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Chapter 2

Rural-Urban Inequality in China

Albert Park

Rural-urban differences in China have persisteatiyounted for a large share of income
inequality? In part, today’s rural-urban gap reflects theitnsibnal legacies of socialism.
Beginning in the 1950s, Communist Party leadersirbleseparated urban and rural
residents through a strictly enforced residentainpt (hukoy system (see chapter 3),
establishing urban and industrial development as rimin objective of economic
planning. Urban workers were provided with an “irare bow!” of lifetime employment,
as well as health care, housing, and pension enBfural residents were organized into
collectives, in which access to basic health camd aducation was substantially
improved. However, in order to subsidize rapid stdalization, the planning system set
prices and directed investments in a manner thatrichiinated against agriculture and
rural areas, leading to sharp differences in théndi standards of urban and rural
residents.

Economic reforms begun in 1978 have yet to revénse pattern of uneven
development or fully repeal the institutions andiges that created it. Quite to the
contrary, market reforms have actually increasedl4wrban inequality (figures 2.1 and
2.2).

<<DTP: Figures 2.1 and 2.2 about here>>

Figure 2.1 plots annual real rural and urban incommer capita adjusted to 2003 price
levels with no adjustment for cost of living diféerces, and figure 2.2 plots the ratio of
real rural to urban incomes accounting for the fhat the cost of living was 29.6 percent
greater in urban areas than rural areas in 2003 Apparent from the figures, real rural
incomes grew faster than real urban incomes dummyg two brief periods. The first was
in the early 1980s, when the household respornyibdystem returned agricultural
decision-making authority from collectives back riaral households. The improved
incentives, along with substantial increases incaiural procurement prices and other
complementary investments, unleashed rapid gromvtigricultural productivity, which,
along with price increases, boosted rural incomgsificantly. The second period was
from 1994 to 1997, when the urban economy slowdldwitng financial retrenchment
while rural incomes grew with rising agriculturaiqes and yields. This period proved to
be a brief interregnum in what has been a steaddgning gap between rural and urban
incomes since 1985.

By 2005, the most recent year for which data isilabwke, rural-urban income
differences had reached their historic peak andevgeeater than when reforms began,
with real rural income per capita being only 39geet of real urban income per cafita.
China’s rural-urban gaps are much larger than thHosed in most other developing
countries (Knight, Li, and Song 2006; Eastwood kipdon 2004).



In addition to contributing to overall inequalityral-urban inequality creates
incentives for rural-urban migration and urbanizatiwhile at the same time being
symptomatic of persistent barriers to populatiorbitity. The size and reasons for the
rural-urban gap thus carry important implicatioos tiow policy may affect urbanization
and inequality and promote development throughtgreaarket integration.

The rest of this chapter is organized as followBhe next section discusses
measurement issues that arise in quantifying thenéxf rural and urban inequality in
China. Section 3 provides an analytical framewiank understanding the reasons for
large rural-urban gaps in China and locates Chiegfrerience in a comparative context.
Section 4 assesses the extent of rural-urban nagrand urbanization in China, which
are key determinants of rural-urban differencehisTs followed by a discussion of how
different government policies influence rural-urbaequality. A final section concludes.

<<A>> Sources of Bias in Measuring Rural-Urban Inegality

The rural-urban income gaps reported above aredbasedata from separate national
sample surveys of urban and rural households coedueach year by the National
Bureau of Statistics (NBS). These measurementswsgect to a number of sources of
potential bias. Although these merit scrutiny, tltey not appear likely to overturn the
conclusion that rural-urban income gaps in Chiralarge.

<<B>>Sampling Bias

The NBS urban household survey sample excludesiugsadents living in townships as
well as residents of suburban districts of provileesl cities (Beijing, Chongqging,
Shanghai, and Tianjin), likely leading to a sligiptvard bias in urban incomesdglission
with NBS staff)® Until 2002 the urban sample also excluded migrdimteg in urban
areas. After they were included, they represergsd than 2 percent of the sample, even
though the 2000 census found that 14.6 percenthefpbpulation living in cities were
migrants. Since migrants generally have lower wdlgas local residents, their exclusion
creates upward bias in measured urban incomes.

Using rural data from 19 provinces and urban datanf11 provinces, Sicular and
others (2006) find that per capita income of ruragjrants living in urban areas is 60
percent that of local residents. Including migrantsalculating urban per capita income
reduces the urban-rural income ratio from 2.27:2.1®:1, increasing rural income from
44 percent to 47 percent of urban income. Theimasé of migrant incomes is likely to
underestimate actual incomes, because it excludeswrban migrants and is based on
a one-time survey while data for local residenestased on self-recorded diaries, which
are known to produce higher income estimates.

The China Urban Labor Survey (CULS) undertaken 002 avoids both
problems. It finds that in five large cities, therpapita income of migrants was 78
percent that of local residents; in five smallestimigrants’ per capita income was higher
than that of permanent residents.

