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Housing Policies in China: Issues and Options’

This article consists in three parts. The first part deals with theory. We evaluate the pros and
cons of government involvement in urban housing and of renting versus ownership. In the
second part, we summarize the different housing policies that have been implemented in the
United States, Europe, and Asia. We draw some conclusions. In particular, we show that
there is a tradeoff between encouraging home ownership and social housing since countries
that have favor the former have neglected the latter (like Japan, Spain, etc.). In the third part,
we use the theory and the international policy parts to address housing policy issues in
China. One of the main concerns in Chinese cities is the raise of poverty mainly by “illegal”
migrants (who are Chinese rural residents) living in “urban villages”. We propose two steps to
fight against poverty in Chinese cities. The first one is to require that the Chinese government
recognizes these “illegal” migrants by helping them becoming “legal”. The second step is to
encourage social housing that directly or indirectly subsidizes housing for the poor. In that
case, to fight against poverty, one can either implement place-targeted policies (like the
enterprise zone programs in the US and Europe and/or housing projects in the US, UK, or
France) or people-targeted policies (like the MTO programs in the US). We also discuss
other issues related to poverty. In particular, we suggest that the government could also try to
keep migrants in rural areas by attracting firms there and/or introduce a microfinance system
that helps them become entrepreneurs.
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1 Introduction

China is an amazing and unusual country. At the @nh@008, China’s total
population was 1.33 billion, with 723 million (54%nd 607 million (46%) residing in
the rural and urban areas, respectively. The mwoallation fraction was 64% in 2001
and 74% in 1990. About 94% of population lives ppraximately 46% of land. Despite
these amazing figures, inequalities, slums and fppJveave started to rise in Chinese
cities partly because of the very-market orientedsing policies implemented in the last
decades and partly because of China’s unigikeu system of home registration, which
restricts permanent migration to cities but all@msrge amount of temporary migration,
thereby creating a group of urban residents wisitricted rights known as the “floating
population”.

In this paper, we investigate a little bit closkeege issues. For that, we will first
expose some theoretical mechanisms behind anyrwpsiicy. In Section 2.1., we will
evaluate the pros and cons of government involvénremurban housing, distinguish
between the traditional approach, which considbes iousing market as frictionless
competitive market, and the modern approach wherdnbusing market is characterized
by frictions and imperfections. Quite naturallye tholicy recommendations will be quite
different, ranging from little government intervemt to much more intervention and
interactions between different markets. In Sectibf, we will develop our second
theoretical issue: the pros and cons of rentingusnowning. The debate is relatively
complicated and we will investigate the main adages and disadvantages of
homeownership.

Because housing policy in China is complex, in iBecB, we would like to see
what can be learned from housing policies in ottmuntries (especially in the United
States, Europe, and Asia). We will see that diffemuntries have different policies but
that the same general trends in urban housingaanenon. One aspect that will retain our
attention will be social housing. The latter hasrban important part of housing policies,
especially in Europe. For example, it culminatedngland in 1979 where it represented
31 percent of the total English housing stock @li2007, p. 43). We will then examine
what has worked and not worked with respect to imgugolicies in the US, Europe, and
Asia.

Section 4 is devoted to housing policy issues grttbs in China. We will first
explain the different housing policies implementadChina, especially the recent ones
(Section 4.1) and the specificity of the hukou sgstas well as its consequences in the
housing and labor markets (Section 4.2). In SectiB8nhwe will summarize what we have
learned from the theoretical mechanisms and therniational experience in terms of
housing policies. Finally, in Section 4.4, we witlake some policy recommendations.
We will first look at possible housing policies thmay work and analyze what kinds of
institutional arrangements can make things betteen, we will analyze some alternative
policies to public housing that can help improveess to affordable housing and reduce
the spread of slums.



2 Some theoretical considerations

2.1 Pros and cons of government involvement in urban
housing?

We develop different arguments concerning the @d cons of government
involvement in housing, differentiating between ttraditional view”, where the housing
market is viewed as perfectly competitive, andrtiee “recent view” where the housing
market is characterized by imperfect competitiore.{i asymmetric information,
transaction costs, search costs, externalities)handcompetition (due to the thinness of
both households and housing units in charactersgiace, as well as mobility costs on
both sides of the market, both the suppliers amdashelers of housing have some market
power).

2.1.1 The traditional view

In almost all housing policy debates, economistguarfor less government
intervention in the housing sector than other gsoopexperts. Most economists believe
that markets work reasonably efficient and arguegfavernment intervention to oil the
wheels of the market mechanism. The main argumenthat the principal role of
government with respect to housing should benabl e housing markets to work.

There are circumstances where competitive markells not work: natural
monopoly (increasing returns to scale), extermajtiand public goods. Government
intervention may be justified on efficiency grourtdsdeal with each. The government
should also intervene if equity and social juste@ be achieved through the lump-sum
redistribution of income.

Since natural monopoly and public goods are unitaporin the housing sector,
and since housing-related externalities can bet de#élh on a piecemeal basis (for
example, most land use externalities are dealt with zoning, and social capital
externalities partially through the subsidizatioh mmeownership), adherents of the
classic market failure view of the role of govermnhargue for limited government
intervention in the housing market to improve e#icy, and income transfers rather
than housing assistance to improve equity.

Thus, if we consider that housing is characteribgda perfect frictionless
competitive market, with the exception of neighlmmti externalities, housing markets
appear efficient and the intervention of the gowent should be limited.

2 I'm following here some arguments made by Arna@qQ),



2.1.2 The more recent view

There is a more recent view based on the theooptiinal economic policy under
imperfect information and frictions (see, in paustar, Arnott, 1987, 1989, 2009;
Wheaton, 1990; Read, 1997). The housing sectoarscplarly affected by these issues
since transaction costs are large (in particuksaych costs, moving costs, and transaction
fees) and informational asymmetries are importarg.( potential occupants are not fully
aware of each housing unit's characteristics, amdllbrd and tenant do not know each
other’s traits). In the previous discussion (“treditional view”),efficiency was achieved
by correcting market failures areduity via lump-sum redistribution. However, lump-
sum redistribution is feasible if the governmentildoobserve need directly, but it cannot
in reality, and instead must imperfectly infer negdthe basis of what it can observe. In
that case, first-best policies cannot be achievetlsecond-best policies (when there are
some unalterable constraints that preclude attaihnoé the first best) have to be
implemented.

Since the menu of second-best redistributive pedicmight include housing
subsidy programs, consideration of asymmetric mdion provides a potential basis for
an expanded role of government in the housing sector, beyond correcting for tlassic
market failures.

More generally, if one considers the housing madetbeing characterized by
imperfect competition and frictions resulting frosearch costs, mobility costs, and
contractual incompleteness, then a central questonow housing markets actually
achieve coordination in the absence of a Walrasigntioneer, given all the particularities
of housing (immobility, durability, heterogeneitgtc.). Stimulated by advances in the
theory of imperfect information, incomplete contsacoptimal search and matching
markets, this strand of research ‘took off’ in tbghties and has made substantial
advances since then (Quigley, 1997; Hubert, 200&p# 2009). This literature deals
with a broad range of issues, e.g., the role dfestate agents, the purpose of the various
features of rental contracts, the function of vagarates, optimal pricing strategies and
search behavior, etc. This approach delivers a maalestic picture of the institutions and
mechanisms through which coordination is achieved adds a cautious note with
respect to the welfare properties of the housingketaDue to search and mobility cost,
competition is imperfect even with a large numbleagents on both sides of the market.
Search externalities give rise to vacancy rateschvideviate from first best, and
incomplete contracts create subtle turnover exltiéieg Not surprisingly, the policy
implications tend to be richer than under perfexhpetition and perfect information. In
principle, efficiency can often be enhanced through appropriate state intervention,
though practically the very same features whiclvgmé the market from achieving first-
best efficiency make the desirability of governmiatgrvention moot.

So the key question in terms of the welfare ecogeri housing policy is what
level of government that should undertake it. Ttamdard argument, deriving from the
literature on fiscal federalism, is that the celngavernment should undertake broad-
based redistributive policy since its doing so gates less welfare-induced migration
and according to some standards is fairer. Conti@rthis is the argument thédcal
governments are better informed about local conditions and are better able to judge
which households are the most needy. In the UnBéates, broad-based housing



programs are set up and funded by the central gowent but are administered at the
local level.

