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I -  Introduction  

 For many yea rs, urbanization has been discouraged in 
china. A major reason for this attitude was the fear of  
food shortages: there was a widespread belief t hat  
allocating land and labor to non - agricultural uses could 
jeopardize agricultural production and create food  
scarcity . This view  is no l onger held, and the  governm ent 
of China has decided  to  make "urbanization" a key  
dimension of the coming 10the Plan.  

 This paper is an attempt  to discuss some of the  
meanings and implications of this  "urbanization" strat egy.  
Befo re  doing so, however,  it might be useful  to not e a 
basic ambiguity attached to the notion of urbanization. In  
English (but also in French or in Spanish, and, I am being 
told, in Chinese), the word  is used to describe  two very 
different realities. "Urba niza tion" can designate the  
level  of urbanization, th e share of total populat ion  
living in cities.  It can also designate the  process  of 
urbanization, the speed and manner at which cities grow.  
The two meanings are comple tely different. A low rate  of 
urbanizati on (level) can  be accompanied by a high rate  of 
urbanization (process), and vice versa. Indeed, it  is 
generally  the case:  the more urbanized  a coun try is, the 

                     
1 Paper presented at the SDPC - MOC- World Bank sponsored seminar on 
urbanization, Beijing, May 8 - 10, 2000, and revised in light of the 
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smaller the speed at which it is urbanizing . Because both 
dimensions of urbanization are importan t, this paper will  
deal with both, at the risk  of ambiguity; but because the  
process of urbanization is probably even more important  
than the level of  urbaniza tion, the focus of  the paper 
will be on urbanization as a process.  

The paper is organ ized in thre e parts. The next sect ion 
(section II) deals wit h the reasons for which 
urbanization, as a level and  as a process, is desirable  in  
China, or to  put it otherwise, the benefits  that can be 
expected from larger cities  as well as from the  growth  of 
cities. The following secti on (section III) suggests t hat  
the benefits of l arger ci ties and of more  rapid ur ban 
growth are not automatic, but that they are a function  of  
urban management or  governan ce; what counts is  not so  much  
the "how much" of urbanization, but th e "how". Another  
section (section IV) briefl y discusses a key  dimension  of 
the process of urbanization: financing. A final section  
(section V) concludes.  

I -  Urbanization should be welcomed  

 A frequent argument for inc reased urbanization levels  
and for spe eding up urbanization processes is that China's  
urbanization level (ratio of urban to total population) is  
low by international standar ds. It is said to be about 30% 
as opposed to abo ut 40% i n countries with the pres ent 
Chinese  level of GDP per capita. Thi s argument  is not 
convincing, for several reasons.  

 First, there are no strong  reasons to believe that  
the present levels of  urbanization achieved by  many  
countries, for instance in Africa, are optimal, and that  
they constitute a guide for China.  

Then, and  more importantly, "urban population" is an 
administrative concept in China, whereas "ur ban 
population" it is a socio - economic concept elsewhere. The 
three million people of the Shanghai so called "floating  
population" are not coun ted as " urban"  in  Chin ese  
statistics; they would be counted as such in other  
countries. A more meaningf ul comparison should consi der  
the soci - economic population  of China and  relate it  to the 
total population. This  ratio  seems to be around 38%,  quite  
close to the international rat ios.  

 This does not mean that China is not underurbanized  
by international standar ds. The ideal level  of  
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urbanization, if there is such a thing, is not only  a 
function of GDP per capita; it is also a function of ot her 
factors such  as the agricultural land to population ratio.  
All other things equal, one would expect the desirable  
level of urbanization to be higher in China 1, where t his  
ratio is particularly low, than in Brazil or Thailand,  
where it is particularly high.  

