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1. Introduction

The relationship between cities and development has attracted the
attention of a number of researchers, notably Jacobs (1984) who argues
that cities are central to the wealth of nations — and have been for a very
long time. A similar conviction emerges from reading the work of
economic historians such as North (1973) and Braudel (1986). Much
of this emphasis has been justified by the role that cities play in the in-
novation process. Because competition is more intense in cities, the in-
centive to innovate is stronger. Furthermore, because cities also favor
human interaction, they facilitate the spread of new ideas regarding
technology or institutions. New business practices regarding contract-
ing or internal firm organization appear to diffuse more easily in cities,
and to diffuse to peri-urban areas first before they diffuse further afield.

Over the last few decades, economic development has been ac-
companied by rapid urbanization. This is particularly true in Africa
where urbanization has proceeded at a rapid pace. Innovation is es-
sential for economic development. If cities facilitate the introduction
and diffusion of innovations, then the urbanization we currently ob-
serve is good news for much of the developing world.
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The relationship between cities and development is not, however,
limited to the diffusion of innovations. Agglomeration also affects
gains from specialization and the way economic activity is organized.
Sub-Saharan Africa, for instance, experienced rapid urbanization dur-
ing the 1980s and 1990s at a time when economic growth was slow
and gains in total factor productivity were hard to find. A similar pro-
cess was observed in other parts of the world as well. This raises the
question of the role of cities in less developed economies, and partic-
ularly in the way economic activity is organized and workers are
assigned to specific tasks.

In this paper I offer a simple framework to characterize the rela-
tionship between isolation from markets and the mechanisms by
which individuals are allocated to tasks. I start by observing that
labor markets are not the only mechanism that allocates workers to
specific tasks and duties. Workers can also be allocated to tasks with-
in firms and organizations or within households. A proper under-
standing of how work is assigned to workers cannot therefore be
complete unless we integrate mechanisms other than labor markets.

The purpose of this paper is to show how the mechanisms that al-
locate workers to tasks vary systematically with isolation from mar-
kets and hence with distance from urban centers. The variation in
allocation mechanism affects not only the environment in which peo-
ple work but also what they do and how they are matched to specific
jobs and tasks. The relationship between markets and allocation
mechanisms in turn affects social norms, household structure, and
the perceived benefits of migration.

To illustrate the relevance of the framework, I present evidence from
personal research extending over several years. Much of this research is
based on a detailed analysis of Nepal, a mountainous country with poor
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road infrastructure. Throughout our analysis isolation is defined in
terms of travel time, not actual distance. Isolation thus depends on in-
frastructure and transportation technology. At the time the data used
in the analysis were collected, many communities remained isolated
from markets and many people still had to travel long hours to reach
the nearest small towns. For this reason, Nepal is the perfect place to
study the relationship between isolation and economic activity. Observ-
ing how economic activity is organized as a function of distance from
markets and cities thus provides a useful - even if partial - source of
insights regarding the long-term effect of urbanization.

Based on the evidence discussed here, I argue that, away from cities,
economic activity reverts largely around the family and the household.
Institutions that are not normally conceived as serving a primarily eco-
nomic purpose - such as marriage or norms regarding gender roles —
turn out to play a key allocative role, and marriage markets are, in effect,
a form of labor market. By broadening the scope for exchange, markets
and urban centers make gains from specialization possible. This trans-
lates into a surge in self-employment in non-farm activities. This
surge in entrepreneurship has been documented in many parts of the
developing world, and is often associated with the concept of ‘informal
sector’, that is, microenterprises operating in an unsophisticated way. In
the microenterprise sector, workers are allocated to tasks through de-
mand and supply for goods and services.

The adoption of innovations not only in technology but also in
forms of organization and contracting makes large firms and bureau-
cracies possible. With large organizations comes a hierarchical alloca-
tion of workers to tasks. This gives scope for a labor market to arise,
but the allocative role of this labor market in turn depends on how
long employment contracts are. The evidence suggests that, in
Nepal at least, urban centers have managed to expand rapidly with-
out the expansion of large firms in many sectors of the economy. Im-
portant exceptions are in education and health which are more
commonly found in urban centers and are dominated by employment
in large government-run organizations.

Agglomeration generates negative externalities due to congestion,
crime, etc. Subjective welfare may also be affected negatively if prox-
imity to markets and cities heightens feelings of rivalry and envy be-
tween people. It is therefore an empirical issue as to whether the
gains from specialization and increasing returns achieved through
larger organizations are sufficient to counterbalance the negative ex-
ternalities from markets and agglomeration.

This paper summarizes empirical evidence from Nepal that prox-
imity to markets generates important welfare gains in terms of subjec-
tive welfare, even after controlling for consumption expenditures.
These benefits gains are at least partly due to better access to educa-
tion and health care, and to a larger range of available consumer
goods and services. There is no evidence that markets foster rivalry
— in fact, the evidence points in the opposite direction. This is further
confirmed by the observation that Nepalese internal migrants, when
they select a destination, prefer districts with a high population and
population density, i.e., more urban districts. The evidence also
shows that the appeal of urban districts is not explained solely by
higher material welfare and access to amenities.

Taken together, these findings suggest that rapid urbanization in the
developing world has profound effects not only on what people do but
also on the organization of local economies and their social norms.
There appear to be large agglomeration externalities without returns
to increased firm size, except in a few government-dominated sectors.
Alikely partial explanation is that agglomeration facilitates an entrepre-
neurship revolution that leads to gains from specialization — hence the
explosion in self-employment and microenterprises.

The paper is organized as follows. In Section 2, I introduce a simple
conceptual framework that becomes the lens through which the allo-
cation of workers to tasks is studied in the rest of the paper. Section 3
discusses the implication of this framework in terms of agglomeration
effects and presents empirical evidence. Section 4 concludes.