Finally, much of the literature on housing policyedooks spatial aspects. Where a
household lives determines its access to publivices, including education, as well as
neighborhood quality. A housing program that iseotfise well designed may lead to its
beneficiaries being socially isolated and havingrpaccess to job opportunitidsviore
generally, housing policy can have long-term eHeoh the spatial structure of cities,
influencing especially the social composition ofgidorhoods.

Since almost all housing market policies are tadjetither on renters or on a
particular class of owners, it is important for sdupolicy analysis to have a good
understanding of tenure choice. This is what idistliin the next section.

2.2 Pros and cons of renting versus owning

The discussion thus far has tended to treat housaligy in the abstract. As
stated above, most actual housing policies areeteagtowards eitherenters or
homeowners, and are directed at either the supply side od#meand side of the market.
Governments almost everywhdesor homeownership (see Section 3 below) due to the
perception that it fosters social stability, evéough homeownership for the poor is
highly risky, as the recent rapid rise in US suioapr foreclosures has shown. Since the
bulk of poor households are renters, redistributie@sing policies should be directed
primarily at the rental housing market.

Recent housing policy experience in developed camindicates that demand-
side, income-related housing subsidy programs (sischousing subsidies and housing
vouchers) are generally more effective in gettimgaht and affordable housing to the
needy than public housing and other supply-sidgnamas (Olsen, 2003). The current
majority view, based on numerous empirical studreany of which are reviewed in
Olsen (2003), is that demand-side, income-relatedal assistance policies are more
efficient than supply-side rental assistance pedicaccording to a variety of criteria.

Let us now be more precise. There are two fundaashehtiracteristics associated
with homeownership that distinguish renting and mgnesidents.

The first bundle of attributes is the set pfoperty rights associated with
ownership. Because homeownership received genexrdflyorable treatment in tax laws
(both in the US, Europe and Asia), renters posarsscentive to become homeowners
sooner than their economic status might indicatbjchv generate impacts on the
household’s labor supply (i.e. it increases bothigpation and hours worked; see e.g.,
Haurin et al., 1996), wealth, fertility, investmeargk, andmobility. Indeed, the desire to
change tenure from renting to owning requires ssbbald to overcome mortgage lender
constraints, which means that a household may ehéedaviors such that its rate of
savings and labor force participation prior to paging a home (see, e.g., Brueckner,
1986; Engelhardt, 1994; Jones, 1995). Because honee have much of their wealth
invested in housing, they generally have more itwent risk (as the recent crisis has
shown) due to a less diversified portfolio.

3 We discuss below the literature on spatial mismgtcain, 1968), which explores the consequencethénlabor
market for ethnic minorities to be physically igelé from jobs.
4 For a survey, see Dietz and Haurin (2003).



Homeownership also differs fundamentally from negtin that thetransaction
costs associated with securing and vacating the dweHirggsignificantly greater (before
and after the home purchase). This also impliesavaers are less mobile than renters.

One of the clear consensus that emerges in thigtitre is thahomeowners are
less mobile than renting households (see, e.g. Quigley, 1997; Dietz and Haurin, 2003)
due to higher transaction costs and because ofegréas to their neighborhood and
community. This has an impact in the labor markates lower residential mobility
implies more risky behavior in the labor marketr Egample, as we will show below for
the case of Europe, if a region is not diversifiederms of jobs it offers (for example,
mining in the North of England in the 1970s) anid tiegion is strongly hit by a negative
shock, then the lack of mobility of homeowners wésult in high unemployment rate in
this region. There is strong evidence on this issideast at a regional level (see, in
particular, Oswald, 1999a,b). Using simple regmssi Oswald finds that a ten-point
increase in homeownership produces a two-pointnemployment for the UK regions
and the US statésHe speculates that, in 1990, almost half of indel§ted nations’
unemployment was due to high levels of homeownprshiis difficult to postulate a
causal relationship but a strong correlation do&st.eln Europe, home ownership for the
poor is often linked to social housing. However,nated by Hughes and Mc Cormick
(1987), this prevents even more residential mghigcause owning a council house for a
poor household means that it will never move sincéhat case, it will lose its right and
will not be able to obtain a council house in aeottegion.

Homeownership has also been linkedutban sprawl (Brueckner, 2000) since
people that move to suburbs are often whites amdebaners. This also has an impact
on poverty and difficult job access for ethnic mities since jobs tend to follow people
(Hoogstra et al, 2010), which increases the digtdrmtween where ethnic minorities live
and where jobs are (Kain, 1968). For example, Sauth Crowder (1997) find that
homeownership in the US significantly reduced ikelihood of a household relocating
from a distressed neighborhood. Also, African Aroanis have a dramatically lower
ownership rate, which reflects restricted choiceéhehousing market (Charles and Hurst,
2002). There is agreement that the primary detexntiof the spatial extension of cities
is increased demand for more housing in the forfaafer homes and lots (Brueckner,
2000). Since owner-occupied dwellings are generaltger and have larger lots than
rental units, there is positive relationship betwd®meownership and urban sprawl.
Urban sprawl is clearly inefficient from an econaemiewpoint (Brueckner, 2000).

3 Housing policies in the United States, Europe,
and Asia

Throughout Western Europe, as elsewhere in thedw@dpecially the US and
Asia), housing policy reflects the political idegloof the government in power. Despite
considerable variations in the aims and objectiokfiousing policy from country to
another, governments “right of center” generallyot¢o favor less state intervention, give
only limited support to the social-rented sectand gopromote owner occupation and

5 The sense of causality is not clear since peojifeleng-term horizons are more likely to chooseneownership.
% For the US, this result has been questioned.iS@eyticular, Green and Hendershott (2001).



private landlordism. Governments to the “left oht” normally accept the need to
intervene in the market, give responsibilities &nabls to local authorities and non-profit
housing organizations to enable them to providerdéble housing, and attempt to
ensure that housing resources are distributed faguitably across and within tenures.

We will now expose the different housing policieeplemented in the US,
Europe and Asia. Having in mind the theoreticaluangnts of Section 2, we will try to
evaluate the pros and cons of these policies.

3.1 The US experience’

Let us give some interesting facts about housinthénUnited States. America’s
poor are concentrated in rental housing. Among1thd?2 million poor households in
America in 2005, 57.4 percent were renters and &by percent of owner-occupant
households were poor (Census Bureau, 2005). Al®®@b, the median income among
renter households was $27,051 while it was $55@&¥&ng owner-occupant households
(Census Bureau, 2005). Housing is the single largepense in the budgets of both
renters and owners. According to the Consumer Edipee Survey for 2005,
homeowners spend on average 31.9 percent of adlucoer spending and 35.6 percent
for renters. Renter households tend to be condedtria central cities while owner-
occupant households are more prevalent in subWbspite these facts, the federal
government’s housing-related policies strongly falmmeowners over renters, as
allocated by its allocation of financial benefitstWween those groups.

In this section, we will describe the two main typef housing policies
implemented in the US (those targeted towards homeership and those targeting
directly low-income households) and then exposeé¢h@ining problems and challenges
for the future.

3.1.1 US housing policies

Let us start by describing the policies encouragiomeownership. Federal, state
and local governments in the United States sulesiiusehold investment in owner-
occupied housing. The portfolio of policies inclsdde non-taxation of imputed rents,
favorable tax treatment of capital gains, locabllase restrictions, exemption of housing
from means-tested social insurance programs, dabdidnortgage insurance, and the
sponsorship of secondary mortgage-market entegpfisdfee and Quigley, 2007).

The most significant housing subsidy programs ia thS. are funded by tax
expenditures through the Internal Revenue Code.speeial status of owner-occupied
housing under the personal income tax is well-knowterest payments for home
mortgages are deductible as personal expenseshéorfisst and second homes of
taxpayers, up to a limit of one million dollars; &dlorem property taxes on owner-
occupied houses are also deductible as personahseag; the implicit rental income from

| cannot present all the possible housing poligiethe United States; there are just too many.dfooverview of
these policies, see Schwartz (2006). See also @&€8) and Green and Malpezzi (2003) who provideed reviews
of the current state of housing policy in the Udi&tates, as well as some of its history.



occupying the house (the “dividend”) is excludednfrgross income; and capital gains
are essentially untaxéd.