 A more serious reason to  suspect tha t China is  
underurbanized is that urba nization has been artificia lly  
restricted by the urban residence permit system, the hukou  
system. This system  might ve ry well have been  socially and 
politically justified in  China. In economic te rms,  
however, it can be analyze d as a tax  on immigration  in  
cities. Non- hukou holders are no longer prevented from 
immigrating  in cities, but they are barred  (in some 
cities, at least) from cert ain jobs, and they do not  have 
access to all the benefits enjoyed by hukou holders. I t  is  
as if their real wages were reduced. This does not stop  
immigration , but it certainly reduces it, relative to what  
it would be in  the absenc e of these barriers  to entry,  
which are uncommon in other countries.  

 The case for increased urb anization in China can be 
based on two observ ations. The first is that  everywhere  it 
has been shown that urbanization (as a level) is  
associated with producti vity. The second is t hat  
urbanization (as a process)  is associated with mobili ty. 
Because China needs to incr ease  productivity, and perh aps  
even more mobility, it  stands to benefit f rom 
urbanization.  

Urbanization and Productivity  

 It has been observed ever ywhere that per capit a 
income is higher in cities that in rural areas, and hi gher  
in large cities tha n in smaller  cities. Available  data for 
China show that this is  als o true of China.  Why is it  so? 
Some people have argued t hat it was so  because cit ies 
"exploit" rural areas.  This might have been tru e in for mer 
times, when output was largely agricultural output, and 
when land rents ac crued to  city based landlo rds. This  is 
no longer the case. Neither Hong- Kong nor Singapore , these  
city - states, owe their remarkable economic performances  to  
the exploitation of a non - existing "rest of the country.  

 The reason why incomes are higher in cities, 
particularly in large citie s, is simply that  productivity  
                     
1 As in Japan or Korea.  
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is higher in cities , particu larly in large citi es. This  is 
true not only of  labor  pro ductivity, but also  of capi tal 
productivity, and even of infrastructure productivity. 
This point has been very well documented on the case of  
France (Rousseau 1998), as illustrated in the following  
Table 1. Paris, in  this Table refers to the  11 mil lion  
large Paris socio - economic agglomeration.  

Table 1 - Productivity of Paris and the Rest of France, 1989 
  Paris Rest of France Difference 
 
 Labor productivity (1000F/worker) 346 259 +34% 
 Capital productivity (Output/capital) 0.93 0.73 +27% 
 Productivity of infrastructure (Output/infra) 4.49 2.45 +83% 
Source: Rousseau 1998 p. 64 
Note: Output and workers refer only to non agricultural output and workers 

 Thus, urbanization as a process creates economic  
growth. My moving labor and  capital from lowe r to hig her 
productivity areas, it automatically increases average 
productivity. Urbanization is driven by a push factor as  
well as by a pull facto r. Because productivity Ñand 
incomes Ñ are low in rural  areas, farmers want to l eave 
rural areas: this is the push factor. Because productivity  
is higher in urban  areas , urban enterprises want  to 
attract workers: this  is the pull factor.  

Urbanization and Mobility  

 More important perhaps is  the relationship between  
urbanization as a proc ess and mobility. A key 
characteristic of China  i s not so much a lower  t han 
average level of urbanizat ion, but a lower  than aver age 
le vel of mobility. In spite of recent progress, products  
mobility, labor mobility  and capital mobility r emain  
restricted, and therefore lower than desirable, in China.  

 Restricted products mobili ty -  At the provincial  
level, some rampant protectionism can st ill be found. It  
usually takes the form  of  non - trade barriers, such  as 
products specifications, or  differential registration fees  
(as in the case of automobi les). This is reflected in the  
apparent low level of  speci alization of cities. Each  c ity  
tends to produce a little of everything. Just as there  are  
benefits of international trade, the r e are benefits of 
internal trade. China  stands  to gain from  joining the  WTO.  
It would also benefit  from a CTO (China Trade 
Organization) that would  do for internal trade what WTO is 
expected to do for international  trade.  
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 Restricted labor mobility -  A number of mechanisms  
presently restrict labor mobility in Chinese cities. The 
hukou system is the  most obvious one. It  lim its  
quantitatively and qualitatively in - migration i n cities  
and also inter - city migrati on. So do enterprise provi ded 
housing and retirement schemes. Some cities are  officia lly  
ready to lift the  hukou sy stem for the highl y qualif ied 
workers they need.  

