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My background 

•  Urban Ins'tute, 1977‐1981 
• World Bank, 1981‐1990 

•  University of Wisconsin, 1990‐date 

•  I have the advantage of some insider 
knowledge – though much of it is dated. 

•  I can offer an outsider’s perspec've, and a 
liFle history. 



My sugges'ons for today’s 
discussion 

•  Review some big ideas of urban and real estate economics, 
and regional economics 

– How do these apply in the Bank context? 
•  Major urban policy papers – where did we come from, where 

are we now, where are we heading?  What are the best lines 
of business? 

•  A few thoughts on Bank assets, investment in same, and their 
deployment 

– People 
– Research 

•  Anything else? 



Our 'me is limited today 

•  Our discussion today is informal and more of a 
conversa'on than a lecture. 

•  What’s all this, then? 

•  I’ve aFached a large number of slides below.  We will 
refer to some, as needed, in our conversa'on.   

•  Laura DeBruler is pos'ng the PDF to the Bank 
intranet.  Review at your leisure.  Contact me for 
further discussion. 

•  Comments and cri'cisms are welcome. 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The “big ideas” of urban economics 

•  Why ci'es exist 
– Trade, economies of scale, agglomera'on 

•  Loca'on within ci'es 
•  Key assets: housing and other real estate 

– The “real side,” and its finance 
•  Transporta'on 
•  Local governance 
•  Environmental problems 
•  The urban economy and the aggregate economy 



Local economic development, 
regional economics 

•  New for me – I’m wri'ng a book on local 
economic development. 

•  I’ve been studying topics oden classified as 
“regional.” 

•  Fit with Bank’s interest in LED? 



Some “big ques'ons” of regional 
economics 

•  Regions are defined by the extent of a labor and a real estate 
market. 

•  How do poli'cal jurisdic'ons match up (or not) with these markets?  
Does this explain (in part) the differences between Detroit and 
Toronto? 

•  U.S. evidence (Bar'k) suggests that regional growth is progressive 
(i.e. improves income distribu'on) unless housing market 
inelas'city saps effect.  Is this generalizable? 

•  U.S. evidence (Eberts and Stone) suggests varia'on in local 
economic development is driven more by enterprise growth 
(“births” and plant growth) than by varia'on in layoffs and plant 
closings.  Is this generalizable? 

•  A number of studies tell us it’s not taxes that drive growth, but the 
tax‐service package.  Improving local government produc'vity 
seems key. 



More regional thoughts 

•  Recent research by Davis, Hal'wanger and Schuh (for 
example) suggests previous work by Birch and others that 
claim small firms are the “engine of growth” are overstated.  
Many policies should be “size neutral.” 

•  Clusters maFer, but avoid trying to “pick winners.” 

•  Don’t make a fe'sh of “high tech.”  The correla'on between 
“techness” of an MSA’s economy and growth is about zero. 

•  Just because something’s hard to measure doesn’t mean it’s 
not important.  Culture maFers. 

•  Don’t roman'cize informality. 



There’s no silver bullet. 

•  The preceding slides have a lot of points.  We live in a complex 
world. 

•  Some folks like to take one point, and run with it. 
•  The principle of “siding and winnowing” reminds us that 

these folks have something interes'ng to tell us.  Just not 
quite as much as they think. 
– Richard Florida 
– Thomas Friedman 
– Hernando de Soto 
– C.K. Prahalad 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“In the Bank, every important 
paper has to be re‐wriFen every 

three years.” 
Bertrand Renaud 



A note on cita'ons, and credits 

•  Far too many people made important 
contribu'ons to the following for me to list 
them all. 

•  I list a few representa've and key people, to 
help you find references.  

•  See references in the policy papers.  They are 
incomplete, as well.  More complete 
references are available on request. 



World Bank: Historical Urban Policy Documents 

•  Urbaniza1on.  Sector Working Paper, 1972. 

•  World Bank.  Housing: Sector Policy Paper.  1975. 
•  George Beier, Michael Cohen, Anthony Churchill and Bertrand 

Renaud.  The Task Ahead for the Ci'es of the Developing 
Countries.  World Development, 4(5), 1976, pp. 363‐409. 

•  World Bank.  Shelter.  1980. 
•  World Bank,  Learning By Doing: World Bank Lending for 

Urban Development, 1972‐1982.  1983. 



A few more classics 

•  MacNamara’s Nairobi speech, 1972 

•  Friederich Kahnert, Employment and Labor 
•  City Study of Bogota and Cali 

– Carried out mostly in the 1970s, but Rakesh 
Mohan (1994) is the best review 

•  Bertrand Renaud, Na'onal Urbaniza'on Strategies 



Sector work 

•  Bertaud, Hannah, Malpezzi and Mayo, 
Malaysia: The Housing Sector – Gemng the 
Incen'ves Right 

•  Renaud and others, Russia Housing Sector 
Report 

•  Others?  Your nominees? 



Four key publica'ons 

•  1991 Urban policy paper 
•  1993 Housing policy paper 
•  2000 Urban strategy 
•  2006 Retrospec've on urban lending 

• What’s in the pipeline?  What should be? 



1991 Urban policy paper 

•  Urban Policy and Economic Development: An Agenda 
for the 1990s 

•  Dis'lls lessons of Bank lending and policy opera'ons 
since 1970s; and research from City Study and 
beyond, e.g. KS Lee and others on infrastructure, 
industrial loca'on; Renaud and Buckley on housing 
finance; Bahl, Linn, Dillinger on local governance; 
Malpezzi, Mayo, Hannah, Bertaud on housing. 



1991 Urban policy paper 

•  Focus on produc'vity, agglomera'on. 

•  Importance of infrastructure. 
– Lee et al.’s research on Nigeria very influen'al. 
– A liFle too much credence to early es'mates of Aschauer.  
See Holtz‐Eakin, and the “Aaron cri'que.” 

– Research by Whimngton et al. show that informal water 
supply systems are extremely costly, regressive. 

•  Improved regulatory framework for housing, labor 
markets 
– Malpezzi research suggests Agarwala’s policy index as a 
proxy.  Foreshadows later “regulatory indexes.”    



1991 Urban policy paper 

•  Research by Briscoe, Harpham et al. demonstrate 
high environmental costs born by urban poor, 
suggest effec've interven'ons. 
– Beginning to get past red herrings, e.g. house connec'ons 
“versus” standpipes, latrines “versus” flush systems.  There 
are no universal technologies. 

•  Foreshadows deeper review of housing issues in 
companion Housing Policy Paper, 1993 



1991 Urban policy paper 

•  Policy recommenda'ons (ch. 3) mostly hold up well 
two decades later. 
–  Infrastructure 
– Regulatory framework 
– Strengthen ins'tu'ons, financial capacity of local 
governments 

– Labor supply and demand policies focused on the poor 
– Safety nets 

•  Maybe it’s some'mes easier to draw up the 
recommenda'ons than implement them? 



1991 Urban policy paper 

•  To summarize: 

– Broaden view from housing to urban produc'vity, from 
bricks and mortar investments to removing constraints and 
“enabling.” 

– Con'nue focus on urban poor and the urban environment. 

– Strengthen research 
– Opera'ons should focus on policy reform, ins'tu'onal 
development, infrastructure investments. 
• E.G. municipal development loans, housing finance 
development, sector lending. 



1993 Housing policy paper 

•  Housing: Enabling Markets to Work 

•  Based on Housing Demand research project; Rent 
Control research project; Malaysia and Poland sector 
work and related research; numerous housing 
finance reviews and applied research by Buckley, 
Renaud et al.; and Housing Indicators research 
project spearheaded by Angel and Mayo.  