Beyond these subsidies to home ownership, whicltyadppall owner—occupants,
the U.S. tax code provides additional subsidiespecific groups of homeowners. These
programs are managed by the states, but the sair¢be subsidy is federal tax
expenditures. The tax code permits lower levelgaMernment to issue tax-exempt debt
and to use the proceeds for the benefit of speeitidgage holders through the Mortgage
Revenue Bond (MRB) program. Recipients benefit btaiming mortgages which have
been issued at the lower tax-exempt interest ratieer than the market rate.

Let us now describe the policies directly targetiog-income households. Tax
deductions of housing expenses are an importamoption of fiscal expenses in many
countries. These deductions are often baseatjaity reasons as it is considered that they
are useful to help many households to afford a édoslive in. For example, in its
preamble to the 1949 Housing Act, Congress declasedoal of “a decent home in a
suitable living environment for every American féyrii In the more than 50 years since
this legislation was passed, the federal governmasthelped fund the construction and
rehabilitation of more than 5 million housing uniigr low-income households and
provided rental vouchers to nearly 2 million adsh&l families (Schwartz, 2006). Yet,
the nation’s housing problems remain acute. In 2@@3 million households lived in
physically deficient housing, spent 30 percent arenof their income on housing, or
were homeless (National Low Income Housing Coatit2005)

Excluding tax expenditures, the federal governnpovides subsidies for low-
income households in three basic ways: (i) suppgrtne construction and operation of
specific housing developments; (ii) helping renteay for privately owned housing; and
(iii) providing states and localities with fundsdevelop their housing prograrms.

(i) Supporting the construction and operation of specific housing devel opments:
These policies are known as supply-side or prdjased subsidies and inclugeblic
housing and several other programs, such as Section 8 Glavetruction, in which the
federal government helps subsidize the construcaod sometimes the operation
privately owned low-income housing. The aim is tertiedy the acute shortage” of
decent housing through a federally financed constm program that sought to
eliminate “substandard and other inadequate holisifige low-income housing tax
credit (LIHTC) program was authorized by the TaXxdRe Act of 1986 to provide direct
subsidies for the construction or acquisition olvr@ substantially rehabilitated rental
housing for occupancy by lower-income householdgoligh 2003, the tax credit has
helped fund the development of more than 1.2 nmilhousing units.

(i) Helping renters pay for privately owned housing: This has become the
dominant form of low-income housing assistance. goeernment provides low-income
households wittvouchers. Households in possession of vouchers receivaifference
between the fair market rent in a locality—the naedient, estimated regularly for each
metropolitan area by the Department of Housing driadan Development (HUD)—and
30 percent of their income. Households in possassfaa voucher may choose to pay

8 Many other developed countries also provide preték treatment of homeownership through their eyst of
national taxation (seénglund, 2003for an international comparison, and the nextises).

° For an overview and historical perspectives ofpfegrams, see Jafee and Quigley (2007).



more than the fair market rent for any particularetiing, up to 40 percent of their
income, making up the difference themselves. Thay miso pocket the difference if
they can rent a HUD approved dwelling for less tthenfair market rent.

(i) Providing states and localities with funds to develop their housing programs:
These policies consist of block grants that fundsig programs crafted by state and
local governments. States and localities usualbgixe block grants on a formula basis
and have the latitude to use the funds for a waahge of purposes. The oldest and largest
block grant program, the Community Development Bl@rants (CDBG) gives states
and localities the most discretion in determiniogvifunds may be used.

3.1.2 Major unsolved issues and challenges for the future

Even though the United States has spent milliondatiars on housing policy,
three major issues are still unsolved (RetsinasBaisky, 2008):

(1) The incomes of millions of American househadddstoo low for them to pay
for adequate rental shelter. They have to devotawsth of their incomes to housing that
they cannot afford other necessities, such asthealte, transportation, education and
food. Here two problems can be identified: Wagedowf-skill workers are too low
and/or housing prices are too high. Direct subsi@ther in terms of wages or housing)
for poor renters could be implemented to solve ig8sie but would cost a lot of money,
which is very unlikely given the present situation.

(2) Federal housing-related policies are mainlyedagoon the political popularity
of homeownership and not upon the intensity of housing needs anangeholds, even
though it is renter households that need housisgtasice most acutely. In theory, the
government could change its policy and spend moomewy on renters than home
ownership. As Quigley (2008) suggested, money tdrecto high-income
homeownership could be directed to housing voucheid other subsidies for renter
households.

(3) Areas of high poverty, crime, drug abuse, unlegmpent, etc. combine low-
guality public schools and lack of health care thake living in such areas very difficult
and much more harmful than living in most-middleame neighborhoods. Moreover,
most American suburbs are politically dominated Hmyme-owning majorities, who
pressure local governments to maintain regulatenyiérs against local construction of
low-cost single family homes or any rental apartteeat all. This makes difficult for
low-income households to move out concentrated mypvareas into richer suburbs,
where they could easily obtain good jobs and gaubals for their children (literature
on spatial mismatch, urban blight, etc.). This maor blow of the housing policy in the
United States. We have discussed some of thesesigsisection 2.2.

Some policies have tried to address these probbemsvith limited success. Let
us describe them.

An interesting policy aiming at fighting againstveoty has been implemented in
the US since the 1960’s and is called the Movin@pportunity (MTO) Program. Its aim
is to promote the chances in life for young peopleegregated areas. The programs have
been implemented in large cities like Boston, ChicaLos Angeles and New York and
mean that families in areas with high unemploynaamd poverty are given the possibility
of moving to areas with a higher level of gainfaidoyment and education as well as



better schools and education. The program is ogitiand covers families that live in an
area where more than 40 percent of the populatierdefined as poor. The government
covers the additional cost that emerges when thelyfas to change from cheaper to
more expensive housing. The results of most MT@uanms (in particular for Baltimore,
Boston, Chicago, Los Angeles and New York) showearcimprovement in the well-
being of participants and a reduction in criminabut have little effect on education and
employment (see, in particular, Ladd and Ludwig)R20Katz et al., 2001; Ludwig, et.,
2001; Rosenbaum and Harris, 2001; Kling and Ka@52. One interesting argument
advanced by Quigley and Raphael (2008) is that effects on education and
employment are small because the MTO programs rpeeople (mainly blacks) from
very poor areas tgooor areas. In particular, the treatment (that is,dkposure to new
neighborhoods) falls far short of moving experinaénsubjects to neighborhoods
comparable to those of tlagerage poor white resident in metropolitan areas.

Another interesting policy implemented in the Uditstates (but also in the UK
and France; see Zenou, 2009a) is the “Enterprisee’Z(EZ) program, which aim is to
revitalize depressed local areas by tempting fitmbecome established in segregated
areas. Politicians identify all depressed areab wértain characteristics such as: high
unemployment, considerable poverty, a high levelciwminality, a large number of
young people without education. All firms that bewo established in these areas are
exempt from tax (pay-rolls taxes) during a cerfa@niod (typically five years). The idea
of this policy is to decrease the “distance” (bpthysical and social) between people
living in these areas and firms by helping themeethe labor market. In return, each
firm must hire a certain fraction of their emplogdeom the local population (this varies
from state to state). The effects of this policyamployment are mixed and rather small
(see e.g., Papke, 1994; Boarnet and Bogart, 1986¢d@&io and Engberg, 2000, 2007,
Busso and Kline, 2009; for a review, see Petershisiter, 2002).

As stated above, programs like the MTO and EZ ladeonly small effects. The
key question is whether we should help people teemmut poor areas (such as in MTO
programs) or should we, on the contrary, improverpeeighborhoods (such as the EZ
programs)?’ In other words, do we want people-oriented or @ladented policies?
There is no simple answer but we believe that these types of policies are
complementary and should implement together.

Finally, because it is difficult for minorities tve in the suburbs, Katz and
Turner (2008) have suggested that the federal gavemt should create substantial
financial incentives for state government to pressocal governments to reduce barriers
to more affordable housing, especially in the shblirBut this has been done in the past
without success. The problem is much more complek iais not sure that housing
policies by themselves could solve this very coogigd issue. Combined housing and
labor policies such as the Enterprise zone prograoid be effective if implemented
correctly. We will further discuss these issueSéttion 4 below.