2. Conceptual framework

It is easy to forget that labor markets are not the only way of allo-
cating workers to tasks. Workers can also be allocated to tasks within
firms or organizations, typically through command and control. A
similar process takes place within the household to assign members
to specific chores. The allocative function of the labor market there-
fore depends on how much production takes place within firms and
organizations and within households.

How much allocation takes place hierarchically within the firm or
through the labor market ultimately depends on the duration of labor
contracts. If labor contracts are of short duration, workers are allocat-
ed to tasks through the labor market: if a task must be undertaken a
worker is hired to undertake it. If a task is no longer required, the
worker is laid off — or simply not hired again. Short term labor con-
tracts - from a day to a few weeks — are common in certain industries,
such as agriculture and construction.

If labor contracts are of long duration, workers are allocated to
tasks through command and control: if a task must be undertaken, a
worker from within the firm is reallocated to undertake it; if a task
is no longer required, the worker is reallocated to another task. The
allocation role of the labor market thus depends on the duration of
employment contracts.

The allocation of workers to tasks can also be organized via the
market for goods and services. Consider microenterprises employing
no wage workers — there are many such firms in developing coun-
tries. In this case, employment creation and firm creation coincide.
It follows that workers are ‘told’ what to do by the demand for their
products and the supply for raw materials and other inputs. The allo-
cation of workers to tasks is thus determined directly by the markets
for goods and services. It follows that the importance of the labor
market as allocation mechanism depends on the size distribution of
firms: the larger firms are, the more important is the labor market
but also, possibly, hierarchical allocation.

[ argue here that agglomeration affects the mix of labor allocation
mechanisms along several dimensions: the boundary between what
is self-provided and what is purchased from the market; the bound-
ary between what is provided by microenterprises and what is pro-
vided by large firms; and the duration of employment contracts.
The size and allocative role of labor markets depend on where an
economy is along these three dimensions.

Having clarified how different allocation mechanisms affect who
does what, we now discuss each allocation mechanisms more in
detail.

2.1. Self-provision

Many goods and services are self-provided within the household
(Becker, 1965). This is particularly true in poor rural areas where
households self-provide a large number of essential commodities,
such as: food crops, milk and other animal products, firewood, and
water. Household members also provide many services to each
other, notably food processing and meal preparation; house construc-
tion and repair; child care and elderly care; insurance; entertain-
ment; and various personal services (e.g., haircut, tailoring).
Fafchamps and Quisumbing (2008) provide an extensive discussion.

Within the household, there is no market exchange. The allocation
of workers to tasks is based on gift exchange or reciprocal exchange
between co-resident, and often related, individuals. Gift exchange
and reciprocal exchange occasionally spill over between different
households, often with related individuals. Risk sharing is the mani-
festation of gift and reciprocal exchange across households that has
received the most attention from economists (Coate and Ravallion,
1993; Ligon et al., 2001). Other examples include the exchange of fa-
vors (Jackson et al., 2010) and the pooling of land within the lineage
(Platteau, 2000; Otsuka and Quisumbing, 2001).
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Within the domain of self-provision, the allocation of workers to
tasks is achieved through some form of intra-household bargaining.
A large literature has looked at the distribution of welfare within
households and has identified various determinants of intra-
household bargaining (McElroy and Horney, 1981; Lundberg and
Pollak, 1993; Fafchamps et al., 2009). The literature on the intra-
household division of labor is more sparse. Fafchamps and
Quisumbing (2003) find evidence that the allocation of household
members to specific tasks is responsive to comparative advantage,
as hypothesized by Becker (1981). But they also find evidence that
social norms matter, particularly regarding the division of labor be-
tween the sexes, but also across generations and between daughters
and daughters in law.

In societies where tasks are divided along gender and age lines
and skills are complementary, productivity in self-production de-
pends on whether the household has the right mix of skills. For in-
stance, if the husband is good at animal husbandry and fodder
production, the farm's productive potential will not be achieved un-
less the wife is also good at milking and ghee production, which
often are traditional female tasks. Similarly, a husband may earn an
income sufficient to send his children to college, but this potential
may not be achieved unless his wife can effectively encourage the
children through school, for instance, by helping with homework. If
this is true, the productivity of husband education in terms of repro-
ductive success is increasing in the wife's education level (see
Fafchamps and Shilpi, 2011 for evidence). What these examples illus-
trate is that the combination of self-provision and social roles typical-
ly creates complementarities between male and female attributes.

Because the formation of a new household marks the creation of a
new production unit, the efficient allocation of workers to tasks
therefore depends on how individuals are matched into households.
This formation process is largely regulated by the marriage market.
The assortative matching of spouses on ethnicity, religion, education,
and family background affects not only the inter-generational trans-
mission of skills and wealth but also the productivity of the newly
created households in the self-provision of goods and services
(Fafchamps and Quisumbing, 2002, 2005a).

This is well understood by parents who often get involved in the
selection of a mate. This is especially true in agrarian societies
where familiarity with farming is paramount for the long-term repro-
ductive success of the couple. Parents also play a role in providing
start-up capital (e.g., land, livestock, a house) and vocational skills
in preparation to marriage (Fafchamps and Quisumbing, 2005b).
The allocation of skills and wealth that results from this process is
typically inequitable - e.g., the rich marry the rich - and this affects
social mobility. But if complementarities between attributes are
strong, positive assortative matching is a natural outcome (Legros
and Newman, 2007).