1993 Housing policy paper 

•  Central theme: redirect Bank and governments away from 
direct provision and towards “enabling” the private market 

– Property rights 
–  Inputs (labor, land, infrastructure, finance) 
– “Industrial organiza'on” of the market 

• Free up entry and exit 
–  Incen'ves 

• Ra'onalize taxes, subsidies, regula'ons, etc. 
–  Ins'tu'ons 



1993 housing policy paper “Do’s 
and don’ts” 

•  Examples of “Do’s” 
– Regularize tenure, register owners 
– Enforce pruden'al regula'on of mortgage lenders; but 
permit foreclosures 

– Target subsidies, transparently 
–  Improve slum infrastructure 

– Submit regula'on to cost‐benefit tests 
– Allow access to land and other inputs by all qualified 
developers 

– Monitor housing market performance 



1993 housing policy paper “Do’s 
and don’ts” 

•  Examples of “Don’ts” 
– Large scale evic'ons, slum clearance 
– Hide subsidies in below‐market interest rates 

– Spend housing market on rela'vely few deeply subsidized 
public housing units 

–  Ins'tute controls on private rents, prices 
– Adopt unaffordable standards for land use and building 
codes 

– Allow complicated approval systems, long delays in 
permimng decisions 

– Prop up “zombie” financial ins'tu'ons 



1993 Housing policy paper 

•  To summarize: 

– Housing is an asset, and an important one. 
– Governments should abandon housing produc'on and 
focus on an “enabling” role. 

• Define and adjudicate property rights 
• Develop market based systems of mortgage finance 

• Ra'onalize subsidies 
• Provide appropriate infrastructure 
• Regulate appropriately 
• Consider the “industrial organiza'on” of the housing 
market 



2000 urban strategy paper 

•  Ci1es in Transi1on: World Bank Urban and Local 
Government Strategy 

•  Lots of con'nuity with 1991 and 1993 papers.  Also 
had benefit of a review of infrastructure lending by 
Chris'ne Kessides. 

•  Process oriented, more discussion of lines of 
business: 
– Formulate na'onal urban strategies 
– City strategy exercises 
– Scale up upgrading, other low income services 

– Capacity building (“wholesaling”)  



2000 Urban strategy 

•  Buzz, fuzz, or the real deal? 
– Sustainable ci'es 
– Livability 
– Compe''veness 
– Good governance and management 
– Bankability 

•  These goals and objec'ves become more 
concrete in light of enabling policies, Bank 
instruments in Table 1. 



2000 Urban strategy: examples of 
concrete ac'ons 

•  Infrastructure 
•  Improving the regulatory framework 
•  Par'cipa'on 
•  Efficient, targeted subsidies 
•  Division of responsibili'es among levels of government 

•  Tax policies 
•  Sound local finance 
•  Financial development 



A recent (2006) review 

•  Robert Buckley and Jerry Kalarickal (eds.), Thirty 
Years of World Bank Shelter Lending 

•  See also their recent paper in World Bank Research 
Observer 

•  A nice review, a bookend to the classics 
•  Focuses on shelter/housing, as 'tle indicates 



Buckley and Kalarickal 2006 

•  Ra'onalize housing subsidies 
•  Cau'ously expand the reach of housing finance 
•  Reinvigorate and retarget Bank support for low 
income housing 

•  Be more responsive to borrowers 
•  Improve understanding of land markets and slums 



Dissemina'on 

• Most of the 1991 and 1993 papers were also 
founda'on for academic ar'cles, center 
sec'ons of The Economist, etc. 

•  How are we doing? 





Real Estate and Urban Development (WB Policy 
Paper 2010?) 

•  What would we add to the messages of the urban and 
housing policy papers today?  

•  Consider housing and other real estate markets in a more 
integrated fashion. 
– Not lending for commercial property, but regula'on and 
finance in light of this integra'on. 

•  Even stronger focus on “macro links.” 
– Asia crisis highlights the costs of bad urban development 
and real estate policies, as foreshadowed in urban and 
housing policy papers. 



Real Estate and Urban Development (WB Policy 
Paper 2010?) 

•  Real estate as an asset, as the bulk of every country’s tangible 
capital 
– Use well and prosper.  If real estate markets aren’t 
func'oning, they can drag down financial markets and the 
aggregate economy. 

•  Real estate as a (poten'ally) widely distributed asset. 
•  More on poli'cal economy of reforms. 
•  Take the Bank’s recent interest in local economic development 

beyond a talking‐shop “strategy process” to a deeper 
understanding of LED’s determinants and their policy 
implica'ons. 



World Bank and Urban Development Today 

•  S'll ac've in housing finance, municipal finance, “decentraliza'on,” some 
housing (upgrading). 

•  Move into local economic development. 
–  A good idea, how will they be on execu'on? 
–  Urban produc'vity, vs. urban “compe''veness.” 

•  Problems with the Bank’s current organiza'onal structure (or lack 
thereof)? 

•  Has rhetoric on porrolio quality been matched by performance? 
•  Less “sector work.”  More emphasis on “city development strategies.” 

–  More boFom up, “ownership,” but have we moved forward on the 
substance? 

•  Research is fairly moribund.  Is the Bank showing more teeth‐to‐tail, or 
ea'ng its seed corn? 



Equity and Government 
Interven'on 

•  How can we weigh transfers from government interven'on? 

– Pareto Criterion:  undertake an ac'on if some people are 
helped and no one is harmed. 

– Hicks‐Kaldor Criterion:  undertake any ac'on whose net 
cost benefit is posi've. 

– Revised Hicks‐Kaldor Criterion:  undertake any Hicks‐
Kaldor ac'ons and compensate the losers. 

•  Why is Revised H‐K tough to do in prac'ce? 



Real estate development is never 
Pareto Op'mal 

•  There are always losers, as well as winners, 
even from the best projects. 



Product lines: tried and (oden) true 

•  Old lines – sites and services, slum 
improvement, other infrastructure 

•  Housing finance lines 
– Origina'on and servicing 
– Secondary markets/ins'tu'ons 

•  Local governance and finance – e.g. property 
taxes and their requisite system 



Economic Analysis 

•  IRR is only one aspect. 
•  Focus on the compe''veness, i.e. the industrial organiza'on, 

of the market. 

•  Incen'ves analysis 
–  taxes, subsidies, regula'on, direct provision, property 
rights 

– can we use the same methods to analyze programs and 
policies, and the state of the market, as we use to examine 
projects? 

• Example of such extended cost‐benefit:  Malaysia 
Sector Report 



Good Projects and Policies Lower the IRR for 
Housing 

•  See PCRs for a confirmatory story:  “this project was a dog, 
but land prices went through the roof and bailed out the IRR” 

•  If this is startling, reconsider the rela'onship between asset 
prices and rents 

– See the user cost literature, the 4 quadrant model of 
DiPasquale and Wheaton 



Newer product lines 

•  Local economic development 

– How can a city aFract and retain and grow businesses? 
– How can a city improve its employment and real wages? 

•  Fixing the housing market and the market for commercial real 
estate 

–  Incen'ves, property rights, regulatory frameworks 

– For a prototypical firm, real estate is the number two cost 
center, ader labor. 

– Housing costs are poten'ally an important component of 
nominal wages, and hence, “compe''veness.” 

•  Some important LED things are off the “WB Urban” table?  
E.g. schools, clinics? 



Those pesky macroeconomists 

•  Ader a career spent mostly mocking macro, now two of my 
most highly valued colleagues are macroeconomists who 
study housing. 

•  What’s the state of macro in the Bank?  Are Harrod‐Domar, 
“financing gaps,” RIMS, ICORs, etc. dead, as so richly 
deserved? 

•  How well do urban staff understand today’s macro 
environment?  Can we contribute? 

– “First, do no harm.”  Argen'na housing finance, Thailand 
property bubble, U.S. subprime... 

– Urban and growth 
– Urban and the business cycle 



Partners, opportuni'es, important 
elements of the environment 

•  Ci'es Alliance 
•  Michael Spence et al., Growth Commission 
•  UN system, Millennium Development Goals 

•  Bilaterals, other MDBs 
•  IMF, BIS, EU, OECD, etc. 

•  AREUEA, AsRES, African Real Estate Society, etc. 
•  Lincoln Ins'tute of Land Policy, Brookings, Rockefeller, etc. 
•  MIPIM, ExpoReal, ULI, AFIRE, etc. 