10 As noted by Rosenthal (2008), a fundamental diffee between now-construction and voucher-typeranog) is
their effect on where the poor can live. With paliibusing and Low Income Housing Tax Credit (LIHTEZdgrams,
an important fraction of the low-income housingcktavill be found within a city and these programal t¥end to
concentrate the poor. By definition, voucher-tymdigies do the opposite since they help househtdeave poor
neighborhoods and usually to move in the suburbs.

11 Some of this gets mixed up with local tax policy.



3.2 The European experience

Contrary to the United States, there is no comnausimg policy at the European
(federal) level since, formally, the European Uni{&U) is not legally empowered to
make housing policy; competence in the area of ingupolicy is held by individual
member state¥. In most European countries, however, there is sturé of many
interventions, but three pillars of housing pol&cim Europe can be put forward) (
promote home ownershigj)(construction of public housingii} direct rental subsidies
to households, especially low-income householdssdme sense, these policies are
relatively similar to those implemented in the \@nitStates (see Section 3.1).

3.2.1 Housing policies in Europe™

(i) Home ownership

This is the most popular housing policy that hasnbienplemented in Europe for
the last decades. There are, however, very larfjeretices between countrits For
example, Ireland, Spain, and the United Kingdomaavery diverse group of countries —
demographically, economically, socially, politigalbut, in each of these countries, and
for different reasons, owner occupations is the idant tenure? Interestingly, the US
home ownership sector is relatively smaller thaat ttome European countries like
Ireland, Spain, and the United Kingdom but muclgearthan Hungary for example
(Scanlon and Whitehead, 2004). If we, for examptenpare France and the US, then
one can see that homeownership is more developtn IS where 68 % of households
own their dwellings, versus 56 % in France (in 20erhaps more importantly, the
proportion of mortgage holders among owners is algoh higher (62 %) in the US, than
in France (38 %J° In most of the European countries, owner-occupiegsing as been
vigorously promoted by government through the miovi of subsidies and mortgage-tax
reliefs.

(if) Public and social housing

Public and social housing are a much more imporgt of the European
housing policies, with council housing in the UKLM in France, etc. There are also
very large variations between European countrigge 3ocial rented housing stock is
proportionally larger in the Netherlands, Sweded Anstria than in the EU in aggregate.
Although in France the sector is marginally smatlean the EU average, the social

12 Interestingly, there is a relatively recently pshkid report (November 2004), called the Kok refafter Wim Kok,
former Prime Minister of the Netherlands), whicltdses on growth of economies and jobs in the E&t, ¢bntains
statements about desirable housing outcomes. &p@trpromotes a Europe with higher levelfafe ownership and
also higher levels of private renting with reduteekls ofsocial housing (Doling, 2006).

13 A good overview of the housing policy in Europe e found in Bachin (1996)

14 See, in particular, Englund (2003) for a comparis® homeownership and taxes between different trimsnin
Europe.

15 For example, programs like “Mortgage Tax ReliefidaRight to Buy” in the UK (Gibb and Whitehead,®) are
typical programs promoting home ownership.

16 See Table 10.1 in Laferrére and Le Blanc (2006).



rented stock has experienced substantial growtledant years as a result of proactive
governmental and institutional policy. If we look the different European countries,
which differ considerably in term of size and demagipy, and in their economic, social
and political backgrounds, we can observe that eatintry has experienced serious
housing shortages after the Second World War, auh ¢0 a significant extent has
looked to the social-rented sector to satisfy itading needs’

While the Netherlands has the largest proportiosadfial rented housing in the
EU, 36 percent in 1994 compared to an EU average8gbercent (Balchin, 1996), in
Spain it is quasi non-existent. Spain is a typeeample of a European country where
government policies have favored home ownershtpeaexpense of social housing. This
has totally changed the picture of housing in taantry (Eastaway and Varo, 2002). In
1950, the percentage of dwellings to be rented wgker than the one representing
houses in ownership (see Table 1). However, thepsdawnward trend in the rental
sector jointly with the upward evolution of ownerenpation had completely changed
the scene at the end of the 1990s.

Table 1. Tenure patterns of main residencesin Spain, 1950-95 (per centages)

1950 1960 1970 1980 1990 199%
Social rented housing 3 2 2 2 1 1
Private rented 51 43 30 21 15 13
housing
Total rented housing 54 45 32 23 16 14
Owner-occupation 46 51 64 73 78 81
Others 0 4 4 4 6 5
Total 100 100 100 100 100 100

Source: Eastaway and Varo (2002)

(iii) Direct rental subsidies to low-income households

Housing consumption and investment remain subsidexen in the most liberal
countries. In 2001 the US spent 1.54 % of GDP, lrahce 1.74 % on public aid to
housing (Laferréere and Le Blanc, 2006). OverallFiance in 2000, the amount spent on
housing subsidies to private sector tenants wabibi@n Euros (Laferrére and Le Blanc,
2004). This is by no account a small figure. Inutag 1992, a law passed in France
which extended rental assistance to all low-incdraeseholds, including students. The
subsidy is thus a universal means-tested allowahbere were 1.9 million assisted
private sector tenants in 1990, which representtdra@ of all private sector tenants and
3.1 million in 1997, representing half of privatector tenants (Laferrere and Le Blanc,
2004). The proportion of assisted tenants is lazgmpared to most countries. In the US,
housing allowances have been available for lowsime@rivate sector tenants since 1974.
Some 13% of American renters are assisted and diauibf them get an allowance
close to the French type (the so-called Sectiorr@ificates and vouchers). The main

17 Whereas housing subsidies normally involve trangégyments from tax payers to the producers orumess of
housing, rent control results in a transfer of pagifrom landlords to tenants representing theedifice between
market rents and controlled rents, and is thusaksabsidy. Social housing is typically a rent caolnt



difference is that while all French eligible houskls receive an allowance, there exist
guotas of vouchers in the US, and it is estimalted only a third of eligible households
receive them (Olsen, 2003). In other words, inEhench system, housing subsidies are
an entitlement. Even if we have focused on Frammest European countries have similar
policies in terms of subsidizing housing to lowénte households.

3.2.2 Evaluation of housing policies in Europe

Let us evaluate the different housing policies indpe. We have seen that there
is a large home ownership sector in European cegntoften larger than that of the US
in many countries.

The first problem is that home ownership has bewmoeraged by the different
European government at the expense of social gestirthat there has been an increased
degree of polarization between owner-occupation somal renting (see, e.g. Table 1
above for Spain). The problem of how to deal wile thore deprived components of
housing demand has remained largely unsolved. #esat, poverty and deprived areas
have increased over time and has become a redeprah Europe, especially with the
large influx of immigrants in the last three decadého tend to live in segregated areas
(Bisin et al., 2009). The private-rented stock, nvelaile, has also decreased in scale (in
part because of rent control but also through umfae tax treatment and investment
returns).

The second problem is that homeownership is noaydvgood for the economy.
As stated in Section 2.2, Oswald (1999a, 1999b)ithastified a significant statistical
correlation between rates of home ownership and rates of ulogment in
economically advanced countries. In commentinghis) Oswald asserted that there was
a causal mechanism — higher rates of home ownenstipased unemployment rates —
that occurred because home owners are relativelyobile. There are two main
components of this. The first isansaction costs, which vary widely from one European
country to another, but in general are consideraflening to thousands and in some
cases tens of thousands of Euros (Coogan, 1998)al@®secognized a second possible
curb on the mobility of home owners, that immolitbuld be the result of the high costs
of housing, relative to incomes, making it difficdbr people, particularly young and
unemployed, to move away from the parental home.