If returns to matching are large, we expect marriage markets to
span a large geographical area. Migration at the time of marriage
should then be understood as a process geared towards a better allo-
cation of workers to tasks, while at the same time respecting various
social constraints (e.g., similarity of ethnicity, caste, or religion). The
migration of young women for marriage purposes is usually treated
separately from labor migration. Once we recognize that these
women join a self-provision unit where their labor is valued, their mi-
gration should be seen as an equally important labor allocation
process.

Self-provision also affects household size and composition in ways
other than marriage. In particular, if parents cannot purchase elderly
care from the market, they may choose to have more children (or to
foster other people’s children) in the hope of being better looked
after in their old age. For similar reasons, parents may hold onto
land and assets so as to retain control over dependent adults as un-
paid family work. These decisions can reduce the efficiency of the al-
location of workers to tasks. For instance, if young farmers are more

receptive to innovation than their parents, delaying the marriage
age of young men reduces innovation.

2.2. Markets

Self-provision means that individuals are not specialized: they un-
dertake many different tasks at different times of the day or year.
Since the range of skills they can acquire is limited, they are not nec-
essarily very good at what they do. Gains from specialization can be
achieved when workers focus on a smaller range of activities at
which they become really proficient. But for this to be possible, they
must provide the good or service not just within the household but
to a larger number of people.

There are in principle various mechanisms by which exchange be-
tween households can be organized. There exists a large literature
outside of economics describing these mechanisms and their limita-
tions (e.g., Sahlins, 1972; Scott, 1976). One of them is gift exchange.
Economists have mostly studied one particular manifestation of gift
exchange, namely, informal risk sharing (e.g., Altonji et al., 1997;
Coate and Ravallion, 1993; Ligon et al., 2001; Bloch et al., 2008), al-
though some papers have looked at the exchange of favors more gen-
erally (e.g., Jackson et al., 2010). The general agreement is that gift
exchange has many limitations that constrain its usefulness beyond
the extended family (e.g., Cox and Fafchamps, 2007).

This means offering these goods and services to others through
the market. If people are geographically isolated, this often is not pos-
sible because of transport costs. It follows that, in activities where
gains from specialization are present, urban and peri-urban areas
are expected to have more market provision and less self-provision.
One can therefore gain a feeling for gains from specialization by ob-
serving the range of goods that go from being self-provided to being
market provided as one gets closer to urban areas.

When combined with market provision, gains from specialization
generate what has sometimes been coined an entrepreneurship revo-
lution whereby individuals learn skills that enable them to produce
for the market. This process is quite distinct from increasing returns
and does not imply that the firms that emerge from the entrepreneur-
ship revolution are large. In Adam Smith's pin factory parable, noth-
ing precludes the organization of each task into a distinct one-
worker firm, in which case gains from specialization are achieved
through the market.

This process of specialization through small firms, which is often
known as the development of the ‘informal sector’, underlies the ur-
banization of much of the developing world. It is an important pro-
cess because the social norms required for success are not the same
as those governing self-provision (Fafchamps, 2011). In market ex-
change, reciprocity in the form of payment is often immediate rather
than delayed. Moreover, risk sharing (e.g., insurance) is separated
from compensation for effort (e.g., price). This stands in contrast
with gift exchange within the household or extended family, where
reciprocity is typically delayed and combined with insurance. This
means that as they begin interacting through the market, people dis-
cover hard budget constraints, which is the way the market ensures
reciprocity and compensation — but not insurance. As people are
learning hard budget constraints, simple transaction forms such as
cash-and-carry tend to dominate to minimize breach of contract
(Fafchamps and Minten, 2001; Fafchamps, 2004).

2.3. Hierarchies

With the application of science to technology comes the industrial
revolution, that is, an acceleration of the innovation process. Innova-
tions in technology (e.g., machines, electrical power) and organiza-
tional methods (e.g., accounting, stock market) enable firms and
organizations (e.g., civil service, hospitals) to grow. As firms and orga-
nizations grow, wage employment develops.
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Wage employment does not, however, by itself implies a large role
for the hierarchical assignment of workers to tasks. If workers are
hired for very short periods, the allocation of workers to tasks takes
place primarily through the labor market; hierarchical assignment to
task only affects the reallocation of workers within the short duration
of a specific employment spell. It is indeed common for firms to employ
a sizeable proportion of casual production workers — the more so when
restrictions are strict on laying off workers with permanent contracts
(Fafchamps and Quinn, submitted for publication). Agricultural
laborers, for instance, are often are hired by the day or the task.

Large firms cannot however function solely with casual labor. In
large hierarchies, labor management becomes important. Because
size makes difficult if not impossible for decisions to all be made cen-
trally, delegation of authority is essential to deal with local problem
solving. This calls for intermediate management personnel. Delega-
tion of authority to sub-units in turn creates a need to coordinate
the activities of the various parts of the organization. This coordina-
tion cannot be accomplished without clerical personnel to process in-
formation, e.g., via accounts, reports, minutes of meetings, etc.

Supervision and coordination tasks require skill and involve an
element of trust. Because skill and trustworthiness are not perfectly
observable, casual labor contract are therefore seldom appropriate
for middle management and clerical (white collar) workers. Indeed,
holding onto good workers economizes on screening for skills and
loyalty. Furthermore, workers who are unsuitable or who misbehave
are laid off or not renewed. The fear of losing the job thus disciplines
workers (Shapiro and Stiglitz, 1984).

This leads to the development of so called ‘permanent’ employ-
ment contracts. In developed economies these are so pervasive that
they are regarded as normal employment. Permanent employment
contracts dramatically shift the burden of risk from worker to em-
ployer. As a result most people prefer such employment to facing
the stress and uncertainty of self-employment or casual employment.
Evidence of this can be found in many developing countries where
queues of school and college graduates form who prefer to wait a
long time for wage employment or civil service jobs rather than to
opt for self-employment or casual work (see for instance Kingdon
and Knight, 2004 for South Africa and Serneels, 2007 for Ethiopia).!