The main reason why migrants’ per capita incomsasclose to that of urban
residents is that migrants living in cities workchdonger hours, have fewer dependents,
and are much less likely than local residents taitemployed or out of the labor force
(Park and Wang 2007). Although migrants often sandey to dependents living in rural
areas, according to the CULS data, net remittaacesunt for only 6 percent of their



income (compared with 3 percent for permanent urbaidents). Netting out remittances
thus reduces the relative income of migrants iranrareas by just 3 percent.

Another source of sampling bias is the fact thanhynandividuals living in
collective households (including dormitories) aret sampled. In addition, the rural
household survey includes as household membengidndis who live away from home
for more than six months a year but whose econdifi@cremains closely tied to the
household (for example, spouses and unmarried rehiid Many of these individuals
actually reside in urban areas. Their inclusiorrwaal household members is likely to
create upward bias in measured rural per capitamecgiven the lack of full income
pooling between migrants and their families in rar@as.

<<B>>Exclusion of Some Categories of Income

NBS household surveys exclude some categoriescofria. According to Sicular and

others (2006), including the rental value of hogsas income would have raised the
urban-rural income ratio by 10 percent in 1995 éngercent in 2002. This increase is
probably overstated, because consumer price indica®t accurately reflect changes in
housing prices.

Urban incomes do not include important nonwage fisnesuch as housing
subsidies, health care, pensions, and unemploymsatance benefits. One study that
attempts to estimate the value of such benefidsfithat they increase the urban-rural
income ratio by about one-third (Li and Luo 2006).

<<B>>Classification of Rural and Urban Areas

Reclassification of rural areas as urban areasuatsdor a large share of urbanization. If
more-developed rural areas are more likely to loassified as urban, reclassification
reduces both rural and urban mean incomes, whiald docrease or decrease the rural-
urban gap.

Benjamin and others (forthcoming) perform an exsereising data from the China
Health and Nutrition Survey to argue that suchagsification increases the urban-rural
income ratio. To the extent that the definitionudban is consistently applied over time,
reclassification should not be a source of biasjtlertainly alters how one thinks about
the contribution of rural-urban gaps to overallqguality and the causes of rural-urban
inequality. Moreover, as described below, China tl@@nged its definition of “urban”
over time, leading to unknown sources of bias. bapments in the accuracy of the
definition (such as those adopted in 2000) coutdeiase the rural-urban gap, because the
most economically developed areas are more likehetreclassified as urban.

<<B>>Differencesin the Cost of Living

The rural-urban income ratios plotted in Figure.2a&2e adjusted to account for
differences in the cost of living between urban amdhl areas. If, however, the much
more-rapid increases in the cost of living in urlda@as compared with rural areas reflect
increases in the quality of goods consumed ratfaar increases in the prices of goods of
the same quality, the comparison of real incomesrural and urban areas will
underestimate the increase in the rural-urban gap.



<<A>>Understanding the Large Rural-Urban Divide

In models of free labor markets and costless laayility, equilibrium is achieved when

wages adjust to the level at which labor supplyaégjlebor demand. In such models,
wages for workers with the same human capital c@eveacross labor markets,
regardless of differences in physical infrastruetwor capital across regions. This
convergence occurs because labor moves acrosstmarkeé marginal productivities are

equalized. If this is the case, rural-urban diffees in earnings reflect differences in
labor productivity. Sicular and others (2006) fitltat differences in the observable
characteristics of rural and urban residents erptl percent of the rural-urban gap.
According to them, 25 percent of the differencattsbutable to differences in education.

Other causes of rural-urban gaps arise once thiegbenarket assumption is
relaxed. First, labor mobility may be hampered bg tosts of moving, by search (or
information) costs, or by the disutility of leavirgpne’s home and moving to a new
environment. For the poor, financing constraintsy it migration. Second, policies
such as China’sukousystem (described in chapter 3) may create pblkgyiers to labor
mobility, effectively segmenting labor markets saiat.

Historically, rural-urban wage differentials haveen observed in developing
countries even when there are no obvious policyidyarto labor mobility. This is
especially true during early periods of structuwradnge. In both the United States and
Japan, for example, rural-urban wage differencesewarge at the beginning of
industrialization but converged over time, as largjeares of the labor force moved from
agriculture to industry (Caselli and Coleman 2084yami 2001). In the United States,
rural-urban labor shifts in the South are credit@th narrowing North-South wage
inequality as well as rural-urban wage differen@@aselli and Coleman 2001). Although
there is little direct empirical evidence on thagens for large rural-urban gaps at low
levels of development, it seems plausible that mgp\and search costs are substantial
when the density of nonagricultural activity is l@amnd infrastructure is underdeveloped.
Highly productive early industrializers may alsotioa employment opportunities,
leaving uneducated workers out of the industrisiimagame altogether. Among labor,
capital, and goods markets, labor markets are allgithe last to integrate (Aghion and
Williamson 2002).