 Restricted capital mobilit y -  Less visible, but  
perhaps  more important, are  obstacles to capital  mobil ity .  
Chinese enterprises are usually  attached to one city only;  
few have branches in other parts of the country, even when 
they are successful. Most i nvestments are financed eit her  
at the enterprise level out  of retained profits, or at  the  
city level, out of  the poo l of city enterpri ses profi ts, 
or by a city - contr olled ban k. There are few  mechanisms  to 
ensure that scarce capital is invested in the most  
profitable sectors and loc ations. Foreign  enterprises  in  
China are in a much better position here, because they can 
and do chose their lines of products as well as th eir  
locations, and this goes a long way to explain why they  
are often more profitable.  

 Restricted wage structur e flexibility Ñ Wage 
differentials ar e small in  China. This means that the 
productivity of labor for high skilled workers is probably  
much higher than th eir wages , whereas the oppos ite is t rue 
for low - skilled workers.  Enterprises have not much 
interest to hire low - skille d workers and probably  tend  to 
replace them by capital. This results in reduced  
employment, overuse of scarce capital, and hig her  
production costs, relative to what would be desirable.  

 The process of urbanization can greatly contribute to  
increase these four forms  of mobility,  and  hence  to 
increase productivity and growth. Reciprocally, improv ing 
factors and product mobi lity  will favor  urbanization.  City  
immigrants  are, nearly by  definition , extremely mobile.  
They are ready to go to the sectors and the locati ons  
(both interurba n and intr aurban) where market sign als  
indicate that they are  most needed and therefore  most  
productive. This in turn  facilitate capital mobi lity  
because investors will, in their preferred location, f ind  
the required labor force. Immigrants , who are genera lly  
low skilled  are re ady to accept low wages Ñbecause th ese 
wages will be much higher than the alternative rural  
income or wagesÑ in line with their low marginal  
productivity. This will induce enterprises to offer the  
corresponding jobs, thus in creasing  employment and sav ing  
scarce capital resources.  
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III Ñ Urbanization should be managed  

Importance of urban management  

 The benefits of urbanization and of urban size  
described above are only potential. They are contingent  
upon good urban management. This can be illustr ated by the 
following Figure 1. On this Figure, the line  t hat  
increases as city s ize incre ases is a maximal  or potent ial 
benefit line. It i ndicates  the per capita  or per  worker  
output (productivity) that can  be achieved as a function  
of city size . All cities are located on or below t his  
line. In reality, many citi es are located bel ow. They  do 
not all achieve their  full productivity potential, beca use 
not all cities are  well managed. The difference betw een 
the effective productivity  of city of a ce rtain size  and 
the productivity potential associated with this size Ñthe  
line aa' on Figure 1 Ñ could be called the management  gap.  

Figure 1 - Potential and Effective Benefits of Urbanization 
 
   
              Productivity  
 
                                      Potential benefit line  
                               +a'  
                             *     *  
                       *  
                        *      *a   
                       *    *  
                              Actual cities  
 
 
 
 
 
                                             City size  
                               

 This puts the issue of the desirable or optimal city  
size in a proper  perspective . The widespread  fe ar that big 
cities are too big is not f ounded. There are in the world  
very large megacities  which  are not too  large relative  to 
their managerial capabiliti es. Tokyo agglomeration, with 
more than 30 million  people, is the largest  world  
agglomeration. But it  is not "too large". Because it  is 
rather well managed, it is also one of the most produc tive  
and efficient city in the  world, with one of the  hig hest  
GDP per capita or  per worker  to be found  in the world  Ñand 
a total output which is not  much lower than that of China  
as a whole. By contrast, one can find in certain parts  of  
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the world r elatively small  cities of 200,000  or 300, 000 
people which are much t oo large for their  limi ted  
managerial capabilities. The managerial gaps of Figur e 1 
are not  a function of  city  size. Large cities are  in deed  
more difficult and  more co stly to manage. But t hey also 
have more human and financial resources to do it.  

