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Trade and
Urbanization:
Evidence

from Hungary

David Krisztian Nagy

Introduction

Urbanization can foster country development and increase welfare, as
various papers have argued. It has also been shown that these advanta-
geous effects of urbanization might be more pronounced in early stages
of a country’s development. Thus, urbanization may have major implica-
tions for individuals’ wellbeing, particularly in the developing world. But
what are the factors that lead to urbanization? One obvious candidate is
industrialization. There are, in fact, first-order empirical facts supporting
the link between industrialization and urbanization. In Europe, the share
of population living in cities started to grow rapidly at the time of the
industrial revolution, while it hardly changed for centuries before indus-
trialization. Other first-order facts, however, go against the theory of urba-
nization induced by industrialization. The last few decades saw dramatic
urbanization but little industrialization in various developing countries.
Mumbai is the 9™ largest city of the world today. Lagos is the 14" while
Cairo is the 16™.

These three cities have something in common, besides the fact that
they are located in developing countries. In particular, all three of them
are at places where major trading routes intersect. Trade naturally fosters
the concentration of people as exchanging goods necessitates physical
contact. As the scale of trade increases, people have an increasing in-
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centive to not only go to the market every week, but move to where the
market is. This is how cities can form around markets; this is how trade
can foster urbanization.

The effect of trade on urbanization:
An empirical challenge

Measuring the extent to which trade can foster urbanization is challeng-
ing, however. This is because the reverse relationship also holds: urban-
ization can foster trade. Mumbai may have become a city for different
reasons than trade. But now that it is a city of several million people, these
people will start trading with each other. In other words, trade can be a
consequence, not a cause, of urbanization.

To address this challenge, one needs to find a historical episode char-
acterized by large-scale changes in trade that are not due to urbaniza-
tion. What could be such an episode? In economic geography, it is a
well-known fact that country borders have large effects on trade. John
McCallum documented in 1995 that Canadian provinces trade 20 times as
much with each other as with the United States, simply because Canada
and the U.S. are separated by a border. As a result, changes in country
borders can be used to isolate the effect of trade on urbanization from
its reverse since they induce large-scale changes in trade that are not due
to urbanization.

A useful historical episode:
Hungary’s border changes

In my paper (Nagy, 2022), I argue that the border changes of Hungary
after the First World War offer such a historical episode. Hungary’s borders
were completely redrawn by the Allied Powers in 1920, and the country’s
new border did not correspond to prior political, economic or ethnic
boundaries. Therefore, it is reasonable to assume that trade between the
opposite sides of the new border was widespread before 1920. At the
same time, political conflict between Hungary and its new neighbors led
to little trade across the border in the years after 1920. As a result, Hungar-
ian counties in the new border’s close proximity experienced a dramatic
decrease in trade with nearby locations that ended up on the opposite
side of the border.

If trade fosters the process of urbanization, then decreases in trade
must slow down this process. Did counties near the new border experi-
ence a slowdown in urbanization? To see whether this is the case, I use
population data from the censuses of 1910 and 1930 to compute how
much the share of population living in cities changed in each Hungarian
county between these two years. Figure 1 plots this change in urbaniza-
tion against distance between the county seat (the seat of the county’s
government) and the new border. Each dot in the figure corresponds to
a county. It is clear from the figure that urbanization became slower in
counties closer to the new border; in fact, urbanization even decreased in
some of these counties. This is despite the fact that, before 1910, the aver-
age increase in urbanization was the same in these counties as in counties
farther away from the new border.

A model of trade and urbanization

How did this slowdown in urbanization affect the economy? Unfortunate-
ly, the censuses do not provide information on economic output. There-
fore, I develop a structural model in Nagy (2022) to measure the economic
impact of the border change. In the model, people choose where to live
based on two factors. The first factor is proximity to markets. Markets are
available at a given set of locations, and trade can only happen at markets.
If one chooses a location far from a market, it will be costly to go to the
market and trade. The other factor influencing people’s location decisions
is where they like to live. This is driven by idiosyncratic considerations,
such as people enjoying certain natural amenities or wanting to live near
their family. If trade plays little role in the economy, then this second force
dominates the first, implying that people disperse across space. As trading
opportunities improve, however, the first factor starts playing a larger and
larger role. People move closer to markets, which fosters urbanization
around these locations. However, this is less true near borders, where
trading opportunities are worse in general. Thus, urbanization will be less
pronounced near borders, just like in the data.

The model can be used to measure the economic impact of the bor-
der change on any Hungarian location. The results show that the border
change decreased Hungarian residents’ real income by 15.55% on average.
As expected, the losses were more severe near the new border, where
trade and urbanization fell the most. These findings confirm that imposing
barriers on trade can dramatically decrease both urbanization and individ-
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uals’ well-being. An important warning at a time when policies aimed at

cutting trade are regularly on the table among policymakers.

Figure 1. Urbanization decreased near the new border
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