In China rural-urban income differences are muctallem in more-developed
industrialized provinces. If labor movement outagfriculture into nonagriculture were
greater in areas with larger rural-urban gaps, woeld expect regional differences in
these gaps and in mean income levels to converge tone. However, until the late
1990s, China’s coastal provinces witnessed a napighflow of labor out of agriculture,
an unsustainable pattern once most of the laboricim provinces has already left
agriculture. Income and employment data suggessthee 1997 structural change in the
western provinces has accelerated sharply, prayidome hope that regional income
differences are beginning to narrow (Du, Park, ¥ahg 2005). Over time, the number
of migrants moving to other provinces and regioas imcreased. By 2004 half of all
rural migrants had migrated to another province SNIO05).

Several lessons can be drawn from this discussimst, large rural-urban gaps
can exist absent policy barriers, especially at levels of development. Second, rural-
urban differences related to structural changdileé/ to be an important dimension of
regional inequality. Third, China’s pattern of pnovement of labor out of agriculture



with rising rural-urban income gaps is anomaloubght of the development experience
of other countries. Fourth, labor market integratiakes time. Increasing rural migration
flows from the regions with the largest rural-urlg@ps has occurred only recently.

In a world of imperfect rural-urban labor mobilitygpvernment policies that treat
urban and rural areas differently can lead to gapsral and urban living standards. In
addition to policies that directly affect labor nildly, such policies include those
affecting taxation, the prices of agricultural autpand inputs, public investment, basic
social services, social insurance, and the findseietor [[AU: Edit okay ?].

<<A>>Urbanization and Migration

According to official statistics, the percentageGdfina’s population living in urban areas
more than doubled during the reform period, indrepgom 17.9 percent in 1978 to 41.8
percent in 2004. Possible factors that could acctamthe increase include more-rapid
natural rate of population growth in urban areaa essult of higher birth and lower death
rates; rural-to-urban migration; recategorizatibmuval areas as urban areas as a result of
economic development; and changes in the definifourban Annual estimates of the
urban population come from linear interpolationsdzh on estimates from population
censuses and mini-censuses, one of which is uhkéertvery five years (Chan and Hu
2003).

Since the fertility rate is much lower in urbanasdhan in rural areas, the first
factor is unlikely to be driving urbanization. Zltpand Song (2003) estimate that three
fourths of the increase in urban population carbiotexplained by the natural rate of
urban population growth based on birth and deatsydhey attribute this unexplained
share of the increase to rural-urban migration l@esiaog both hukou and nonkukou
migration). According to my calculations using tR@00 population census data, only
12.2 percent of the population living in citiestowns (about 57 million people) had a
hukouin a county or city different from their place @sidence (defined as where they
had lived six months or more the previous yearjsTteven if there were no migration in
1978, nonaukoumigration could at most account for one-quartethef increase in the
urban population between 1978 and 2000. Betwee2 598 2004, 16.8-20.0 million
people a year changed thkirkouregistration. Chan, Liu, and Yang (1999) repoai #h0
percent ofhukou migrants come from rural areas. A simple calcalatusing these
numbers yields an estimate of the total numbereoipfe who changed théiwukoufrom
rural to urban from 1982 to 2004 at 169 million just less than half of the total increase
in the urban population over this period. Evenwlig for deaths, people who change
their hukou more than once, andukou changes to rural destinations, these numbers
suggest thatukoumigration accounts for a significant share of ltatdanization.

What about the importance of reclassification ofaruareas as urban? Such
reclassification can be the outcome of either neteréa for what is urban or evolution of
rural areas into urban areas given a consistenhiti@h for what is urban. China’s
official urban population statistics were reviséttiaboth the 1990 and 2000 censuses to
reflect changes in definition. According to Yu (2090 however, these definitional
changes did not increase the total urban populdtidthus, the accuracy of
recategorization depends on the reasonablenesg afiteria for urban classification. In
2000 the NBS shifted to a standard based primarilpopulation density. This standard



should be less subject to influence from admintisteareforms that change an area’s
classification in the absence of real economicemnagraphic changes.

Could the censuses be underestimating the truentexit urbanization by
undercounting rural migrants living in cities? Aadimg to the annual rural household
surveys of the NBS (2005), the number of rural eags was 81.2 million in 2002, 89.6
million in 2003, and 93.5 million in 2004. Elsewkgethe NBS reports that in 2004 about
80 percent of rural migrants migrated for more tlsan months (the 2000 census also
uses a six-month standard for residence) and thaegcent migrated to cities or towns.
In addition to individual migrants, the NBS estiestthat rural family migration was
23.5 million in 2002, 24.3 million in 2003, and Z24million in 2004 (NBS 2005). If
families were as likely to go to cities as indivadmigrants, these numbers imply that the
urban population coming from rural areas was 93lbom in 2004 (17.2 percent of the
urban population). This is significantly higher thahe 12.2 percent of the urban
population estimated using 2000 census data. Esig wfficial urban population data,
at the current pace, more than half of China’s petmn will be urban by 2010.

Despite rapid urbanization, it has been argued@méta remains underurbanized
given its level of economic development. Chineseeiare suboptimal in size (Au and
Henderson 2006), and less of the population igeded in coastal regions than would be
expected with free population mobility.