 It is important to note tha t good urban management is  
not a product of the  market. It is a matter  of 
institutions, of regulation s, of taxation, of subsidi es,  
of public intervention and accountabil ity. There are many  
useful things that market forces can bring about. Good 
governance is not  one of them. All economists  agree  on 
that. The market is  a wonderful allocation mechanism when 
it works . But there  are fairly well identified cas es, 
known as "mark et f ailures",  when the market  does not  work  
properly. The three  main ty pes of market failu res are the 
existence of pure public goods, the existence of  
externalities, and the exis tence of declining returns  to 
scale leading to natural  monopolies. In the pres ence  of 
such market failures, some public action or interven tion 
is justified. The key point  here is that  market failu res 
abound in cities. Extern alities, in particular, are  
numerous in cities. Indee d, positive externalities  or  
agglomeration economies are the raison d'•tre of citi es.  
Negative externalites, such  as pollution or congesti on,  
are also very prese nt in ci ties. Urban market failures are 
the justification of urban interventions or policies or  
management. It is not by ac cident that the wor ds "poli cy " 
and "politics" come from the  Greek word "polis"  that means 
"city". Indeed, urban management could be defined  as 
public actions aiming at magnifying positive externalit ies  
and limiting negative externalities.  

Objectives of Urban Management  

 Can we give a more concrete meaning to the notion of 
urban management? Good urba n management or governance has  
many dimensions. Facilitating factors and products  
mobility and therefore permanent adjustment  and increa sed  
productivity is one of them, as discussed above.  
Preventing and easing soci al tensions in urban  areas  is 
another one. A study conducted on a sample of 25 French  
cities (Prud'homme and Lee  1999) on the  mechanisms  of 
urban productivity points  out to two  key management 
dimensions: transport policy and land use policy.  

 The study hypothesize that  urban productivity (Y),  
i.e.  output per worke r (adjusted for differences  in 
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industry mix) is a function  of the effective size  of the 
labor market (L):  

Y = f(L).  

This effective size is defi ned as the average number  
of  workers that can access an enterprise in less than t  
minutes, with t=30  for ins tance. It can also  be defi ned 
from the viewpoint of enterprises, as the average number  
of workers who can come to  work in less than  t minut es. 
The theory behind this hypo thesis  is that the  larger the 
effective size of t he labor  market, the greate r the ch oice 
of both enterprises and workers, the greater the  
likelihood that they will fi nd the type of work or work ers  
that suits them best,  and the greater the  result ing  
productivity.  This hypothesis is supported by a simple 
econometric analysis that  sh ows a good correlation  betw een 
the two variables, and  an elasticity of productivity  to 
effective labor market  size  of about 0.2.  In other  wor ds,  
when the effective  size of  the labor mark et  increases  by 
10%, average output per worker increases by about 2%.  

 What then determines the ef fective size of the labor  
market? Three factors, the t hree "S": the size of the c ity  
(S), the speed at which work ers travel to work in the city 
(V), and the s prawl that characterizes the city (D):  

L = f(S, V, D)  