2.4. Geography

Not all locations develop at the same time and at the same pace.
This is true not only across countries but also within countries. This
is perhaps not entirely surprising given that development involves
the diffusion of innovations in technology and institutions (Parente
and Prescott, 1994), and the diffusion of new ideas is probably faster
within locations than across locations. This is because the diffusion of
ideas largely takes place within networks of social interaction (e.g.,
Mobius et al., 2005), and diffusion is easier where social interaction
is easy and frequent, such as in markets and cities. Given that cities
are more exposed to external influences than isolated rural areas,
they typically lead the way in the adoption of innovations from
abroad (Jacobs, 1969). It follows that comparing urban and isolated
locations is a bit like comparing different stages of development,
and thus can serve as testing ground for the ideas developed above.

Of particular interest is how workers are allocated to tasks in the
towns and cities and how this compares to isolated areas: is alloca-
tion taking place through self-provision, self-employment, or wage
employment in hierarchies and, in the Ilatter case, is wage

! The switch from self-employment to permanent employment contracts often in-
volves a subtle change in individual morality (Fafchamps, 2011). Indeed, the norms
of conduct required for an effective labor force are not the same as those governing en-
trepreneurship. In wage employment opportunism is discouraged; in entrepreneur-
ship, it is essential. In wage employment discipline is required; in entrepreneurship,
personal initiative is essential.

employment casual - in which case allocation occurs primarily
through the labor market - or permanent - in which case allocation
occurs primarily through command and control. The expansion of
the microenterprise sector in urban sub-Saharan Africa has often
been interpreted as a problem and the symptom of a development
failure. This interpretation rests on the idea that wage employment
in large private and public organizations is one of the hallmarks of de-
velopment. Spatial concentration in towns and cities also makes spe-
cialization possible and this unleashes the entrepreneurship
revolution. What if the development of a microenterprise sector is
equally important to the development process, especially for econo-
mies starting from a low level of market development?

Knowing which allocation process dominates provides useful in-
formation about the nature of the growth process and the engine be-
hind it. If urban growth at low levels of development is associated
with an expansion of microenterprise, this suggests that market spe-
cialization is, at least initially, an important driver of growth. In con-
trast, if wage employment is concentrated in cities, this would
suggest that the growth process is associated with the rise of larger
organizations. Compared to microenterprises, the hierarchical organi-
zation of production raises numerous difficulties relating to incen-
tives and information processing. We therefore suspect that
hierarchies can only blossom either thanks to technology-induced in-
creasing returns, or because of innovations that improve incentives
and information processing (e.g., keeping accounts, giving directions
to workers). Given that the latter typically require some numeracy
and literacy, we expect the development of large organizations to re-
quire a better educated workforce.

The presence of large organizations therefore raises returns to ed-
ucation and generates incentives for parents to educate their children.
It is reasonable to expect that parents residing in the immediate vicin-
ity of large organizations perceive these incentives more strongly. If
large organizations are primarily located in urban centers, we expect
to observe more urban demand - and thus supply - for the general
purpose academic skills (literacy, numeracy, awareness of scientific
methods) that are provided by primary and secondary education. In
contrast, returns to these skills are likely to be lowest in self-
provision where specialization is minimal, organization of production
is not hierarchical, and vocational skills are learned on the job (e.g.,
Fafchamps and Quisumbing, 2003). Hence children born where
returns to education are lowest - and perceived to be so by their
parents - should receive less education on average while those who
do are expected to migrate to areas where there is demand for the
general purpose academic skills they have learned. A corollary is that
parents residing in isolated areas who ambition a better life for their
children are likely to see education as a passport to an urban lifestyle.?

Hierarchical organizations need not be private, something that is
often ignored in growth models that typically focus on private enter-
prises. This is perplexing because the first large organizations to
emerge historically - e.g., armies, churches - were not for-profit,
and they had to solve the same incentive problems that large corpo-
rations must solve today. In the growth literature little attention is
given to the public and non-profit sectors that dominate education
and health provision. Yet innovation is no less important in these sec-
tors, often determining the range and quality of services that are of-
fered (e.g., new health treatments and prevention measures; new
school curriculum reflecting the expansion of knowledge). Govern-
ment and non-profit ventures cannot build large hierarchical organi-
zations without mastering some key innovations such as reporting
procedures, double-entry bookkeeping, communication equipment,
an understanding of legalistic rules and principles, and various orga-
nizational devices for monitoring and incentivizing workers.

2 This brief discussion obviously does not exhaust the various feedback mechanisms
between education and growth, such as income effects on the demand for education,
or the self-selection of education-minded parents in urban areas.
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There are many examples of large dysfunctional organizations in
developing countries, riddled with absenteeism, corruption, and low
effort. This indicates that learning how to run large organizations is
not a trivial task, even if most countries do try in the hope of captur-
ing the large potential welfare gains that adequately run organiza-
tions can deliver. If we find that most wage employment is found in
sectors dominated by government and non-profit organizations,
while sectors such as manufacturing and trade are dominated by
microenterprises, this will suggest that reliance on the profit motive
to innovate and adopt may be misguided, and that more attention
should be placed on government and non-profit organizations in
our understanding of the growth process.

Geographical patterns in the allocation of workers to tasks re-
ceived some attention in the early development literature of the
1950s and 1960s, particularly in the works of Myrdal (1957) and
Hirschman (1958). These authors and their contemporaries saw the
development process as by and as largely synonymous to urbaniza-
tion since it involved the transfer of workers from a rural-based,
subsistence-oriented mode of production to urban-based, market-
oriented production. This led to an interest in labor migrations from
rural to urban areas, interest that has been sustained to this day.