Rural-to-urban migration is the critical behavioffeating both rural-urban
inequality and urbanization. Such migration haseased steadily over time, and policy
barriers to migration have been reduced (althoudnghhtikou system is unlikely to be
dismantled for some time) (see chapter 3). Polieg enformation barriers as well as
other costs continue to inhibit migration, leavegple room for even greater migration
in the future. Rising rural-urban income gaps atien@ facie evidence that migration
flows have not increased rapidly enough to offgsing differences in rural-urban
productivity growth.

<<A>>Policies Affecting the Rural-Urban Divide

If rural and urban labor markets are not fully greged, policies that treat rural and urban
areas differently affect the size of rural-urbacome gaps and alter the incentives to
migrate. This section examines some of the keycigdli contributing to rural-urban
inequality in China.

<<B>>Rural Industrialization

The multiplicity of collectively owned small- andemium-size rural enterprises was one
of China’s great reform success stories. Exploitdgmand niches not met by the
planning system, rural enterprises, including #éeamployed, grew rapidly in the 1980s
and steadily for much of the 1990s. Total ruralegotise employment increased from
28.3 million in 1978 to 92.7 million in 1990 and5L3 million in 1996 (China Statistical
Yearbook 2006). After 1996 China experienced, Far first time, a sharp drop in rural
enterprise employment, to 125.4 million in 1998ac®i then there has been a gradual
recovery, with employment reaching 142.7 millior2i@05 . The slowdown from 1996 to
1998 reflected a number of factors, including tlegaa financial crisis, intensified market
competition, corrections for overexpansion duri®§3-94, and widespread privatization
of town and village enterprises (TVES), which fregtly led to labor shedding.



TVE development in China played an important roledising rural incomes for
those able to find employment in such enterprisefact, given the choice, many better-
educated farmers preferred local nonindustrial jabsut-migration (Zhao 1999). The
share of nonagricultural income in total rural hetusd net income increased from 22.3
percent in 1990 to 52.4 percent in 2004. Most efrtbnagricultural income (34.0 percent
of net income) was from wage income. This is anrespive change in the structure of
rural income.

Because such employment opportunities were higtdyed in their distribution,
favoring those living in coastal areas, rural indaszation increased inequality (Rozelle
1994). This contrasts sharply with the experientdawan (China), where nonfarm
employment in small- and medium-size enterpriseddHS equalized incomes. This
difference occurred because major infrastructureestments and Taiwan's small
geographic size integrated the labor market adhesgsland.

The recent widespread privatization of TVEs, alomgh increased market
openness and intensified competition, provides dppdies for increasing rural incomes
in the future. Early evidence suggests that prreati TVEs perform better than
collectively owned enterprises and may thereforp heake China’'s SMEs a more
dynamic sector that will eventually increase empient opportunities for rural labor.
Privatized firms are also less likely than colleely owned enterprises to privilege
employment of local rural residents, which shoutdphimprove regional labor market
integration. In a more open system, however, engapare more prone to cluster around
urban or periurban areas to realize economies afescTherefore, future private
enterprise development in China will occur maimlyurban centers. If this is the case,
reducing rural-urban inequality will be particulartiependent on the ability of rural
residents to migrate to urban areas.

<<B>>Pricing Policies and Trade Liberalization

Under central planning, the state determined oyspuaées for grain and other agricultural

commodities at low levels to buoy urban workersh@amption and indirectly support

industrial production. During the early reform peti official procurement prices were

increased several times to improve farmer prodociitcentives and increase rural
incomes. In 1985 China established a dual-trackimgiand procurement contracting
system that required farmers to sell a fixed amafifttasic grains, cotton, and vegetable
oil to the state at low, state-set prices. Farmene free to sell the rest of their output on
the open market and keep the income earned. Thiy@xted as an effective tax when
the market price was above the procurement pritebbcame a protection price in the
late 1990s, when the market price fell below thecprement price and the government
agreed to purchase quota amounts to support farmeigare. Procured grain was

provided at subsidized prices to urban residentit 19093; termination of these subsidies
contributed to the narrowing of rural-urban diffieces.

One reason why grain prices collapsed in the 18804 was government
administrative efforts to mandate that farmers @ase planting of grain following
concerns about temporary supply shortages thableapid grain price inflation in 1994
and 1995. These measures were motivated by cofmethe welfare of urban citizens.
The low grain prices hit farmers very hard and wlargely responsible for slow rural



income growth in the late 1990s. Many farmers radpd by seeking additional off-farm
employment.

After the large increases in grain prices in 198d 4995, real grain prices fell
steadily, until increasing sharply in 2004, wittwkr grain sown area and lower grain
output (figure 2.3). Agricultural input prices weareich more stable over time, so that the
profitability of grain production rose and fell Wigrain prices. It is not clear whether the
recent increase in the grain price is a temporarylonger-term phenomenon. The
government now supports higher grain prices toeiase farmer incomes, is making less
effort to maintain sown area in grain, and, sin6812 has provided sizable subsidies to
take ecologically marginal lands out of crop cudtien.