This rather self - explanatory  hypothesis is supported again  
by a simple econometric  ana lysis. The elasticity of  la bor  
market size to speed is abo ut 1.6 (when speed increases  by  
10%, the effective labor  market increases by 16%,  all  
other things constant); the  elasticity to sprawl  is - 1.15 
(when sprawl, defined  as th e average distance of all j obs 
to all home, incre ases by 10%, the effective l abor market 
diminishes by 11.5%, all other things constant); and the  
elasticity of labor market size to city size is about 1 
(when the city si ze increa ses by 10%, the  labor market 
also increases by 10%, all other things constant).  The two 
relationships can be combined. When speed increases by 
10%, then productivity or output per worker Ñand therefore  
the output of the  city Ñ in creases by slightly  less t han 
3%. Transport speeds are,  i n turn, increased by  transp ort  
infrastructures: one recogn izes the familiar relations hip 
between transport infrastru cture and productivity. These 
findings are represented in Figure 2 below.  
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Figure 2 — Efficiency of Cities 
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 The elasticities, estimated  on a sample  of French  
cities, should not imprudently be extrapolated to the rest  
of the world. More similar quantitative studies would be 
necess ary to that effect. But the basic finding is  
probably fairly robust: an efficient city is a compact  
city where transportation  is fast . This designa tes  
transport policies and la nd use policies as  two key 
variables in urban policies . Urban management should aim 
at facilitating urban transport speeds, and at limiting  
urban sprawl.  

 As a matter of fact, th is seems to be largely  
understood in China, at lea st as far as the  first pol icy 
objective is concerned. Massive urban highway networks  of  
ring roads are bei ng built  in many Chinese  cities, t hat 
should contribute to  increas e travel speeds, and will be a 
key asset  of Chinese cities  in the next future. It is not  
sure that the second objective of keeping cities compact  
as much as possibl e is equ ally diligently purs ued  in all 
Chinese cities.  
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Institutions of Urban Management  

  Urban management is cond ucted by urban managers  
(mayors and their staff) in the framework of urban  
institutions. There is no preferred  model of ur ban 
institutions or governance . As a matter  of f act,  most  
countries are not fully satisfied with their exist ing  
governance systems, and are  constantly reforming them (or  
talking about doing it). It is for each country to find  
its own set of institutions, taking into account its  
history, its geography, i t s economy, its culture.  It  is 
important to realize  that no system will be perfect, and 
that no system will last forever . Nevertheless, some ideas  
can be derived from international experience in this area.  

 Status of cities  Ñ In  certain countries, and 
cert ainly in China,  the stat us of cities varies . Some have 
more powers than  others.  The taxes and  fees paid  by 
enterprises and individuals  differ as a function of  the  
city status. This must be seriously reconsidered. While it  
is true that uniformity in  respons ibilities and resour ces 
need not always be the ru le, and that expe riments are 
often useful, it must  be recognized that diversity  of 
treatment can lead to reso urce misallocation. Investm ent  
and workers will be induced  to go to certain cities ra ther  
than to others, not to wher e they would naturally find  it  
most efficient to go. Competition between cities will be 
distorted. Tax collection efficiency will vary accor ding  
to city status. Policy by exception is rarely efficient.  
It is based (in the best of  cases) on the hypothesis t hat  
"planners know better"; this hypothesis is gener ally  
mistaken.  

 Delimitation of cities  Ñ City borders are defined  
administratively, and in  many cases follow anc ient  
patterns. These administrat ive boundaries do not alw ays  
coincide wit h socio - economi c realities. The labor market  
basin, or the water basin, for instance may be larger than  
the city borders. This obviously creates a problem for  
urban management. The tempta tion is to look  for an opti mal  
delimitation. There is  no such thing. The area  that would 
be optimal for wat er management will not be optimal for 
air pollution control, or f or urban transportation. Cit ies  
that are too small would like to be integrated into  a 
larger, metropolitan govern ment area ; but cities that  are 
too large  find it necessary to create sub - metropolitan 
entities that are  closer t o people's needs. This is  an 
area where the "better" can be an enemy of the "good". One 
must accept the fact that no administrative border pattern  
is perfect, that compromises must be struck, t hat 
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cooperation (both horizontal, between adjacent  
institutions of the same level, and vertical, betw een 
institutions of different levels) must be developed.  