•  The Economist, Wall Street Journal, etc. 



Typology of Bank clients 

•  Some clients are interested in ideas, some in loans, 
some in both. 

•  Some clients have a sophis'cated infrastructure for 
policy dialogue, some are more passive. 

•  Some clients are informed consumers who seek out 
ideas from mul'ple sources (ODI, academia, etc.), 
some “take it as it comes.” 

•  The best clients, and the best staff, reject “one size 
fits all” solu'ons.  





Research guides us to beFer 
policies 

•  Empirical regulari'es in housing demand are determined 
largely by level of development. 

•  But supply responsiveness is determined partly by physical 
geography, but mainly by planning, regulatory policies, taxes, 
other incen'ves. 

•  Housing finance is as much about financial and economic 
development as it is about housing. 

•  Tenure security is a valuable right and can lead to substan'al 
improvements in efficiency and equity. 

•  Urban form maFers, and is determined largely by public 
policies over a very long run. 



Bank‐connected urban research 

•  Past research (City Study, Housing Demand, Industrial 
Loca'on, Infrastructure Produc'vity, Rent Control…) ‐‐ How 
internalized? 

•  Current/recent  research 
– Urban indicators 
– Land use (Bertaud, Angel and Sheppard, Cropper et al...) 
– What’s the best current research? Sector work? 



Bank‐connected urban research 

•  Future research topics (among others…) 

– Urbaniza'on and agglomera'on in endogenous growth 
models 

– Housing supply elas'city: measurement and determinants 

– Housing demand in middle income countries 
– Real estate cycles, business cycles 
– The role of asset prices in semng macro policy 
– Risk management in ci'es – crime and security, “black 
swans” and thick‐tailed distribu'ons 

– Connec'ons between housing and commercial real estate 
through transport and land markets 



What’s going on outside 
(examples) 

•  Subprime and spillovers to other financial markets (everbody 
and her brother) 

•  Integra'ng geography and economics – spa'al models (e.g. 
Anselin, Pace, Thibodeau, Dubin) 

•  Dynamic housing models, asset markets and the economy 
(Ortalo‐Magne, Davis, Piazza)  

•  Op'on‐theore'c models of real estate decisions (Riddiough, 
Green) 

•  Econometrically defensible models of neighborhood effects 
(Durlauf, Brock) 

•  Measuring and modeling regula'on (Malpezzi, Bertaud, 
Quigley, Rosenthal, Summers, Glaeser, Gyourko, Fischel) 



What’s going on outside (more 
examples) 

•  Brokerage and sales, 'me on market (Yavas, Ortalo‐Magne) 

•  Urban form, agglomera'on, externali'es and ameni'es 
(Duranton, Henderson, Ortalo‐Magne, Davis)  

•  Local economic development (Bar'k, Eberts, Malpezzi) 

•  Measuring and modeling real estate prices and returns (many 
folks) 

•  Real estate and land in the na'onal balance sheets (Case, 
Davis, Jorgenson)  



Keep an eye on the following 

•  The Na'onal Academy of Sciences will shortly 
issue a review of HUD’s Office of Policy 
Development and Research, and implica'ons 
for HUD opera'ons. 



Contrac'ng out? 

•  Without a cri'cal mass of research capability in the Bank, there is no point 
of entry for outside research.  

•  Without in house exper'se there is no ability to separate wheat from 
chaff, there is no one with the incen'ves to monitor outside work. 

•  External research throws off lots of useful informa'on and new techniques 
to the Bank 

•  Research follows the money.  Bank withdrawal from the field maFers.  
Alterna've sources of funding are not picking up the slack, for things that 
maFer to Bank opera'ons.   

•  Some tradi'onal alterna've sources (NSF, Fannie Mae) have cut back. 

•  On the plus side, there’s more work on selected topics, especially 
interna'onal comparisons of housing and other real estate prices, at BIS, 
OECD, EU, etc.  But not so much focused on Bank clients.  Mostly macro, 
aggregate studies. 



Things to remember about 
research 

•  Just as there’s a size distribu'on of ci'es, there’s a 
size distribu'on of research projects. 

•  For big ques'ons – ques'ons that require big 
projects – five quick and dirty studies may not equal 
one good study.  

•  Researchers value quality over 'meliness. 
•  Researchers are driven by curiosity, peer recogni'on, 
less by money or managers, than “typical” staff. 



Why good researchers are 
annoying 

•  Good researchers are not afraid to appear foolish, or make 
(occasional) mistakes. 

•  Good researcher pays aFen'on to "customers" but realizes 
customers don't always know what they want, and that 
customers are oden too conserva've. 

– Some'mes this works beFer than other 'mes.  
Researchers can get caught up in “fads” and cascades, just 
like normal people. 

•  Finally, good researchers are always secretly terrified that 
someone might actually do what they suggest.  





Some issues faced by the Bank 

•  The paradox of lending: loans are not important, ideas and 
policies are; but without loans, no one listens to the ideas. 
– Corollary: no loan will make a government do what it really 
doesn’t want to.  Countries must “own” the policy 
changes. 

•  The paradox of projects: some'mes what’s good for the 
project is bad for the sector, the market, or the economy as a 
whole. 

•  Even the best projects and policy reforms help some people 
and hurt others. 

•  Official lenders face the same adverse incen'ves as all 
bankers:  pressure to lend. 



What are some of the problems urban 
faces at the Bank? 

•  Urban development is inherently a complicated undertaking. 

– Analy'cally complex 
– Many actors to deal with 

• Na'onal level 
• Sub‐na'onal and city officials 

• Private sector, others 
•  Senior staff dispersed, re'red, resigned. 

– Apply cost‐benefit, not cost minimiza'on, model to 
staffing. 

•  How have we done at bringing new staff along? 
– Compare to situa'on, recent discussions at HUD 



What are some of the problems urban 
faces at the Bank? 

•  Bank’s weakened posi'on in the high‐end labor market. 

– Personnel system is broken (has been for a while). 
• Money maFers, but is probably not the biggest issue. 

• Personnel needs to benchmark against best prac'ce. 
– Outside percep'ons:  is the Bank where the intellectual/
policy ac'on is? 

– Scheduling and 'ming problems. 
•  Support from senior management – how’s that going? 

•  Connec'ons to outside world have diminished. 

– Zero Bank staff at AREUEA mee'ngs this year. 
– Asian Real Estate Society?  ENHR?  ERES?  Other research/
academic/professional associa'ons?  



Bank’s advantages 

•  S'll visible, s'll valued by many clients. 

– Examples of successes in external rela'ons, e.g. Ci'es 
Alliance? 

•  General staff quality remains high.  (There are some real 
needs on specifics). 

•  Many urban issues are on the cumng edge – see Growth 
Commission, or any recent issue of the FT or the Wall Street 
Journal. 

•  New management presents new opportuni'es. 
•  Can we “rebuild the brand?” 



Staffing 

•  Who are the top senior people, by posi'on, and by 
exper'se, inside and outside of the Bank? 

•  How do we aFract and develop the next genera'on 
of urban development leaders? 
– How do we retain, and/or cycle them? 

•  How do we train?  How do we educate? 
– High level skills 
– Nuts and bolts 

•  Networks 



Staff development 

•  Choosing the right people, with the right training and 
educa'on. 

•  Good research generates large externali'es in staff 
development. 

•  Leveraging staff. 
•  Appropriate training and educa'on. 
•  Providing a rewarding career path. 
•  Recognizing external, as well as internal, 
accomplishments.   



Urban staff prerequisites 

•  Basic micro and macro 

•  Working knowledge of data 
analysis and presenta'on 

•  Nego'a'on skills 

•  Imagina'on – how to deal with 
new problems and opportuni'es, 
how to bridge the world of ideas 
and the world of prac'ce 

•  Judgment and maturity, 
understand the importance of 
approxima'on, robustness – 
what’s important, as opposed to 
simply “sta's'cally significant.” 