<<DTP: Figure 2.3 about here>>

China’s World Trade Organization (WTQO) commitmeatihcrease agricultural
imports for key commodities has also affected ddimesgricultural prices. Before
implementation of the agreement, world prices ofeath corn, soybeans, cotton, and
sugar were below domestic prices, in some casestaslally so. Lower prices as a result
of trade liberalization significantly harm some ajpéized producers of these
commodities (for example, corn producers in Jisaybean producers in Heilongjiang,
sugar producers in Guangxi, and cotton producerXimjiang). There is concern that
trade liberalization will hurt northern farmers radhan those in the south, because China
is much more internationally competitive in riceoguction than in wheat and corn
production, and the south is better positionechtodase livestock and horticultural goods
production, in which China has a comparative ach@gat However, since the increase in
imports is limited for commodities with tariff-ratpiotas (for example, wheat and corn),
the adverse effects should be relatively modesierintermediate term.

Supporting production adjustment (including shitisnonagricultural activities)
by farmers affected negatively by price changesutin effective provision of new
technologies, credit, and other necessary inpyigesents a major policy challenge. If
farmers can shift production in line with comparatadvantage, trade liberalization can
increase rather than reduce rural incomes.

The best quantitative study of the welfare impaft€hina’s WTO agreement is
by Chen and Ravallion (2004), who solve a competajgneral equilibrium model
calibrated using official urban and rural surveyad@hey find that three-fourths of rural
residents lose from trade liberalization, while yowine-tenth of urban residents lose.
However, the magnitudes are not very large, anqualkty measures are hardly affected.
Overall, mean per capita farm income decreasesli8y Mainly as a result of the drop in
wholesale prices, while mean per capita urban icomoreases by Y29.

<<B>>Taxes and Subsidies

China’s fiscal system was significantly decentediZollowing reforms in 1980 and 1984
(Lin and Liu 2000). Governments at all levels hasecountered difficulty raising
adequate revenue to fund government expenditutes.pfoblem has led to increasing
budgetary self-reliance at local levels and thaucédn of fiscal subsidies from upper
levels of government. County and township goverrisi@m poor areas have frequently
had no alternative but to increase revenues thrauggriety of ad hoc fees and levies in



order to meet their recurrent expenditure obligegidn some cases, the corrupt practices
of village officials have also led to increasedaftutaxation. In many cases, such
assessments are levied on a per capita or pertmddeasis in rural villages.

For all of these reasons, taxation is regressitieerathan progressive in rural
China. Many farmers have seen fees increase with@ible increases in public
investments or services. The problem became savéhe mid-to late 1990s, leading in
many cases to rural protests (Bernstein and Lu 2000

The central government has passed laws to limdl iaxation (to 5 percent of
income) and widely publicized the importance okefive enforcement of this rule. But
without continuous vigilance and administrative oefff compliance is difficult to
maintain. The contrast between excessive ruratitaxand continued subsidies for many
urban workers is quite startling in light of theda gap in welfare between rural and
urban residents.

In recent years, as the government has successhdhgased revenues and
centralized budgetary revenue, greater redistobuthas been possible. The new
leadership has made significant progress in reduciral burdens. In 2003 it eliminated
educational surchargegapyu fujiao fe). Between 2003 and 2006, it phased out the
agricultural tax, along with most other fees, ehating farmers’ tax and fee burdens in
most areas.

At the same time, new spending initiatives soughtrtprove the welfare of rural
residents. Caps on educational fees were impos@008@ in some areas, expanding in
coverage over time. Starting in 2006, the centoalegnment provided new subsidies to
eliminate the collection of most educational charfg compulsory education (primary
and middle school). Since 2005 free textbooks Heaen provided to children from poor
families. In addition to significant subsidy progrs to support grain production and
reduce farming on marginal lands, China also régepstablished a new rural
cooperative health insurance system, establisheetva subsidy program for health
expenses of the poor, and began scaling up naftyatsakrural minimum living standard
(Di Bao) subsidy program.

Many of these initiatives were outlined in the 1Hive-Year Plan, adopted in
March 2006, as part of an effort to “build a newiabst countryside” that increased
government spending in rural areas by 15 perceat the previous year. Given these
reforms, it is unlikely that differences in taxesdasubsidies explain much of the current
gaps between rural and urban incomes. Howeveralfisubalance and cash-starved
governance in poor regions remain pervasive chgdierto maintaining the quality of
public services while reducing tax collection.

<<B>>Agricultural Investment

During China’s reform period, periods of high agtiaral investments and growth have
been strongly associated with reduced inequality @overty alleviation (Rozelle 1994;
Rozelle and others 1998; World Bank 2001; ChenRawallion 2007. But such periods
have been brief and intermittent. This contrasth whe experience of Taiwan (China).
From early on, Taiwan emphasized the importanceisfng rural incomes; it therefore
invested heavily in rural infrastructure and agditiztal research and extension (Park and
Johnston 1995), which led to broad-based ruralnrearowth that not only reduced
income inequality but also spurred growth.



