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I. Stylized Facts

about Urbanization
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Rapid 1ncrease in urbanization

Number of urban agglomeration with 1 million or
more inhabitants
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From 746 million in 1950 to 3.4 billion in 2014

Currently 54% of the world’s population
resides in urban areas

Going forward, much of the urbanization is
expected to happen in developing countries



...and 1t will bring about many positive and
some potentially negative consequences

Positive aspects of urbanization:
Spur growth by increasing productivity
Boost innovation
Induce economies of scales and
Offer better paying jobs

Potentially negative aspects of urbanization:
Air pollution
Traffic congestion
Expansion of slums and
Increased income inequality
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I1. Fiscal Policy and

Urbanization Nexus
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What are the fiscal implications?

Urbanization in developing countries will entail:
= Use of more land

= Construction of more housing

= Investment in infrastructure

= Tackling environmental damage

A key fiscal challenge:

= How to mobilize resources for cities to ensure sustainable provision of infrastructure and basic
services?
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Rapid urbanization creates large infrastructure
needs in DCs

70% of global infrastructure demand will emanate from urban areas

90% of the increase in urban population by 2050 will be concentrated in Asia and Africa
Already 650 million people in Africa and 427 million people in Asia lack access to electricity
240 million of urban residents in Africa and 523 million urban residents in Asia live in slums

= Going forward, infrastructure annual investment needs are estimated at $240 billion in Africa and
$2.08 trillion in Asia
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Investment needs: Africa and Asia

Africa (in billions of US dollars) Asia (in billions of US dollars)
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Rapid urbanization induces increase in
environmental damage

= Urban areas generate 80 percent of the world’s GDP and consume more than two-thirds of the
world’s energy, thereby generating 70 percent of world’s greenhouse (GHG) emissions

= Buildings - both commercial and residential - account for a fifth of the total energy emissions
= Transportation accounts for one fifth of global carbon emissions

= The IMF has estimated the total cost of fossil fuel subsidies broadly defined at $5.3 trillion (or 6
percent of global GDP)

=  Removal of fossil fuel subsidies will:
1. Reduce global CO2 emissions by more than 20%
2. Reduce primary deaths from air pollution by more than 50%

e Gene(;_ate fiscal gains of $2.9 trillion (3.6% of world GDP) for lowering distortionary taxes and high priority
spending
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Many options

Reassess the design fiscal federal framework
Seek improvement in public investment processes
Leverage new sources of finance

Generate revenue from land assets (land value capture, land
leases and land sales, and land asset management)

IMF Fiscal Affairs Department
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Reassess the Design of Intergovernmental
Relations

= In DCs, local governments collect on
average less than 25% of their spending

| i Local Government Shares of Total Public Sector
needs against 56% in much more

dey_eloped_ regions. Thi_s afTeCtS their Regions Revenues Expenditures
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governments, but politically difficult in . 15 16.0
the Short term Source: United Cities and Local Governments (UCLG)
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Seek improvements in public investment
processes

= On average, DCs lose about 40% of the value of their public investment because of
Inefficiencies in the investment process

= In emerging and LICs, Public Investment Management Assessments suggest weaknesses in
Institutions that govern public investment, particularly in the implementation stage of
iInvestment. Additional fiscal space can be created both at the federal and local levels by
Improving investment processes
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Leveraging Innovative Financing Mechanism

= Private sector: The assets under management (AUM) controlled by the private finance is
estimated at $120 trillion globally. However, infrastructure projects attract only 10% of private
equity AUM

= Public finance: The total official development assistant (ODA) is estimated at $186.1 billion.
However, infrastructure projects financing account only for 23% of total ODA

= Urban Development Fund: Creation of sustainable Urban Development Fund to make urban
Infrastructure investments more attractive to the private sector
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Revenue from land assets

Land Value Capture (LVC)

= Land values increase with urbanization
because of government investment in
infrastructure

= Fair to tax the surplus - price appreciation
- created by the provision of public
infrastructure through betterment levies, a
one time tax

=  Betterment levies collected at the time
iInvestment or when permission to change
land is granted

= Land Value Capture has been used in
Brazil and Hong Kong ($18 billion over 25
YEES))
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Revenue from land assets

Land lease and land sale

= |t also benefits corporate taxes

= Important in China: 40% to 60% of revenue for local governments (between 2008 and 2014 it
generated $2.4 trillion) through long-term leasing, e.g., 50 years for industrial uses, 70 years for
residential use

Land lease/sale has some notable downsides. It can;

1. Reduce land for agriculture

2. Make fiscal position unsustainable over the medium to long term when local governments
exhaust land resources

3. Not conducive to transparency if transactions are conducted off budget

IMF Fiscal Affairs Department
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Revenue from land assets

Land asset management
= Huge land and property assets in public balance sheets, which are noncore

= Worth exploring swapping these (noncore) assets for productive assets.
Example Egypt sold desert land for construction of Cairo Ring Road

IMF Fiscal Affairs Department

19



Revenue from property taxation

= Fair for governments to capture part of the price increase, and is efficient as it
does not affect urban investment

= A sustainable source of revenue (less cyclical)

IMF Fiscal Affairs Department
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Revenue from property taxation

...could also contribute to reducing inequality within
countries

= More urbanized countries seem to be more unequal

= In the U.S., 23% of the increase in earning inequality is
explained by large urban areas

= Higher urbanization tends to attract more productive
workers

= Skilled labor captures a share of the urban rents at the
expense of the landowners (e.g., financial sector workers
in London)

= Rationale for a more progressive income taxation and not
only land taxation

IMF Fiscal Affairs Department
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Revenue from property taxation

=  However, revenue from property taxes is relatively low in emerging and low-income countries

OECD Emerging Low income
countries Markets countries

Property taxes as

% of GDP 1.9 0.6 0.3

Property taxes as
% total taxation 5.5 3.4 1.8

Source: OECD and IMF
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Revenue from property taxation

= Local governments in OECD rely more on property taxes
= Taxes on property as % of total local revenue: 46% for local governments in OECD countries

Composition of Property Taxes in OECD
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Revenue from property taxation

= There are many obstacles to collecting higher property taxes:

1. Base not updated on a regular basis because of weak administration, leading the
authorities to raise tax rates instead. This increases the unpopularity of property
taxes. Tax rates range between 10 and 30 percent in Egypt and Kenya as against
0.5to 1 percent in USA and Europe.

2. Tax base erosion through incentives
3. Weak or undefined property rights

IMF Fiscal Affairs Department

25



= rs

IME Fi"scal.Affairs Dgpagtment

IV. Conclusions

26



Key messages on fiscal implications of rapid
urbanization

= Rapid urbanization is a challenge for policymakers, which policymakers has to
manage with an appropriate policy mix

= Fiscal policy is key to managing this challenge

= An effective fiscal policy can help to support sustainable infrastructure that the
rapid urbanization requires and ensure adeguate provision of public services

= |t can also help to internalize negative externalities generated by urban areas

IMF Fiscal Affairs Department 27
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