•  Good modeling and spreadsheet 
skills 

•  Know how Bank lending products 
work 

•  Basic understanding of urban and 
regional economics, and finance 

•  Know the people, and the reliable 
sources, in urban development 

•  Understand how planners, 
mayors, city officials think (and 
why) 

•  Familiarity with a range of 
relevant ins'tu'ons and prac'ces 
around the world 



Urban Staff Educa'on: Selected 
Topics 

•  Agglomera'on 

•  Economics of Loca'on 

•  Interven'on (Tax, Subsidy, 
Regula'on) Analysis 

•  Valua'on: Market, Income and Cost 
Approaches 

•  Market Analysis 
•  Price Measurement 

•  Consumer’s Surplus 

•  Urban Infrastructure and Produc'vity 

•  Risk analysis and management 

•  Op'ons 

•  Property Rights 

•  Brokerage 

•  Industrial Organiza'on of RE 

•  Mortgage Design 

•  Secondary Markets 

•  Computer Applica'ons (Advanced 
Spreadsheet, GIS) 

•  Housing Policy 

•  Survey Design/Data Analysis 

•  Nonresiden'al Real Estate 

•  Regional Analysis 

•  Development Process 

•  Land Use, Other Regula'on 

•  Models of Local Government 
(Tiebout, median voter; expenditure 
analysis) 

•  Local Government Finance 
(development funds, property 
taxa'on) 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Big idea I: why ci'es exist 

– Trade, economies of scale, agglomera'on 

– See Edwin S. Mills, “A Thema'c History of Urban 
Economic Analysis,” Brookings‐Wharton Papers on 
Urban Affairs, 2000; sec'on on Forma1on, Size, 
and Spa1al Distribu1ons of Urban Areas, 
beginning on p. 8. 



Why do ci'es exist? 
An economist’s basic list 

•  Compara7ve Advantage (from differences in produc'vity) 
causes trade.  Trade requires contact. Ci'es lower transac'ons 
costs. 

•  Internal Scale Economies (the “usual” kind) mean goods and 
services are produced in factories and offices.  Factories and 
offices are located in ci'es. 

•  Agglomera7on Economies (economies of scale from loca'on 
per se).  Economies of scale due to externali1es (spillovers). 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Why do ci'es exist? 
Digging deeper into the sources of compara've 

advantage and scale economies 

•  Transac7on costs.  Simple economic models oden assume 
these away, but in reality they are ubiquitous. 

•  Informa7on.  Informa'on is an important source of 
compara've advantage; there are oden large economies of 
scale in its produc'on; and there are many knowledge 
spillovers. 

•  Crea7vity and entrepreneurship. Partly based on informa'on, 
on opportuni'es, and on openness to new ways of doing 
things. 

•  Variety and specializa7on.  Why do I go to Chicago, not 
Wausau, for my weekends?  What did Adam Smith no'ce 
about pins?  What are the benefits of labor pooling and other 
sharing of inputs? 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Transport Costs 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Chicago’s interna'onal trade 
(exports) 

•  Canada:  $6 billion 
•  Japan:  $2 billion 
• Mexico:  $2 billion 

• Germany:  $1 billion 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Source: Geoffrey Hewings and coauthors 



Chicago’s domes'c trade (exports) 

• Midwest: $65‐80 billion 
–  (Wisconsin, Michigan, Ohio, Indiana) 

• Missouri:  $11 billion 

•  Texas:  $15 billion 
•  California:  $16 billion 

72 
Source: Geoffrey Hewings and coauthors 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Economies of Scale

Internal to the FirmType

(The "Usual" Kind)

Internal to the Industry

(Localization

Economies)

External to the Industry

(Urbanization

Economies)

Economies of Scale

External to the Firm

(Agglomeration Economies)

Economies of Scale
Due to Spa'al 
Externali'es 

Can be 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either the produc'on 
or consump'on 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Urbaniza'on economies: ci'es punching 
above their weight? 

Figure 1   Source: WB data, originally collated by Fritz Kahnert 
(old – need to update, probably weaker results today 



City educa'on externali'es 

Source: 
Morem (2004) 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BoFom line 

• Within most of the ranges we observe, “each 
doubling of the size of an urban area increases 
total factor produc'vity by 5 to 10 
percent” (Mills, page 9). 

•  However, at some point the costs of 
commu'ng, pollu'on, etc. outweigh the 
benefits of further growth. 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Is There an “Op'mal City?” 

Marginal Benefit 
(Trade, Economies 
Of Scale, 
Agglomera'on) 

Marginal Cost 
(Conges'on, 
Pollu'on) 

City Size 

$ 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Is there an “op'mal city?” 

•  What are the marginal costs and marginal benefits of 
further popula'on growth for a given city? 

•  At a given 'me (structure of produc'on, 
infrastructure, technology, economic links to other 
loca'ons) we can think of any one city as having 
some op'mum size (though it’s hard to compute). 

•  But the specific op'mum for any one city does not 
generalize to other ci'es.  That is why we have 
systems of ci1es of widely different sizes. 



Is there an “op'mal system?” 

•  The most sophis'cated research has its roots in Vern 
Henderson’s book in 197x. 

•  Lots of heat recently (any light?) from re‐discovery of 
Zipf’s law. 

•  Are findings sufficiently robust for recommenda'ons 
regarding the size distribu'on of ci'es in any given 
country?  I don’t think so. 



©2003, S. Malpezzi 



©2003, S. Malpezzi 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Are there policy implica'ons of 
agglomera'on? 

•  Agglomera'on is an external benefit.  Does this 
mean ci'es will be “too small?” 

•  Conges'on and pollu'on are external costs.  Does 
this mean ci'es will be “too large?” 

•  Do clusters “just happen,” or can we encourage 
them? 

•  Should the public sector subsidize incubators (e.g. 
research parks?) 

•  What are the effects of educa'on, infrastructure, 
fiscal and spending decisions on ci'es and their 
produc'vity? 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Implica'ons of “Why Ci'es Exist” 
for city managers and local officials 
•  Property rights, rule of law 
•  Provide the right “public goods” (e.g. 
infrastructure, fire and police services, etc.) 

•  Beware aFempts to micromanage the size of 
ci'es.  We don’t know enough to do this well. 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Big Idea II: Loca'on within Ci'es 

•  See Mills, “Thema'c History,” sec'on on 
Spa1al Structure of Urban Areas on pp. 16 ff. 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Why study urban form and 
loca'on? 

•  Implica'ons for infrastructure provision, 
especially transport 

•  Effects on housing and real estate markets; 
and on labor markets 

•  In many countries “sprawl” is a conten'ous 
issue, and public policy is par'cularly ill‐
informed 

• Many emerging markets have apparent 
problems 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Basic determinants of land and real 
estate prices 

•  In general, land prices ‐ the price of any input ‐ 
are determined by produc1vity.  

• What, in turn, determines produc'vity? 
– Fer'lity, or the “inherent produc'vity” of the land 
(Ricardo) 

– Loca'on (von Thunen, Alonso, Muth and Mills) 
– Public Interven'ons: Taxa'on, Infrastructure, 
Regula'on 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The “standard urban model” of 
Alonso, Muth and Mills 

Office Bid Rent 

Housing Bid Rent 

Ag Bid Rent 

City Boundary 

Rent 

Distance 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Implica'ons of the “price gradient” 

• Where land is more expensive – near the 
center – developers economize by using more 
capital (structure) and less land per unit of real 
estate output. 

•  Thus a density gradient appears, that more‐or‐
less mirrors the land price gradient.   (Though 
it’s usually a liFle flaFer). 



90 

Bid rent and density mirror each other in the 
market city 

Rent, 
Density 

Distance 

Bid Rent Func'on ($/Hectare) 

Density Func'on (Persons/Hectare) 



Popula'on Density in 48 World Ci'es 

•  Key findings of Bertaud and Malpezzi:  market based 
ci'es, even strongly planned (like Paris) are broadly 
consistent with the standard Alonso‐Muth‐Mills 
urban model.  Some ci'es with pathological 
regulatory systems (Moscow, Capetown, Seoul) are 
inverted.  Func'onally, market based ci'es are more 
“compact” despite their larger “footprint.” 