In China, industrial growth in Chindas been associated with increased
inequality, mainly because until recently nonadtimal opportunities have been
available to only some farmers and regions (espetise in coastal areas). The reform
period has seen a steady decline in the share \@rgment expenditures allocated to
agriculture (including investments, subsidies, esgkarch and extension), from about 14
percent in 1977 to less than 10 percent by 20045(N#B06).

The disappearance of village collectives has atsuributed to deterioration of
rural infrastructure and investment. Collectives, éxample, used to assess rural corvée
labor requirements to support investments in roadgation, terracing, tree planting,
and other activities. The reforms have eroded thaiity to mobilize labor in this way.

It is, of course, difficult to assess the adequakcgurrent public investments in
rural development without carefully assessing camgepublic projects. A decline in
agricultural investment may be appropriate givencagiure’s falling overall importance
in the economy. However, given the large numbepegple still living in rural areas,
declining levels of agricultural investment havgngiicant distributional consequences.

Some specific investments, in particular agricalturesearch, that have high
returns receive inadequate or misplaced public stments. China invests only 0.5
percent of agricultural GDP in agricultural reséardor example—a much lower
percentage than other countries (developed cosrdtieh as Australia, Canada, and the
United States invest 2—4 percent) (Rozelle 2003)ciMresearch is decentralized, but
revenue-scarce local governments have been ungvttrspend scarce funds on research.
Investment has also focused excessively on grawpser ignoring technologies
appropriate for poorer regions.

One example of the potential of well-targeted inmesits in agricultural research
is China’s aggressive investments in plant biotetdgy, an area where China has
become a world leader. The tremendous successopt guch as China’s Bt cotton
suggests that the returns to such investments easpéctacularly high. China should
maintain its commitment to this effort, while pagi in place an appropriate safety
regulatory system (Rozelle 2003).

<<B>>Education and Health

Differences in basic education and health senacesan important dimension of China’s
rural-urban divide. According to the China HealtidaNutrition Survey, conducted in
eight provinces, mean years of schooling were $&a0s for urban workers and 6.6 years
for rural workers (Shi, Sicular, and Zhao 2002).cé&ding to the 2000 census, urban
enrollment rates are 93-95 percent and rural eneoit rates are 84-90 percent
(Hannum, Wang, and Adams 2006). Enroliment rateséoondary-school-age children
are 72-80 percent in urban areas and just 50—@&émtein rural areas (Hannum, Wang,
and Adams 2006).

Quality differences in urban and rural schools also significant. Many poor
rural areas have yet to fully implement China’seayear mandatory education law,
mainly because poor families are unable or unvgllio pay required school fees. Fiscal
decentralization has led to growing disparitiesthe funding of education and health
services (Tsang 1994, 2002).

While gender disparities in educational attainnmeetnot nearly as pronounced in
China as in other parts of the world, they appeantrease with poverty (Hannum and
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Park 2002). Some minority groups also have very levels of educational attainment.
The central government has set up special fundsupport schooling in poor and
minority counties, but these funds remain relativeinall relative to the size of the
problem.

Despite the fact that the economic returns to itmeat in education are likely to
be extremely high, the government invested justpgz&ent of GDP in education (2.5
percent of government budgetary outlays) in 2002ata well below that of other
developed and developing countriéBy way of comparison, in 1994 public spending on
education as a percentage of GDP was 2.2 percédhima, 2.8 percent in Pakistan, 3.6
percent in India, 3.7 percent in the Republic ofré&y 3.8 percent in Thailand, 4.7
percent in Mexico, 5.3 percent in Malaysia, andggfent in Hungary (Song 2003).

Large disparities in educational access among msgio between urban and rural
areas are inefficient from the standpoint of makingestments to support economic
development, as Heckman (2003) notes. Recent sthdige shown that the returns to a
year of education in urban China are well abovepéfent. Moreover if wages are set
below marginal productivities as some research estgg or if individual educational
attainment has externalities, for instance increpshe productivity of other workers,
then the estimated private returns to educatiom froicro-studies may substantially
underestimate the social returns to education, hwismuld be much higher (Heckman
2003).

<<B>>Rural Credit
Rural credit supports rural development by finagcimew and ongoing economic
activities as well as household investments in atloc and health. Its role is especially
important when there is substantial pressure omdes to adjust their production
activities in response to changing price and otheentives, because new activities
usually require new investments. Credit is alsoessary for farmers to achieve
economies of scale through mechanization, which b&wan important prerequisite for
releasing additional labor for nonagricultural work