Migration patterns are thus yet another lens through which we
can try to understand the interaction between development and the
allocation of workers to tasks. Of particular interest here is whether
returns from specialization achieved through urbanization and the
development of small enterprises serve as an additional incentive
for people to move from economically isolated areas towards loca-
tions with a higher population density. Is the draw of high population
density at least partly due to better access to markets and to a diverse sup-
ply of goods and services, including amenities (e.g., water, fuel, sewerage),
that supplant self-provision, broaden consumption choices, and enable
specialization for the market? An answer to these questions would pro-
vide useful insights about what underlies development and urbanization.

3. Empirical evidence

Having presented our conceptual framework, we now discuss how
it tallies with the evidence. We seek to document global patterns. Our
aim is not to dissect causal mechanisms, which are undoubtedly com-
plex and involve a multiplicity of relay mechanisms. A maintained as-
sumption running through our analysis is that sustained growth and
urbanization are not possible without innovation in technology, insti-
tutions, and organizational practices. The factors that trigger - or hin-
der - the adoption of these innovations are many but without these
innovations continued growth and urbanization could not be sustained.

To focus the attention of the reader, I offer a number of empirical
findings that come from several years of empirical work on Nepal and
elsewhere. Nepal is a good choice because the mountainous nature of
the country means travel times are large, and the country only recent-
ly started building roads. So there is room for a stark contrast be-
tween cities and isolated areas. The data used come from various
surveys undertaken in the 1990s. In the analysis, distance is measured
in travel time and is thus affected by the terrain and type of road.>

Fafchamps and Shilpi (2003) study the relationship between
proximity to markets and cities and various forms of employment.
Fig. 1 reports non-parametric regression lines and 95% confidence in-
tervals between various general occupations and distance to various
towns and cities. Fig. 2 does the same for distance to local markets.
We observe that non-farm wage employment is concentrated in and
around markets and cities. In contrast, farm wage employment is
highest at intermediate distances from markets and cities. This is
the zone of commercial farming where farmers aim for a market

3 Fafchamps and Shilpi (2003) show that similar results obtain whether or not travel
time on roads is instrumented using geographical variables and walking distance in the
absence of roads.

surplus, grow commercial crops, and use modern agricultural inputs.
Non-farm self-employment is highest near markets and, to a lesser
extent, near towns and cities. Taken together, these results suggest
that as we get closer to markets and cities, the allocation of workers
to tasks switches from self-provision (not recorded as employment)
to market provision (recorded as either wage employment or self-
employment). The Figures also show that the effect of urban proximity
extends way beyond city boundaries: the effect on non-farm wage em-
ployment, for instance, is statistically significant up to 4 h of travel time
from urban centers (Fig. 1). This means that peri-urban areas are different
in terms of employment composition from more isolated rural areas.

Fafchamps and Shilpi (2005) document how employment by sec-
tor varies with proximity to urban centers. We observe that, as could
be expected, agricultural employment is proportionally less impor-
tant in urban centers. Employment in all other sectors is higher in
and around urban centers, the effect being felt well beyond city bound-
aries — e.g., up to 2 h of travel time from urban centers (Fig. 3). We note
that, regarding manufacturing, these findings stand in contrast with
those of Desmet and Fafchamps (2005, 2006) who find that, in the US
since the 1950s, manufacturing employment has tended to leave
urban centers to relocate in peri-urban areas. They reckon that this
shift was driven partly by stronger agglomeration effects in certain service
sectors such as finance and insurance, and by pollution concerns that mil-
itate for relocating manufacturing plants away from population centers. It
appears that centrifugal forces in manufacturing were not yet noticeable
in Nepal at the time the data were collected.

To understand this switch between different labor allocation
mechanisms, we examine how specialized people are. In a self-
provision economy, we expect individuals to be relatively unspecia-
lized, i.e., to produce many different things. At the same time, econo-
mies that rely on self-provision may be largely undifferentiated in the
sense that every household by and large produces the same set of
things. In contrast, markets make gains from specialization possible.
As different individuals specialize in different tasks, we expect more
differentiation in tasks across individuals and households. What is
unclear is whether gains from specialization are achieved through
the market or within firms. Just to illustrate this point, in the pin fac-
tory parable, workers specialize in different tasks but remain within
the same factory; but they could just as well operate as an up-
stream-downstream chain of enterprises buying and selling from
each other. If gains from specialization are achieved through the mar-
ket only, we should observe arise in self-employment together with a
rise in specialization. If these gains are achieved within firms, we
should instead observe a rise in the importance of hierarchies and
thus a rise in wage employment. Furthermore, if specialization re-
quires learning and acquired skills are only partly observable, we ex-
pect more permanent employment contracts.

Fafchamps and Shilpi (2005) provide evidence regarding the shift
away from self-provision towards market work as one gets closer to
towns. This shift is associated with an increase in individual speciali-
zation but an increase in the diversity of activities recorded in a given
location (Fig. 4).# In Fig. 5 we see that this increase in aggregate diver-
sity is accompanied by a reduction in individual occupational diversi-
ty: individuals in and around cities report a smaller range of
occupations even though there is a higher aggregate range of occupa-
tions reported by all individuals in the location.>Fig. 5 also shows that

4 In Fig. 4, individual specialization is a Simpson index computed for each surveyed
individual using data on hours spent working in each of seven different broadly de-
fined activities — wage work, non-farm self-employment, agriculture, construction,
food processing, handicrafts, and other work. Household chores are omitted. Ward
specialization is calculated similarly, aggregating the Simpson index across individuals
in the same ward. See Fafchamps and Shilpi (2005) for details. .