 Staffing and training  Ñ Managing a city is a complex  
task that requires speci alized expe rtise, and sh ould  
attract competent people. A basic distinction can  be made 
between the leaders  and the ir staff. The leade rs, that  is 
the mayors, must be pol iticians, whether  elected  or 
appointed, and they must be selected on the basis of t heir  
political skills, that i s their ability at feel ing  
people's wishes and enterpr ise's  needs, their capacity  at  
preventing or solving conflicts, their negotiating  
capabilities, their vision, their common sense. The more  
knowledgeable they are, th e better, of course,  but  t hey 
need not be specialists in urban management. They cannot  
really be trained, except for brief seminars. Their staff,  
on the other hand,  can and should be professiona ls, 
selected on the basis of their urban management or  
technical competence, more  than  their political ski lls.  
They can and should be trained.  

 Allocation of responsibil ities and resources  Ñ 
Decentralization, that is the allocation  of 
responsibilities and resources, particularly tax  
resources, within the va rious levels of governme nts  
(Centr al, provincial and lo cal governments) is everywh ere  
a major unsettled and ongoin g issue. China is  no except ion 
(Bahl 1998,1999). In China, things are more complicated  
than in many other  countrie s because, until recently,  and 
even now to a certain ex tent, t he distinction betw een 
central government taxes and subnational government ta xes  
was not very clear.  Simila rly, there was no distinct ion  
between a central governm ent  tax administration and a 
local government tax administration. To a large extent, in  
spite of the substantial autonomy enjoyed by subnatio nal 
governments, true city government has yet to be invented  
in China. Defining  clear and efficient rules of the game 
in this complex and delica te area is a prerequisite  to 
good urban management in China, and a massive task.  

Managing the Social Dimension of Urbanization  

 Urban growth is economical ly desirable, but can be 
socially disruptive. Like  al l changes, it usually  invol ves  
winners and losers. Even if  what is gained by the  winn ers 
is much larger than what is lost by the losers, and is  
therefore beneficial for society at large, the losers will  
not stand still and will tr y to oppose change.  Success ful 
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change, therefore, implies  a serious consideration  of  
potential losses, and at temp ts at compensating or  limit ing  
such losses. This iss ue is particularly obvio us  and 
important in the case of  the relaxation of the urban 
residence permits. A political economy analysis of this  
relaxation would consider and try to measure f ive  
different impacts.  

 A first impact is an i ncrease in the average  
productivity of cities. This economic impact is very 
desirable, and will potentially improve the income and 
welfare of all urban residents.  

 A second impact is  a large  increase in the welfare  of 
the present "floating popul ation", th e non urban permits 
holders who are already working in cities, and who 
represent some 10 to 30% of the total presen t populat ion 
of urban areas. They will have access to all the servi ces  
and jobs presently available to urban permit holders only.  
They would of course strongly support the measure.  

 A third impact is an inc rease in the number of  
newcomers to the cities.  These immigrants  would also 
greatly improve their  lot,  even if they  obtain only  low 
wages, because they  have presently a very lo w income  in 
rur al areas.  

 A fourth impact is a relati vely small increase in the  
income of people who will remain in rural areas.  
Agricultural output will  not decline much as  a result  of 
increased outmigration, but  will be shared  by a smal ler  
number of rural workers.  I n addition, rural income  will  
also increase thanks to the money sent back home by the  
newcomers to the cities.  

 The fifth impact (and the only negative one) is that  
existing urbanites stand to lose something because they  
will have to share  their present benef its with  the non-
permit holders already living in cities, and because the  
wages attached to unskilled  work might go down because  of 
the increase in the supply of  unskilled work.  

 Present urban resident permit holders, however, need  
not be losers, at  least not  all of them.  On the one hand, 
they will be hurt  (this is  the fifth impact).  But on the 
other hand, they will gain (this is the first impact).  In  
addition, the resulting per capita income in rural areas  
will create a demand for  their output, and  additi onal  
sources of gains and  activ ities. Which of these  impa cts  
will be greatest, and what will the net impact be? If the  
increased population size  and mobility leads to  an 
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increased output and  income,  as can be expected, most  will  
be net gainers. They may not  realize it presen tly, beca use 
they see more easily the loss (the need to share with  
others) than the gain (the potential increase in  
productivity). They must be educated to that  effect.  In 
addition, for the  few tha t might be net  losers, some 
social safety  net should be put in place. In all cases,  
the transition should net take place overnight, and it  
need not take place everywhere at the same time.  