Like home ownership, social housing is not goodl&yor mobility. Critics of
rent controls (or social housing) argue that ilke#o a sub-optimal use of dwellings and
reduces the mobility of labor. Indeed, an importaspect of the social provision of
housing is that the output is allocated to hous#Ehbladministrative rather thammarket
mechanisms. As a result, much of the literature relating ntibpito tenure has tended to
identify the bureaucratic proceduressotial housing andrent control as being the major
cause of inertia in the housing market (see Min&ra., 1987; Hughes and McCormick,
1987, 1990). In particular, Hughes and McCormicl@8@a, 1990) have examined
migration behavior and compared outcomes betweemadiotenants and equivalent
owner-occupiers in the US and the UK. They show tmaincil house tenants tend to
migrate less often than those in the market sectdrwhen they do move it is likely to be



for housing rather than labor-market reastridore generally, administrative allocation,
rent controls and subsidies to owner occupation adreshown adversely affect the
operation of the labor market (Bover et al., 1989).

Other researchers have stressed the advantagesvafeprental housing in
providing easy and quick access, leading to theestgpn that more renting and less
ownership would, from an economic growth perspectbe a preferred option.

In sum, in view of the potential importance of tieatal sector for labor mobility
and for the efficient, overall functioning of theusing market, the bias of tax relief and
subsidies in favor of owner-occupation should beawesidered in Europe, particularly in
countries where the share of the rental sectofdiles to very low levels (see Table 2)

Table 2. Housing in Europe

Rent
Housing Owner- Rent Private Public
stock occupation | (percentage) (percentage) (percentage
(millions) | (percentage
Germany 35.55 42 58 83 17
Denmark 2.43 50 44 42 41
France 27.81 54 39 52 44
Italy 25.03 79 18 70 23
UK 23.71 65 35 29 71
Spain 18.26 78 14 92 8

Source: European Commission (1998)

There are, however, important differences betwéenBuropean and American
housing policies. As noted by Whitehead (1999):umope, housing has been seen as a
fundamental part of national social policy while, the United States, most housing
policies (for example, rent control, dwelling-bageaation, housing assistance to low-
income families, zoning, etc.) are fundamentallyalopolicies. As a result, evaluating
European policies can be done by comparing difteceantry experiences while, in the
US, comparison across areas is more relevant.

3.3 The Asian experience®

While Sngapore is not generally regarded as a welfare state, tbeigion of
housing welfare on a large scale has been a dgfieature of its welfare system. The
extensive housing system has played a useful molaising savings and homeownership
rates as well as contributing to sustained econagnosvth. Few would dispute the
description of Singapore’s housing policies as fmhmenally successful” (Ramesh,
2003). Singapore’s economic growth record in th&t faur decades has brought it from

18 The social housing sector has been developeddtafa in the 1960s and 1970s where it peaked pegient of the
total English housing stock in 1979 (Hills, 2007,48). After this period, social housing has desdinn England
because of the “right-to-buy” scheme introducedMargaret Thatcher in 1986 and the public spendirtg on new
constructions (Hills, 2007) to reach 18.5 percdrihe stock in 2004.

19 An overview can be found in Groves et al. (2007).



third world to first world status, with home-ownkiis widespread amore than 90
percent for the resident population. Singapore has 4.Zanilpeople and a land area of
only 697 square kilometers. While housing loans@BP constituted 4 percent in 1970
it reached 64 percent in 2000 (Phang, 2007). Amiast countries, there were different
phases in the post-war housing policies: (1) Boddishortages (1947-1979); (2)
Deregulation and creation of resale market (197%0),9(3) Financial liberalization and
housing price inflation; (4) Excess housing stod®98-presentl® To summarize,
Singapore policy relies on compulsory savingsesi@id ownership, and state provision
of housing and an extensive public sector.

Hong Kong has a total land area of 1,097 square kilometnesing which 83
percent is non built up land and only 5.3 percentesidential built up are&ocial
housing has provided a safety net for the poor in Hong Kdbgcombines this with
clearance of illegal squatter huts. Two main pe8ci(1) Housing Subsidy Policy (HSP)
(introduced in 1987 and revised in 1993) and thfederding the Rational Allocation of
Public Housing Resources (SRA) policy (implemented997 and revised in 1999), and
(2) the Comprehensive Means Test (CMT) policy, Wwhileals with all the prospective
tenants of public rental housing. Without the imashent of the Hong Kong Housing
Authority (HKHA) in the redevelopment process ofl@l public rental housing estates,
the improvement in housing conditions, landscape spatial distribution of modern
housing estates would have been impossible.

Even if social housing policies have worked reletvwell in Singapore and
Hong Kong, their applicability to China is difficubecause of the very specificity of
these countries in terms size, population, etc.aA®sult, we will now look at larger
Asian countries, more similar to China.

Since 1998, when soutkorea®® was seriously affected by the Asian economic
crisis, the Korean government has put special esplun thesocial safety net because
of a great increase in poverty and unemploymenttdrhousing policy in 2002, the
Korean government for the first time establishesl @onstruction Plan for One Million
Rental Housing Units from 2003-2012. The aim waensure a supply of good quality
affordable rented housing for low-income familidgiditionally, in 2004, the Korean
government establish the Korea Housing Finance &@atipn to promote home
ownership for low- and middle-income families byyiding long term mortgages.

The main pillar of housing policy idapan® is to encourage the building of
owner-occupied housing by means of GHLC (Governnkémising Loan Corporation)
loans. The interest rates on the subsidized loeng # 3 percent lower than the market
mortgage rate (Kanemoto, 1997). The amounts ofidigissinvolved in the GHLC loans
are quite sizable. The GHLC loans are available fds rental housing construction, but
subsidies involved are much smaller. The GHLC lodmesefore favor owner-occupied
housing over rental housing. National governmempeexitures on housing programs are

20 A major distinct characteristic of Singapore i® tavailability of retirement savings for privateusing finance
through Central Provident Fund (CPF).

21 The population of South Korea in 2000 was 46 millinhabitants. Home ownership decreases from gdrdent in
1970 to 54.2 percent in 2000 (see Park, 2007).

22 To develop and improve poor areas, different hausegeneration programs have been implemented uthSo
Korea (Ha, 2007).

2 The population of Japan was 127,716 million in206 land area, 377,899 knand its home ownership constituted
61.2 percent in 2003 while private rented housés8 percent in 2003 (see Hirayama, 2007)



1.4% of the total budget of the Japanese natiooakmment in 1993. This is close to
that of the U.S. but lower than those of the U.Kd &rance and higher than that of
Germany (see Table 10 in Kanemoto, 1947).

The Japanese housing system, which concentratdit fubds on middle-class
families and encouraged them to purchase their lmovnes, generated a large disparity
between those on low incomes and those with higizemes; between single and family
households; and between renters and home-ownezggdernment haseglected public
housing. It is a two-tiered system where there has beeergeis support for middle-class
groups on one tier, support for those on lower nme® has become increasingly
residualized and the target group for the direcivigion of public housing has been
strictly limited on the second tier. The governmergated a system that defined home-
ownership as the social norm and placed publicihgyzrovision as a marginal measure.

The housing sector imdia® for several decades faced a number of set-backs,
such as an unorganized market, development digsrita compartmentalized
development approach and a deterrent rent conystie®. There was not even a
concerted attempt to understand the housing proldeatone promote it.

The Government of India adopted a central plannioglel of development. The
Planning Commission of India is the central thimkk which prepares the five year
plans. These plangive a broad direction regarding the policy of Bevernment of
India. They also give the broad allocation of fioi@hresources to various sectors of the
economy. Based on the five year plans, annual @amgprepared by state governments
for implementation. A look at the five year plareveals the manner in which the
Government of India had perceived the housing seatthe initial years and the manner
in which it sees it now. Financial allocation foousing as a percentage of the total
investment in the economy was as hig84gpercent in the First Five Year Plan (1951-
56) but has now come down to as low2akpercent in the Tenth Five Year Plan (2002-
2007). As part of the Five Year Plans, the Goveminoé India had launched various
programs for providing housing to the people.