° In Fig. 5, the ward specialization index Sy is calculated as: S; = "PZ‘ where py; is
the number of individuals in ward k whose main activity is in one of 56'sectors defined
according to the ISIC classification, and Py is the total number of sampled working in-
dividuals in ward k.

2
Pij
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Fig. 1. Employment category and urban proximity.

this result is not simply driven by agriculture. This finding is consis-
tent with gains from specialization being more prominent in cities:
presumably people living in rural areas consume many of the same
goods and services as urban dwellers, but the production of
many self-provided goods and services requires so little time at the
individual level that they do not register as distinct activities in
household surveys — e.g., hair cut, transport, guest accommodation,
entertainment.

The shift from self-provision to market provision is mirrored to
some extent by change in household chores (Fig. 6). Households
spend less time fetching water and firewood since water and fuel
are provided by specialized providers. They also spend more time
shopping, which is to be expected since they now secure more
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goods and services from the market. We also note an increase in the
time devoted to cooking and cleaning among households living in
and around cities, which may reflect an income effect: as material
welfare increases, the household wishes to consume a better home
environment.

This in turn affects what women do and how they work, that is,
whether they work for self-provision or for the market. It also affects
what children do. We see from Fig. 7 that, in and around cities,
women are more likely to work for the market, e.g., as self-
employed or wage employed workers, but also more likely to work
on household chores. What is reduced is the time women spend on
activities (such as farming) that serve both self-provision and market
provision roles. These different effects combine to result in an
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Fig. 2. Employment category and market proximity.
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Fig. 3. Sectoral employment and urban proximity.

increased specialization of women: on average, individual women liv-
ing in and around cities have a less diversified list of activities they
undertake in a given week.

Fafchamps and Wahba (2006) show that similar processes affect
what children do. As shown in Fig. 8, in and around towns children
participate less to household chores and home production. We ob-
serve a slight increase in market work by children, a phenomenon
that is driven primarily by older children (i.e., teenagers) included
in the study. Children also go more to school, a finding that is consis-
tent with a greater need for numerate and literate workers in self-
employment but especially in wage employment where reports and
accounts are critical for the internal coordination of tasks. Using
data from rural Pakistan, Fafchamps and Quisumbing (1999) indeed
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show that returns to education are larger in non-agricultural activi-
ties which, in their sample, are dominated by self-employment.
Given that non-farm employment is more prevalent not just in cities
but also in their hinterland, this probably explains why returns to ed-
ucation rise with proximity to urban centers and hence why school
enrollment is higher.

We have shown that there is more specialization in and around
cities. The next question is whether this specialization occurs within
firms, which implies larger firms, or whether it simply occurs through
the market. Fafchamps and Shilpi (2005) document a shift towards
more wage employment as one gets closer to towns (Fig. 9 — bottom
right panel). This is reflected in higher open unemployment in and
around towns (Fig. 10): people looking for wage employment are

Ward specialization index
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Fig. 4. Specialization index and urban proximity.
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more likely to declare themselves as unemployed than people consid-
ering setting up their own enterprise. Based on our earlier reasoning,
this suggests that there are more hierarchies in and around towns.
As is clear from Fig. 9, however, in Nepal the shift towards wage
employment near cities is driven mostly by changes in sectoral com-
position. There is more wage employment in sectors such as health
and education dominated by large public employers. Given that
there is more employment in these sectors in and around cities,
there is more wage employment in aggregate. Within sectors, howev-
er, Fig. 9 suggests that the only broad sector in which there is statisti-
cally more wage employment in and around cities is agriculture. In
manufacturing, private services, and trade, there is on average more

wage employment in cities, but the difference with rural areas is
not statistically significant.

In other words, there is no significant statistical evidence that hi-
erarchies are more common in cities for manufacturing, private ser-
vices, and trade. This interpretation is confirmed in Fig. 11 which
shows average firm size in various broad sectors for workers in
wage employment. Results mirror those in Fig. 9: although average
firm size tends to be higher in and around urban centers in most sec-
tors, the relationship between firm size and urban proximity is not
statistically significant in all sectors except agriculture. Yet, across
all sectors, wage employees in and around cities work on average in
much larger firms and organizations. This confirms that the
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Fig. 7. Female specialization and urban proximity.

hierarchical allocation of workers to tasks is more common in and
around cities and this is driven primarily by sectoral differences.

In the conceptual section I have argued that the existence of large
firms and organizations signal the presence of returns to scale nor-
mally associated with innovations in equipment, organization, and
business practices. Interpreted in this light, the findings suggest
that, for reasons that cannot be investigated with the data at hand,
in Nepal returns to scale had been captured in some sectors irrespec-
tive of location. These sectors are primarily education, health, and
government services. In these sectors, innovations in communication
and information processing (e.g., telephones, accounting) have made
possible the emergence of large organizations with standardized pro-
cedures and procurement (e.g., schools, hospitals, bureaucracies). But
at the time the Nepalese data were collected, these innovations did
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not appear to have affected all sectors of the economy equally, partic-
ularly manufacturing, private services, and trade.

There are important welfare implications from the relationship
between agglomeration and the mechanisms by which workers are
assigned to tasks. The first of them is that differences in monetary in-
come between locations do not adequately capture differences in
welfare. On the one hand, rural surveys tend to underestimate con-
sumption because it is difficult to measure and impute a value to all
consumption from self-provision. On the other hand, monetary con-
sumption expenditures fail to capture welfare gain from product di-
versity. Gains from specialization mean that urban centers offer a
wider diversity of consumer goods and services, which implies that
consumption expenditures underestimate the welfare value of con-
sumption in urban areas. Similarly, welfare gains from proximity to
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Fig. 9. Share of wage employment and urban proximity.

public goods (e.g., health care) are not fully captured in monetary
consumption, and we have seen that the provision of these public
goods is also better in and around urban areas. Rural dwellers, how-
ever, may derive some subjective satisfaction from their bucolic
surroundings.