IV - Urbanization Should Be Financed  

 The process of urbanization  requires  investments, and 
these urban invest ments have to be financed. Estimating  
the amounts that are require d, and finding out they can  be 
paid and financed (the two concepts are related, but  
different) is indeed a real challenge.  

Types of Urban Investments  

 It might be useful to di stinguish three  types of  
urban investments that  are equally necessary for  a city  to 
grow, but that are different in terms of financing  
mechanisms: housing, productive investments, and 
infrastructure . When a cit y grows, the stock  of hous ing 
must be increased  to hous e more  people, th e stock  of 
productive capital must be increased because output is  to 
grow, and the stock of infrastructure must also be 
increased because more people and enterprises must  be 
serviced. It would be interesting to know the relative  
importance of th ese three  types of urban investments  in 
China. Note that the relative importance in terms of  
stocks is not the same as t he relative importance in te rms 
of investments, because t he lives  of these  types  of 
investments are not similar. Houses are built for many  
years. So are most in frastructure. But product ive  
investments often have  a short duration of l ife and get 
amortized much faster. Studies undertaken on the case of  
France suggested that  in te rm of stocks, housi ng was much 
more important than productive capital, which was more 
important than infrastructu re. In terms of investmen ts,  
however, productive invest ment was more important t han 
infrastructure, which was more important than housing.  

 For infrastructure, another distinction is important 
and useful fr om the  viewpo int of financing. For  cert ain  
types of infrastructure, it is technically possible to 
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charge a fee, and to make users pay. This is  the case for  
water, for power, for  high ways, for instance. For  ot her  
types of infrastructure, su ch as streets or  schools, t his 
is not possible, and the  bill must eventually be paid  by 
taxpayers.  

 In China, the same ac tor, namely the city  
administration, is presentl y responsible for these th ree  
types of investments.  It  need not be so. In  most  
countries, housing is th e business of developers, who can  
do it as well  and probabl y better than ent erprises  or 
local governments. Producti ve investments are underta ken 
by enterprises, be they  public or private,  not  by 
governments. Fee producing infrastructure investments are 
nor mally undertaken by  local governments, or  by  
independent but controlled specialized utilities. Non fee  
producing infrastructure in vestment must be undertaken  by  
governments, central or more generally subnational  
governments .  

Table 2 — Financing Mechanisms for Various Types of Urban Investments 
  Housing  Productive  Infrastructure investments 
  investments investments Fee-producing Non fee producing 
 
Duration (years) 100 5-20 70 70 
 
Investor Developer Enterprises Controlled utilities, Government 
    Government 
 
Financing Households savings Retained earnings Retained earnings Taxes 
  Borrowing Borrowing Borrowing Borrowing 
   Bonds Bonds Bonds 
   Equity Equity 
    Taxes 
 
Final payer User Consumer User Taxpayer 

 As shown in Table 2, that  summarizes this discu ssion, 
housing investments can be financed by households sa vin gs,  
and by long term  loans fo rm the banking sec tor, rat her 
than by taxes. Productive i nvestments are financed eit her  
by retained earnings, by ban k loans, by bond issues, or  by  
equity. It is not  desirab le that they be financed  by 
taxes. Fee- producing infrastructure investments can be 
financed by taxes or just as productive investments when 
they are undertaken by  a private utility. Non fee  
producing investments can  be financed by  taxes (or 
subsidie s) and by bank loans or bond issues.  