The post 1990 period can be seen as the era ofnigossctor reformsThese
reforms have overturned the situation to a gretrexThe designing of shelter policy,
the organization of the housing finance market, ititeoduction of fiscal incentives,
increased public investment, legal reforms and retl@tiatives have brought about a
number of changes in the housing sector (Mahad®@6). Interestingly, these changes
have been concerned with both reducing the houshngage and increasing the number
of quality housing stock besides increased acaesarious other housing amenities like
safe drinking water, good sanitation and houselebddtricity. But, at the same time,
since these measures are in the process of takatg and are in their infancy stages, the
number of houseless people looking towards the’sthelp are increasing, especially in
backward and rural areas. Most social housing sekemhich have been in vogue for
over 50 years, have yet to address the housingaarehities needs of the vulnerable
groups. In the year 1981, there were 28 millionmsidwellers in Indian cities and this
number rose to 45 million by the year 1991. The bemnof slum dwellers in the year
2001 was still at 40 million. As a percent of thban population, the figures increased

24 The Japanese subsidy programs are mainly finahcedgh national taxes on firms (Seko, 1994).
% |ndia’s population is approximately 1.17 billioegple (estimate for July, 2009) and consists of@pmately one-
sixth of the world's population.



from 17.5 percent in 1981 to 21.5 in 1991 and 28.&he year 2001 (Government of
India, 1997, National Buildings Organisation, 2003)

To summarize, it seems that in Asia, especiallyg#d countries, a lot of
emphasize has been put on homeownership at thexsxé social housing and aid to
poor households. Because of the different crisesAsm, this has created a poor
population that has been neglected by governmelntigmy especially housing. While
Korea and India have tried to implement some squdties, Japan has mostly focused
on middle- and high-income households, leavingritihe poor families. As a result, as
in Europe, poverty and depressed areas have sharplgased in the last decade,
especially after the financial crisis in 1998.

4  Policy issues and some options for Chinese
policy makers

We would now like to draw some policy recommendaiéor housing in China
based on the theoretical mechanisms highlighte8eiction 2 and on the international
experiences exposed in Section 3. Let us firstrdesthe salient features of the housing
policy in China.

4.1 Housing policy in China

Before 1949, most urban housing was private reptalided by landlords. This
was changed through a socialist transformatiorhen 1950s, in which the majority of
properties owned by big landlords where nationdlizZ@ublic housing were built by
government owned enterprises and institutions (worits) and distributed directly to
their employees as part of a comprehensive weffeseision system. Other elements in
this welfare system include free education, hezdite, and pensions.

The first important housing reforms were implemdnie the 1980s where a
public housing provision system was establishedalincities and large towns. The
housing reforms resumed in the early 1990s whersddouilding was carried out by
commercial developers rather than public sectorleyees.Housing privatization was a
main element of these reform programs. By 2002é@ent of public housing has been
sold to its occupiers. The socialist system of puliousing and welfare support
(supporting the idea of a universal housing bersgitem provided through public sector
employers) has given way progressively to a newesyswhich is market based and
supports home-ownership (Lee, 2000). To be moreigege this new, marked-based
system focuses on two main areay:s(pport for home ownership for the middle- and
high-income families through financial arrangemenes housing provident fund system,
mortgage finance, building affordable housing, dmidising subsidy);ii) support for
low-income households through a remodelled so@akimg provision system.

Indeed, with the introduction of the market econpnvglfare services provided
by employers were substantially reduced in ordemimrove production efficiency. Also,
because of the market economy system, house wiadged to soar in cities and the gap



between the rich and the poor widened, especiallycities. The housing policies
introduced in 1998 envisaged that about 5 perckéidveincome urban families would
rent social housing lignzu fang) from the municipal government. However, its
development was very slowly and by 2003, only ferevpces had produced local
regulations for social housing. Furthermore, in trmges that implemented this policy,
fewer than five percent of households actually iz some help® One of the
requirements for having access to social housing that at least one member of the
households must have local permanent non-agri@lilukou registration for more than
five years’’

Subsidized rental housing was seen by many locitials as a temporary
measure to solve a short-run problem. However, imtheasing unemployment and lack
of social insurance, poverty became an issue andumber of households who actually
need help was increasing rather than decreasingarticular, a large fraction of poor
living in cities are migrants who do not hold a bukand have thus almost no access to
formal sector housing market (which is intendedo#o 100% owner occupied), for a
whole variety of reasons including no access totgages. As a result, migrants in cities
mainly rent in the informal sector.

The housing reform has led to the fact that thewnpoor (most of them illegal
migrants) have been marginalized into poor areasl@eations while the rich and new
middle class have emerged as the key players indhsing market.

Although home-ownership and asset building is adstaa better approach than
the socialist welfare provision, new problems haweerged, especially with the relative
increase of the urban poor in citf@sAlso, because housing building in the last terrsea
has been dominated by commercial property devedppew housing estates were built
on different standards. This practice results inoss spatial segregation between the
new and the old building$,and between the rich and the poor.

Before proposing some recommendations that couldviate poverty and
segregation in China, we would like to expose ohé&e specificities of China: rural-
urban migration and the policies that have triedirtat this migration. This is unique to
China.

26 |n fact, most social housing has been sold ratfan rented and often sold to non-poor househaldstgpically

above average incomes).

27 Unlike most countries, China regulates internagnation. Public benefits, access to good qualitysitg, schools,
health care, and attractive employment opportwsiitiee available only to those who have a local ‘$étwold

Registration System,” also called “Hukou”. Instédtin 1958, Hukou requires every citizen seekinghange in
residence to obtain permission from the public sgcbureau. Hukou is effectively an internal pas$system that
makes the process of moving between or within pices analogous to the process of moving betweentriest

Coincident with the deepening of economic reforidgkou has gradually been relaxed since the 198épjriy to

explain an extraordinary surge of migration witt@hina. We explain in more detail the hukou systemd #s

consequences in the next section.

28 This increase is relative since, using the WorithBpoverty line, income poverty rate in China afrants is 5.4
percent, urban residents 0.2 percent, and ruraleres 10 percent. Furthermore, China has pullediabalf a billion

people out of poverty over past 25 years.

29 Of course “old buildings” may be in potentiallyily heritage parts of the city that the Chinesgegoment is
anxious to tear down to “modernize” rather thantglnthe private market.



4.2  Rural-urban migration and the very specificity of the hukou system

China’s very fast urbanization has induced a massival-urban migration since
the late 1970s. According to official estimatestret end of 2000, there were about 70
million rural-urban migrants working and living imrban area?’ About 63 percent of
rural migrants are employed in industry, constarctiand service sectors in urban area,
with the majority of them being self-employed or moyed by privately owned
enterprises (Chan et al., 1999; Liu et al., 2003).

Despite reduced constraints on rural labor mobdibhce the late 1970s and recent
improvements in supporting institutional arrangeteenn migration control, rural
migrants still encounter great difficulties in aggug urban registrationu¢ban hukou)
and permanent residence status in urban areas (\&adgZuo, 1999). Due to the
incompleteness of the urban social service sys&fonm, nearly all of those migrants are
considered as being temporary in urban areas arsddd not have access to many urban
amenities. For example, it remains still difficdtir rural migrants to access urban
housing (Chan and Zhang, 1999; Zhang et al., 2@082004). Zhang et al. (2003) and
Wu (2004) summarize the main sources of rural miggfadifficulties in accessing urban
housing. First, as we have seen in Section 4€l rébtructuring of the urban housing
market since the reform is orientated to privairaand commercialization of housing
(Song et al.,, 2005). Therefore, newly emerged uonftscommercial housing, built
essentially for making profit by real estate depels, are generally expensive and thus
not affordable to migrants who are employed in |oaid jobs. Second, more affordable
units provided by the secondary housing market e/kransactions of older housing units
occur, or by subsidized public housing programsther low-income families (known as
the anju project) require a local urbdmkou and are thus not available to rural migrants.
As a result, scholars have concluded that recdotms in urban housing provision
overlooked the needs of rural migrants who are tcaimed by their low purchasing
power and lack of urbaukou.

Excluded from the urban housing system, many ofuh& migrants reside in the
urban villages where native farmers construct and rent out inegpe housing units
(Song et al., 2008). Through these villages, intges farmers are becoming well-off
landlords by building extra rooms (Mobrand, 2006y aural migrants are thus able to
find shelter. Nonetheless, villages within cities generally perceived as undesirable and
consequently dispelled by urban authorities becaisthe villages’ association with
unplanned land uses, decayed housing condition,semed public safety, and
deteriorated social order. Urban policies have likerefore adopted to demolish villages
within cities and to redevelop them into commeized housing districts. Neglecting
millions of rural migrants residing urban villagéilse debate on the adequate policies that
should be adopted to redevelop the villages has kept between urban authorities and
the indigenous peasants who build the villages.

