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Spillover Effects and Commercial Land Development:

A Study Based on Land Leasehold Transactions in Urban China

ZHANG Kai SHEN Ji XU Hongming and ZHANG Qinghua
( Guanghua School of Management and LMEQF Peking University)
Summary: With the quick rise of service industry in many Chinese cities commercial lands as the main media of service
industry have been playing an increasingly important role in recent two decades. In this paper we offer a dynamic analysis
and empirical study on the allocation of leasehold sales in the Chinese urban land market.

We employ land transaction data from 2000 to 2011 provided by the China Index Academy. Our dataset has covered
commercial lands and residential lands in 199 Chinese cities including prefecturedevel cities and sub-provincial cities
other than Beijing Tianjin Shanghai and Chongging from 2000 and 2011. There are 20 989 pieces of lands available for
auction in total where 9239 of them are commercial lands and 11 750 of them are residential lands. The important
information associated with lands includes auction format ( regular English auction or two-stage auction) usage type
( commercial or residential land) reserve price and transaction price.

Our preliminary empirical study reveals some important stylized facts. First the proportion of commercial lands sold
via the two-stage auction is higher than that of residential lands sold via the same auction format by 7.9% . Second the
sale price of commercial lands is significantly lower for two-stage auctions than English auctions. Such difference is
significant in statistics and in economic value after controlling city-and yearfixed effects and city trend effects. The basic
data work comes up with some puzzles. Common sense tells us that commercial lands are valued highly in cities and
leasehold sales of these lands should make the most contribution to local fiscal revenue. Given this local governments
should rely more on regular auction as such auction format turns out to be more competitive and may drive the transaction
price to a high level. However the reverse is true in reality: the two-stage auction is much more likely chosen by local
governments which yield lower prices. We attempt to offer a systematic explanation for these stylized facts within a unified
framework.

We argue that a commercial land may lift up the value of those residential lands surrounding it. Admittedly real estate
developers are usually financially constrained: bidding more in the auction to become a winner means investing less to
develop a commercial property with lower value. Usually a local government is concerned about both the expected transfer
from land auctions in the short-run and the long-term development value of the commercial lands. Knowing this urban
governments tend to rely more on the two-stage auction to sell the use of commercial land at low prices as they are more
convenient to intervene in such auction format in order to pursue a higher long—un social value.

To illustrate the basic logic we construct a simple auction model where financially-constrained bidders can decide to
enter the auction endogenously. Each bidder (i.e. a potential real estate developer) first gets to know his/her individual
evaluation type for the real estate project and then decides to pay an entry fee for participation or not. We study the bidding
strategies and the resulted equilibrium transaction price in the regular English auction and the two-stage auction
respectively. The regular English auction sorts out the bidder with the highest evaluation type but the fierce competition in
bidding consumes up his/her limited capital so the longterm development value generated by the winner may not be
necessarily high as expected. Before the two-stage auction the local government can search for a good enough real estate
developer through pre-talk and communication and then offers a helping hand to him/her when the auction takes place for
example strategically timing the date of submitting certificates and documents or limiting the number of bidders.
Eventually the long-term development value of commercial property turns out to be high.

Further analysis reveals that the positive spillover effects exerted by commercial lands on residential lands are not
driven by location and such effect can persist over five years. Besides when auctioning off a commercial land with a higher
spillover effect the local government is more inclined to choose the two-stage auction.

This paper also has important policy implications. The urban government should balance the short<un revenue from
land auction and the long-un development value of commercial properties. When carrying out urban planning more
attention should be paid to synchronizing the development of commercial and residential real estates especially to
internalizing the externality and realizing a sustainable development in the process of urbanization.

Keywords: Land Finance; Spillover Effect; Commercial Land; Urban Development
JEL Classification: H23 R14 R52
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