These simple observations suggest that welfare differences be-
tween urban and rural lifestyles are not adequately captured by dif-
ferences in monetary consumption. To circumvent these difficulties,
Fafchamps and Shilpi (2009a) turn to subjective consumption ade-
quacy measures to estimate the welfare cost of isolation in Nepal.
As observed elsewhere, they find that monetary consumption falls
with distance from markets (Fig. 12). As explained earlier this by
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itself does not imply that welfare is lower in more remote areas: per-
haps the difference is due to the underestimation of self-provided
consumption.

This does not, however, appear to be the case. In Fig. 13, we see
that subjective satisfaction with income and consumption unambigu-
ously falls with distance from markets. The same result is obtained if
we consider possible confounding factors. In particular, controlling
for monetary consumption, people's subjective welfare is higher
when closer to cities and markets. To estimate the welfare cost of iso-
lation, Fafchamps and Shilpi (2009a) calculate the compensating var-
iation of distance to the nearest market. Their results are summarized
in Table 1. Point estimates are fairly large, especially for housing,
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schooling, and health care. This is hardly surprising given that school-
ing and health care provision are, as we have seen, better in and
around cities. For housing this probably has to do with housing qual-
ity, utilities, and proximity to amenities — although the authors try to
control for these factors directly.

The subjective cost of market isolation reported in Table 1 may be
misleading if people living in more isolated areas have a stronger
sense of community that makes up for reduced material welfare. To
investigate this possibility, Fafchamps and Shilpi (2008) test whether
people in isolated areas care more about what others around them
consume. The literature has indeed shown that people tend to judge
the adequacy of their consumption relative to that of others nearby.
We have argued in the conceptual section that the replacement of
gift exchange with market provision changes the nature of reciprocity
and insurance. Market exchange and specialization also make more
room for income differentiation than undifferentiated self-provision.
Given this, it is conceivable that feelings of rivalry and envy are exac-
erbated by markets. If this is true, people living near markets may de-
rive less subjective satisfaction from their material consumption
relative to that of others nearby.

10.75 11.25

10.25

Consumption expenditure (in log)

9.75
1

Distance to Market (in log)

Fig. 12. Consumption and market proximity.

This is not what Fafchamps and Shilpi (2008) find in Nepal. If any-
thing, the negative effect of other people's consumption level on a
person's subjective satisfaction is less strong in cities than in more re-
mote areas. In other words, there is less rivalry in and around cities.
Why this is the case is unclear, but it does not confirm fears that mar-
ket interaction generates more rivalry compared to gift exchange and
self-provision. The authors also find that individuals who have relo-
cated to a new district still partly judge their consumption relative
to households in their district of origin. This effect, however, weakens
over time: the longer someone has been in a given location, the more
strongly their subjective satisfaction depends on average consump-
tion in their district of residence, and the less it depends on consump-
tion in their district of origin.

If isolation from markets represents a welfare cost, we expect peo-
ple to migrate in order to locate closer to markets and urban centers.
Fafchamps and Shilpi (2009b) investigate this possibility looking at
the choice of destination among internal migrants in Nepal. The start-
ing point of their analysis is that, having decided to migrate, people
choose where to migrate to achieve a better livelihood for themselves
and their children. If they choose to live in or around a town, they are
more likely to be self-employed or work for wage. Since gains from
specialization tend to raise the returns to education, migrating to a
town or market may translate into higher material welfare for those
who are better educated. Moving to a city also means that the migrant
will live in an area with more individual specialization but also more
aggregate diversity, especially in services, which are largely non-
tradable. This means a more market-oriented consumption with
more to choose from.

Table 2 summarizes the results from Fafchamps and Shilpi
(2009b) in terms of relative magnitude. The first column presents
the standard deviation of the variable of interest and the second col-
umn gives the effect of an increase in the variable of interest equiva-
lent to a standard deviation. The larger the relative effect is, the larger
the magnitude of the (unconditional) effect that the variable has on
the choice of migration destination. We see that monetary income
matters, as predicted by economic theory. But other factors matter
more, such as distance to the nearest paved road and rice prices
(which tends to be lower in big cities and higher in mountain valleys
where rice cultivation is difficult). Migrants systematically move
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towards more urban districts, that is, districts with a higher popula-
tion and population density. These results are consistent with our
earlier findings that the subjective cost of isolation is not solely due
to lower monetary income in isolated areas. Other factors matter as
well, such as distance from the district of origin and ability to speak
the language of the destination district.

4. Conclusion

In this paper I have argued that the development process is closely
related to changes in the relative importance of various mechanisms
to allocate workers to tasks. Development is associated with a shift
from self-provision to market exchange and a shift from market ex-
change to large firms. This transformation need not happen every-
where in the economy at the same time. Rather, development is
characterized by shifting boundaries between the domains of applica-
tion of different allocation mechanisms.

These relatively simple observations help understand the relation-
ship between urbanization and labor markets. We observe a rapid ur-
banization in many parts of the developing world. This affects how
people are allocated to tasks. Because roads regulate the extent to
which agglomeration effects can arise, they play an important role
in the location of economic activity and the spatial division of labor.

Table 1
Compensating variation of travel time to markets.