%0 This number is now closer to 150 million (in 2010)



4.3 Lessons from theory and international experience

Let us summarize what we have learned so far maeaf policies.
(1) Should the gover nment intervene in housing?

The answer is clearly yes. Because of transactists@and frictions, the housing market
is clearly imperfect and no “invisible hand” wilekable to restore efficiency through the
market. In particular, the fact that poverty angregation are rampant in most countries,
including China, show that the housing market ig functioning well and the
government (at the local and/or national level) udthointervene to correct these
imperfections. One has to be, however, careful wita types of interventions the
government can implement. The main issue is witahtives andeducati on/information

do governments need in order to intervene in a thay promotes greater equity and
efficiency. In particular, local governments in Ghihave no incentives to invest in
human capital and reduce poverty since they aranlynavaluated on FDI, economic
growth, physical capital, etc.

(2) Should homeowner ship be encouraged?

We have seen that policies encouraging homeownpe(aliin the US and Asia, and to
some extent in Europe) mainly favor middle- andhkigcome families, often at the
expense of poor families. We have also seen tratiwio main drawbacks of such a
policy is that (i) it makes households more vulb&ato financial crises (such as the
recent one), especially homeowners belonging teetamcome classes, because of the
lack of diversity of their assets and (ii) it rersl@omeowners less mobile and therefore
makes them more vulnerable to economic shocks am tikely to be unemployed.
There are of course positive aspects of homeowipersich as savings incentives,
positive externalities, social capital, etc. (Dieind Haurin, 2003). It would seem,
however, that the issue for urban China is to eragmy or permit a formal sectomtal
market. Right now renting in the formal sector axed and has been in some cities
“illegal”.

(3) Should more social housing be developed?

We have seen that there has been some tradeofed&etivomeownership and social
housing. In particular, countries (like e.g. Spalapan, and even China) that have
subsidized homeownership tend to have neglectedl|dumusing. Social housing can be
a good thing because it helps poor householdsinivdheap but decent housing and still
have enough money left to spend on health and &docdt has, however, two main
drawbacks. First, it induced segregation and digtda jobs. Indeed, by putting together
relatively poor families in areas generally locatadaway from jobs (this is true both in
the US and in Europe), it reduces job opportunitesthese households. These areas
eventually become depressed and characterizedldmge fraction of ethnic minorities,
poor quality of school, high unemployment rates &igh level of crime. The large
empirical literature on spatial mismatch (Kain, &98hlanfeldt and Sjoquist, 1998;



Ihlanfeldt, 2006; Zenou, 2009b) has shown that: g@yr job access indeed worsens
labor-market outcomes, (b) black and Hispanic warkeave worse access to jobs than
white workers, and (c) racial differences in jolocess can explain between one-third and
one-half of racial differences in employment. Setoit reduces mobility since the
entittement of a social house located in a speeifea is in general not transferrable to
other areas.

(4) Should the gover nment directly subsidize poor households?

Programs such as the Moving to Opportunity (MTOpliemented in the United States
(see Section 3.1.2), which give housing voucheratoilies that move from poor to
richer areas, are directly targeted to poor familiehe main advantage of such programs
is that it reduced criminality and tends to giverenopportunities to people. We have also
seen that the effects on employment and educatienrather small because these
programs move people from very poor areas to paasa So to be successful these types
of programs need either to move people from veyr poeas to much richer areas and/or
to be accompanied by other programs that revitgdom areas, especially in rural areas.
Regeneration policies or enterprise (empowermeamnte programs (both implemented in
the US and in Europe) could be a good complemestution to the MTO.

(5) Are they alternative policies to housing that can help improve access to
affordable housing and reduce the spread of slums?

As stated above, we believe that regeneration ipsliar enterprise (empowerment) zone
programs could be a good alternative policy to cedpoverty and the spread of
depressed areas (see Section 3.1.2). MTO and Exgons are complementary policies
since the former is a people-oriented policy wtfile later is place-oriented policy.

4.4 Some options for China

Can we apply these general principles (exposedeitti® 4.3) to policy reforms in
China? It is clear that some general lessons cadréen from the theories and the
international experiences of other countries imtepf housing policies. However, as we
have seen, China is very special country. In palgrc (i) China has experienced very
important changes in housing policies switchingrfra very centralized and planned
policy to a much more market oriented one; (ii) 2hhas a unique migration control
with the hukou system; (iii) Although China has expnced a very fast and large
urbanization in the recent years, it is still urddsanized and under-agglomerated (Au
and Henderson, 2006a,b); (iv) China has a relatiyeortant informal housing rental
sector because of urban villages in cities; (v)n@his concerned about how best to
address the problem of poverty and poor housingigrant workers in urban areas.

Here are different options that can be given basmedvhat we have learned and the
specificity of China.



(1) How should China fight against poverty in cities?

One of the main concerns in Chinese cities is hest tb address the problem of poverty
mainly of “illegal” migrants (who are Chinese rurakidents) living in “urban villages”.
Furthermore, some local urban hukou holders are ptsor-- the lost generation in
particular. We propose two steps to fight agaih& poverty. The first one is to require
that the Chinese government recognizes these dillegrigrants by helping them
becoming “legal”. It is indeed difficult to impleme a social housing policy fighting
against poverty if the government does not idendifid recognize who are the poor.
Second, social housing is mostly about subsidibimgsing for the poor. To fight against
poverty, one can either implemeptace-targeted policies (like the enterprise zone
programs in the US and Europe and/or housing pojacdhe US, council housing in the
UK, HLM in France, etc.) opeople-targeted policies (like the MTO programs in the
us).

For China,place-targeted policies would mean revitalize urban villages (the governie
either invests directly in renovating and modemgzibuildings in urban villages or
induce firms to establish there by waiving theixes) while people-targeted policies
would imply to move poor people (both illegal migts and poor local urban hukou
holders) from urban villages and/or poor areasdoer areas by paying the difference in
housing prices (like the MTO programs in the US)cQurse, place-targeted policies and
people-targeted policies are not exclusive andoeaimplemented together.

One has to be, however, careful with these poliagsther questions arise. Indeed, if the
Chinese government integrates urban villages iityoaciministration, then what will be
the fate of housing there and the owners (originedl hukou holders in those villages).
Will the government pay off those owners, tear ddia housing (for villages on prime
land)? In that case, they would needoerson-based approach (i.e. people-targeted
policies). Also for urban villages on the city fringesjtisipgrading housing that prevails?

(2) Should China subsidize housing in cities? Should China encourage social
housing and seeit asa long-term solution?

Because of the hukou system, Chinese urban migrangsy build their own houses,
either living in employer-provided accommodation renting rooms from established
residents. The 1997 Beijing survey reports thatoain0% of migrants stayed in work-
related housing and another 25% in rented dwellimgthe same year in Shanghai, about
one-third of migrants labeled “temporary” livech idormitories and another third in
rentals (Wu, 2002). As a result, it should be cldst the hukou system is quite
inefficient since it makes rural migrants (i.e. Aawrkou holders) separated in the social,
physical, and labor market spaces. In 2005, 74ianilbeople with rural hukou lived in
cities (Henderson, 2009). Furthermore, migrants tenleave the countryside at age 16-
17 and rarely return. As a result, rural-urban etign tends to bpermanent and the big
issue is the distinction betwedarmal and informal sector markets. The latter (i.e.
informality) is not that good because basically rural migratdsnot learn much by
migrating to cities since, as Solinger (1999) puthey “take up most of the 3-D (Dirty,
Dangerous and Demanding) jobs shunned by urbanemsikin particular, they daot



interact with urban residents, who are usually nemhgcated, and thus don’t benefit from
local externalities.

In this context, social housing for rural (illegafjgrants could be efficient since it would
make the informal sector formal and would allowatumigrants to live in decent
housing. By social housing, we mean (directly alirectly) subsidizing housing for the
poor by eithetargeting places or people (see our answer to question (1) above).

Indeed, after 2002, rural-urban hukou conversiorgewdecentralized to provinces and
there has been an upsurge in hukou conversionrdiog to Henderson (2009), an
estimate of 90 million of such conversions has oetibetween 2000 and 2007. These
90 million represent permanent migration. Thisagmled with a farm labor force still in
excess of 300 million, perhaps 200 million of whimte truly excess labor. As a result,
there is a clear tendency for making rural migrag@rmanent. So social housing would
certainly improve the living conditions of ruralgimanent) migrants by providing them
with decent housing.