•  Shanghai, and other Chinese ci'es, are more like 
prototypical market‐based ci'es; they are not like 
Moscow or Capetown. 

•  Indian ci'es are …  something in between? 



From Alain 
Bertaud: 

Three  dimensional 
views of 

popula'on 
distribu'ons in 7 
ci'es represented 
at the same scale 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Popula'on Density 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Mumbai’s Popula'on Density 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Bertaud and Breuckner study  of FSI 

•  Supply reduc'on caused by low FSI leads to: 
– Higher rents per square foot 
– Lower consump'on of floor space (slums) 

– Excessive spa'al expansion of city and longer trips 
•  Consumers are worse off because of these effects.  

–  In Bangalore, they find that we compute that consumer 
loss from FSI restric'ons is equivalent to 3‐6% of 
household consump'on. 



•  Agglomera'on research has shown that high 
business densi'es are cri'cal in genera'ng 
synergies among firms. 

•  Low FSI harms the city’s economic vitality. 

Stringent FSI regula'ons weaken the CBD 
by limi'ng the density of business ac'vi'es  



B&B: What must be done to increase 
Mumbai’s real estate supply? 

Relax FSI restric'ons 

– Do not use uniform FSI but differen'ate between transport 
nodes and less accessible areas. 

•  Improve infrastructure 

– Cover costs with impact fees and user charges 
– Higher FSI unlocks the economic poten'al of the land, and 
the city can capture some of the gain via property taxes as 
well as one‐'me  impact fees. 

. 



Increasing land supply 

•  Gradually elimina'ng rent control will speed 
redevelopment of old buildings, and reduce 
fiscal burden on new ones. 
– Why gradual? 

•  Develop mill land and other frozen land. 



Alain Bertaud 





Using the standard urban model 
for policy cost‐benefit 

•  How to evaluate (say): 

–  The Worli‐Bandra bridge project 

–  Relaxing FSI or rent control 
–  Recycling mill or port land 

•  Since many benefits are capitalized into land value, the star'ng point is to 
think about how they change: 

–  Land price at the center of the city 
–  The slope of the city’s bid rent func'on 

•  Then integrate the change in price of land over land area at each loca'on 

•  Compare aggregate increase in land value to project cost 
•  Consider distribu'on of project costs and benefits 







Extensions of spa'al cost‐benefit 

•  In real world ci'es, the simple nega've 
exponen'al doesn’t work very well.  

•  For a more sophis'cated, yet tractable model, 
see Liu, Feng.  Interrupted Development: The 
Effects of Blighted Neighborhoods and 
Topographic Barriers on Ci'es.  George 
Washington University Department of 
Economics, August 2006. 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Determinants of urban form, 
popula'on density 

•  Rent/price gradients 
•  Demographics 

•  Growing affluence 

•  Transporta'on changes 
•  Government service differen'als 

•  Racial discrimina'on and segrega'on 



Manufacturing decentraliza'on 

•  Once again, more workers moving out.  Follow labor 
force. 

•  Single story plants using assembly line produc'on 
require more land than old mul' story plants. 

•  Airports: require a lot of land on fringes; many firms 
transport by air freight. 

•  Cars: with demise of hub and spoke streetcar 
system, firms now locate where they are most 
reachable by car: highway exits. 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More determinants of urban form 

•  Tax policy 
•  Land use regula'on 
•  Loca'on of “bads” (e.g. crime) and “goods” (e.g. the 
best schools) 

•  Building codes, plaFage and ploFage 
•  Economic structure 
•  The degree of monocentricity of employment 

•  Opportunity cost of land in rural uses 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Special Challenges in Transi'on Economies 

•  In most countries, including the U.S., the importance 
of redevelopment and maintenance of exis'ng real 
estate is underappreciated. 

•  In transi'on economies, redevelopment (e.g. of 
many industrial sites) will be as important as 
greenfield development. 

•  It is necessary to set regula'ons (zoning, land use 
regula'ons, subdivision regula'ons, height 
restric'ons, floor area ra'os) to facilitate this 
redevelopment. 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Special Challenges in Transi'on Economies 

•  Property taxes should be based on highest and best 
use, rather than current use, to provide proper 
incen'ves for redevelopment. 

•  Oden financial ins'tu'ons are reluctant to lend for 
redevelopment.  They must learn to underwrite such 
loans. 

•  Rent reforms, and remaining ves'ges of 
administra've pricing, must take account of loca'on. 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Implica'ons of “Loca'on within 
Ci'es” for local officials 

•  “One‐size fits all” approaches to building regula'on 
won’t work.  (Case study: Bangalore) 

•  Infrastructure provision, especially transport, is 
cri'cal (next topic). 

•  Expect the prototypical city’s developed area to 
increase faster than its popula'on; expect some 
degree of decentraliza'on. 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Big Idea III: Transporta'on 

• Mills, “Thema'c History of Urban Analysis,” 
sec'on on Transporta1on, pp. 26 ff. 



Which of the following is the future 
of urban transit? 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The technology of travel 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Tackling conges'on: policy 
alterna'ves 

•  Encourage transit use 
•  Gasoline tax 
•  Parking tax 
•  Conges'on zones and permits 

•  Peak‐period taxa'on using an electronic 
vehicle iden'fica'on system (VIS) 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London’s Conges'on Charge 



118 

Figure from O’Sullivan, Urban Economics 
Based on cost‐benefit study for BART 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Should transit be subsidized? 

•  Posi've externali'es of transit use can jus'fy some subsidy,  if 
the externali'es are realized, i.e. if significant numbers use 
the system. (China and U.S. are very different). 

•  Transit subsidies can be viewed as a redistribu've mechanism, 
though an inefficient one. 

•  With excep'on of a few exis'ng lines in NYC and Chicago 
(maybe Boston, D.C?), rail is a no‐brainer in the U.S. 
– Low ridership => few posi've externali'es 
– Except for some routes in Chicago, New York, you can 
move more people for less money with buses. 

– Shanghai’s new system?  Combina'on of light and heavy 
rail? 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Source: 
(to be added) 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Implica'ons of “Transporta'on” 
for local officials 

•  Insist on careful cost‐benefit analysis of 
transport investments. 

•  Consider the system’s flexibility and 
expandability as well as mee'ng current 
forecasts of need. 

•  Traffic management improvements oden have 
very high returns. 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Big Idea IV: Housing and Other Real Estate 

• Mills, “Thema'c History of Urban Analysis,” 
sec'on on Housing, pp. 21 ff. 

• Malpezzi, “Housing in Developing and 
Transi'on Economies” (Chinese transla'on; 
English version available). 

•  Consider the “real side” (the real estate itself) 
and its finance. 

•  Consider also the regulatory environment for 
land use and urban development. 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Stylized facts about housing market behavior 
from interna'onal research 

•  Demand paFerns are regular and predictable, 
across countries. 

•  However, housing supply responsiveness varies 
considerably from place to place. 
– Depends partly on natural constraint. 
– Depends more on regulatory regime. 



Housing Expenditure: Rent‐to‐Income Ra'os, 
By Income Decile (Renters) 

Source: 1993 AHS 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Housing Demand in Developing Countries 

Source: Malpezzi & Mayo 





What determines supply 
responsiveness? 

•  Technology 
•  Government interven'on 

– Property rights/legal framework 
– Taxes 
– Subsidies 
– Regula'ons 
– Infrastructure supply 

•  Natural constraint/geography 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Stylized facts about housing and related policies 

•  Many countries have been moving from supply‐side 
approaches to demand‐side (vouchers, housing 
allowances). 

•  Move to separate housing finance and housing 
subsidies. 

•  Demand side approaches work best with elas'c 
supply; and elas'c supply is generally “progressive.”  
We understand more and more about how to 
“elas'cize” the supply curve; have policies kept 
pace? 