Like much of China’s financial system, China’s uiaancial institutions (Rural
Credit Cooperatives [RCCs] and the Agricultural Baf China) suffer from significant
bad debt problems. Beginning in the mid-1990s thmeblems reduced the volume of
new credit made available to rural borrowers, egigan poor areas, where the bad debt
problem was more severe (Brandt, Park, and Wang)2@@ the same time, the lack of
effective interregional financial intermediation RCCs may have helped keep financial
resources from flowing from poor areas to richeeoriTo improve credit access of rural
households, in the early 2000s RCCs establishenvesgstem in which every household
receives a credit limit based on an initial assesgrof its creditworthiness. Some initial
but scanty evidence suggests that the new systeynhenge improved credit access of
farmers, but whether this is a sustainable modehnes to be seen. Since 2004, China
also began experimental reforms in eight provirtcesnprove governance by creating
larger rural cooperative banks or associationsin& broader branch networks and
improve incentives. In 2006, the Peoples Bank oih&Hlegan an experiment to allow
private microfinance companies to operate in 5 jmas, and the China Bank
Regulatory Commission began experimental reformgréanote village banking in poor
villages of 6 provinces. It is too early to assesperformance of these experiments.
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Overall, the record for provision of rural creditgupport economic development
in rural areas is mixed. In some respects, didiohuof financial resources has been
equitable, but rural banks are plagued by perfooaamoblems. In the more-commercial
banking system that is likely to exist in the figurt will be essential to deregulate
financial institutions, so that they can chargeiiest rates that cover transaction costs and
account for risk in each region and develop finahicistruments that meet the needs of
local borrowers. Creating a diversified financiaystem, including microfinance
providers, that can meet the needs of differenégyqf borrowers in rural areas should be
one goal of China’s future financial reforms.

<<B>>Targeted Poverty Programs

Since 1986 China has pursued an active regionatlyeted investment program in a
group of nationally designated poor counties. Tlannprograms have been a subsidized
loan program, a budgetary grants program, and &cpwbrks program (focused mainly
on road construction and infrastructure to prosdée drinking water). Although sharp
criticism has been levied at the implementationthed subsidized loan program (the
largest of the three programs), there is evidehateregional targeting has increased rural
incomes and achieved respectable rates of retalan(and Ravallion 1999; Park, Wang,
and Wu 2002). However, targeting has been far fidenl, with increasing leakage over
time. Many poor people residing in nondesignateghties have received no assistance.
To deal with some of the targeting problems, in 2@hina switched the level of
targeting to the village rather than the county asiablished an ambitious new
community-based village investment program.

<<A>>Conclusions and Policy Recommendations

A key aspect of any policy strategy for addressintpl-urban differences even as
urbanization proceeds will be a vision of how pa$eof labor mobility will unfold in the
coming years. China’s economic growth is being ehivby rapid urban development in
coastal areas that threaten to leave the restiofCiehind. Remarkable levels of foreign
direct investment and exports in these regions haeated global linkages that are
creating very dynamic agglomeration economies. Ldlwmws are responding, but the
response is too slow to stop widening wage andyutodty differences.

Theory suggests that when regional wage differentiecome large enough,
investment should begin flowing to the regions withver wages (Hu 2002). Such
movement is being encouraged in China by the gowemt's Western development
initiative, but large investment flows have yetmaterialize. The situation creates some
challenging policy choices, because continued frigeaip of the labor market could
unleash a large movement of rural labor on coastas. Although this may be the fastest
way to share the gains of growth broadly, Chinaeappto be relaxingukourestrictions
in smaller cities first, in the hope that they valtract more rural migrants and prevent
congestion in large cities. The advantages of dpisroach need to be weighed against
growth that is more focused on larger urban centeghich have greater attraction for
migrants.

What are the implications of migration trends fambjic policy? In cities that
receive increasingly large numbers of rural migsatihese pressures may create more
problems than in the past, because they are addialyeady large migrant populations,
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pushing congestion costs higher. At the same timere may be additional scope for
extending metropolitan areas in suburban or pesiudreas. Large numbers of migrants
are likely to affect the wages and employment wi-&killed urban workers, creating new
demands on municipal governments. Government iaelyit will feel pressure to
influence both the volume and the spatial distidoutof migration (large versus small
cities, coastal versus interior cities) and to oegpto pressures caused by migration. In
doing so, it is important that it avoid repeatig tmistakes of the past by restricting
labor mobility directly, which has high economicst® and reduces the welfare of rural
citizens. Instead, policies should focus on infeieg the market-based incentives facing
potential workers, especially through public inweshts, and by empowering municipal
governments to mobilize necessary resources tachatmigrants when the potential
exists.

The initiative announced in 2004 in the State Cdisn®ocument No. 1 was
designed to support more-rapid rural developmerduiyh a specific set of policies and
investments. It represents a good start in tackiegdifficult challenge of reducing large
rural-urban disparities. Clearly, no single polahyange can eliminate these disparities; it
will be important to push on as many fronts as jbss

This chapter emphasizes the importance of faciigiagreater labor mobility as a
critical part of any strategy to narrow rural-urbaifferences in the future. The
government should plan to gradually phase out lbkou system and harmonize
government policies to béwukoublind (that is, to equalize access to education,
employment opportunities, social insurance prograensl other programs; see chapter
3). Public policies aimed at influencing or respiogdto patterns of migration should
place less emphasis on regulating labor supply stew, instead emphasizing
empowering municipal governments to realize gropdgtential and respond to changing
demands for public expenditures.