One worry with giving subsidized housing to migsang that it encourages more
migration into cities like Beijing where such encagement is problematic. There is
therefore a trade off betweesuity (migrants versus non-migrants for housing) and
efficiency (subsidizing in-migration effectively). Indeed, ahe one hand, giving
subsidies to migrants will encourage more migratn the other hand, you want them
to live in decent housing condition. In Song anchaie (2010), we show for the city of
Shenzhen that the price of land of non urban-vélagsidents is negatively affected by
nearby urban villages. In other words, the closer resides from an urban village, the
higher are the negative externalities this perseis (especially in terms of the value of
his/her house). So even if the local governmertlioignores illegal migrants and urban
villages, it cannot ignore the fact that it affectdban hukou holders who live nearby
these urban villages.

Finally, if the Chinese government continues toegh® hukou rules, then there will be
important effects on both the demand and the supplgs. On the demand side, the
easing of hukou rules will stimulate demand for lm@ome housing outside the urban
villages in cities. This will encourage the filtegi of existing housing to serve these
households. But these are very poor householdsyesshould be wary of rules and
standards imposed outside of the urban villagesdbanot allow low quality housing to
be supplied to the poor. Public health and safegyceucial concerns of government, but
rules on crowding, privacy, and shared facilitiesy quickly become excessive. On the
supply side, we should not encourage substantigtaging of housing in the urban
villages beyond the capacity of the poor to pay.dieefer a glut of slum housing to its
elimination -- driving down the cost of accommodati We should encourage the
integration of land use planning in cities to ird#uthe urban villages, but we should be
careful not to let this reduce the supply of lowdme housing. Ideally, subsidy programs
for renters should be demand-oriented (vouchers thedlike, i.e. person-targeted
policy). But since so many of the urban poor and emategipairal migrants work in the
informal sector, it would be hard to identify ebtgs and to manage such a program. As a
result, gplace-targeted policy could be more efficient.



(3) Should we encourage or suppress urban villagesin China?

Rural migrants are constrained in several aspé&étst of rural migrant laborers are
taking low-income jobs in cities, which limits theiapacity to consume urban housing
units in the commercial housing market. Albeit wogklonger hours, rural migrants earn
less income (for example, 18% lower in 1999) thaman residents (Liuet al., 2003).
They are thus constrained by their financial cdpgeds. In addition, migrants are
excluded from the urban housing market becausastitutional restrictions associated
with the urbanhukou system. As such, programs aiming at eliminatingan villages
and improving physical environment in urban villageould likely be largely ineffectual
and harmful to China’s economy. As stated abovéhouit complementary consideration
of re-housing current rural migrants, the renewabibages within cities is obviously a
planning action at the expense of rural migrants.

To be more precise, | believe that urban villagday pan important role in
accommodating rural migrants. This is a realispicison, however, only in thehort run.
But, as stated above, these villages are totalparseed from other areas in the city,
which means that there ane interactions between urban residents and illegal migrants
living in urban villages. As a result, in theng run, the government should officially
recognize these urban villages and provide thd migrants with decent social housing.
Unless the Chinese government wants these villagégcome favelas (as in Brazil), it
should bring them under urban governance and pignr@ind provide them with local
public services. This may be delicate act (respgctine property rights of the original
villages), while moving them under urban rathentballective governance.

(4) Should Chinacreatejobsin rural areas?

This could be done following the example of therEptise Zone (EZ) or empowerment
zone programs implemented both in the US and irofur For China, it would be
interesting to have enterprise zone programs ial rareas to attract firms establishing
there. This would be a complementary policy to ¢hadvocated in urban areas (see our
answer to question (1)). All firms that become llthaed in these areas would be
exempted from tax (pay-rolls taxes) during a cargaeriod (typically five years). The
idea of this policy is to decrease the “distancetileeen local rural workers and firms and
help these workers stay in rural areas. In retaach firm must hire 20-30 percent of
their employees from the local rural population. Aated above, this is a place-oriented
policy and it should be implemented together withemple-oriented policy such as the
MTO programs.

(5) Can microfinancework in China?

An alternative policy (implemented in Africa anddia) to public housing that can help
improve access to affordable housing and reducesphead of slums is microfinance.
Chapters 6 and 7 of United Nations Habitat (2006yide a well-informed discussion of
recent developments. The chapters contrast foumdanf loans,mortgage finance by
banks, microenterprise finance, shelter microfinance, and community funds.
Microenterprise finance is targeted to small emepurs, shelter microfinance to



households with land who wish to improve their stiiwes, and community funds to
those without secure tenure for the constructiomadic housing and infrastructure. A
dominant theme is that shelter microfinance agenarel community organizations need
links to the state to provide funding on the regdiscale but that establishing these links
carries with it the dangers of bureaucratization.

Let us explain in more detail how microfinance worknd how it can be applied to
China® Microfinance has established itself as an integaat of financial sector policies
of developing countries in the past decade. Thetipmstarted in the 1970s as a pilot
project in Bangladesh and has rapidly spread ardbadglobe. Currently around 70
million low-income individuals are served by midrance institutions (Daley-Harris,
2003). The essence of microfinance is to draw idea® existing “informal sector”
credit mechanisms — like intra-family loans, RatgtiSavings and Credit Associations
(ROSCASs), and local moneylenders — while creatingable conduit for capital infusions
from formal sector banks, donors, and governmeBecause of the lack of formal
financial institutions in urban villages for rurahigrants in China, subsidies to
entrepreneurs can be channeled through state-rokspas for example the famous
Grameen Bank in India, which lend money to the patoreasonable interest rates and
without requiring collateral. It works as followBhe Grameen Bank holds a meeting in a
village and announces that it will soon introduceneaw kind of banking operation.
Individuals interested in borrowing will get loafts their own, independent projects, but
they must approach the bank with four others who similarly seek loans. These five-person
groups meet with a loan officer from the bank oeaeh week, at which time loans are
disbursed and payments are made. The loan cofiaach twist, which is that should a
borrower be unable to repay his/her loan, he/sliehave to quit his/her membership of
the bank — as will his/her four fellow group menshawhile the others are not forced
explicitly to repay for the potential defaulterethhave clear incentives to do so if they
wish to continue obtaining future loans. The keyhgt Grameen Bank loans (like loans
from other microlenders) are more attractive thaans from other sources like
moneylenders. While moneylenders may charge irtteaéss over 100 per cent per year,
the Grameen Bank keeps its official rates at 20 qaart (and even with extra fees,
effective rates are below 30 per cent per year).

Allowing borrowers to voluntarily form their own gups helps microlenders overcome
an “adverse selection” problem (Ghatak, 2000; Arddeiz de Aghion and Gollier,
2000). The problem is that a traditional bank hasffecult time distinguishing between
inherently “risky” and “safe” borrowers in its poof loan applicants; if it could, the bank
would charge a high interest rate to the risky ®@oar and a lower one to the safe
borrower. But without precise information, the bankst charge the same (high) rates to
all potential borrowers, and this can trigger tix& ef safe borrowers from the credit
market (this is referred to as the “lemon” problesae Akerlof, 1970). The outcome is
inefficient since, in an ideal world, projects urtd&en by both risky and safe borrowers
should be financed. One advantage of the groupirignthethodology (at least in
principle) is that it can put local information work for the outside lender. Adverse
selection is mitigated under the group lending méttogy.

31 For an overview, see, in particular, Armendarizggion and Morduch (2005) and Yunus (2008).



There is no reason why this should not work in @hiMicrofinance could be an

alternative (or a complement) to creating jobs medeasing the education level in rural
areas. Indeed, we should give migrants the oppibyttm create jobs or start their own
projects, either at home (in the rural area) ahmcity. Migrants in China are generally
very entrepreneurial (see e.g. Ma, 2002) with magjf-employed” -- the question is

how they finance their projects. Microfinance cobkla good way to achieve this goal.
As in India (Merill, 2009), microfinance could al$elp provide adequate shelter and
sanitation for the very poor, especially in runadas.
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