as a policy tool in lagging regions

- The ‘historical accident’ that causes circular cumulative causations 
can be induced - > large (public) industrial and infrastructural 
investments in lagging regions (and countries), in specific (industrial) 
zones or ‘poles’ (“big-push”, Rosenstein-Rodan) 

The (multiplier) effects of (public) investments = 

1) direct effects (employment, salaries, fixed capital)

2) indirect effects (backward linkages and forward linkages)

3) induced effects (unrelated economic activities)

4) leakages effects

-> most backwash effects will remain confined in the locality/region 
thanks to external economies, sectoral interpendencies and spatial 
agglomeration (Boudeville)
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Italy:  ‘questione meridionale’ and Cassa per il mezzogiorno
(’50s-’80s)

- Industrial Development Areas
- Local and trans-regional

infrastructures
What: heavy industries, steel, 
petrochemical, automotive
industry, industrial ports
How: State holdings, incentives
and subsides (€ 140 billions)

Industrial policies in Southern Italy

Bagnoli (Napoli)

Taranto

Termini Imerese (Sicilia)

Taranto

Gioia Tauro (Calabria)

North-South disparities in Italy

Base: 1860 = 100
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Cassa per il Mezzogiorno: direct, indirect and induced effects

Wrong theories or wrong applications?

- «Rain funding» (from 3 to 48 poles..)

- Wrong industries (capital vs. labour intensive industries; 
comparative advantages) 

- Wrong instruments (the problem with incentives: reduction of costs
vs. efficiency and productivity, and globalization) 

- Lack of consideration for local economic and non-economic
conditions: e.g. entrepreneurship, capital, human capital, ‘industrial 
atmosphere’, etc.

-> ‘white elephants’ and ‘cathedrals in the desert’ 

- Universalism, reductionism, and technocratic management

- The problem with institutions: state-centrism vs. local autohomy

Marxism, unequel development and ‘radical’ approaches

Socio-political relations and geographical space (or the environment) 
are not external to the economic sphere, but a ‘product’ of capitalism
(Henri Lefebvre’ Production of space).

Regional/economic disparities and 
backwardness are not due to the 
internal conditions of peripheral regions, 
but the outcome of a (global) 
accumulation system that produces a 
specific ‘spatial division of labour’ (D. 
Massey, 1984).

The production of economic peripheries
(subsumption; ‘space-time 
compression’) is needed to guarantee
perpetual growth and to overcome
overproduction crises (D. Harvey).

Marxian theories of uneven development (1970s): polarization +  
“dependence” and “unequal change” + world-system and centre-
periphery relations (Wallerstein)

- The trade of low vs high value added
products lead to worsening terms of 
trade due to peripheral economies’ 
lower rate of technological change.
- Relationships of economic
dominance and the ‘spatial division of 
labour’ between centre and 
periphery are dynamic but recurrent
(e.g. ‘new international division of 
labour’, 1980)
- Economic dependence + 
technological, financial, commercial, 
cultural and political dependence
(neo- and post-colonialism)

‘Industrialization by invitation’ and China’s SEZs
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Special economic zones in the World Growth is difficult to sustain over time. Technological upgrading is 
challenging. Local context matters (e.g. zone’s size, proximity to large cities, 
pre-existing industrialization). Country context matters (proximity to large 
markets). Incentives and policy variables are not correlated with SEZ 
performance.

Rodríguez-Pose & Frick (2018) Towards economically dynamic Special Economic Zones in 
emerging countries. CEPR Press Discussion Paper

The «New Economic Geograpny» and agglomeration (P. Krugman et 
al.):

- Simple model with few parameters, but rigorous, formalized, and 
coherent with general equilibrium macroeconomic theory
- Monopolistic competition (Dixit-Stiglitz 1977): differentiated 
products, substitutability, non-price competition, barriers to entry  = 
short-run profits

- Increasing returns
- Pecuniary externalities (vs. “invisible spill-overs”..)