 The distinction between fe e and non fee  financing  
urban infrastructure inves tments is well understood  in  
China, unlike what is  found  in many developing  countri es,  
where resistance to  making users pay for the  services t hey 
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get, in the case of water  for instance, is often very  
strong. So much the bette r. As a general rule, it  is  
certainly desirable to  make people pay for  what can  be 
paid , and to use scarce tax  money for other purposes. This  
rule, however, should not be ca rried out too far. If it  
were, only infrastructure  projects with a sufficie ntly  
high rate of f inancial  ret urn  would be undertaken.  Yet,  
there  may exist infrastructure projects that have a high  
rate of economic  return and a low financi al rate  of 
return , in the area of transportation  for instance. Such  
projects are nevertheless  worthy and deserve to  be 
undertaken. They might requ ire a subsidy, financed  out  of 
taxes, to become financially attractive.  

Prospects and Dangers of Financing by Borrowing  

 As can be seen  fro m Table  2, borrowing is a financial 
option for all types  of urb an investments. Borrowing f rom 
the banking sector , or bond financing on financ ial  
market s,  is justif ied  to  fi nance urban investments  beca use  
most of them have  a very l ong life. But borro wing  is not 
always an easy solu tion, and  must be underta ken  with ca re. 
It calls for seve ral  comments.  

 One is that borrowing for urban investments must be 
transparent and open.  One must know who is  borrowing, for 
what, for how much, for  how long, and at  what rate. It  is  
not sure that thes e conditi ons ar e always met  in Chin ese 
cities. It seems that a number of infrastructure  
investments are undertaken by city controlled enterpri ses  
that borrow  on the mark et or from bank s for the 
municipal ity, in exchange for  some sort of privileges or  
monopolies.  Such schemes, which are not very  transparent,  
are not necessarily  efficient.  

 Then, subnational governments  borrowing  must be 
controlled  by the central  government. The Ministry  of  
Finance and the Central Bank have  th e diffic ult task  of 
macro - economic management, which involves controlling  
total inde btedness . In add ition, there might be a moral 
hazard problem. Local gove rnments cannot easily defa ult,  
and the central government  is often asked  to guarant ee, 
explicitly or  implicitly, their loans, which encoura ges  
them to unsafe borrow ing.  Countries like Brazil  and 
Argentina have much suffer ed from excessive uncontro lled  
subnational borrowing, and China must avoid th eir  
mistakes.  

 Third, projects, part icularly infrastructur e 
projects, must be submitted to cost benefit analysis. This  
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is more or less done automa tically when the borrower i s a 
private entity borrowing  fr om a private bank .  It must  be 
done systematically in the case of infrastruct ure  
projects. There is  nothing wro ng in borrowing,  as long  as 
the money borrowed is  i nvested in projects with  a 
sufficiently high rate of  return: they will produce  the  
income needed to pay intere st and principal. Difficult ies  
begin when the money borrowe d is invested in  projects with 
a rat e of return  lower t han the inter est  on borro wed 
money.   

 The distinction of fee  financing  and non - fee  
financing i nfrastructure projects  is important when it  
comes to subnational govern ments borrowing. Borrowing for  
a fee financing project is completely dif ferent f rom 
borrowing for a non - fee  fi nancing project . In the  fi rst  
case, a financial rate of r eturn analysis will tell if  and 
how the project will  gener ate the income nee ded to pay 
interest and principal.  Not so in the  second case,  for  
non - fee  producing projects. In that case, borrowing can  
only be justified by the ra te of growth of activities and 
taxes, irrespective of  the economic rate of re turn of the 
project. In statement s of government  indebtedness, the  two  
types of debt shou ld not be lumped together,  but sho uld 
rather be clearly distinguished.  

V -  Conclusion  

 Resource allocation  is  the key to economic  
development. Resource s have to allocated efficien tly 
between fac tors of produ ctio n (labor and capital),  betw een 
sectors and enterprises ( to the most eff icient one s),  
between consumption and investment, and  also bet ween 
places. This is what urban ization is about. It can and 
should improve the allo cation of resources bet ween 
location s, and in so  doi ng contribute to improve  it 
amongst all other uses.  
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