By extending gains from specialization and circulating information
conducive to innovation in technology, organization, and business
practices, agglomeration effects also have a profound effect on the
mechanisms by which workers are allocated to tasks. The emergence
of a labor market is only one of the manifestations of economic devel-
opment, and is inherently associated with the presence of increasing
returns that enable the creation of large firms and organizations.

In Nepal we found that many urban jobs are based on market spe-
cialization through self-employment, not through wage employment.
There are more wage jobs in and around markets and towns but also
little evidence that increasing returns foster the emergence of large
urban firms and organizations in all sectors except health, education
and government services. We also find that what households do var-
ies systematically with proximity to markets and towns. The switch
from self-provision to market provision occurs around 3 h travel
time to nearest town and is strongest in urban centers. This also
affects what women and children do within the household.

Relative to self-provision and gift exchange, market exchange al-
lows gains from specialization. This diversifies the range of goods
and services consumers have access to. This raises subjective welfare
and attracts migrants. In some cases, migrants may even seek to com-
bine low-cost self-provision in rural area (e.g., housing, child care)
with market provision via temporary migration to urban centers

Source: Fafchamps and Shilpi (2009a), “Isolation and Subjective Welfare: Evidence from South Asia”, Economic Development and Cultural Change, 57(4): 641-83.

Moving from 75th to 25th distance percentile At mean (1) At 90% perc. (2)
v (95% confidence interval) v v

Food consumption 13.0% 3.4% 22.8% 32.6% 3.9%

Clothing 10.3% —0.1% 20.1% 26.2% 3.0%

Housing 22.5% 4.4% 40.7% 51.1% 6.9%

Children's schooling 22.0% 8.2% 35.8% 50.2% 6.8%

Health care [20.2%-60.8%] [13.4%-46.9%] [27.0%-74.7%] [46.9%-92.7%] [6.2%-23.2%]

Total income 8.2% —4.6% 21.1% 21.4% 2.4%

Weights equal to consumption share

[13.7%-15.7%]

[33.9%-38.1%]

[4.1%-4.7%]

All figures expressed in percentage of average consumption expenditures.

(1) Compensating variation generated by moving from the mean distance to the smallest recorded distance of 1 min.

(2) Compensating variation generated by reducing distance by the same amount as in (1) but from the 90% percentile.
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Table 2

Relative magnitude of effect of regressors on choice of migration destination.

Source: Fafchamps and Shilpi (2009b), “Determinants of the Choice of Migration
Destination”, CEPR Discussion Papers: 7407.

Standard Relative
deviation effect
Income and consumption
Combined income effect 0.70 0.12
Relative log income controlling for education 0.06 0.09
and language
Combined consumption effect 0.54 0.24
Relative log consumption controlling for 0.03 0.17
education and language
Prices and amenities
Log of rice price 0.29 —1.28
Housing price premium (log) 1.74 0.73
Travel time to nearest paved road 1.34 —1.09
Travel time to nearest bank 0.83 0.22
Elevation in meters 1.08 —0.46
Population
Population density 047 043
Log(population) 0.92 0.29
Ethno-caste similarity index 0.17 0.13
Language similarity index 0.38 0.54
Religion similarity index 0.23 —0.08
Distance
Distance above 100 km 0.19 —1.84

Relative effect of a one standard deviation calculated as (coefficientx standard
deviation).

(e.g., consumer durables). This is the best of both worlds, but gener-
ates costs due to separation. Innovations in communication (e.g., mo-
bile telephones, mobile money) tend to reduce this cost.

We are now in a better position to understand why massive ur-
banization is taking place in the developing world without always ob-
serving a simultaneous increase in wage employment. To the
untrained eye, cities look bad because of congestion, crime, housing
costs, etc. Based on this, many assume that people move to cities be-
cause income is higher, but otherwise would prefer to stay in rural
areas.

Incomes in cities are observed to be higher than in rural areas. If
the cost of urban living is also higher, perhaps the income differential
compensates people for moving to cities. Our research in Nepal sug-
gests otherwise. Controlling for monetary expenditures, people ap-
pear less satisfied with their consumption level when they live in
low population areas, far from markets and urban centers. Migrants
select their destination in response to income differences but also
for other reasons having to do with life in towns and cities. While
we do not claim having identified all these reasons, there is some ev-
idence that they include better amenities and access to more variety
of goods and services. People may also internalize the differences in
labor allocation mechanism and expect their children to have a better
future if they move to cities and provide them with education. Finally,
migrants who move into self-employment may hope to gain higher
returns from specialization in something they are good at.

More subjective factors may also play a part. People may simply
prefer to live around other people or, more prosaically, they may
seek to escape the hot house feeling of village life, with the associated
rivalry and jealousy between neighbors. Another possibility is that
people do not realize that they will adjust their subjective wellbeing
after having migrated. They expect a higher absolute income in the
city, but fail to recognize that they may also obtain a lower income
relative to other urban dwellers. Time inconsistency may arise if
they do not realize that, with time, this will reduce their subjective
satisfaction.

In Nepal we find some evidence consistent with these conjectures.
People judge the subjective adequacy of their lifestyle relative to that
of others around them. Migrants initially compare themselves to their
place of origin when answering questions about their subjective

satisfaction with life. But as they spend more time in the new location
they begin comparing themselves with people there. This reduces
their subjective satisfaction if their relative income in their destina-
tion is lower than in their place of origin, even though the absolute in-
come may be higher. It is unclear whether this effect is strong enough
to make most migrants regret having moved to the city. McKenzie
et al. (2006) have recently shown that migrants to New Zealand sys-
tematically underestimate the income they will earn. If this finding
applies more generally, perhaps it is sufficient to compensate for
the erosion on subjective satisfaction gains. These issues deserve
more investigation.
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