The government can reduce rural-urban disparitied promote more-rapid
economic growth by making high-return investmentsrural development. Priority
should be given to increasing education and heailthstments in rural areas. In the
poorest areas, education should be made availed#eof charge to ensure that financial
barriers prevent no children from attending scha@ck of adequate education is a
barrier to labor mobility and a leading contributorpoverty. The economic and social
returns to education are much greater than theteriketurns and therefore merit public
subsidies. Investments in preventive health andrdihsic health services are also likely
to be high-return investments. Human capital isagiqularly good investment for the
poor, because it stays with the individual evemeifor she migrates to a new location.

Continued investments in agriculture can suppagpidragrowth while reducing
rural-urban inequality. Agricultural research haghhreturns and should receive strong
government support. However, large investmentsemote rural areas could be a
guestionable strategy if resources are so poorldbat out-migration is likely to be the
best decision for many households. Many of Chipaerest rural areas are destined to
become depopulated as the process of urbanizatobdevelopment continues.

The government could also consider adopting sew¢har recommendations:

. Support employment information and credentialingteys that can help rural
labor overcome information barriers.
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. Promote greater labor mobility and equal treatntgnsupporting private sector
development, by including rural workers in sociaburance systems, and by
enforcing established labor standards.

. Develop a diversified rural financial system magbeatd institutions with clearly
defined ownership and the flexibility to set intreates and design financial
instruments appropriate for local demanders.

. Develop an adequate financing mechanism in theipfibhnce system to enable
redistribution that makes it possible for local gowments to avoid excessive
taxation of farmers and provide adequate soci@ices and public investments in
rural communities.

. Support structural adjustment (shift to new adtgi in rural areas by providing
appropriate training, incentives, and access tditcre

. Continue investing in targeted poverty alleviatiprograms, but ensure that
specific investments are consistent with a coheteng-range development
strategy that is appropriate given local circumsésn
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<<A>>Notes

1. According to recent calculations by the WorldnBgunpublished), rural-urban differences
accounted for 40 percent of total income inequatit2003, a percentage similar to that in 1995.
Changes in rural-urban inequality accounted ford44g@ercent of the increase in inequality
between 1985 and 1995, contributing more to ineégu#han interprovincial, intrarural, or
intraurban inequality (World Bank 1997). Siculardanthers (2006) find that rural-urban
differences explain 25 percent of overall ineqyatit2002 for a subset of provinces.

2. Chen and Ravallion (2007) report that per cajpit@me in rural areas is 58 percent that of
urban areas. Using data from the China Health aottitdn Survey, Benjamin and others
(forthcoming) find an urban-rural income ratio of6.1 Neither of these results is reliable,
however: Chen and Ravallion’s result appears to arise froworrect price deflation, and
Benjamin and others’ result is based on an unreptasve sample. Brandt and Holz (2006)
report a ratio of 50 percent in 2000 using theimomwmn basket spatial price deflators but using
the unadjusted rural CPI; with adjustment the retid7 percent.

3. Incomes of urban residents in townships aremasduto be equal to surveyed residents in
county seats.

4. Before 1990, residents of rural townda(g were defined as rural, while residents of
townships £hen were categorized as urban. By 1990 many rurahsolwad been recategorized as
townships, despite having large village populatiolms 1990 urban areas were redefined to
include urban districtsg()) or streetsjiedao and residence committegaweihui in nonurban
districts, such as townships, which reduced themnbopulation. In the 1990s the number of
urban districts increased 17 percent, often asuwtref the recategorization of suburban areas that
still contained rural populations. At the same timeny rural areas of townships had become
quite developed. In 2000 the NBS switched to addh of 1,500 people per square kilometer.
Using either the 1990 or the 2000 definition, thieam population in 2000 totaled 452 million. In
contrast, the distribution of the urban populatthianged significantly as a result of the change in
the definition. Chan and Hu (2003) estimate thatassification accounted for 22 percent of
urban population growth in the 1990s, but theimeste is based on the very simple assumption
that the increase is equal to the population dlnawns kiang that became townshipsher).

5. If education spending from all sources, inclgdprivate spending, is included, education
spending rises to 4.4 percent of GDP. It is uncleaw this rate compares with that of other
countries.
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Figure 2.1 Real Urban and Rural per Capita Income;1978-2005
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Source author’s calculation using data from NBS (2006).

Note Real income is in 2003 yuan, deflated by natiambban and rural consumer price
indices. Because of the lack of a rural CPI throi§85, the rural CPI is assumed to be
equal to the urban CPI from 1977 to 1985.



Figure 2.1 Ratio of Real Rural to Real Urban per Cpita Income, 1989-2005
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Source: author’'s calculation using data from NB®0& and Brand and Holz
(2005)Note Figure plots the ratio of rural and urban incorpes capita, using urban CPI and
adjusted rural CPI for 1990-2002 based on a commmdlle of goods in 1990, as calculated by
Brandt and Holz (2005). Use of a common bundlenadlcomparisons that take into account the
greater cost of living in urban areas (29.6 perggaater than in rural areas in 2003). National
rural and urban CPI are used to adjust income2G08—05.



Figure 2.3 Grain and Agricultural Input Price Indi ces, 1993-2005
(1993 price = 1.0)
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