Demand Shocks with Inelas'c Supply: 
Boom and Bust 

Number of Housing Units 

Rent (or 
Price) per 
Unit of 
Space 

Medium Run 
Supply 

Demand 
(original) 

Demand Increases 

P0 

Q0 

Long Run 

Supply 

P2 

P1 



Demand Shocks with Elas'c Supply: Lower 
Price Shocks, Less Vola'lity 

Number of Housing Units 

Rent (or 
Price) per 
Unit of 
Space  Medium Run Supply 

Demand 
(original) 

Demand Increases 

P0 

Q0 

Long Run Supply 

P1 
P2 



Demand Shocks with Inelas'c Supply, Followed 
by a “Million Houses Program” 

Number of Housing Units 

Rent (or 
Price) per 
Unit of 
Space 

Ini'al 
Supply 

Demand 
(original) 

Demand Increases 

P0 

Q0 

P2 

P1 

Post‐Program 
Supply 

Later Demand Increases 

P3 



Government Interven'ons in Real 
Estate Markets 

•  Defini'on and enforcement of property rights 
•  Direct public provision 
•  Taxa'on 
•  Subsidy 
•  Regula'on 



Why we intervene 

•  Housing does generate externali'es and other market 
failures. 
– “Regula'on per se is neither good nor bad.  Compare costs 
and benefits of specific regula'ons under specific market 
condi'ons.” 

•  Market failures place great responsibility on planners and 
regulators: 
– Deep understanding of the market is required. 
– Deep understanding of the nature of the market failures, 
and the effec'veness of alterna've public interven'ons. 

– Misunderstanding, or the wrong interven'ons, can lead to 
government failure. 



Op'mal Taxa'on and Regula'on in the 
Presence of an Externality 

{ 
Op'mal 
Tax 

S2, Based on Social Cost 
(Private Cost Plus Externality) 

S1, Based on Private Cost 

A 

B 

C 

Price 
per 
House 

Number of Houses 

D1, Demand 

Regulated 
Supply 

Private equilibrium is at A, 
social op1mum is at B. Op1ons: 
Tax = B‐C, or regulate supply. 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Cross MSA Study of House Prices 
and Regula'on 

•  S. Malpezzi, Housing Prices, Externali'es and Regula'on in 
U.S. Metro Areas, Journal of Housing Research, 1996; 
summarized in Green & Malpezzi pp. 146‐156. 

•  Objec've: Cost‐Benefit Analysis 
– Are planners biased towards benefits? 
– Are economists biased towards costs? 

•  Costs:  Higher housing prices?  and...? 
•  Benefits:  Fewer “externali'es?” and...? 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Possible Sources of Costs and 
Benefits 

•  Prices (Rents and House Values) 
•  Homeownership 

•  Conges'on 
•  Segrega'on 
•  Environmental/Neighborhood 

•  Fiscal 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Measuring Regula'on by MSA 

•  Index based on answers to the following: 

–  Recent changes in approval 'me for single family housing 
development 

–  Time required for rezoning and permimng for a small residen'al 
subdivision 

–  DiFo, for a large subdivision 
–  Single family zoning, compared to demand 

–  Mul'family zoning, compared to demand 

–  Percent of zoning changes approved 
–  Index of adequate infrastructure (roads and sewers) 

•  Index values range from 7 (permissive) to 35 (most stringent) 
•  Other indexes constructed for state regula'ons, rent control. 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Source: Malpezzi, J. Hsg Research, 1996 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Method:  simple cross‐MSA model 
•  Price = f(“The Usual Suspects,” Regula'on) 

– Prices: rents, and house values 
– The “usual suspects” include demand drivers like 
popula'on growth, income.  On the supply side we include 
some measures of natural constraint (geography). 

•  Benefits = f(X, Prices, Regula'on) 
– Benefits: homeownership, reduced segrega'on, increased 
neighborhood sa'sfac'on, reduc'on in commute 'mes. 

– X: Other determinants of benefits 

•  See paper for full regression results. 
•  Other studies have endogenized regula'on; examined 

regula'on within MSAs as well as across; and examined 
effects on returns and vola'lity as well as price levels. 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Simula'on results 

•  Define an arbitrary “lightly regulated” city and a 
“heavily regulated city” 
– We use moving from the first quar'le of regulatory indices 
to the third quar'le. 

–  Infinitely many other changes can be simulated 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Simula'on results (cont’d.) 

•  For this specific simula'on we find: 
– Rents go up by 17% 
– Values go up by 51% 
– Homeownership rates go down 9 points 
– Average commutes go down 3 minutes per day 

– No significant effect on segrega'on or neighborhood 



Gemng the Incen'ves Right 

•  Key study of Malaysian Housing Market 
(Hannah, Bertaud, Malpezzi and Mayo) 
– Research ques'on: why weren’t Malaysian 
developers producing middle income housing, 
even with substan'al subsidies? 



Summary of Developer Incen'ves 

-10,000 -5,000 0 5,000 10,000 

Land Subsidy 

Infra. Subsidy 

Regulation 

Taxes 

Price Control 

NET INCENTIVES 

SLCHP Unit, Selangor, Current Stds (from Malpezzi and Mayo 1997) 



Summary of Consumer Incen'ves 

-5,000 0 5,000 10,000 

Taxes 

Transaction Cost 

Infra. Subsidy 

Finance Subsidy 

Mkt -- Controlled Price 

NET INCENTIVES 

SLCHP Unit, Selangor, Current Stds (from Malpezzi and Mayo 1997) 



Summary of Malaysia Incen'ves, Test Case 

0 

5,000 

10,000 

15,000 

20,000 

25,000 

30,000 

35,000 

40,000 

Economy Developer Purchaser 

Cost 
Benefit 

SLCHP Unit, Selangor, Current Stds (from Malpezzi and Mayo 1997) 



“Malaysia Model” Applied to Turkey 

•  Similar structure, but inputs “quick and dirty” 
•  BeFer breakdown of incen'ves to 
government. 

•  BeFer treatment of consumer’s cost‐benefit 
– financial (valued at market prices) 
– economic (consumer’s surplus) 

•  Next step would be to improve regulatory c‐b, 
using Bertaud model 



0   200   400   600   800   1,000   1,200   1,400   1,600  
Million TL 

Economy 

Developer 

Consumer (Fin.) 

Consumer (Econ.) 

Government 

Cost  Benefit 

Summary Cost‐Benefit 
Ankara, Case 1 (Prelim.) 

Gap between economic & 
financial consumer benefits 
due to poorly designed  
in‐kind transfer 

Project roughly breaks 
even, to developer, 
and socially. 

A property tax 
might help! 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Lessons of Experience Related to Regula'on 

•  Examine interna'onal experience, model codes, but adapt 
carefully to local condi'ons. 

•  Planners and other public agents must study the market and 
specifics about externali'es and other market failures. 

– Monitor indicators of housing performance, especially 
prices; including the distribu'on of prices within markets. 

– “The devil is in the details” of effec've and appropriate 
regula'on. 

•  Regulatory audits, regulatory triage can help. 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Lessons of Experience Related to Regula'on 

•  Outright prohibi'ons (“corner solu'ons”) like 
greenbelts are oden less effec've than carefully 
designed development charges, “impact fees.” 

•  System needs process as well as rules. 
– Develop a transparent and effec've process for gran'ng 
variances, introduce flexibility. 

– Legisla'on and wriFen codes should emphasize principles 
and interven'on design, rather than semng parameters “in 
stone.” 



Regulatory Do’s 

•  The prerequisites are well‐func'oning land registra'on, solid 
property rights, fair adjudica'on. 

•  Plan trunk infrastructure carefully.  Charge developers 
appropriately. 

•  Permit density, but allow for a mix of densi'es and income 
levels. 

•  Allow for excep'ons and changes to rules, with well‐known, 
transparent processes. 

•  Want affordable housing?  Permit appropriate densifica'on, 
“floor area ra'o.” 