- (“Iceberg”) transport costs

Krugman P. (1991), Geography and Trade, MIT University Press

The «New Economic Geograpny» and agglomeration

- Two industries: agriculture (factors immobility, perfect competition, 
locational factors are exogenous) / manufacturing (factors mobility, 
monopolistic competition, increasing returns. Output is a function of 
the degree of substitutability of products or diversification).

- Two regions, with an initial equal share of workers and economic 
activities.

- Product diversification in Region A creates profits + entry of new 
firms + externalities + increasing wages + migration of workers from 
Region B.

- Agglomeration in Region A proceeds until in the long-run the level 
of wages and profits in the two regions is equal again, but with 
agglomeration.

Meardon S J (2001) Modeling agglomeration and dispersion in city and 
country: Myrdal, Perroux and the New Economic Geography. American 

Journal of  Economics and Sociology
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New Economic Geography: self-critique

- The crucial role of transport costs: if too high, there is no 
agglomeration (firms produce only for the local market). If too low, 
workers have no incentives to migrate and firms’ location is
indifferent (firms produce for the whole market indipendently from 
location).

- In nowaday knowledge economy, non-pecuniary externalities
(knowledge spillovers) are the main engine of agglomeration, but
cannot be formalized.

NEG models explain well the distribution of indutries in the first 
stages of industrialization in both Western and emerging countries
(e.g. China), but is almost useless in other cases (Krugman 2009)

The critique of «real» economic geographers (Martin 1999): «A dull
sense of deja-vu». Reductionism. Social, cultural and institutional
factors are ignored, but crucial.  

Europeanization of 
regional development
policies in the 
European Union: 1989-
today

Europan Cohesion
Policy’s objectives and 

target areas

European Cohesion Policy

One of the two main expenditures in the EU budget, and the main
source of funding for regional development in most member states

Objective: “To strengthen the unity of [member states’] economies 
and to ensure their harmonious development by reducing the 
differences existing between the various regions and the 
backwardness of the less favoured regions” (Treaty of Rome, 1957), 
including the disparities induced by European integration... 

1969: institution of (today’s) DG Regio, ..but “Regional policy is clearly the 
concern of the public authorities in the member states”

1973: CE Report “The regional problems in the Enlarged Community” (and 
enlargement to Ireland, UK and Denmark)

1975: institution of the European Fund for Regional Development (ERDF).

End of ’70s: pilot programmes.

1981-1986: enlargement to Greece, Spain, Portugal + Common Market (+ 
crisis of national regional develpment policies)

1989-1993: First programming period. 

1995: Schengen treaty + enlargement to Austria, Sweden, Finland. 

1997:  Amsterdam Treaty (-> Euro, 2002)

2000: Lisbon Strategy (competitiveness, innovation and knowledge) 

2004-2007: enlargement to Cipro, Malta, Poland, Czech Rep., Hungary, 
Estonia, Latvia, Lithuania, Slovenia, Slovak rep., Bulgaria, Romania.

2007: Territorial agenda (and cohesion)

2010: “Europe 2020” (employment, innovation, education, inclusion and 
environment/climate/energy)



10/10/2022

12

European Cohesion Policy

Principles: 
1. Concentration: geographical, thematic, financial
2. Partnership: multi-level/vertical and horizontal cooperation, and 
division of roles (priorities, design, funding, implementation, 
evaluation) 
3. Additionality (or complementarity): EU structural funds must not 
replace national (or other) expenditure within member states
4. Programming: the activities financed by the cohesion funds must

be defined in multi-annual operational programs (national and 
regional) approved at the beginning of each programming period.

-> coordinatio; policy cycle; Europeanization; regionalization (vs. 
member states’ different degree of political decentralization)

Europan Cohesion
Policy’s objectives

and target areas

1989-2013

European Cohesion Policy 2014-2020

All regions covered. ‘However, most of the funds are targeted 
where they are most needed’ (GDPpc < 75% EU average).
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ERDF priorities 2014-2020

Each Operational Programme selects 4 over 11 objectives:

– Strengthening research, technological development and innovation

– Enhancing access/use/quality of ICTs

– Enhancing the competitiveness of SMEs

– Supporting the shift towards a low-carbon economy

– Promoting climate change adaptation, risk prevention and 
management

– Preserving the environment and promoting resource efficiency

– Promoting sustainable transport and improving network 
infrastructures;

– Promoting sustainable and quality employment and labour mobility;

– Promoting social inclusion, combating poverty and any discrimination;

– Investing in education, training and lifelong learning;

– Improving the efficiency of public administration.