Regulatory Don’ts 

•  Don’t put unnecessary roadblocks to infill and redevelopment. 
•  Don’t prohibit large lots.  Don’t prohibit small lots.  Set 

regula'ons/impact fees to “internalize the externali'es” of 
various standards, and let the market decide. 

•  Skip command‐and‐control solu'ons, like greenbelts.  Using 
pricing solu'ons, like impact fees. 

•  Avoid blanket metro‐wide rules (e.g. all new units must have 
full curb and guFer, sewer hookups, sidewalks, no right of way 
less than 30 feet, etc.). 

•  Avoid taxing land based on current use.  Keep the playing field 
level. 

•  Avoid rent controls, on residen'al or commercial property. 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Implica'ons of “Housing and Real 
Estate” for local officials 

•  Develop property rights 
– e.g. improve registra'on procedures, formalize informal 
seFlements, rules related to condominium ownership, 
foreclosure, etc. 

•  Develop a compe''ve mortgage finance system 
– Proper regulatory framework 
– Lend at posi've real rates 
– Enforce property rights, including foreclosure 

•  Ra'onalize subsidies 
– Make subsidies transparent and on‐budget, rather than 
through the financial system or rent control 

– Target subsidies to low‐income and others at risk 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Implica'ons of “Housing and Real 
Estate” for local officials 

•  Provide appropriate infrastructure 
– Let the land market signal where to invest 
–  Improve infrastructure with upgrading projects 
– Use appropriate technology 

•  Regulate appropriately 
– Apply cost‐benefit analysis to regula'ons 
– Keep codes appropriate and relevant to low and moderate 
income households 

•  Organize market 
– Eliminate rules that unnecessarily favor monopolies (public 
or private) 

– Encourage development of professional organiza'ons 



Special Problems of Transi'on 
Economies 

•  Data, especially market comparables, are problema'c 

– See LSMS as possible source of data 
– LiFle data history, hinders some analyses 

•  Market prices are oden far from equilibrium 
•  Relevant research is available on rich countries, and on poor 

countries.  “OmiFed middle” is a problem. 

– Which results translate, which don’t? 
•  See Renaud et al. 1993 on Russia’s move to market. 

•  The Georgist Fallacy:  See the Tideman et al. leFer, Malpezzi’s 
cri'que, Kaganova. 



Interna'onal Housing Indicators 

•  Housing data from Stephen Malpezzi and 
Stephen K. Mayo, “Housing and Urban 
Development Indicators: A Good Idea whose 
Time Has Returned,” Real Estate Economics, 
25(1), Spring 1997, pp. 1‐11. 

•  Economic data from World Bank, World 
Development Report, and new companion 
volume World Development Indicators. 

•  See also Shlomo Angel, Housing Policy 
Maaers, Cambridge, 2001. 

©2003, S. Malpezzi 



©2003, S. Malpezzi 



©2003, S. Malpezzi 



©2003, S. Malpezzi 



Total World Wealth, 1980 

Source: Ibbotson Associates 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See Box 1‐2 of Ling and Archer, p. 12 



Source: BIS, CGFS WP #26, 2006 



Wouldn’t you like to own this? 

©2003, S. Malpezzi 



Or would you rather own this? 

©2003, S. Malpezzi 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Implica'ons of “Housing and Real Estate” for 
local officials 

•  Set up an appropriate system for the taxa'on of income from 
capital, including housing and other real estate. 

– Tax income on an equitable basis, from whatever source 
derived; but permit the deduc'on of the costs of 
producing that income. 

•  What’s good for the economy is good for real estate. 
– Follow a general path that puts incen'ves in place for 
development. 

•  Remember the importance of macroeconomic stability for 
estate 

– Keep infla'on under control, diversify and grow the 
economy 



168 

Big Idea V: Local governance 

• Mills, “Thema'c History of Urban Analysis,” 
sec'on on Local Governments, pp. 29 ff. 

• Malpezzi, “What Should State and Local 
Governments Do?” 

•  KeFl Commission on State and Local 
Partnerships, hFp://www.lafolleFe.wisc.edu/
reform/Default.htm 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Different "models" of central/local 
government responsibility 

•  American/Indian "model:"  states have some residual 
sovereignty, and that of ci'es is derived from the state.  
Federal in character. 

•  French "model:"  all power derives from a central 
government.  Unitary in character. 

•  Confedera'on:  at the other extreme, states or provinces are 
sovereign, and they have very loose links (e.g. for defense).  
See the U.S. 1783‐1789. 

•  Interes'ng ques'on:  how would we describe China’s 
“model?” 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How much local public goods 
should we "buy?" 

•  In general, compare costs and benefits. 
•  But it's hard to determine the demand for 
local public goods, and hence benefits; we 
each have an incen've to understate our 
demand, and "free ride" on others. 
– One model: the median voter.  
– Another model: Tiebout model.  
– Lindhal taxes. 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How do different levels of government 
pay for their ac'vi'es? 

•  Local taxes (income, sales, property...) 
•  User charges 
•  Intergovernmental transfers 

•  Borrowing (unless subsidized, borrowing only 
changes the 'ming of payments).  Should we 
treat capital versus recurrent expenditure 
differently? 

•  How should they pay?  Which systems of 
taxa'on are most efficient and equitable? 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How can we decide what level of 
government should provide a service? 
•  Once we’ve decided we need a service, what 
level of government (state, county, municipal, 
special district) should provide it? 

•  Consider: 
– Diversity in demand/local control 

– Economies of scale/costs 
– Spillovers/externali'es 
– Integra'on of related services 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Diversity in demand/local control 

•  For some goods, different communi'es have 
different demands, or otherwise place a very 
high value on local decisions and control. 

•  Examples: 
– Schools 
– Land use regula'on 

•  Diversity in demand/local control ⇒ shiding 
responsibility to a lower level. 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Economies of scale/costs 

•  For some goods, costs fall as we increase the 
scale of the ac'vity. 

•  Examples: 
– Roads, transporta'on networks 

•   Economies of scale ⇒ shiding responsibility 
to a higher level (state or regional en'ty). 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Spillovers/externali'es 

•  Some ac'vi'es impose costs, or confer 
benefits, on neighbors. 

•  Examples:    
– Land use 
– Educa'on 

•  Spillovers ⇒ shiding responsibility to a higher 
level. 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Integra'on of related services 

• Many ac'vi'es combine several individual 
services/ac'vi'es; each may have their own 
“op'mal level.”  

•  Examples: 
– Criminal jus'ce (local police, county jails, state 
prisons). 

•  Existence of such integrated ac'vi'es ⇒ we 
must solve a coordina'on problem. 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Providing services versus financing 
services 

•  In principle, who makes the decisions about 
the level of public services, and their 
composi'on, can be separated from who 
finances them. 

•  Examples:  
– In the U.S., educa'on has significant local control 
but significant state finance. 

– Mandates are unpopular with LGs because they 
work in the other direc'on. 

•  Is such separa'on a “good thing” or a “bad 
thing?” 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Arguments for separa'ng service 
provision from finance 

•  Suppose schools are beFer run with local 
control and “ownership,” but tax bases/ability 
to pay varies tremendously by loca'on. 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Arguments against separa'ng 
service provision from finance 

• When money “falls from the sky,” we may 
spend it less carefully than if we earned it. 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Priva'za'on Of Urban Services 

•  When does the private market "fail?"  The most important 
reasons: 

– When you can't exclude someone (example: defense) 
– When some costs and benefits are "external" (examples?) 

– When the good or service is a "natural 
monopoly" (decreasing cost over the en're relevant range) 
(examples?) 

– When some government ac'on causes them to fail. 
•  Which goods and services are like this?  Which are "large" 

failures?  Which can the government improve on? 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Priva'za'on, Cont'd 

•  If a market failure exists, and the nature and magnitude are 
well understood, what can government do about it? 

– Nothing 
– Tax, subsidize, or regulate private produc'on/consump'on 

– Provide the good or service directly 
– Contract out 

•  How to choose?  Which is the least cost solu'on?  Why?  
What happens if you simply replace a public monopoly with a 
private one? 