50-80%
 funding 

Europan Cohesion
Policy’s target areas

2021-2027

EU Cohesion Policy, 2021-
2027 vs. 2014-2020: 60 
regions changed their
eligibility. 50 have moved
down a category… (42 due 
to a decrease in GDP vs. 
the EU average) 

Priorities for 2021-2027 EU cohesion policy [approx. 390 billion
euros]

‘A shorter, modern menu of 5 policy objectives’:

1. a more competitive and smarter Europe.

2. a greener, low-carbon transitioning towards a 0 carbon economy.

3. a more connected Europe by enhancing mobility.

4. a more social and inclusive Europe.

5. Europe closer to citizens.

The European Regional Development Fund support all 5 policy objectives, 
but 1 and 2 are the main priorities. 

The European Social Fund+ main priority is 4. 

The Cohesion Fund supports policy objectives 2 and 3.
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Post-pandemic ‘Next Generation EU’ 
programme, 2022-2026 [approx. 390 
billion euros grants, 360 b. loans]

No explicit predefined subnational target areas (in Italy: 40% funds 
to Southern regions, including 33% of the population)

…agglomeration is good or bad for growth?

-> WORLD BANK, 2009: “This report has a 
different message: economic growth will be 
unbalanced. To try to spread it out is to 
discourage it - to fight prosperity, not 
poverty.”

World Bank, Reshaping Economic Geography World development report 2009

Policies that transfer resources to lower-income regions reduces 
efficiency, productivity and aggregate social welfare

Policies that are spatially-blind or even favour more wealthy 
cities/regions, have the highest returns and anti-poverty effects

We need policies to assist (poor) people, not (poor) places..

And maximise growth, to provide poor regions with basic services

-> spatially-blind or people-based (vs. place-based) approach

Density is crucial. Economic efficiency and growth depends on 
agglomeration

World Bank, Reshaping Economic Geography World development report 2009

Agglomeration causes 
regional disparities, in 
particular during the first 
stages of development 
(e.g. emerging countries),
but maximise growth and 
aggregate welfare

In the long-run, economic 
integration, trade flows 
and factor mobility will 
generate convergence 
and catch-up

World Bank, Reshaping Economic Geography World development report 2009
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Reduce distances (from markets, services, jobs, as both cause and 
effect of underdevelopment)

World Bank, Reshaping Economic Geography World development report 2009

Abolish divisions (to favor spread-effects and mobility)

World Bank, Reshaping Economic Geography World development report 2009

New (neo-classical) urban economics (NEG, Glaeser, Moretti, 
Florida)

- Agglomeration is key to economic efficiency and to the 
maximisation of aggregate socioeconomic welfare.

- We need to accept inequalities and regional decline which public 
policy intervention will (and should) do little to arrest. 

- Factor mobility will generate inter-territorial catch-up and 
convergence in the long run.

- Policies should remove barriers to mobility, market distortions or 
fiscal incentives, encourage agglomeration while addressing its
potential diseconomies (+ education and training; ‘people based 
approach’).

Edward Glaeser (2011) Triumph of  the city: How urban spaces make us 
human, Macmillan.

E.g. Economist (October 2017) 

In the last 20-30 years inter-regional and 
inter-urban inequalities have grown
drammatically, due to globalization, new 
technologies, etc. 

To try to fight against this and to obtain a 
more balanced development is useless, and 
harmful. 

- Human mobility causes further inequalities (brain-drain) and has
social, cultural, geographical costs

- Efficiency or equity? 

One of the main solution is human mobility. The problem are those
welfare, labour, and place-based policies that distort market 
mechanisms and keep people where they live, preventing lagging
localities to «disappear»