182 

Implica'ons of “Local Governance” 
for local officials 

• Much U.S. literature – based on our 
ins'tu'ons and the “Tiebout model” – may be 
of limited relevance for developing countries? 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Big Idea VI: Urban Environmental Issues 

•  See Oates’ comment on Mills, “Thema'c 
History of Urban Analysis,” pp. 43 ff. 

• World Bank, Greening Industry, hFp://
www.worldbank.org/nipr/greening/ 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Threats to health from air 
pollu'on 

    Low           High 



185  Source: World Development Report 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Two general approaches to pollu'on abatement 

•  “Command and control” regula'on 

– Discharge standards 
– Require abatement facili'es 

– Outlaw “dirty” technologies 
•  Market‐based solu'ons 

– Emissions charges 

– Pollu'on abatement subsidies 
– Tradeable permits 

•  China – like most countries – has a mix of both. 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Research findings 

•  Market‐based solu'ons, and/or a mix of market‐based with 
some command and control, work beFer than mostly 
command and control approaches. 
– How well does this result extend to China, given 
ins'tu'ons? 

•  Most pollutants (excep'ng CO2?) decline with GDP per capita. 
– China’s poorest regions tend to be its most heavily 
polluted? 

•  State‐owned enterprises pollute more than similar private 
enterprises. 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Implica'ons of “Environment” for 
local officials 

•  Growth is good for the environment, in general. 
– But government must con'nue to press the right policies 
to ensure this happens. 

•  The move to a service economy, and away from SOEs, can 
help. 

•  Transport, especially internal combus'on based, should pay 
full cost. 

•  Set emissions charges where marginal cost of reducing a unit 
of pollu'on equals marginal social benefit. 

•  Charge for all pollutants ($ for each milligram of a pollutant 
per unit of produc'on) at that price, not just the amount over 
the standard. 

•  If effluent taxes are infeasible, “command and control” 
regula'ons are second‐best solu'ons. 



Big Idea VII:  Urban development, 
real estate, and the macro agenda 

•  Why aren’t we in the thick of the recent explosion of 
growth modeling? 

•  Real estate and macro policy, and the business cycle: 
key issues worldwide.  Where’s the Bank? 

•  Why ICORs are worse than useless when thinking 
about real estate investment 

•  Real estate investment is not consump'on 
– Corollary: The Foreign Exchange Theory of Value 

•  Real estate and structural adjustment 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Real Estate and the Macro 
Economy: Examples 

•  Buckley shows mid 80s PV of welfare costs of Argen'ne 
housing finance subsidies were ~6% of GDP 

•  Mayo and Stein late 80s show Poland’s underinvestment in 
housing, and poor loca'on of investment, required 
compensa'ng wage differen'als (taxes) worth 10% of labor 
income. 

•  Zhang, Tolley many others discuss the nega've effects of 
China’s enterprise housing on labor mobility, corporate 
governance, the fisc. 

•  Another recent case study:  Thailand (see Renaud). 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Source: Bloomberg 



S. Malpezzi, University of 
Wisconsin Center for Urban 
Land Economics Research 

Stylized Structural Adjustment 



Structural adjustment 

• Why has growth response to SA been so 
disappoin'ng? 
– Too much macro, not enough micro.  Need 
structural reform at the enterprise/city/worker 
level. 

• Well designed urban ini'a'ves can make a 
major contribu'on. 



© 2003, Stephen Malpezzi 

Source: 
Joel 
Garreau 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Why Do Regions Grow? 

•  Popula'on (natural increase and migra'on) 
•  Capital: 

–  Physical (tangible) capital 
•  Includes real estate as well as the things you can drop on your foot 

–  Infrastructure 
–  Human capital (educa'on and training) 
–  Financial capital 

•  Trade 
•  Economies of scale 

–  Internal to firms 
–  Agglomera'on 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Why Do Regions Grow? 

•  Research and innova'on 

•  Physical geography 

•  Environment, climate, ameni'es 

•  Culture and entrepreneurial spirit 
•  Good government 

–  Stability, safety and security 
–  Property rights 
–  Tax and spending 
–  Appropriate regula'on and incen'ves 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Myth:  Going “Hi‐tech” is the “key” to local 
economic development 

•  DeVol study for Miliken Ins'tute defines “hi‐
tech” industries, and claims that hi‐tech metro 
areas grow faster. 

•  DeVol compares metro growth rates to end‐of‐
period “loca'on quo'ents.” 

•  Picture is quite different when we examine 
growth aber fixing LQs. 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Reali'es: Technology is cri'cal to 
development. 

•  But spillovers suggest some hi‐tech ac'vi'es 
“raise all boats” (or at least a lot of boats). 

•  Increasingly, research shows it’s not what we 
do, but how we do it. 

•  If a metro area has compara've advantage in 
(say) biotech, well and good. 

•  But you can’t push on a string. 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Myth: Lowering Local Taxes will Raise Growth 

•  Tax limita'on movements have arisen in a number of states (California, 
Colorado, Florida, Nevada, Wisconsin, etc.).  For example, 
–  Prop 13, Prop 2 ½ style property tax limita'ons 
–  require supermajority votes for tax increases 
–  limit tax increases to  popula'on growth plus infla'on. 

•  An important mo'va'on for these movements is oden a desire to increase 
the growth of the local economy. 
–  (Another mo'va'on: “I’m mad as hell, and I’m not going to take it any 

more,” Howard Jarvis) 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Exploratory data analysis 

•  LiFle correla'on between taxes, and growth in succeeding periods. 
•  Why? States that are high tax also tend to be high service.  Over this 

period: 
–  Alaska is just plain weird.  (Oil does that). 
–  High tax, high growth: New York, Rhode Island, MassachuseFs. 
–  High tax, low growth: none, really, but WI has high taxes and only 

average growth. 
–  Low tax, low growth: Oklahoma and Wyoming 
–  Low tax, high growth: New Hampshire, Tennessee and North Carolina 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Reality: It’s the Tax‐Service Package that 
MaFers 

•  Detailed studies demonstrate: aggregate tax burdens seem to have less 
impact than we’d expect; un1l you control for services provided. 
–  Lower taxes, faster growth; beFer services, faster growth. 
–  Solu'on: cut taxes while improving services.  (That was easy, wasn’t 

it?) 
•  Un'l recently, government’s produc'vity growth has tended to lag behind 

elements of the private sector. 
–  In large part because government is mainly about services, and (much) 

service produc'vity growth has lagged industry and agriculture. 
•  Improving government’s produc<vity is the way to square the circle:  to 

improve services while restraining spending growth. 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Myth: Reducing layoffs and downsizing is the 
key to growth 

•  Even the New York Times got this one wrong: The Downsizing of America 
(New York: Times Books, 1996) must have been ghosted by Chicken LiFle. 

•  Never forget the difference between net and gross. Davis, Hal'wanger and 
Schuh: for every 100 manufacturing jobs, in a typical year 10 are layoffs or 
downsized, and 9 new ones are created. 

•  Result: a lot of churning, and a slow reduc'on in the share of the labor 
force in manufacturing. 
–  This “works” for the aggregate economy because of greatly increased 

produc'vity in manufacturing, mostly due to technical change. 
–  Problem: some manufacturing workers (especially older, less 

educated) have good salaries because of firm‐ and plant‐specific skills; 
once the plant retools, or moves, their wage plummets. 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Dynamic Economies Close Old Ac'vi'es As Well As 
Start Up New Ones 

•  Eberts & Stone show that even the fastest growing regions have significant 
plant closings and contrac'ons. 

•  Faster growing regions have slightly lower closing rates, but s'll significant. 

•  Most of the varia'on in growth rates is due to varia'on in openings and 
expansions, not closings. 

–  Roughly, it’s a 2/3 – 1/3 split. 
•  Problem: public policies to reduce closings/layoffs can impede openings 

and expansions. 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